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Weekly Warm-up: Feedback on
Our Tactical Views and 2023
Outlook

Feedback to our year ahead outlook has been mixed, with
many agreeing on the main points but trying to understand
the path, where conviction remains low. We still expect higher
highs for this tactical rally before the deteriorating
fundamentals take us to lower bear market lows next year.

Technicals over Fundamentals for now... our tactically bullish call was always
more about the technicals than the fundamentals. Today, we provide an update
to those factors, some of which no longer justify higher prices although they
provide support at current levels. The deciding factor is market breadth, which
has improved greatly over the past month and argues for us to remain bullish
into year end before the fundamentals take us to lower lows next year.

Feedback on our call for the S&P 500 to reach a price trough of 3,000-3,300
in Q1'23... we've gotten a fair amount of pushback on that our forecast on this
front is too aggressive both from a magnitude and timing standpoint. While
directionally bearish, many investors struggle to see even a retest of 3,500. In
our view, what was priced at the October lows was peak Fed hawkishness, not
material earnings downside. If we were forecasting a modest 5% forward EPS
decline and a reacceleration off of those levels, we'd concede that the earnings
risk is probably priced, but we're modeling a much more significant 15-20%
forward earnings downdraft, which should demand a more recessionary type
13.5-15x multiple on materially lower EPS.

We are hearing more of a desire to explore the "soft landing" scenario... We find
the most common interpretation of a "soft landing" is the US economy avoids an
economic recession — i.e. the labor market remains resilient, inflation slows, and
the Fed does not hike beyond Q123. We view that scenario as an economic
muddle through, and one that is still negative for margins/earnings and therefore
equity markets. Why? First off, a tight labor market keeps labor costs sticky and
elevated and pressures margins. Second, inflation may be slowing but the
downtrend is likely more significant for goods inflation, which the S&P 500 is
relatively exposed to from a nominal revenue perspective. Third, in that scenario,
the Fed may not be hiking, but they're likely not cutting either because the labor
market is resilient and they're still handicapped by inflation that's slowly
decelerating but not plunging. So, the equity market may get the benefit of the
late cycle "pause trade" typically worth ~+15%. However, it won't get the "cuts
before a recession" trade worth another ~+10%.
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What to Focus on This Week

Feedback on Our Tactical Views and '23 Outlook

Last week, we published our 2023 US Equities Outlook. In it, we detail the path to our
2023 year end S&P 500 price target of 3,900. While the price may seem unexciting
relative to where we're currently trading, we think the path will be quite volatile—a
triple breaking put. In short, we see three inflections over the next year—(1) tactical
upside into year end 22 (4150+ target), (2) a material leg lower in price in Q1 of 23, and
(3) a rebound off of that Q1 trough as the market begins to discount a growth rebound
well ahead of the lagging hard data turning more constructive. In our view, we're at the
point in the cycle where assuming a more linear price path makes little sense as this will
likely be a trading environment for some time.

The main pushback and focus from investors has centered around the first of two
inflections — the tactical upside call. This makes sense given growing anxiety around how
we trade into year-end. As a reminder to readers, our tactically bullish view from a
month ago was all about the technicals, not the fundamentals, which remain decidedly
bearish. Many active managers — i.e. our core clients — are not technicians so these types
of calls are hard to process. As 30-year veterans of following and trading markets, we've
had plenty of time to learn this lesson the hard way, which is why we spend more time
on it than perhaps our clients or other fundamental strategists do. In short, technicals
are always a part of our analysis even if they don't override our fundamental view that
often.

Let's review a few key points to the call as we discuss how the rest of the year may play
out. First, the primary technical driver to our bullish call was simply respecting the
200-week moving average which, as noted, does not give way for the S&P 500 until a
recession is a fait accompli. The hard evidence required by the market to actually price a
recession lies in the jobs data. More specifically, until it is clear we are going to have a
full-blown labor cycle where the unemployment rate rises by at least 1-1.5%, the S&P
500 will give the benefit of doubt to the soft landing outcome. In other words, until we
get a negative payroll release, the S&P 500 is likely to defend the 200-week moving
average. To be fair, that level (3600) is now almost 10% below Friday's close so
remaining bullish has become more difficult, to say the least (Exhibit 1).


https://ny.matrix.ms.com/eqr/article/webapp/2dbaa376-5f8c-11ed-9653-23c098daab78?ch=rpext&sch=ar
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Exhibit 1: 200-Week Moving Average for S&P 500 Will Not Break Until Labor Market Does
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Second, in addition to the 200-week moving average as key support, falling interest rate
volatility provided the support for the higher valuations that are driving this rally in the
absence of positive EPS revisions (Exhibit 2). However, much like with the 200-week
moving average, this factor can provide support for the higher P/Es achieved over the
past month; but it is no longer arguing for further upside. In other words, both the 200-
week moving average and interest rate volatility factors have run their course, for now,

in our view.

Exhibit 2: Falling Interest Rate Volatility Has Helped P/Es Expand
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However, a third factor has emerged as perhaps the best technical argument for higher
prices before the fundamentals take over and determine the end to this bear market.
Market breadth has improved materially during this rally. As noted last week, both
small caps and the equal-weighted S&P 500 have outperformed the market-weighted
index significantly during this rally. In fact, the equal-weighted S&P 500 has been
outperforming since last year while the small caps have been outperforming since May.
We upgraded small caps in our mid-year outlook under our view that the final stages of
this bear market would be led by the bigger market cap companies that were still over
owned. That scenario has played out, with 3Q earnings season punctuating that
development. However, such relative moves by the small caps and the average stocks
did not prevent the broader market from making a new low this fall. But the
improvement in breadth is a new development and that indicator does argue for even
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higher prices in the broader market cap weighted S&P 500 before this rally is complete
(Exhibit 3).

