
Citi Global Wealth Investments 
 

  
 

April 10, 2022 

CIO Strategy Bulletin 
The Value of Growth in a Slowing Economy 
 
David Bailin, Chief Investment Officer and Head of Citi Global Wealth Investments 
Steven Wieting, Chief Investment Strategist and Chief Economist 
Joseph Fiorica, Head, Global Equity Strategy 
Charles Reinhard, Head, North America Investment Strategy 

 

SUMMARY 

• The Fed has never stabilized inflation during periods of supply shocks and war. Yet it seems wholly 

committed to attack pandemic and war-driven inflation now – with both QT and higher rates. 

• Investors do not believe the Fed will be able to sustain ever higher rates. They currently price bonds 

with a view toward an eventual easing cycle. There is precedent for their view. In seven Fed 

tightening cycles since 1980, the Fed has sustained its maximum policy rate for only 7 months on 

average before cutting rates. 

• We see a tug-of-war ahead between the Fed – believing it must “normalize rates” and its balance 

sheet in rapid fashion – and the economy itself. That’s why we believe interest rates will peak in 2022 

under both our RESILIENT and RECESSION scenarios.  

• Just as Fed policy has been deemed “late” or “behind the curve,” many investors have become 

bearish on the economy and markets too early. 

• The immediate prospects for the economy are by no means bleak, particularly when you look at jobs 

data and earnings growth. Still, we have doubts that the underlying fundamentals of the US 

economy are stronger than they were in 2018.  If the Fed follows its restrictive 2018 actions even 

more quickly this time, it may make a major policy error.   

• What should investors consider now? When growth becomes harder to achieve, it becomes valuable 

in portfolios. Therefore, our preferred way to play equities now is via defensive, quality growth.  In a 

slowing economy, the value of companies with dependable, visible growth increases. To that end, 

we favor defensives over cyclicals. Examples include large cap healthcare, software, 

semiconductors and cybersecurity providers. 

• To identify companies and sectors that may likely to fare well as the Fed goes into tightening mode, 

we look at opportunities with particular characteristics, including dividend growth, buybacks, 

positive cash flow generation, and promising business models. These firms have potential to thrive 

after having their shares de-rated amid the Q1 “rate shock” of 2022. 



The Economy Versus the Fed 

Periods suffering supply shocks – particularly wars – have never been times when central banks could 

stabilize inflation (see figure 1). We agree with US Treasury Secretary Janet Yellen when she candidly 

remarked, “this will be another year of uncomfortably high inflation.” Yet the Fed still seems determined to 

vigorously attack inflation – a lagging economic indicator – with both higher rates and Quantitative 

Tightening (QT) in the coming year and beyond (see “A Brighter Future for Fixed Income”).   

Combining QT and rate hikes, the US bond market is priced for the fastest tightening of monetary policy 

ever in 2022. Yet, when you look at the forward curve in 2023 and 2024, the market does not see ever-

higher rates. Quite the opposite. While the date has been a “moving target,” various fixed income 

instruments price Fed easing by late 2024. 

Even with a hawkish warning issued from Federal Reserve Governor Lael Brainard, a perceived “Fed 

dove”, last week, investors currently price bonds with a view toward an eventual easing cycle. This is 

actually consistent with past precedent. In the seven Fed tightening cycles since 1980 to the present, the 

Fed has been able to sustain its maximum policy rate for only seven months on average before it then cut 

rates.  

As we wrote two weeks ago, we believe the probability that long-term US Treasury yields are nearing a 

peak is about 75% (see figure 2). We, therefore, see a tug-of-war ahead between the Fed -- believing it 

must normalize both rates and its balance sheet quickly -- and the economy itself.  Normally, the Fed 

would tighten into the early stages of an economic recovery to temper demand. Not this time. It eased 

policy through a fiscal-led boom last year, and is now making an about-face, tightening into a decelerating 

economy. 

 

Figure 1: The Fed has never stabilized inflation during periods of supply shocks and war  

 

 

Source: Haver as of April 7, 2022. Past performance is not indicative of future returns. For illustrative purposes only. 
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Figure 2: A peak in long-term yields often occurs near the time the yield curve inverts 

 

 

Source: Haver as of April 7, 2022. Past performance is not indicative of future returns. For illustrative purposes only. 

