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First quarter earnings season kicks off this week with some big banks reporting toward the end of
the week. In some ways this quarter’s earnings season will probably be déja vu all over again—
earnings declines and cautious guidance, reductions in estimates, but better than feared. However,
tightened financial conditions in the wake of last month’s banking turmoil and building evidence for
a slowing economy has changed the economic backdrop this quarter. It will be interesting to see
how management teams react to these latest developments.

SETTING THE STAGE

Corporate America faces some of the same headwinds it did during fourth quarter earnings
season, including slow global economic growth, cost pressures from still-elevated (but easing)
inflation, some currency drag from a stronger U.S. dollar last quarter compared with the year-
ago quarter, and geopolitical instability, particularly in Eastern Europe and China, that has put
some upward pressure on costs. Add bank stress that will weigh on financial sector profits and
we have the makings of another year-over-year (YOY) earnings decline for the S&P 500 Index
in the first quarter. Any upside to the current consensus estimate for S&P 500 EPS at -6.2%
YOY (source: Factset) will be difficult to achieve, ( ) and a second straight quarterly
miss—even if rare—may be in the cards.

- EARNINGS MALAISE TO CONTINUE
Earnings May Trough In Q1 But Declines Likely To Continue For At Least Another Quarter
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Estimates may not develop as predicted.

1 Member FINRA/SIPC =l LPL Financial



WEEKLY MARKET COMMENTARY

It's not all bad news though. Inflation pressures have continued to abate, potentially helping to
mitigate pressure on profit margins. The labor market has loosened a bit, limiting wage
increases. The U.S. dollar has come down about 10% since October 2022, which helps
earnings from U.S.-based multinational companies. And while calls for recession have become
commonplace, the U.S. economy very likely grew in the first quarter—consensus first quarter
gross domestic product (GDP) growth tracked by Bloomberg is 1.3%. Meanwhile, Europe’s
economy continues to hold up better than most anticipated and will probably not be much of a
drag.

Finally, the bar for this earnings season has been lowered quite a bit, with first quarter
estimates cut by 6% during the quarter, about double the long-term average.

EARNINGS AND THE ECONOMY ARE CLOSELY TIED

The weakness in the Institute for Supply Management (ISM) manufacturing and services
indexes is a reason to expect earnings declines and weak guidance this quarter. Looking at
services specifically, released on April 5, the index fell to 51.2 from 55.1, down from over 58 a
year ago. This reading implies a weakening outlook for both businesses and consumers.

In we show the relationship between the ISM Services Index and S&P 500 operating
earnings growth. Services is a much larger piece of the U.S. economy than manufacturing, but
given corporate America is more manufacturing-oriented, the relationship with the
manufacturing ISM, or the composite (manufacturing plus services) looks virtually identical.
n SERVICES WEAKNESS HAS COINCIDED WITH EARNINGS DECLINES

Earnings Growth May Not Resume Until Economic Activity Picks Up
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Indexes are unmanaged and cannot be invested in directly.
Past performance is no guarantee of future results.
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The components of the ISM surveys provided further evidence of a slowing economy, including
a 10-point drop month over month in services new orders. As the economy slows and inflation
decelerates, the Federal Reserve (Fed) will be in a better position to pause the current rate
hiking campaign, although that will likely be accompanied by weak earnings in the first half of
this year, and potentially beyond.

MARGIN GUIDANCE WILL BE THE KEY

During fourth quarter earnings season, a number of companies were rewarded for cost-cutting
measures, particularly in the technology sector. For this upcoming earnings season, expect
more of the same. Analysts will be sharpening their pencils when it comes to costs. Revenue
will hold up fine—remember, the inflation we pay is more revenue for someone else.

Layoffs were initially constrained to tech names, where excessive hiring took place during the
pandemic. However, recent announcements have spread to companies in other sectors, and
the market’s response to more recent cost-cutting news has been mixed (McDonald’s and GM
are examples). While layoffs help control costs and improve margins, they can also weigh on
consumer spending and eventually translate into less business investment. On this score, the
gradual pace of labor market loosening, rather than a sharp reversal, has been positive. We
hope to see wage pressures ease because of fewer openings rather than layoffs, which we
saw this week in the Job Openings and Labor Turnover Survey (JOLTS).

We seemingly say it every quarter, but in this uncertain environment, guidance matters more
than actual results. And specifically, cost/margin guidance is key.

UNCERTAINTY REIGNS FOR THE REST OF THE YEAR

In two decades closely following strategists’ forecasts for S&P 500 EPS, it's hard to recall a
time when there was more disagreement about the path of profits. This is when looking at
different scenarios can be helpful.

e In a muddle through economic scenario, we would expect S&P 500 earnings to hold up
fairly well and potentially hit current consensus estimates around $220.

e In a mild, short-lived recession, perhaps $210 is a reasonable forecast.

¢ In a typical recession that perhaps lasts a year, we would expect something closer to
$200 per share in 2023 EPS, or about a 10% year-over-year decline.

If we probability weight these, with a slightly higher probability for muddle through (perhaps
(50%), 35% odds for a short-lived, mild recession, and a 15% chance for a typical recession,
we end up with a number in the $213-$215 range.
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For now, we'll keep our $220 forecast in place for 2023, but we would consider that number
under review until we hear from corporate America. Our 2024 S&P 500 EPS number will
almost certainly come down, but lower interest rates support higher stock valuations, so we
think stocks will get to the same place by year end. The 10-year Treasury yield, near 3.4%,
was about 0.8% higher five weeks ago.