Exhibit 3: Improving Breadth Supports Further Upside to Our Tactical Upside Call
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Bottom line, tactically bullish calls are difficult to make, especially when they go against
one's fundamental view that remains decidedly bearish (see next section). When we
weigh the technical evidence, we remain positive for this rally to continue into year end
even though the easy money has likely been made. From here, we expect more
choppiness and misdirection with respect to what's leading. For example, from the
October lows, it's been a small cap, industrials/cyclicals led rally with the longer
duration growth stocks lagging. IF this rally is to have further legs to 4150 and maybe a
bit higher, we think it will have to be led by the Nasdag, which remains well below its
200-day moving average, unlike the Dow Industrials. It's also where the fundamentals
are deteriorating the most so that means back end interest rates will have to fall further
to support valuations via short covering. Meanwhile, the direction of interest rates will
be determined by macro data like Non-Farm Payrolls and the next round of inflation
data (CPI and PPI) which won't arrive for a few weeks. That will determine how fast the
Fed moves to pause its rate hikes, something that could end as soon as next month in
our view. In short, investors should be prepared for volatility to remain high both intra-
day and day to day with swings in leadership. After all, it's still a bear market and that
means it's not going to get any easier before the fundamentals take over to complete
this bear market.



Morgan Stanley | researcs UPDATE

Pushback on Our 23 Views — i.e. lower lows

On the second inflection—the material price downside we expect (to 3,000-3,300) in Q1
"23—we've gotten a fair amount of pushback that our forecast on this front is too
aggressive both from a magnitude and timing standpoint. While directionally bearish,
many investors struggle to see even a retest of 3,500 given what was priced into
equities at the October lows. In our view, what was priced was peak hawkishness, not
material earnings downside. Higher rates drove virtually all of the multiple compression
we saw YTD into the trough as the equity risk premium compressed further (Exhibit 4).
Additionally, the correlation between equity indices and real rates has remained
materially negative for the majority of the year, and the relationship between market
multiple and real rates shows that rates have been the dominant driver of equity
multiples YTD (Exhibit 5). We are cognizant of the reality that the equity market has
front-run the bond market in terms of pricing a Fed pause as shown by the divergence in
equity market multiple and real rates (also Exhibit 5). Thus, if December macro data
does surprise on the hawkish side in a way that pushes the terminal rate even higher
and calls the step down into question, the equity market is exposed to a quick de-rating.
That's a risk to our tactical upside call, but macro risk events on that front are still a
couple of weeks away.

Exhibit 4: Higher Rates and a Hawkish Fed Drove Multiple Compression into the Oct. Lows, Not
Earnings Risk

22 S&P 500 Fwd. P/E

Dec-21 Jan-22 Feb-22 Mar-22 Apr-22 May-22 Jun-22 Jul-22 Aug-22 Sep-22 Oct-22
380 S&P 500 Equity Risk Premium (bps)
340
g0 T TTT R
w0 o T T e

------ >

220
180

Dec-21 Jan-22 Feb-22 Mar-22 Apr-22 May-22 Jun-22 Jul-22 Aug-22 Sep-22 Oct-22

10-Year US Treasury Yield

Dec-21 Jan-22 Feb-22 Mar-22 Apr-22 May-22 Jun-22 Jul-22 Aug-22 Sep-22 Oct-22

Source: Bloomberg, Morgan Stanley Research.



Morgan Stanley | researcs UPDATE

Exhibit 5: On a Similar Note, Real Rates Have Directionally Driven Equity Multiples, Though the
Recent Divergence in Levels Implies Risk to Our Tactical Upside Call in Equities if Rates Don't Come
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What's yet to be priced is the earnings risk and that is what ultimately will serve as the
catalyst for the market to make new price lows in Q1, in our view. As a reminder, we're
not forecasting a 2015/2016 type modest earnings contraction, we're forecasting a
material 15-20% contraction in forward EPS. From our standpoint, that's not the type of
earnings reset that the market will look through. While not our economists' forecast
(and there are new factors at play this cycle), historically speaking, the type of earnings
downdraft we are forecasting has coincided with an unemployment cycle (Exhibit 6). As
we've written about previously, if our economists' more durable labor market forecasts
are correct, that's still a negative set-up for margins as labor costs remain more elevated
despite slowing end demand and pricing for an index that's over-levered to goods
(where payback in demand remains a material risk and discounting is likely to persist
well into 23). Plus, at the end of the day it's typically margins that do the heavy lifting to
the downside in an earnings recession, not top line growth because of the power of

negative operating leverage (Exhibit 7 and Exhibit 8).
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Exhibit 7: Net Margins Do the Heavy Lifting in an Earnings

Recession...
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Exhibit 6: Earnings Weakness of the Magnitude We Are Projecting Is Historically a Risk to the

Labor Market
——8&P 500 Fwd. EPS Y/Y (LS) Unemployment Rate (RS)
50% | 15%
40%
13%
30%
20% 1%
10%
9%
| OuEPS
0% \ Forecast
° \ x~ Path
-5% f \ 7%
-10% Threshold / \
\
\
\
20% 5%
-30%
3%
-40%
-50% 1%
1987 1989 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017 2019 2021 2023

Source: FactSet, Bloomberg, Morgan Stanley Research.