 

The Fed Has Investors Worried  

Fed hawks (the “Inflation Crushers”) feel emboldened. With markets remaining buoyant, Lael Brainard 

told a conference that the Fed can shrink its balance sheet “at a rapid pace” as soon as May. In the Fed’s 

subsequent minutes, the “principle” of using the Fed funds rate target as its primary means of adjusting 

monetary policy was gone. Instead, the Fed is considering shedding $95 billion per month from its US 

Treasury and mortgage securities holdings, an amount close to the size of all maturing monthly issues. 

Brainard’s statements caused investors to set both the bond and stock markets back last week. US yields 

broke above 2.5% once again for all issues longer than three years in duration. 

Inversion 

At the start of last week, with the exception of the newly offered US 20-year note, the Treasury three-year 

security was the highest yielding benchmark US government bond. Thus, parts of the US yield curve are 

(or were) “inverted.” When any yield curve inversion occurs, even for a short time, recession warnings 

begin to reverberate across media from financial analysts and regular investors alike (see our CIO 

Bulletin, “Which Yield Curve Matters”). 

In our view, there is more to the flattening of the yield curve than an academic argument about a 

“negative term structure” for interest rates. The flat or inverted curve represents an active bet among 

bondholders that either the economy will break, or the Fed will eventually swerve. 

The demand side of the economy is already cooling due to a huge reduction in fiscal support, post-

pandemic (see figures 3-4). Therefore, we do not believe that forcing a collapse in demand to an already 

impaired level of supply is good policy.  We do believe that gains in imports, encouraging improvement in 

domestic production and the normalization of a deeply shocked global supply chain should be given time 

(see figures 5-6). This is why we believe interest rates will peak in 2022 under both our RESILIENT and 

RECESSION scenarios.  

 

 

https://www.privatebank.citibank.com/ivc/docs/quadrant/yieldcurve040122.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/yieldcurve040122.pdf


Figure 3: Fed credit and federal spending; federal 
spending -22% in 2022-to-date 

 

Figure 4: Fed credit and consumer spending 

 
Source: Haver Analytics as of April 7, 2022. 

 

 

Figure 5: Real goods imports surged 12% in 2021, 
beginning to refill inventories 

 

Figure 6: US jobs data suggest progress in supply 
recovery with domestic production rising   

 

Source: Haver as of April 7, 2022.  

 

Strong Points in a Slowing Economy 

Are markets doomed? Investors should remember that the yield curve is a true long-term leading 

indicator. When the Fed’s policy rate itself (now just 0.25%-0.50%) is actually above the 10-year yield, 

the US economy has on average fallen into recession a year later. Given the Fed’s pronouncements, it 

may take 12-18 months before that is the case. With less reliability, equities have peaked about six 

months after the 10s/fed funds curve inverts. 

Jobs Data and Earnings Growth Remain Positive 

The immediate prospects for the economy are anything but grim. The US economy added 1.7 million jobs 

and 2.1 million new job seekers in the first quarter of 2022. We expect moderating growth in employment, 

but production needs in the US and world economy are likely to keep labor markets buoyant for much of 

2022.   

We also see near-term earnings estimates as unduly conservative just ahead of this earnings reporting 

season (see Global Equity Strategy). Projected EPS levels for the first quarter of 2022 are 4.5% below 

the 4Q 2021 period. This seems unlikely. Looking year-over-year, first quarter corporate results for 2022 

are projected to be just 4.9% above Q1 of 2021, and actual results for the quarter past will likely be 

https://www.privatebank.citibank.com/ivc/docs/quadrant/EquityStrategy_040622.pdf


significantly stronger than that. Just as Fed policy has been deemed “late” or “behind the curve,” many 

investors have become bearish on the economy too early. 

Will the Fed Heed the Lessons of 2018? 

We don’t believe the underlying strength of the US economy is more vigorous now than it was in 2017-

2019. Back then, the Fed projected it would raise short-term rates to 3.1% by the end of 2019 while 

shrinking its balance sheet “indefinitely” by $50 billion per month. Instead, the Fed cut rates 75 basis 

points to 1.5%-1.75% and ended Quantitative Tightening early at an unscheduled FOMC meeting.   

