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At the Intersection of Policy and Markets
SUMMARY
•	 This week we raised our global GDP forecasts for 2023 to +2.0% from +1.7%, while 

downgrading 2023 US growth estimates. 

•	 Recent data suggest the Fed’s heavy-handed monetary policy is impacting a 
broader set of economic factors more deeply month over month. The sharp rise in 
consumer goods and new home inventories this past year are leading to reductions 
in construction, trade activity and industrial production.

•	 With short-term interest rates up more than 400 basis points over 10 months and 
asset prices suffering losses, consumer activity still appears OK. But residential 
housing contractions and slowing business investment will ultimately affect house-
hold spending. The decelerations associated with a pending recession are at work.

•	 Once unemployment starts to rise, it tends to keep rising until monetary policy eas-
es and producers have cut “too much.” Only then can an upcycle begin.

•	 We see the Fed’s fixation on inflation and positive January employment data com-
bining to revive the growth and inflation fears of 2022. A broad near-term rise in 
interest rates after an exceptional downward move is also possible.

•	 These changes in markets are why we have made our first small, preliminary 
changes to our asset allocation. We have sold our 2% gold position and reallocat-
ed it to buy European and Japanese equities and even more short-term US fixed 
income. Our enlarged bond position will be a future source of funds for even more 
global equities when a bottoming in the US economic cycle is closer at hand.
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At the Intersection of Policy and Markets
This week we have downgraded 2023 US growth estimates and increased those for China, the EU, UK and Japan. 
Therefore, we have raised our global GDP forecasts for 2023 to +2.0% from +1.7% (see our January Quadrant). 
Most of this is driven by China’s earlier-than-expected move to end its Covid-zero policy and clear indicators that 
Europe’s energy shock is abating. As regional natural gas prices retreat, the scope of the income drag on the entire 
region is abating. While this won’t spark a European boom, it does mean bearish expectations were too bearish. This 
means the severity of a prospective global slowdown is lessening.

But in the US, the coffee pot is boiling as we head toward a likely contraction a bit earlier than most expect. Recent 
data suggest the Fed’s heavy-handed monetary policy is impacting a broader set of economic factors more deeply 
month over month. The sharp rise in consumer goods and new home inventories this past year are leading, 
predictably, to reductions in construction, trade activity and industrial production. 

Once output in these sectors starts falling, it is likely that their declines will deepen. Therefore, labor markets are 
likely to slow sharply into the spring. We have already seen declines in total hours worked and the initiation of 
substantial layoffs by major tech companies. With high expectations set by analysts for all but the near term (see last 
week’s CIO Bulletin), we believe the US faces a substantive risk of downward earnings estimate revisions over the 
coming few quarters.

While reporting earnings this week, a major technology CEO said, “Actors outside [our] control have contributed to 
both the inventory and production issues, with a slowing PC market pressuring [our] margins and forcing retailers to 
‘correct’ their inventories. While we know this dynamic will reverse, predicting when is difficult.”

And here is a fine point. Our 2023 US GDP forecast notably assumes the Fed will change its course once again 
when it finds itself with a rising unemployment situation in the second half of this year.

The Last Really Strong Employment Report
We believe the upcoming January employment report is likely to be the last to show large gains. We expect the 
report to show a 200,000 gain due principally to expected, seasonal distortions in the employment count. While 
the jobs data will be released just after the Fed’s February 1 press conference, we expect it to reinforce a hawkish 
message Chair Powell delivers. This is because financial markets have been countering the Fed’s tightening with 
rallies in bonds and equities this year. While the US central bank is downshifting because of the weaker data, looking 
back at the inflation of the year past, Powell is likely to argue that the Fed’s work is not done. 

The start of 2022 has seen equity markets soar. The S&P 500 is up 5% and Nasdaq shares have risen by 11% in 
less than a month. Elsewhere, China shares and EU equities have risen 17% and 12%, respectively. The European 
rise is related to falling imported gas prices, lowering the input costs of firms, and reducing the scope of a shock to 
consumers and government budgets. The Asian rise can be attributed to a boom in economic activity in China post-
Covid, not dissimilar to the one both China and other nations experienced in 2020. 

But in the US, the Fed will likely disregard slowing headline inflation until it sees “real” declines in US employment. 
And though the Fed knows falling US money supply (M2) is a strong predictor of future falling inflation, it will still 
stand firm against inflation. All this suggests that global equity markets face near-term risks. 