Exhibit 8: ...Due to the Significant Impact of Negative Operating

Leverage
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In terms of the magnitude and timing of an S&P price trough to discount the earnings
downside, we point to Exhibit 9 which simplistically shows that, on average, the market
multiple troughs 40-50% of the way through the earnings compression (both from a
duration and magnitude standpoint). That puts the discounting window in Q123 using
the historical precedent. Further, the average trough P/E level is 125X so our 13.5-15X
(~$220 EPS en route from ~$240 to ~$195) range is actually less severe than average.
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Exhibit 9: Average Forward P/E Statistics During Earnings Recessions
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We do continue to hear the pushback that a recession is already priced and the market
should already start to look through the growth decline in 23 and to the rebound in 24.
That could be true if we're wrong on earnings, and forward estimates bottom right here
and inflect higher. However, that outcome would run counter to the slew of leading
earnings indicators we published in our outlook, which all point to this being a significant
earnings downdraft as discussed above. Further, we point out that PMIs, the
unemployment rate and forward earnings are far from levels typically seen when the
S&P makes a low in a recession—in other words, a recession is not priced at the index
level.

Exhibit 10: PMI, Unemployment Rate and Earnings Levels at Market Lows in Prior Recessions

S&P 500 Price: ISM Mfg. PMI Level Unemployment Rate Fwd. EPS Decrease
Recession Trough on S&P Price Increase through S&P  through S&P Price
Date (Monthly) Trough Date Price Trough Date Trough Date
6/30/1949 31.6 2.8% NA
8/31/1953 43.5 0.2% NA
12/31/1957 36.8 1.5% NA
10/31/1960 46.0 1.3% NA
6/30/1970 51.1 1.5% NA
9/30/1974 46.2 1.3% NA
3/31/1980 43.6 0.7% NA
7/31/1982 38.4 2.6% NA
10/31/1990 43.2 0.9% -1.3%
9/30/2001 46.2 1.2% -10.5%
2/28/2009 36.6 3.9% -36.4%
3/31/2020 49.1 0.9% -11.0%
Median 43.6 1.3% -10.8%
/ | \
Still at 50 Up 0.2% -3.9%

Source: FactSet, Bloomberg, Morgan Stanley Research.

As mentioned, the vast majority of investors we spoke with this week are directionally
bearish, but we are hearing more of a desire to explore the "soft landing" scenario. We
find the most common interpretation of a "soft landing" is the US economy avoids an
economic recession (i.e., the labor market remains resilient), inflation slows, and as a
result the Fed does not hike beyond Q1'23. We view that scenario as an economic

muddle through, and one that is still negative from an equity market standpoint. Why?


https://ny.matrix.ms.com/eqr/article/webapp/2dbaa376-5f8c-11ed-9653-23c098daab78?ch=rpext&sch=ar
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First off, a tight labor market keeps labor costs sticky and elevated and pressures
margins. Second inflation may be slowing but the downtrend is likely to be more acute
for goods inflation, which the S&P 500 is relatively exposed to from a nominal revenue
perspective. Third, in that scenario, the Fed may not be hiking, but they're likely not
cutting either because the labor market is resilient and they're still handicapped by
inflation that's slowly decelerating but not plunging. So the equity market may get the
benefit of the late cycle "pause trade" which is typically worth ~15% (as shown in Exhibit
11), but it won't get the "late cycle cuts before a recession" trade worth another ~10%.
Further, we'd argue that the equity market may have already priced the majority of the
"pause trade"in this most recent rally.

Exhibit 11: Pauses in Fed Hiking Cycles Are Positive for Stocks, While Cuts Are Negative If They
Coincide with Recessions

Cuts End Date Mid Cycle SPX Return Over Cuts
(Gray Shading) OR Market (Either Through End of Cuts  Subsequent Return
Peak Immediately Preceding Mid Cycle OR Market Peak  Through Recession Low
Pause End Date/Startof  Recession/During Cuts (Blue Immediately Preceding (1f Applicable)...Fed Still
Pause Start Date Cuts Shading) Recession Low SPX Return Over Pause _ Recession/During Cuts g
Feb-89 Jun-89 Jul-90 0Oct-90 13% 13% -20%
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Avg. 14% 11% -35%
Median 16% 11% 32%

Source: Bloomberg, Morgan Stanley Research

Finally, we are fielding a fair amount of questions on which industries have seen the
greatest/least significant 2023 EPS compression already. Exhibit 12 helps to address this
topic. Estimates haven fallen 3.6% for the median company in the S&P 500 though this
varies heavily by industry group (Exhibit 12). The median stock in Consumer Durables &
Apparel, Media & Entertainment, and Autos has seen the biggest downward revisions.
Energy is the only industry group where the median stock has seen 2023 estimates
revised higher. Estimates for the index overall (on a weighted basis) have fallen 6.6%
indicating the move lower in estimates has been led by larger cap stocks.