The unscheduled FOMC meeting was called after US equities had fallen 20% over seven weeks as 

investors became convinced that the Fed was about to cause a recession. A replay of these events 

seems quite probable to us. 

Right now, the Fed may expect that QT will result in higher long-term interest rates, providing a secondary 

source of restraint on the US economy that we discussed last week. The experience of 2018 does not 

support this strategy. Instead, in 2018, the yield curve inverted despite reduced Fed lending to the bond 

market (forcing bond supplies on investors), as their actions negatively impacted other asset classes (see 

figure 7).  

There are many signs that the Fed could shift from one mistake (over-stimulus) to another (excessive 

tightening). Setting the stage for a severe monetary and fiscal contraction this year won’t drive immediate 

recession, but it could discourage the supply response needed to stabilize inflation. Millions of job losses 

in 2023 and discouraged producers could lead to a lower equilibrium for both supply and demand. If this 

is the case, higher interest rates won’t be the economy’s biggest problem. 

 

Figure 7: US yield curve (10s less Fed funds) and S&P 

500 during Quantitative Tightening period of 2018  

 

 

 

Source: Haver as of April 7, 2022. 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 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. For illustrative purposes only. 
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What to Do Now 

Our preferred way to play the equity market in the current environment is via defensive, quality growth.  

And our portfolio decisions are guided by our economic assumptions: 

• Our base case RESILIENT scenario assumes slowing economic growth but not a recession. We 

therefore want to find those investments that will seek sustainable, positive returns even in a 

decelerating growth environment.  

• Our expectation for government bond yields to peak this year is potentially supportive for those 

sectors most reliant on a low discount rate to justify their valuations. It does not, however, 

support firms that need to borrow to survive.  

• As an exception to our negative view on many cyclical sectors, medium term disruptions to 

commodity supply warrant bolstered allocations to energy and natural resources producers. 

When growth becomes harder to achieve, it becomes more valuable in portfolios. 

We believe that in a slowing economic environment, the value of companies with dependable, visible 

growth increases (figure 8). This leads us to favor defensives over cyclicals. History also supports a bias 

toward high quality growth, as mid-cycle slowdowns over the past three decades tended to see large-cap 

growth stocks outperform other equity size and style factors on average (figure 9).  

 
 

Figure 8: Durable vs discretionary demand within 

S&P 500  

 

Figure 9: Equity size and style performance when growth 

decelerates 

Growth Core Value

Large Cap 

(Russell 1000)
7.6% 4.6% 1.6%

Small Cap 

(Russell 2000)
-4.4% -4.8% -5.3%

Average Performance during Mid-Cycle 

Slowdowns

 

Source: Bloomberg as of April 7, 2022. Past performance is not indicative of future returns. For illustrative purposes only. Left chart: Durable 

demand is an equal-weighted basket of the following S&P 500 sectors: Food/Bev/Tobacco, Energy, Utilities, Health Care, Telecom; 

Discretionary Demand is equal-weighted basket of: Household Durables, Specialty Retail, Textiles/Apprl/Luxury Goods, Residential REITs, 

Hotels/Restaurants/Leisure, Financials, and Airlines. Right chart: Mid-Cycle slowdowns occurred in 1983-84, 1994-95, 1997-98, 2004-05, 

2011, 2014-16, and 2018-19.  

 
As we wrote in our CIO Bulletin Feb. 22: As the boom ends, and the Fed possibly over-reacts, a peak in 

long-term yields may also define the trough for higher quality US growth stocks. When rates peak, and we 

think that may be sooner than many expect, the pressure on growth stocks is likely to abate. While timing 

is never clear with foresight, this could plausibly be after the Fed’s first interest rate increase, particularly if 

it takes bold action with a 50-basis point increase.   

We think this will likely happen by this spring. 

https://www.privatebank.citibank.com/ivc/docs/quadrant/CIOBulletin022022_SWDB_final2.pdf


Some may ask, why should growth stocks, some of which still trade at a premium to the market, 

outperform in a slowing economy? The answer comes down to the relationship between a company’s 

profits and the business cycle. Whereas value sectors like banks and autos tend to skew more cyclical, 

growth sectors like software and health care often deliver earnings that are uncorrelated with the 

business cycle (see figure 10 and Appendix below). With disposable incomes – after paying for food and 

energy staples – likely falling, we expect many consumers will prioritize payments for doctors’ 

appointments (health care) and perhaps their favorite streaming services (software) before splurging for a 

new car or fashion. 