This begs the question asked by many investors: Why can’t it be different this time? Why can’t we just avoid 
recession? This is, after all, the third major rally since the Fed began its tightening policy. What explains the rise in 
US shares?

With short-term interest rates up more than 400 basis points over 10 months and asset prices from homes to 
equities suffering losses, consumer activity still appears OK. But that is certainly not the whole story. The “bright 
news” driving markets up may, in fact, be the higher inventory of prospective “buyers of equity.” Short positions in US 
markets have rarely ever been higher than now (Figure 1). But investors should consider that the shorts may have it 
right for the near term. 

https://www.privatebank.citibank.com/ivc/docs/quadrant/Quadrant01272023final.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/CIOBulletin012223final2.pdf
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Figure 1: S&P 500 net short positions (futures)

Source: Haver Analytics as of Jan. 27, 2023. 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. Past performance is not indicative of future returns. Real results may vary.

Gravity and Momentum
Residential housing contractions and slowing business investment will, ultimately, affect household spending. In fact, 
gravity is at work. Initially, much higher rates hit the most interest rate sensitive sectors like property. The recent 
GDP report indicated that residential fixed investment was down by 27%. While peak negativity in real estate may 
have been reached, the damage follows in employment and personal income. 

We are likely seeing the very end of “Covid Cabin Fever” in the US, as well. While Americans were wealthier as 
government subsidies and “stay at home” savings grew, they are now being spent down. To remain in spending 
mode, households will need to borrow more – and we have seen evidence that they have in surging credit card 
balances (Figure 2). Nonetheless, this is unsustainable.

Figure 2: US consumer credit card balances ($ billions)

Source: Haver Analytics as of Jan. 27, 2023. Gray areas note recessions. 

Gravity in markets works like this. Once producers overestimate the path for consumption and inventories rise, they 
cut back (Figure 3). Corporate profits fall and labor markets weaken together. As we have written before (Quadrant 
November 2022), once unemployment starts to rise, it tends to keep rising until monetary policy eases and 
producers have cut “too much.” This is the “gravity of the recession” where cost cutting leads to lower investment 
and more unemployment.

https://www.privatebank.citibank.com/ivc/docs/quadrant/Quadrant111722.pdf
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It might be tempting for investors to ignore gravity, but they do so at their peril. It was rising inventories that made 
the GDP data in Q42022 look stronger than expected, adding half of the 2.9% annualized gain. In spite of household 
sentiment indicators that surprised to the upside in January, household spending is insufficiently strong to avoid a 
US inventory recession (Figure 4).

Figure 3: Total US private employment and real 
business inventories Y/Y%

Figure 4: US retailing inventories are surging at the 
present US consumer spending pace

Source: Haver Analytics as of Jan. 27, 2023. Grey areas note recessions. 

We Suggest Positioning for Realities, Not Hope
The global equity market outlook is unlikely to be a bright one in the near term. The “easy money” gains in Asian 
equities from China’s surprise reopening or the collapse in natural gas have come swiftly (Figure 5). With weak 
economic data in the US unlikely to tame the Fed’s fixation on inflation at their February 1 meeting, we see the Fed 
and January employment data combining to revive the growth and inflation fears of 2022. A near-term rise in interest 
rates after an exceptional downward move is also on the table.

Figure 5: Regional equity market returns in 2023 to-date

Source: Bloomberg through Jan. 27, 2023. 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. All forecasts are expressions of opinion and are subject to change without notice and are not intended to be a guarantee 
of future events. Past performance is not indicative of future returns. Real returns may vary.
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Out With the Gold, in With the New
This is why the CGWI Global Investment Committee (GIC) has made its first small, preliminary moves in our asset 
allocation. We have sold our 2% gold position after recent solid performance that defied the Fed’s hiking cycle 
(Figure 6). We have used that 2% to buy European and Japanese equities and even more short-term US fixed 
income. We believe our enlarged bond position will be a future source of funds for even more global equities when 
a bottoming in the US economic cycle is closer at hand. In the meantime, it will earn income at yields the US hasn’t 
seen in nearly 15 years.

We see the very long bull market in the US dollar and exceptional valuation divergence between US and non-US 
equities as a strong potential long-term opportunity for global equity portfolios over the coming decade. These 
regional equity markets have meager 2023 EPS growth expectations compared to the US and trade at less 
than 13x expected earnings vs 18x for the US. In short, we are only in the very early stages leaning into non-US 
equity markets.