The median stock is still baking in 6.5% year over year growth next year and only three
industry groups, Consumer Durables & Apparel, Real Estate, and Telecom are baking in
negative year over year growth. Our team recently lowered our 2023 earnings estimates
as discussed, and our base case forecast is for earnings to contract -11% next year.
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Factor Update

Exhibit 12: Median 2023 Earnings Revisions

UPDATE

Median Stock Revisions to 2023 EPS Since 6/30 & YOY Growth

Industry Group Median Delta Median YOY
Automobiles & Components -12.19% 12.23%
Banks -2.71% 14.05%
Capital Goods -4.44% 7.12%
Commercial & Professional Services -2.87% 7.20%
Consumer Durables & Apparel

Consumer Services -5.51%

Diversified Financials -5.03% 8.15%
Energy 1.34%
Food & Staples Retailing -3.73% 9.22%
Food Beverage & Tobacco -1.62% 5.60%
Health Care Equipment & Services -3.57% 6.50%
Household & Personal Products -71.91% 3.62%
Insurance -0.73% 14.96%
Materials -9.15% 3.87%
Media & Entertainment -12.79% 11.15%
Pharmaceuticals Biotechnology & Life Sciences -4.64% 3.15%
Real Estate -2.82% -2.62%
Retailing -3.53% 8.81%
Semiconductors & Semiconductor Equipment -9.12% 0.94%
Software & Services -3.00% 12.49%
Technology Hardware & Equipment -2.74% 6.02%
Telecommunication Services -4.94% -217%
Transportation -8.07% 3.23%
Utilities -0.21% 6.00%
Median S&P 500 -3.6% 6.5%
Cap Weighted S&P 500 -6.6% 5.4%

Source: FactSet, Morgan Stanley Research

We select a few key factors to monitor in Exhibit 13 and Exhibit 14 to help study market

drivers from a factor standpoint. These Exhibits focus on factors within the US Top

1,000 by market cap universe. Some key takeaways on performance in the last month:

e Quality has outperformed Junk (+1% relative return) and the overall market (+11%

relative return versus the overall Top 1,000 universe).

e Value has outperformed Growth (+0.9% relative return) and the overall market
(+0.2% relative return versus the overall Top 1,000 universe).

e Cyclicals have outperformed defensive (+1.3% relative return) and the overall

market (+0.8% relative return versus the overall Top 1,000 universe).

e Low Momentum stocks have outperformed high momentum stocks (+4.8% relative
return), and the overall market (+3.0% relative return).

e Large Caps outperformed Small Caps (+1.9% relative return) in the trailing month

10
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Exhibit 13: Top 1,000 Factor Returns

Top 1000 Factor Return as of Nov 17, 2022

UPDATE

Exhibit 14: Excess Return Versus Broader Top 1,000 Universe

Top 1000 Excess Factor Return versus Broader Top 1000 Return as of Nov 17, 2022
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Exhibit 15 shows performance of these pairs in time series graph form.
Exhibit 15: Cumulative Factor Performance Since 2021
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30% 60%
2% 50%
20% 0%
! 0%
10%
20%
10%
5% 0%
o o LR EEEEEER
NIPNEPNIPANIPAN \wwwwwwwwwww Iy FITF Iy \ N
I I SIS S EL SIS 58255535 585588388288538§33
Top 1000 Cyclicals / Defensives Performance Top 1000 Momentum Performance
25% 10%
20% %
15%
0%
10%
5%
10%
-15%
o e §9989988§88
PR PP DR D DD DD DD DD DD FESEIESTESERTN 8 N 9§
e 0°<\°c“°>°°<<°¢'°v9@>° RSt LR 5§§ 3 5(%5 58588 E§§ 3 55?8 3

10%

-10%
-15%

-20%

> \ﬁ,\w\w\@@@@fﬁ’ﬂﬂ?"ﬂﬁ?@fﬂ
» @ a“q T W Y F e S

Top 1000 Size (Small/Large) Performance

Source: ClariFi, Morgan Stanley Research

We include an extensive list of factors and their returns in Exhibit 16. We break down the

factor spread return by their long and short portfolio and display the top and bottom

performing portfolio legs last month in Exhibit 17.



Morgan Stanley | researcs UPDATE

Exhibit 16: Full List of Factor Spread Returns (Long - Short) Exhibit 17: Best and Worst Performing Factor Leg Returns

1000 as of Nov 17, 2022 Best 20 Performing Equal Weighted Group Return in Top 1000 as of Nov 17, 2022
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Reduction in Shares Outstanding (Low vs High) - 44% 4 » High Operating Margin L3 Lo
Cperating Margin (High vs Law) w 447 Ll Low Price-to-Eamings [ *
Industry Gyelical vs Defensive Ld 409 4 L High Operating Income Variability '3 +
Cperating Leve rage (High v Low) [ 408 * High Asset Turnover ¥ )
Prics-to-Sale s [Cheap va Expensive) - 400 4 » High ROA H H
MNet Margin (High ve Low) - 3.5 W *

Enterprize Velus-to-Free Cash Flow (Low va High) - 3.9% » :f"‘ F;m""o"le'a"“ul; ’;?:"I'e t :
Prica-to-Forward Earnings (Cheap ve Expensiva) w 3.5 'S ligh Return on invesiad Capilal