INVESTMENT OUTLOOK

Stocks may not get much support from earnings in the near term as the malaise continues.
However, we do expect the market to benefit from the end of the Fed’s rate hiking campaign—
likely in May. Higher interest rates may challenge stock valuations this year, but we still see
potential for additional gains for stocks over the next nine months.

LPL Research remains comfortable with its year-end S&P 500 fair value target of 4,300—4,400.
While that target was set based on a price-to-earnings ratio (P/E) of 18 and a 2024 EPS
estimate of $240, the P/E may be a bit higher and the earnings number a bit lower when all the
results are in.

The LPL Research Strategic and Tactical Asset Allocation Committee (STAAC) recommends a
slight overweight allocation to equities, narrowly favors value over growth, has moved to
benchmark-level exposure for small and large caps, has the industrials sector as its top pick,
and has warmed up to the technology sector, where the overall view is currently neutral, but
the technical analysis picture has improved significantly this year.

Within fixed income, the Committee recommends an up-in-quality approach with a benchmark
weight to duration. We think core bond sectors (U.S. Treasuries, Agency mortgage-backed
securities (MBS), and short-maturity investment grade corporates) are currently more attractive
than plus sectors (high-yield bonds and non-U.S. sectors) with the exception of preferred
securities, which look attractive after having recently sold off due to the banking stresses.
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IMPORTANT DISCLOSURES

This material is for general information only and is not intended to provide specific advice or recommendations for any individual. There is no assurance that the
views or strategies discussed are suitable for all investors or will yield positive outcomes. Investing involves risks including possible loss of principal. Any economic
forecasts set forth may not develop as predicted and are subject to change.

References to markets, asset classes, and sectors are generally regarding the corresponding market index. Indexes are unmanaged statistical composites and
cannot be invested into directly. Index performance is not indicative of the performance of any investment and do not reflect fees, expenses, or sales charges. All
performance referenced is historical and is no guarantee of future results.

Any company names noted herein are for educational purposes only and not an indication of trading intent or a solicitation of their products or services. LPL
Financial doesn'’t provide research on individual equities.

All information is believed to be from reliable sources; however, LPL Financial makes no representation as to its completeness or accuracy.

US Treasuries may be considered “safe haven” investments but do carry some degree of risk including interest rate, credit, and market risk. Bonds are subject to
market and interest rate risk if sold prior to maturity. Bond values will decline as interest rates rise and bonds are subject to availability and change in price.

The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure performance of the broad domestic economy
through changes in the aggregate market value of 500 stocks representing all major industries.

The PE ratio (price-to-earnings ratio) is a measure of the price paid for a share relative to the annual net income or profit earned by the firm per share. Itis a
financial ratio used for valuation: a higher PE ratio means that investors are paying more for each unit of net income, so the stock is more expensive compared to
one with lower PE ratio.

Earnings per share (EPS) is the portion of a company’s profit allocated to each outstanding share of common stock. EPS serves as an indicator of a company’s
profitability. Earnings per share is generally considered to be the single most important variable in determining a share’s price. It is also a major component used to
calculate the price-to-earnings valuation ratio.

All index data from FactSet.

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect against
market risk.

Asset allocation does not ensure a profit or protect against a loss.

A CDS contract is a derivative product that protects the CDS buyer from a credit default of the underlying security. Credit risk is transferred to the seller of the CDS
contract, who requires a premium for the protection. As credit risk increases or decreases, the contract premium goes up and down, similar to an insurance policy.

A typical notional on a CDS is in the range $10-$20 mm. CDSs have a stated maturity (typical terms are 3, 5, 7, and 10 years), with the most liquid point at 5
years. Typically, credit default swaps are the domain of institutional investors.

Preferred stock dividends are paid at the discretion of the issuing company. Preferred stocks are subject to interest rate and credit risk. As interest rates rise, the
price of the preferred falls (and vice versa). They may be subject to a call feature with changing interest rates or credit ratings.

The fast price swings in commodities will result in significant volatility in an investor’s holdings. Commaodities include increased risks, such as political, economic,
and currency instability, and may not be suitable for all investors.

Value investments can perform differently from the market as a whole. They can remain undervalued by the market for long periods of time.
The prices of small cap stocks are generally more volatile than large cap stocks.

International investing involves special risks such as currency fluctuation and political instability and may not be suitable for all investors. These risks are often
heightened for investments in emerging markets.

This research material has been prepared by LPL Financial LLC.

Securities and advisory services offered through LPL Financial (LPL), a registered investment advisor and broker-dealer (member
FINRAJ/SIPC). Insurance products are offered through LPL or its licensed affiliates. To the extent you are receiving investment advice from

a separately registered independent investment advisor that is not an LPL affiliate, please note LPL makes no representation with respect to
such entity.

Not Insured by FDIC/NCUA or Any Other Government Agency Not Bank/Credit Union Guaranteed

Not Bank/Credit Union Deposits or Obligations May Lose Value
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For a list of descriptions of the indexes referenced in this publication, please visit our website at Iplresearch.com/definitions.
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