For now, we still think that bonds have considerable value at turning points in the market. Market interest rates 
doubled from all-time lows in 2021. When they doubled again in 2022 into a likely economic slowdown, we saw 
opportunity (Figure 7). This remains today with short-term US interest rates above 4% and some short-term 
investment grade bond opportunities yielding as much as 8%. 

One thing is for sure: The Federal Reserve will not press on with rate hikes and Quantitative Tightening forever. They 
cannot because a recession will be upon us and they are likely to respond sooner than even they may expect.

Figure 6: Gold price vs the real US 10-year note yield (Treasury Inflation Protected Security)

Source: Haver Analytics as of Jan. 25, 2023. 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. Past performance is no guarantee of future results. Real results may vary.
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Figure 7: S&P 500 net short global fixed income yields by segment end-2022 vs end-2021

Source: Bloomberg as of Jan. 25, 2023. 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. Past performance is no guarantee of future results. Real results may vary.

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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This email contains promotional materials. If you do not wish to receive any further promotional emails from Citi Private Bank, 
please email donotspam@citi.com with “UNSUBSCRIBE” in the subject line. Email is not a secure environment; therefore, do not 
use email to communicate any information that is confidential such as your account number or social security number.

Citi Global Wealth Investments (“CGWI”) is comprised of the Investments and Capital Markets capabilities of Citi Private Bank, Citi Personal Wealth Management and 
International Personal Bank U.S.

Citi Private Bank and Citi Personal Wealth Management are businesses of Citigroup Inc. (“Citigroup”), which provides its clients access to a broad array of products and 
services available through bank and non-bank affiliates of Citigroup. Not all products and services are provided by all affiliates or are available at all locations. In the U.S., 
investment products and services are provided by Citigroup Global Markets Inc. (“CGMI”), member FINRA and SIPC, and Citi Private Advisory, LLC (“CPA”), member 
FINRA and SIPC and Citi Global Alternatives, LLC (“CGA”). CGMI accounts are carried by Pershing LLC, member FINRA, NYSE, SIPC. CPA acts as distributor of certain 
alternative investment products to clients of Citi Private Bank. Insurance is offered by Citi Personal Wealth Management through Citigroup Life Agency LLC (“CLA”). In 
California, CLA does business as Citigroup Life Insurance Agency, LLC (license number 0G56746). CGMI, CPA, CGA and Citibank, N.A. are affiliated companies under 
the common control of Citigroup.

Outside the U.S., investment products and services are provided by other Citigroup affiliates. Investment Management services (including portfolio management) are 
available through CGMI, CGA, Citibank, N.A. and other affiliated advisory businesses. These Citigroup affiliates, including CGA, will be compensated for the respective 
investment management, advisory, administrative, distribution and placement services they may provide.

International Personal Bank U.S. (“IPB U.S.”), is a business of Citigroup which provides its clients access to a broad array of products and services available through 
Citigroup, its bank and non-bank affiliates worldwide (collectively, “Citi”). Through IPB U.S. prospects and clients have access to the Citigold® Private Client International, 
Citigold® International, International Personal, Citi Global Executive Preferred, and Citi Global Executive Account Packages. Investment products and services are made 
available through either Citi Personal Investments International (“CPII”), a business of Citigroup which offers securities through CGMI, member FINRA and SIPC, an 
investment advisor and broker–dealer registered with the Securities and Exchange Commission. CGMI investment accounts are carried by Pershing LLC, member FIN-
RA, NYSE, and SIPC. Insurance is offered by CPII through CLA. In California, CLA does business as Citigroup Life Insurance Agency, LLC (license number 0G56746). 
Citibank N.A., CGMI, and CLA are affiliated companies under common control of Citigroup Inc.

Read additional Important Information.

Opinions expressed herein may differ from the opinions expressed by other businesses or affiliates of Citigroup, Inc., and are not intended to be a forecast of future 
events, a guarantee of future results for investment advice, and are subject to change based on market and other conditions.

© 2023 Citigroup Inc., All Rights Reserved. Citi, Citi and Arc Design and other marks used herein are service marks of Citigroup Inc. or its affiliates, used and registered 
throughout the world.

INVESTMENT PRODUCTS: NOT FDIC INSURED · NOT CDIC INSURED ·  
NOT GOVERNMENT INSURED · NO BANK GUARANTEE · MAY LOSE VALUE

mailto:donotspam@citi.com
https://www.privatebank.citibank.com/ivc/docs/CGWI_ImportantInformation.pdf
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