Composite Free Cash Flow (High ve Low) W 3.6% » High Gross Profit / Assets ¥ +*
Gross Profit/ Assets (High ve Low) 'S 35% M ~ Low Up vs Down Sales Revisions > L . S138%  -14.1%
Ineremental Margin (High va Low) - 3.3 4 » Low Forecas! long lerm growih ¥ +» 33%  117%  -13.0%
Free Gash Flow Yield {High vs Low) ' 3.3% » High Y/Y Change in Inventory/Sales ¥ L) -4.6% -16.2%
Recs ivables Tumover (High ve Low) - 3.2% A L) Low Price-to-EBITDA ¥ +» 43% -B4% T.O%
ROE (High vs Low) w 3.0% W ~ High Composite Value (Cheap) ¥ » 23%  74% -56%
Long-Term Operating Leverage (High vs Low) : 308 4 »

Accruals (Low vs High; 0.3% 29% 52% 11.9% 152%

Accruals Hwh_gﬂ!’twigm Low) e I : Fr 1 I Frol L] Worst 20 Performing Equal Weighted Group Return In Top 1000 as of Nov 17, 2022
Composite Aceruals (Low va High) os%I : 2.7%1 ~ 41%  TI% 01%

Net Cash Variabi ity (Low va High) 05% 26% » 25% 06%  23%

Cash Flow ¢ Debt (High vs Low) 0.8% ¥ 3 26% W » 60%  112%  162% Top 1000 {Equal Weighted)

Gash-to-Market Gap (High va Low) 1.4% A "~ 249 4 ”~ 229%  -16% -20% High Price-1o-Forward Earnings L] 4+
Analyst Coverage (High va Low) 0.0% ¥ - 2% * A% adn 24w High Enlerprise Value-1o-Free Gasn Flow L4 L
Sales per Employee (High va Low) 0.5% Wb L] 2.2% M ~ 15% 42%  59% High Sales Estimate Revisions L] L3
YIY %Change in number of employees (Low va High) 0.5% & w 2A% ¥ L3 BA% 2209 285% Low Incremental Margin [ ] L
Debt-to-Equity (Low va High) 0.6% - 21% 4 ~ 4% 13%  2.6% Low Analyst Coverage L3 +~
Price-to-Book (Cheapvs Expansive) 08% ¥ '3 21% 4 L 13%  1129%  143% High Up vs Down Sales Revisions [ +
Interest Coverage (High va Low) 0.5% - 208 ~ 46%  06%  16.8% High Price-10-EBITDA ¥ )
Total Yield (High va Low) 0.3% " 1.8% 4 " 21% Te%  85% High 1-Mantn Estimate Revisians (%) L[] +
Tangible BookiPrice (Che ap vs Expe nsive) 1% 4 - 1.8% 4 ~ 20%  30%  22% High Entarprise Vaiue-to-Operafing Income ¥ H
Profitability (High vs Low) 0.0% W L J 179 ¥ L 15% -11%  -08% Low Composite Valua (Expensie) & +
Reimvestment Rate (High vs Low) 0.8% 4 - 16% 4 ~ 1% 41% 7.4 Mk v;:jr PR GIMH"Q v ]
Trailing Dividend Yield (High va Low) 0.7% '3 14% & ~ 08% 124%  132% o

Cyclical vs Defe nsive 07% & 'Y 1% ~ 1.6% 208%  -B2% H,gh Reduction in Shares Cutstanding L] L
1-Year EPS Growth [High ve Low) 0.4% ¥ v 12% ¥ L) 10% 20%  6.0% High Cash Flow Coverage w L4
Cuallty vs Junk 0.4% & ' 1.2% 4 - 20%  114%  16.4% Low Recelvables Turmover W +
Cash Ratlo (High v Low) 1.3% 4 ~ 1.4% 4 * 03%  130%  204% High 3-Month Prica Mamentum ¥ ¥
Value va Growth DE% Wb o 0.8% & o 29% 200% 230% High 12-Month Price Momentum W W
5-Year EPS Growth (High vs Low) 0.3% ¥ " 0.7% L 22 FO%  -B2% High 6-Manth Prica Momantum ¥ ¥+
1-Manth Feversal (Low ve High) 04% - 0.6% 4 W 5a%  72%  B2% High Entarprise Value-to-EBITDA ¥ s
Sales Variabilty (Low vs High) 01% 4 ' 0.6% ¥ » 37% 162%  21.4% High Smootned Estimate Revisions (%) ¥ ¥
Composite Growth (High vs Low) 04% W 04% 4 W 02%  05%  23% High 9-Month Price Momentum H M
1-Yesr Dividend per share growth {High vs Low) 0.2% : L3 0.4% : ' 2 :;t .34% 8.1%

Composite Quality (High vs Low) 05% - 0.3% ~ ] 3% 7% - ClariFi

Estimate Disparsion (Low vs High) 05% ¥ [ 0.2% W W 25%  116%  16.0% Source: ClariFi, Morgan Stanley Research

