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Underappreciated Good News
The old adage “bad news sells newspapers” remains true across old and new media. Unfortunately, 
that comes at a cost for investors. By focusing on what may go wrong, investors may be missing what 
is going right and what an improving set of circumstances means for investing in the future.

This past week, there were important pieces of good news that collectively indicate improving 
prospects for the US economy, even in the face of the Fed’s most recent rate hike. The balance of this 
data suggests “normalization” rather than more disruption. It is only natural for markets to rally on this 
news. With it, we continue to see broader opportunities in staying invested.

The ”good news”:

 ● Evidence of US economic resilience is mounting. US real GDP growth accelerated to a 2.4% 
annualized pace in 2Q2023, led by a bounce-back in business capital spending.

 ● US inflation continues to fall. For example, the rate of growth in US services prices ex-shelter 
slowed from a peak of 8% to 3%.

 ● Fed Chairman Powell indicated that if inflation is falling and the labor market is cooling, there will be 
no need for monetary policy to force the economy into a full-blown recession. While we believe the 
progress on underlying inflation measures appears underrated by the Fed, Powell indicated the Fed 
could back off restrictive monetary policy in the coming year without a collapse in labor markets.

 ● Markets are looking past this period of “restrictive” monetary policy as the Fed is viewed as 
unsustainably tight. Yet, high-grade bond yields are near 20-year highs. This presents an unusual 
opportunity for investors to potentially capture and retain “real yields.”

 ● Several US tech titans reported better-than-expected quarterly profits, reflecting the resilience of 
their “old economy” businesses. Most of the initial 2Q earnings news supports an improving set of 
equity market opportunities.

 ● China’s policymakers are coming to grips with the loss of momentum in its economy and moving 
away from half-hearted measures to stabilize the property sector.

 ● Japan moved very incrementally again to tighten monetary policy in the last large economy to retain 
a zero short-term interest rate policy. The Bank of Japan will allow a small rise in long-term bond 
yields below a maximum of 1%. While the news created fear in global bond markets last week, it’s 
not significant enough to derail global markets or stem a generational change in Japan.

 ● After the joint stock/bond collapse of 2022, sidelined investors have chased markets higher. 
However, only now is the world equity market “broadening” its strong performance beyond a few 
mega-cap shares. Not every risk is behind us, but signs are building that the world economy can 
transition from a period of slow growth and high inflation to a more sustainable expansion.
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Resilience in World Markets
This past week, the Fed raised short-term policy rates to an upper bound of 5.5%, the highest level since 2001. The move comes 
at a time of falling inflation. Meanwhile, US real GDP growth accelerated to a 2.4% annualized pace in 2Q, led by a bounce-back 
in business capital spending. Nominal growth slowed as inflation cooled (Figure 1). Outside of the US, it seems likely that future 
declines in inflation will help sustain the post-Covid expansion.

The central bank has now delivered 525 basis points of rate hikes in less than 18 months. It has also reduced its balance sheet 
lending by $670 billion, even as it funded a new lending program to support banks holding government securities devalued by the 
Fed’s massive rate hikes.

The European Central Bank raised its own key policy rate 25 basis points and is on its way to raising rates 450 basis points in 
total (see our July 27 Europe Strategy). Japan also surprised markets with an incremental move to allow its 10-year government 
bonds to trade in a wider band between 0.5% and 1.0% (raising the rough “cap” from 0.5%). And China’s policymakers vowed 
greater support for a private sector recovery and suggested greater fiscal support for its collapsed property sector.

Powell Hints at Policy Normalization with Lower Rates
At this press conference last Wednesday, Fed Chairman Powell acknowledged that US monetary policy had moved into 
“restrictive” territory. Powell noted that it will take a long time for the Fed’s preferred measure of core inflation to fall to 2%. To us, 
this means that the Fed should be done tightening long before that level is reached. If inflation was credibly falling toward the 
Fed’s objective, he suggested policymakers would not seek to keep monetary policy restrictive. We believe this will require an 
indication from the Fed that labor markets are loosening.

