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2023’s Higher Hurdles
SUMMARY 
• In this period replete with New Year’s resolutions, markets have a
tendency to focus on what can change for the better. We believe 2022’s
19% loss in global equities and 16% loss in global bonds significantly
revalued and boosted future return opportunities when measured over a
year or more.

• Early positive market performance in a given year does not correlate
with full year returns, however. The cost of debt and equity capital is
rising, not falling. Our EPS estimates are around -12% relative to market
consensus. With December’s positive job growth supporting markets,
there is likely to be a reckoning. Equity markets have not bottomed
before a recession has occurred. The track record of the yield curve
(90% of recessions correctly predicted since 1960) is certainly better than
the track record of economists.

• Higher minimum required rates of return for equity and debt present a
headwind for equity and debt markets.

• Early positive performance in Europe and China provides indicators
of future value as uncertainties abate.

The Hurdle 
It would be ideal if we could begin 2023 by saying “let’s invest now for the coming economic recovery.” Alas, that is 
not what the Fed wants to see markets plan for. Just consider the messages the Federal Reserve delivered with 
the release of its December minutes this past week (our interpretations in parentheses). 

• “Members anticipated that ongoing increases in the (Fed funds) target range would be appropriate.” (We
believe short term rates are going higher.)

• “No participants anticipated that it would be appropriate to begin reducing the federal funds rate target in
2023.” (We do not expect them to come down soon.)

• Expect “ongoing reductions in Fed securities holdings.” (We believe credit liquidity is likely to get worse.)
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At the same time, the Fed expects the US to weather its strategy to kill inflation without material damage to its 
economy. We do not think the Fed’s economic projections are any more accurate today than they were in 2021 or 
in 2018. When the Fed does cut rates – an event we expect toward the end of this year – it will be doing so to 
prevent further damage to job creation and fixed income markets. 

This “boom and bust” pattern in the economy appears more closely aligned with the extremes of monetary policy 
easing and tightening over the past few years. This seems to be the pattern we are in just now, especially if there is 
a rate reversal in our near future (Figure 1). This underscores our question: Are we really at the stock market 
bottom when the economy has further to weaken? Does the market properly value lower earnings and higher short-
term rates than the yield curve anticipates? 

In this period rife with New Year’s resolutions, markets have a tendency to focus on what can change for the better. 
In equity markets, the start of the year tends to be a seasonally strong period for returns. However, early 
performance does not support future outcomes. In fact, the initial movements in share prices around the turn of the 
year tend to be poorly correlated with full-year returns (Figure 2). 

Figure 1: Change in US 10-year Treasury yield (18 months) vs S&P 500 Y/Y% 

Source: Haver Analytics as of Jan. 4, 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 2: Weak correlation between returns at the end or start of the year and full-year market returns for the S&P 500 
since 1978  

Source: Factset as of Jan. 4, 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. 

The Future Is Indeed Brighter, but It Is Not Now 
We believe 2022’s 19% loss in global equities and 16% loss in global bonds significantly revalued and boosted 
future return opportunities when measured over a year or more.1 However, we are skeptical that the scope of the 
Fed’s actions to slow the economy have been fully discounted in equities markets. The cost of capital for investment 
grade US borrowers doubled from 3% to 6% last year (Figure 3). Of course, equities didn’t fall 19% in 2022 amid 
rising profits without these fears in mind.  

The combined impact of sharply higher rates, reduced lending by the Fed in credit markets and a future economic 
slowdown suggest there is a wide range of possible outcomes ahead of us. The most recent December 
employment data suggests resilience in labor with 223,000 new jobs added. Meanwhile, our EPS estimates for 
2023 are around 12% below the consensus of industry analysts, suggesting there is a downward skew to future 
market action.2 

Message to Investors 
The combined impact of sharply higher rates, reduced lending by the Fed in credit markets, and a future economic 
slowdown suggest we should seek to focus on earning high-quality income from our investments, rather than pivot 
to high risk/return opportunities too soon. Elevated current yields reflect the opportunity cost to bet on speculative 
investments. Due to both sharply reduced liquidity and higher cost, riskier credit especially may soon see both 
wider credit spreads as well as higher overall default rates, suggesting we wait before adding to portfolios. 

Message to the Fed 
Central planners at the Fed ought to take note of the collective wisdom of investors willing to lock in yields on 
long-term bonds well below short-term yields. The market is forecasting business cycle risks and expectations for 
the economy and inflation that differs from the Fed’s. The track record of the yield curve (90% of recessions 
correctly predicted since 1960) is certainly better than the track record of economists (Figure 4). While we do not 

1 Proxy for global equities is MSCI AC World Index; proxy used for global bonds is Bloomberg Barclays Global Aggregate Bond 
Index. 
2 CGWI estimates relative to IBES consensus. 
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assume a particularly severe recession will occur or that declines in EPS will be as significant as they were in 
recent recessions, the likelihood for a major slowdown remains high.