Cash-to-Debt (High v Low) 1.2% 4 ~ 0.2% 4 » 17% 0% -148%

Cash-to-Assets (High vs Low) 1.2% A L] 0.1% A ~ 029%  -13.4%  -20.0%

Debt-to-Asssts {Low vs High) 0.5% - 0.0% 4 ~ 2% 4% A0%

Gross Margin (High ve Low) 0.2% W - 0.2% W ~ 1% B0% 8%

Short-Term Accruals (Low vs High) 0.5% - -0.5% 4 » A0 -18% 200

WI¥ Change In Invertory/Sales (Low ve High) 0.2% 4 W 0.6% ¥ ¥ g% 0% A4%

Dividend Payout Ratio {High va Low) 06% A L 0% L] 1.9% 67% 103%

Cperational Efficiency (High ve Low ) 0.0% 4 ' 0T% ¥ ¥ 1% 146%  17.8%

5-Year Dividend per share growih (ngh va Low) 0% - 0.8 W 0.1% 04%  87%

Financial Leverage {Low vs High) 0.2% ¥ - .08 ' 02% 18%  45%

12m Volatility (Low va High) -0.5% ' A1% o 5.0% 15.8% 24.8%

Net Debt-to-Markst Cap (Low vs High) 1.0% L3 2% ¢ w 03%  -118%  153%

Imventory Turmaver (High ve Low) 0.0% W A4.2% W 2.0% 81%  102%

ROE Variability {Low vs High) 0.3% W 4% ¥ v 2% 4% 1T%

Net Cash Ratio {High vs Low) 1.0% ~ 4% 4 * 1% 0% A20%
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CapEx-to-Depreciation (Lowvs High) 01% ' AT7% ~ 03%  T4% 108%

Size (Smallvs Large) 04% - 1% ~ 24%  38%  T0%

Up-to-Down Revisiors (High va Low ) -06% w -20% w -0.6% -30% -0.4%

CapEx-to-Sales (Low ve High) 02% ' 2.0 ¥ ¥ 07%  55% 8%

Salea Growth Stability (High va Low) 07% ' 2.5% W - 08%  34%  58%

EPS Variability (Low va High) 0.3% ' 255 W ' 0% 33% 62%

Inventory-to-Sales (Low ve High) 02% W 259 W 15% 18%  19%

Earmings Stability (High ve Low) 04% ' 25% ¥ ¥ 1.4 6.9%  04%

12m-1m Fesidual Momentum (High vs Low) 04% W 27% W as% 0% 3.0%

Earmings Revisions (High vs Low) 05% W 27% ¥ v 0%  -13%  18%

5-YearSales Growth (High ve Low) 06% - 27% 4 W 2%

Forecast long term growth {High ve Low) 06% w 27% ¥ w 2% 50% B4

Prics-to-Cash Flow (Cheap vs Experive) 07% & - 289 - 0% 52% 74%

Gomposite Sertiment (High va Low) 0% ' 33% W ' 06%  28% 25%

Eamings Estimate Revisions (High vs Low) 0.1% - 34% & - 25% 14%  45%
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1-Month Estimats Revisions (%) (High vs Low) 05% - 4239 ' 129 53%  -82%

Cperating Income V arlabilty (Low va High) 07% ' 44% ¥ ' A4 TE% 0%

6-Month Price Mome nturn (High vs Low) -07% w 4% w 45% 46% 4.0%

Up vs Down Sales Revisiors (High vs Low) A1.5% w 4.8 ¥ 05%  -BA% -06%

12 Mortth Price Momentum (High v Low) 07% W 4.8 W 48%  54%  AT%

3-Month Price Mome tum (High ve Low) 0.8% ¥ 530 ' 20%  24% 24%

Sales Revisons (High v Low) 2% W 5.4% W 05%  BE%  T5%

9-Manth Price Mome ntum {High ve Low) 1.0% ' 5.5% w 48%  20%  34%

Sales Estimate Revisions (High ve Low) 2% W 5.6% W W 0% dan A%
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Cash Flow Coverage (High vs Low) 07% - -B.0% - £3%  50%  T4%

Source: ClariFi, Morgan Stanley Research
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In Exhibit 18, we monitor a number of dispersion metrics on a long-term and short-term
basis. For most forms of dispersion, 2021 marked a local peak with these measures now
back at or below long-term averages. Stock-specific risk continues to fall (4th percentile
historically) as geopolitical uncertainty and macro risk continue to weigh on equities
broadly. Return dispersion remains elevated relative to the post-GFC cycle and has
ticked higher during 3Q earnings season. To the opposite effect, earnings estimate
dispersion has fallen in recent weeks. Lastly, price/book dispersion remains elevated as
the move in real yields pressures valuation.

Exhibit 18: US Top 500 Dispersion Metrics: Long-term and Short-Term

Median 63-Day Rolling Stock Specific Risk Median 63-Day Rolling Stock Specific Risk
Through Nov 17, 2022 Through Nov 17, 2022
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Source: ClariFi, Morgan Stanley Research

We also monitor these dispersion metrics on a percentile basis relative to history (Exhibit
19). Return dispersion and earnings yields dispersion are above historical levels and have
been in this range for most of the third quarter. Looking under the surface, there is
greater variance at the industry group level with a number of industries in their top two
deciles historically. Specifically, high dispersion is present in Food & Staples Retailing,

13



Morgan Stanley | researcs UPDATE

Software & Services, and Media & Entertainment while there are lower relative
dispersion levels in Utilities, Commercial & Professional Services, and Telecom Services,
suggesting macro factors are a driving force.