In short, Powell’s comments suggest the Fed won’t require a “traditional” recession to back off from restrictive monetary policy.

Resilient Earnings
In the past week, several US tech titans reported quarterly profits that suggest much of their “old economy” businesses are 
holding up well, easily beating conservative estimates fit for a recession (Figure 2). While some disappointments were notable – 
such as the absence of immediate payoffs for massive capital investment spending in AI services – the bulk of the earnings news 
bodes well for markets..

Better-than-expected earnings and a more rational Fed supports a range of global equity opportunities, some of which we discuss 
below (see Quadrant for full details).

In fixed income land, markets may look past the period of “restrictive” monetary policy. This makes high-grade bond yields, 
nearing 20-year highs, quite attractive, especially if there is no credit deterioration (Figure 3).

More Growth, Less Inflation
The Fed’s progress on underlying inflation measures seems underrated, in our view. US services prices ex-shelter have slowed 
from a peak of 8% to 3%. Why would these prices have risen so rapidly and slowed so sharply when wages have only drifted 
higher? A post-Covid economy hasn’t yet reached a stable equilibrium.

When the US services sector finally began to reopen more than a year after the initial global Covid shock, demand skyrocketed at 
a 24% year/year pace and suppliers of services were overwhelmed. Services spending has subsided to an 8.6% spending pace 
in nominal terms. While this is still too strong, pent-up demand is being satisfied. We believe restrictive monetary policy will speed 
the rebalancing of supply and demand in the economy already underway (Figure 4-5).

T-Bill Reinvestment Risk: Duration Looks Good
Holding T-bills carries high “reinvestment risk.” Rates may be significantly lower in the future when a given T-bill matures, so 
that one can only reinvest at lower rates. While rates are not likely to fall in the next six months, there is the opportunity cost 
of missing out on the potential for capital appreciation of longer-dated securities when rates are expected to fall. For example, 
assume a 5-year Treasury with a yield currently of 4.05% sees the hypothetical yield drop by the potential 1%, the gain on the 
Treasury may be almost 4.5%, and one would still have the Treasury yield of 3.05% for the remaining life of the security.

With huge cash balances on the sidelines, potential dip-buyers point to a laundry list of risks, from a commercial real estate crisis 
to extended economic malaise that could catalyze an equity market selloff. However, with unemployment below 4% and inflation 
abating, we think waiting for the right entry point isn’t an effective strategy.

As inflation continues to drop, the Fed may proactively begin to cut rates in 2024 in an attempt to prevent severe job losses. We 
expect higher positive total returns if the market increasingly prices in the probability the Fed will begin cutting rates (Figure 6).

https://www.privatebank.citibank.com/ivc/docs/quadrant/GlobalFIbulletin-07262023.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/EMEA_Europe_Strategy_072723.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/Quadrant_072023.pdf
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We suggest fixed income investors consider primarily higher credit-quality corporate bonds (or municipal bonds, for tax 
advantaged investors), that continue to offer much higher yield now vs expected inflation anytime in the recent past. As of July 
27, 2023, IG intermediate-duration credit offers a spread pickup to Treasuries of about 104bps, for an all-in yield of about 5.5%. 
In addition, for suitable investors aware of the risks might consider adding corporate bonds with rating levels as low as BB, which 
currently offer spreads of 240bps on average and yields at nearly 7.08%.1

For investors who agree that large bank risk has abated and who understand the risk of these instruments, IG preferred 
securities issued by large banks yield about 7.17%. Finally, emerging market USD-denominated bonds may also offer potentially 
strong risk diversification, as the index is primarily IG-rated, but within its HY segment it offers idiosyncratic risk that isn’t likely 
highly correlated to US economic outcomes. This index currently yields about 7.48%.2

Regional Equities Opportunities Ahead
While we noted the fixed income reinvestment risk and opportunity cost for investors sidelined in cash, the same clearly applies 
to broader asset classes. As we noted in last week’s CIO Bulletin, the 17% return in global equities in the year-to-date compares 
to cash returns of 2.5% over the same period. Even now, after the AI-fueled optimism, the Nasdaq 100 trades 6.5% below its late 
2021 record high.3

US tech shares trade at nearly double the prospective valuation of broader global equities ex-tech. Investors may be concerned 
about buying into newly bullish markets as traders cover short positions. However, the potential for a wider set of global equity 
opportunities (including profitable US small and mid-caps) remains favorably positioned for future returns. Some regional markets 
have even remained lower than pre-Covid levels in the past three years.