The Higher Cost of Capital 
For example, a large private real estate investment trust (REIT) received a multibillion-dollar investment by a major 
institutional investor. The transaction provides a capital injection at a time when new equity capital is scarce. The 
value for this equity was high, and while just one data point, this unusually high cost of long-term equity capital is 
happening amid broad declines in the price of publicly traded REITs. 

Liquidity constraints in the fixed income markets are having meaningful knock-on effects on domestic equity return 
requirements for those investors willing and able to take longer-term risks. We also expect that over-leveraged 
businesses that require significant new capital, or that operate dated business models, may face real financing 
challenges. One major retailer has already announced a risk of default this week. 

Financings via CLOs (“collateralized loan obligations”) that buy and own as much as two-thirds of the leveraged 
loan market may not be able to absorb as many new loans as they did last year. Private credit lenders, which 
generally have much more flexibility, are also reportedly becoming increasingly picky by reducing their loan 
amounts versus borrower asset values, avoiding certain sectors altogether and charging much higher yields when 
they do lend.   

All of this data suggests that the rate investors will demand for taking risk is rising, not falling, presenting a 
headwind for markets in the US. 

Early Outperformers 
The earliest data for returns in 2023 suggest the outperformance of quality income that characterized 2022 is 
continuing this year (Figure 5). 

China shares have led performance early in 2023 after a hard landing in 2022. This is due to Covid policy changes 
that, while risky, indicate the extent to which policy makers want to see the world’s second-largest economy 
reopen. Further, China’s much looser monetary policy will also accelerate growth as the year progresses.   
Ironically, we believe US markets will follow China higher in time given the mirrored – if time-lagged – similarities in 
the policies both are likely to follow. 

Europe, meanwhile, is providing an upside surprise in 2023. Investor outflows in 2022, lower valuations and a 
clearer onset of recession last year put Europe’s markets in a better place for recovery this year. Warm weather 
and full inventories of natural gas have undermined the story of a Russian-led shock (see our Nov. 4, 2022, Europe 
Strategy Monthly). And even after a 10% rally, the euro remains structurally cheap and is indicative of weak 
investor positioning in these regional assets.   

https://www.privatebank.citibank.com/ivc/docs/quadrant/EMEAMonthly_4Nov22.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/EMEAMonthly_4Nov22.pdf
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Figure 3: Debt cost of capital for US IG corporate borrowers (12-month difference) 

Source: Haver Analytics as of Jan. 4, 2023. Grey areas note recessions. Past performance is no guarantee of future results. Real results may vary.

Figure 4: Believe the Fed or the yield curve? 

Source: Factset as of Dec. 31, 2022. Grey lines note recessions. Past performance is no guarantee of future results. Real results may vary. 
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Figure 5: Early 2023 trading suggests continuation of late 2022 trends 

Source: Bloomberg as of Jan. 5, 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. All forecasts are expressions of opinion, are 
subject to change without notice, and are not intended to be a guarantee of future events. 

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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DISCLOSURES 
This email contains promotional materials. If you do not wish to receive any further promotional emails from Citi Global Wealth Investments, 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. 

This Communication is prepared by Citi Global Wealth Investments (“CGWI”) which 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 provide 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, 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, CLA 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 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 and investment accounts are carried by 
Pershing LLC, member FINRA, 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 

Past performance is not indicative of future results. Real results may vary. 

Citi and its employees are not in the business of providing, and do not provide, tax or legal advice to any taxpayer outside Citi. Any statement in this Communication 
regarding tax matters is not intended or written to be used, and cannot be used or relied upon, by any taxpayer for the purpose of avoiding tax penalties. Any such 
taxpayer should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor. 

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. 

Important information, including information relating to risk considerations can be found in the link above. 

Views, opinions and estimates expressed herein may differ from the opinions expressed by other Citi businesses or affiliates, and are not intended to be a forecast of 
future events, a guarantee of future results, or investment advice, and are subject to change without notice based on market and other conditions. Citi is under no 
duty to update this presentation and accepts no liability for any loss (whether direct, indirect or consequential) that may arise from any use of the information 
contained in or derived from this presentation. 

© 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.citivelocity.com/cvr/eppublic/ccm-media/link?c=b97m&d=3kj&h=3bfcn636laapjg14qn49rk377f&i=3&iw=1&p=H1082680690&s=lp&sn=9b2&z=j2v
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