Exhibit 19: Historical Dispersion Metrics by Industry Group

Earnings
Return Earning Yield Book/Price Estimate
Dispersion Dispersion Dispersion  Dispersion
S&P 500 73% 73% 43% 58%
Energy 45% 78% 34% 36%
Materials 34% 93% 31% 59%
Capital Goods 56% 90% 44% 26%
Commercial & Professional Services 83% 16% 17% 32%
Transportation 58% 83% 36% 24%
Automobiles & Components 76% 89% 84% 50%
Consumer Durables & Apparel 34% 94% 97% 75%
Consumer Services 89% 43% 63% 69%
Retailing 91% 85% 11% 51%
Food & Staples Retailing 23% 90% 96% 86%
Food, Beverage & Tobacco 19% 67% 53% 83%
Household & Personal Products 84% 32% 21% 92%
Health Care Equipment & Services 78% 61% 53% 23%
Pharma, Biotech & Life Sciences 89% 93% 57% 70%
Banks 80% 44% 37% 66%
Diversified Financials 72% 89% 48% 58%
Insurance 68% 75% 15% 85%
Software & Services 81% 71% 94% 67%
Technology Hardware & Equipment 59% 75% 69% 0%
Semiconductors & Semi Equipment 64% 63% 83% 52%
Telecommunication Services 44% 57% 57% 14%
Media & Entertainment 82% 73% 83% 79%
Utilities 33% 5% 50% 5%
Real Estate 52% 58% 82% 62%

Source: ClariFi, Morgan Stanley Research
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Fresh Money Buy List

Exhibit 21: Fresh Money Buy List & S&P 500 Cumulative Total Return

UPDATE

Exhibit 20: Fresh Money Buy List - Stats & Performance

Total Return Since Inclusion

Company Name Ticker| MS Rating Sector "'"';E’fa" Price uspr | %ioMS MS Analyst Ag:‘;
($8n) Absolute | Rel. to S&P
ATAT, Inc. T Overweight Communication §135.1 $18.95 2000 55% Flannery, Simon 12/2012021 127% 26.0%
CenterPoint Energy Inc CNP Overweight Utilities $184 $29.19 29.00 (0.7%) Arcaro, David 3/21/2022 22% 12.8%
Coca-Cola Co. KO Overweight Consumer Staples $262.5 $60.71 68.00 12.0% Mohsenian, Dara 3/28/2022 0.1% 12.3%
Exxon Mobil Corporation XOM Overweight Energy $465.6 $113.06 114.00 0.8% McDermott, Devin 2/22/2021 134.3% 130.6%
Humana Inc HUM Overweight Health Care $65.9 $520.26 620.00 19.2% Ha, Michael 7119/2018 69.0% 17.9%
McDonalds Corporation MCD  Overweight ~Consumer Discretionary  $200.2 $273.36 285.00 43% Glass, John 1011812021 154% 256%
Mondelez Intemational Inc MDLZ  Overweight  Consumer Staples $88.0 $64.45 69.00 7.1% Kaufman, Pamela ~ 7/1912021 33% 10.2%
'SBA Communications SBAC Overweight Real Estate $31.1 $287.86 309.00 73% Flannery, Simon 6/7/2021 (6.8%) (2.2%)
Simon Property Group Inc SPG Overweight Real Estate $37.9 $115.79 131.00 13.1% Kamdem, Ronald 2/16/2021 15.8% 12.8%
Current List Performance
Average (Eq. Weight) $1450 76% 27.33% 27.34%
Median $88.0 71% 127% 12.8%
% Positive Retums (Abs. / Rel.) 89% 89%
% Negative Retums (Abs. / Rel.) 1% 1%
Avg. Hold Period (Months) 188
‘All Time List Performance
Average (Eq. Weight) 329% 18.1%
Median 15.8% 12.8%
% Positive Retums (Abs. / Rel.) 8% 62%
% Negative Returs (Abs. / Rel.) 2% 38%
Avg. Hold Period (Months) 150
hov represent local currency total returns, ind excluding using the closing price on the last trading day before the date shown in the

above and bel i Rett
*Date Added” column through close on the last trading day prior to publication of this report for stocks currently on the lst and through close on the day of removal for stocks formerly on the lst. These figures are not audited. Past performance
i no guarantee of future results.

has been ion i i policy, M i i spect

Source: Bloomberg, Morgan Stanley Research estimates

Exhibit 22: Fresh Money Buy List / S&P 500 Cumulative Relative

Cumulative Total Return
. Relative Cumulative Total Return: Fresh Money Buy List - S&P 500
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Source: Bloomberg, Morgan Stanley Research.

——Fresh Money Buy List - S&P 500

Source: Bloomberg, Morgan Stanley Research.
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What's Retail Doing?

UPDATE

Our Quantitative Equity Strategy team recently introduced a novel way to track the

activity of retail traders using publicly available data. We provide a few updates and key

observations on the retail trader using this approach.

A few key observations:

e Retail participation is currently at 9.1% of the total market volume, and at 70th %-

ile relative to the last 5 years.

e Order imbalance was positive at 0.3% (15th percentile relative to the last 5 years).

e Imbalance skewed negatively on the sector level with Utilities and Comm. Services
as the only two in positive territory. The most negative relative to history is
Materials (8th %-ile).

Exhibit 23: Retail orders as a % of notional traded slightly above
median

Retail Orders as % of Total Daily Notional Traded
for Top 1500 Russell 3000 Constituents
16%

14%

12%

6%
4%

2%

Retail Market Orders ~ =——5d M.A. excl Option Expiries Median (2016-21)
0%

Jul-16 Jan-17 Jul-17 Jan-18 Jul-18 Jan-19 Jul-19 Jan-20 Jul-20 Jan-21 Jul-21 Jan-22 Jul-22

Source: Morgan Stanley Research, Morgan Stanley Quantitative and Derivative Strategies, Compustat

Exhibit 24: .. and order imbalance has been largely negative

Retail Order Buy/Sell Imbalance
for Top 1500 Russell 3000 Constituents
6%

4%
2%
0%

-2%

-4%
—5d M.A.