China: Politburo Delivers Positive Policy Changes
China’s economy and markets have struggled for so long that many investors have given up. But as we wrote in Asia Strategy 
Bulletin, Chinese authorities have sufficient policy tools to stabilize faltering economic growth and restore sentiment.

The breadth and consistency of recent policy announcements is notable. We are more convinced that growth is likely to recover 
moderately in the second half (Figure 7). This will likely lead to a rebound in equities and currency, particularly if the US Fed 
becomes less hawkish and the USD softens further. Of course, the lack of “bazooka” policy stimulus may continue to frustrate 
some investors as will the rate of implementation.

The Politburo meeting that concluded on July 24 confirmed some of these actions. Most notably, the Politburo revealed a new 
stance toward the real estate sector. The slogan from the past seven years—”housing is for living, not for speculation”—was 
removed. In its place, the central government highlighted three elements to optimize policies for the real estate sector:

● After more than 20 years of rapid construction, “differentiated policies for different cities” is necessary. We believe
this signals that property sales had fallen too much and authorities would support ceasing purchase restrictions and
mortgage policies.

● Actively support urban renovations and public infrastructure.

● Property debt relief programs would be created to contain risks in local government debt.

Property stocks rallied 8% in the days following the Politburo statement, but it remains to be seen if these policies can stabilize 
sales that were still falling in June (Figure 8).

The Politburo statement also mentioned keeping the renminbi exchange rate “mostly stable at the equilibrium level” for the first 
time since the second quarter of 2021, potentially signaling the government’s unease with its rapid depreciation in recent months. 
This lifted the CNY exchange rate this week.

1  Source: Bloomberg as of July 27, 2023. The indexes are unmanaged. An investor cannot invest directly in an index. They are shown for 
illustrative purposes only and do not represent the performance of any specific investment. Index returns do not include any expenses, fees 
or sales charges, which would lower performance. Past performance is no guarantee of future results.

2  Source: Bloomberg as of July 27, 2023. The indexes are unmanaged. An investor cannot invest directly in an index. They are shown for 
illustrative purposes only and do not represent the performance of any specific investment. Index returns do not include any expenses, fees 
or sales charges, which would lower performance. Past performance is no guarantee of future results.

3  Source: Bloomberg; global equities return based on MSCI World Index, as of July 27, 2023. Nasdaq 100 Index as of July 27, 2023. The 
indexes are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the 
performance of any specific investment. Index returns do not include any expenses, fees or sales charges, which would lower performance. 
Past performance is no guarantee of future results.

https://www.privatebank.citibank.com/ivc/docs/quadrant/CIOBulletin072123Final.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/AsiaPacificStrategy_063023.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/AsiaPacificStrategy_063023.pdf
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Japan: Further Equity Upside Potential on Structural Changes
Japanese equities have been on fire this year, with the TOPIX (Tokyo Stock Price Index) up 21% in yen terms, outpacing even 
the AI-driven S&P 500. Over the past five years, the TOPIX returned 8.3% annually in yen terms and 2.8% in USD, while the S&P 
500 returned 12.3%.4

The currency impact may have kept many investors away, but we believe that relationship could be changing too. In 1998-99 
and again in 2003-05, rebounding inflation lifted both Japanese interest rates and earnings, the yen strengthened along with 
equities. With current reflation, the BOJ’s policy adjustments and the associated yen strength may be consistent with stronger 
equity performance.

Even as the TOPIX reaches a 33-year high, it’s still a modest 14.3x 12-month forward earnings estimates, slightly under the 10-
year average valuation of 14.5x, while these earnings estimates continue to be revised upwards.

The Japanese market is benefiting from a rare set of changes that may fundamentally alter the trajectory of corporate behaviors, 
deriving greater value for shareholders (see Asia Bulletin for more thorough discussion.) These include a focus to improve 
returns on equity and boost buybacks, especially with the Tokyo Stock Exchange driving reforms to push those companies 
trading below book value to improve valuations. Still, half of the TOPIX member companies trade below book value even after a 
recent rally, which would require more fundamental improvements.

And these improvements may have begun, as Japan’s deflationary environment seems to have transitioned to “good” inflation. 
Wages are rising along with corporate profit margins (Figure 9), as the labor market becomes more dynamic because of 
accelerated retirements amid aging demographics. These are lifting both inflation and growth well above historical norms. As a 
result, the BOJ has begun to gradually unwind its excessively loose monetary policy by first allowing more flexibility in its yield 
curve control policy.

Further, Japan is now seen as a gateway to Asian markets. Asia represents 30% of world GDP, one-half of global growth, 
and remains home to swift consumer growth and technological advances, as well as critical global supply chains. Previously, 
investing in China would have satisfied most of these factors, but Japan is now being reconsidered as a safer bet.

Conclusion
Investors’ herd behavior – storming out of markets in 2022 and racing back in recently – underscores a view we’ve long 
espoused: market timing is folly. Investing with an asset allocation suitable to one’s risk tolerance and sticking with it helps 
sustain and grow wealth.

Within that asset allocation, there is opportunity to shift to stronger yields or undervalued growth. For example, our own view – 
which may or may not be correct – is that non-US equity opportunities are underrated by global investors. In fixed income, US 
yields still look among the most attractive.

The tangled set of data and policy actions of the past week alone shows the complexity of the world economy. Investors have 
had much to fear from overzealous policymakers in the past few years – overstimulating and overtightening – as they sought to 
micromanage the economy through unprecedented shocks.

Real economic growth, however, is normal and far more common than contraction. The balance of data we’ve seen in the past 
few weeks suggests “normalization” rather than more disruption. We expect markets to rally on this news. With it, we continue to 
see broader opportunities in staying invested.

4  Source: Bloomberg as of July 26, 2023. The indexes are unmanaged. An investor cannot invest directly in an index. They are shown for 
illustrative purposes only and do not represent the performance of any specific investment. Index returns do not include any expenses, fees 
or sales charges, which would lower performance. Past performance is no guarantee of future results.

https://www.privatebank.citibank.com/ivc/docs/quadrant/AsiaPacificStrategy_072623.pdf


Citi Global Wealth Investments | CIO Strategy Bulletin | 5

Figure 1: US nominal vs real GDP growth (shrinking gap 
means falling inflation)

 

Figure 2: EPS beating analysts’ estimates for contraction 
in 2Q

Source: Haver Analytics as of July 28, 2023; Figure 2: Refinitive and S&P as of June 30, 2023. All forecasts are expressions of opinion and are subject to change without 
notice and are not intended to be a guarantee of future events. The indexes are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative 
purposes only and do not represent the performance of any specific investment. Index returns do not include any expenses, fees or sales charges, which would lower 
performance. Past performance is no guarantee of future results. Real results may vary.

Figure 3: Fed funds target, 5-year US Treasury yield and 3-5 year average US investment grade corp. yield (%)

Source: Haver Analytics as of July 24, 2023. Grey areas note recession. The indexes are unmanaged. An investor cannot invest directly in an index. They are shown for 
illustrative purposes only and do not represent the performance of any specific investment. Index returns do not include any expenses, fees or sales charges, which would lower 
performance. Past performance is no guarantee of future results. Real results may vary.
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Figure 4: US nominal spending on goods vs 
services Y/Y%

 

Figure 5: NY Fed Supply Chain Pressure Index vs CPI 
Goods Y/Y%

Source: Haver Analytics as of July 24, 2023. Grey areas note recession. The indexes are unmanaged. An investor cannot invest directly in an index. They are shown for 
illustrative purposes only and do not represent the performance of any specific investment. Index returns do not include any expenses, fees or sales charges, which would lower 
performance. Past performance is no guarantee of future results. Real results may vary.