Median (2016-21)

Buy/Sell Imbalance
-6%
Jul-16 Jan-17 Jul-17 Jan-18 Jul-18 Jan-19 Jul-19 Jan-20 Jul-20 Jan-21 Jul-21 Jan-22 Jul-22

Source: Morgan Stanley Research, Morgan Stanley Quantitative and Derivative Strategies, Compustat
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Exhibit 25: Retail's buy/sell imbalance is most negative in Health Care

_ Retail Participation Buy/Sell Imbalance

2016-22 2016-22
Sector Median  Current p-tile Median  Current p-tile
Energy I 68% Il 17.3% 061 -0B1% 8.2% 0.51

Materials ] se% ] 5.2% 0.36 050 [0 5% 0.08
Industrials Eleenli] 47% 0.00 -§.1% [H8.0% 0.20
Consumer Discretionary B 11s5% B 148% 0.92 @b |1.6% 0.09
Consumer Staples E 1l 60%l ] 50% 017 [@.5% -0.2% 0.57
Health Care ] s8% ] 4.0% 0.04| [H.5% &% 0.24
Financials ] se6% ] 5.1% 0.24 -4.1% [8.3% 0.18
Information Technology B 105% 0 11.9% 0.76 @A [‘.6% 0.12
Communication Services B 92% 1 11.5% 0.74 3% 0:8% 0.68

Utilities 1 38%l] 32% 0.20| [%.2% d.8% 0.86
Real Estate Il 35%E1 3.5% 0.49 d5% [8.1% 0.20

Model Universe (Top 1500)  [I©° 8.5% [ 9.1% 0.70 0.3% [8.5% 0.15

Source: Morgan Stanley Research, Morgan Stanley Quantitative and Derivative Strategies, Compustat

For more on the methodology, please see Quantitative Equity Research: The Rise of the
Retail Trader (30 Jun 2021).


https://ny.matrix.ms.com/eqr/article/webapp/63745854-3a59-11eb-b364-af7b72fe7478?ch=rpint&sch=ar

Morgan Stanley | researcs UPDATE

Weekly Charts to Watch

Exhibit 26: US Earnings Snapshot

S&P 500 Y/Y EPS Growth S&P 500 NTM EPS vs. Total Return Level
A0% , e S&P 500 EPS (left axis) S&P 500 Total Return (right axis)
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Source: Refinitiv, FactSet, Morgan Stanley Research. Top and bottom left: As of November 18, 2022 Bottom right As of October 1, 2022. MS Leading Earnings Indicator is a macro factor based earnings model that leads actual
earnings growth by one year with a 0.7 12-month leading correlation. Note: S&P 500 fundamental data used post March 1993; Top 500 by market cap data used before 1993. LTM equity risk premium average is since 1920. ERP
based on forward earnings yield and 10-year Treasury Yield.

Exhibit 27: S&P 500 Price Target
Morgan Stanley S&P 500 2023 Price Target

Landscape Earnings Multiple Price Target  Upside / Downside

Bull Case $251 16.7x | 4200 | 5.9%

Base Case $241 16.1x | 3,900 | -1.6%

Bear Case $230 153x [ 3500 | 11.7%
Current S&P 500 Price as of: 11/18/2022 3,965

Note: We use 2023 forward earnings to project our price target which takes into account our 2024 earnings forecast (currently $241 base case).
Source: Bloomberg, Morgan Stanley Research
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Exhibit 28: Sector Ratings

Morgan Stanley Sector Recommendations

Health Care Staples Utilities

UPDATE

Comm. Services Energy Financials
Industrials Materials Real Estate

Tech ex Hardware

Discretionary Tech Hardware

Source: Morgan Stanley Research

Exhibit 29: S&P 500 Equity Risk Premium using Nominal Rates and Breakevens
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Source: Bloomberg, Morgan Stanley Research. As of November 18, 2022
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Exhibit 30: Equity Risk Premium is Below Post-GFC Average
—— Equity Risk Premium Avg.
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Note: Equity risk premium is calculated as the S&P 500 forward 12M earnings yield minus the nominal 10-Year Treasury.
Source: Bloomberg, Morgan Stanley Research

Exhibit 31: US Equity Market Technicals and Financial Conditions

S&P 500 Cumulative Advance-Decline S&P 500 Percent Members Above 200-Day Moving Average
——Bloomberg Cumulative Advance-Decline Line for S&P 500 .
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Exhi

it 32: US Small Cap Equities

Russell 2000 NTM EPS vs. Total Return Level

Russell 2000 NTM P/B and Relative NTM P/B vs. S&P 500
Russell 2000 / S&P 500 NTM Price to Book

UPDATE
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For valuation methodology and risks associated with any price targets referenced in this
research report, please contact the Client Support Team as follows: US/Canada +1 800
303-2495; Hong Kong +852 2848-5999; Latin America +1 718 754-5444 (U.S.); London +44
(0)20-7425-8169; Singapore +65 6834-6860; Sydney +61(0)2-9770-1505; Tokyo +81 (0)3-
6836-9000. Alternatively you may contact your investment representative or Morgan
Stanley Research at 1585 Broadway (Attention: Research Management), New York, NY
10036 USA.
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