Figure 6: Fed funds futures curve

Source: Bloomberg as of July 24, 2023. All forecasts are expressions of opinion and are subject to change without notice and are not intended to be a guarantee of future 
events. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the performance of any specific 
investment. Index returns do not include any expenses, fees or sales charges, which would lower performance. Past performance is no guarantee of future results. Real results 
may vary.
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Figure 7: Restoring growth in the second half, even if just moderately, could help lift China’s equities and currency

Source: Bloomberg, as of May 2023. All forecasts are expressions of opinion and are subject to change without notice and are not intended to be a guarantee of future events. 
Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the performance of any specific 
investment. Index returns do not include any expenses, fees or sales charges, which would lower performance. Past performance is no guarantee of future results. Real results 
may vary.

Figure 8: The new stance on property policy may 
stabilize the beleaguered sector if well implemented

 

Figure 9: Japan: Higher wages are consistent with 
higher corporate profit margins

Source: Haver Analytics, as of May 2023. All forecasts are expressions of opinion and are subject to change without notice and are not intended to be a guarantee of future 
events The indexes are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the performance of any 
specific investment. Index returns do not include any expenses, fees or sales charges, which would lower performance. Past performance is no guarantee of future results. Real 
results may vary.
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Join us each week on Thursday at 11:30am EST for a conversation with senior investment professionals and external thought 
leaders on timely market events and ask your most pressing questions.

Register now

https://www.veracast.com/webcasts/citigroup/ciostrategy/CIO/
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to be able to evaluate the risks involved, and that you are financially able to bear such risks; and (iii) determine, having considered the 
foregoing points, that capital markets transactions are suitable and appropriate for your financial, tax, business and investment objectives. 

This material may mention options regulated by the US Securities and Exchange Commission. Before buying or selling options you should 
obtain and review the current version of the Options Clearing Corporation booklet, Characteristics and Risks of Standardized Options. A copy 
of the booklet can be obtained upon request from Citigroup Global Markets Inc., 390 Greenwich Street, 3rd Floor, New York, NY 10013.  

If you buy options, the maximum loss is the premium. If you sell put options, the risk is the entire notional below the strike. If you sell call 
options, the risk is unlimited. The actual profit or loss from any trade will depend on the price at which the trades are executed. The prices 
used herein are historical and may not be available when you order is entered. Commissions and other transaction costs are not considered 
in these examples. Option trades in general and these trades in particular may not be appropriate for every investor. Unless noted otherwise, 
the source of all graphs and tables in this report is Citi. Because of the importance of tax considerations to all option transactions, the investor 
considering options should consult with his/her tax advisor as to how their tax situation is affected by the outcome of contemplated options 
transactions. 

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general, as prevailing 
interest rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer’s credit rating, or creditworthiness, 
causes a bond’s price to decline. High yield bonds are subject to additional risks such as increased risk of default and greater volatility because 
of the lower credit quality of the issues. Finally, bonds can be subject to prepayment risk. When interest rates fall, an issuer may choose to 
borrow money at a lower interest rate, while paying off its previously issued bonds. As a consequence, underlying bonds will lose the interest 
payments from the investment and will be forced to reinvest in a market where prevailing interest rates are lower than when the initial 
investment was made. 

(MLP’s) - Energy Related MLPs May Exhibit High Volatility. While not historically very volatile, in certain market environments Energy Related 
MLPS may exhibit high volatility. 

Changes in Regulatory or Tax Treatment of Energy Related MLPs. If the IRS changes the current tax treatment of the master limited 
partnerships included in the Basket of Energy Related MLPs thereby subjecting them to higher rates of taxation, or if other regulatory 
authorities enact regulations which negatively affect the ability of the master limited partnerships to generate income or distribute dividends 
to holders of common units, the return on the Notes, if any, could be dramatically reduced. Investment in a basket of Energy Related MLPs 
may expose the investor to concentration risk due to industry, geographical, political, and regulatory concentration. 

Mortgage-backed securities ("MBS"), which include collateralized mortgage obligations ("CMOs"), also referred to as real estate mortgage 
investment conduits ("REMICs"), may not be suitable for all investors. There is the possibility of early return of principal due to mortgage 
prepayments, which can reduce expected yield and result in reinvestment risk. Conversely, return of principal may be slower than initial 
prepayment speed assumptions, extending the average life of the security up to its listed maturity date (also referred to as extension risk). 

Additionally, the underlying collateral supporting non-Agency MBS may default on principal and interest payments. In certain cases, this could 
cause the income stream of the security to decline and result in loss of principal. Further, an insufficient level of credit support may result in 
a downgrade of a mortgage bond's credit rating and lead to a higher probability of principal loss and increased price volatility. Investments in 
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subordinated MBS involve greater credit risk of default than the senior classes of the same issue. Default risk may be pronounced in cases 
where the MBS security is secured by, or evidencing an interest in, a relatively small or less diverse pool of underlying mortgage loans. 

MBS are also sensitive to interest rate changes which can negatively impact the market value of the security. During times of heightened 
volatility, MBS can experience greater levels of illiquidity and larger price movements. Price volatility may also occur from other factors 
including, but not limited to, prepayments, future prepayment expectations, credit concerns, underlying collateral performance and technical 
changes in the market. 

Alternative investments referenced in this report are speculative and entail significant risks that can include losses due to leveraging or other 
speculative investment practices, lack of liquidity, volatility of returns, restrictions on transferring interests in the fund, potential lack of 
diversification, absence of information regarding valuations and pricing, complex tax structures and delays in tax reporting, less regulation 
and higher fees than mutual funds and advisor risk.  

Asset allocation does not assure a profit or protect against a loss in declining financial markets.  

The indexes are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent 
the performance of any specific investment. Index returns do not include any expenses, fees or sales charges, which would lower 
performance.  

Past performance is no guarantee of future results. 

International investing entails greater risk, as well as greater potential rewards compared to US investing. These risks include political and 
economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in countries with emerging 
markets, since these countries may have relatively unstable governments and less established markets and economics. 

Investing in smaller companies involves greater risks not associated with investing in more established companies, such as business risk, 
significant stock price fluctuations and illiquidity.  

Factors affecting commodities generally, index components composed of futures contracts on nickel or copper, which are industrial metals, 
may be subject to a number of additional factors specific to industrial metals that might cause price volatility. These include changes in the 
level of industrial activity using industrial metals (including the availability of substitutes such as manmade or synthetic substitutes); disruptions 
in the supply chain, from mining to storage to smelting or refining; adjustments to inventory; variations in production costs, including storage, 
labor and energy costs; costs associated with regulatory compliance, including environmental regulations; and changes in industrial, 
government and consumer demand, both in individual consuming nations and internationally. Index components concentrated in futures 
contracts on agricultural products, including grains, may be subject to a number of additional factors specific to agricultural products that might 
cause price volatility. These include weather conditions, including floods, drought and freezing conditions; changes in government policies; 
planting decisions; and changes in demand for agricultural products, both with end users and as inputs into various industries. 

The information contained herein is not intended to be an exhaustive discussion of the strategies or concepts mentioned herein or tax or legal 
advice. Readers interested in the strategies or concepts should consult their tax, legal, or other advisors, as appropriate.  

Diversification does not guarantee a profit or protect against loss. Different asset classes present different risks.  
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been obtained from sources believed to be reliable, CHKL and CBNA HK do not guarantee its accuracy or completeness and accept no 
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