 

Figure 10: Global industry group correlation to cyclical activity  

 

 

Source: Haver as of April 7, 2022. Past performance is not indicative of future returns. For illustrative purposes only. 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. 

 
Furthermore, while never cheaper than their value peers, growth equities have already experienced a 
significant de-rating amid the “rate shock” in 2022 (figure 11). This means that growth stocks are more 
likely to stage a comeback once rates have peaked (figure 12). 
 

Figure 11: US growth value and non-US growth 

valuations  

 

Figure 12: S&P 500 vs Nasdaq and 10-year real yields 

 

Source: Bloomberg and Factset as of April 7, 2022. Past performance is not indicative of future returns. For illustrative purposes only. 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. 



Seeking Quality, Not Speculative Growth 

Not all growth stocks are created equal. While long-term government bond yields may soon peak, 

excessive Fed tightening could still drive weaker growth expectations and sink credit markets. This raises 

risk premiums used to value future cash flows. Therefore, while a peak in rates may be a pre-condition for 

a recovery in secular growth names, we still prefer a bias toward quality growth sectors and companies 

that should be more defensive in a jittery market environment.  

In the quarters following the onset of the pandemic in early 2020, money was quite easy to come by, 

enabling a surge in funding for exciting new concepts and business models. The sharp reduction in policy 

accommodation in the year ahead is likely to separate sustainable growth opportunities from those that 

could only survive in a period of maximum fiscal and monetary stimulus. We look to several indicators 

across sectors and within them that help us identify investments likely to hold up well as the Fed takes the 

punchbowl away. 

Dividend growth and buybacks 

In the pecking order of sustainable, quality growth, it is hard to beat a company with a long track record of 

returning and growing payouts to shareholders (figure 13). These firms tend to be more mature with well-

established business models that can generate enough free cash flow to sustain dividends and buybacks 

during both expansions and slowdowns.  

Positive cash flow generation 

Plenty of compelling growth names are relatively new to market and do not boast a long track record of 

dividend or buyback growth. However, in an environment of tightening monetary policy, we continue to 

expect secular growth names who have already achieved positive free cash flows to outperform those 

who have yet to reach profitability (figure 14). As financing costs rise, firms that can “self-finance” their 

growth from current operations will likely fare better than those facing rising costs to finance new projects.  

 

Figure 13: Firms with significant buybacks or dividend 
growth vs broad indices  

 

Figure 14: YTD Return by Valuation and Profitability 

 

Source: Haver as of April 7, 2022. Past performance is not indicative of future returns. For illustrative purposes only. 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. 

 
  



The “right” business models for the current environment 

Identifying quality growth is not a purely quantitative exercise. It also involves picking parts of the market 

where growth should be most sustainable in the context of the current macro backdrop. 

Within the consumer electronics space, for example, we expect several years of strong demand for high-

end chips that will power not only the next generation of cars but also the continued buildout of a highly 

connected digital economy (figure 15). In the PC and “home office” tech space, however, we expect at 

least 2-3 years of sluggish demand as pandemic purchases likely pulled forward typical demand.  

In the enterprise software and advertising space, we have spilled plenty of ink on the opportunities within 

cyber security (see Quadrant). Workplace and manufacturing productivity tools are also likely to enjoy 

sustainable demand as rising wage costs improve the tradeoffs to substitute capital for labor. 

Among business-to-consumer (B2C) leaders, our single stock analysts prefer stickier subscription 

services to ad-driven models that may struggle if slowing economic growth pinches marketing budgets.  

Our strategy within fintech is to “follow the money.” Traditional electronic funds transfer services are 

unlikely to be meaningfully disrupted anytime soon in our view. In the payments space, processors with 

strong ties to retail gas stations and big-box grocery retailers may hold up better than those that rely on 

discretionary spending volume.   

Outside of tech and communications, we see a renewed push for energy independence in Europe as 

likely to support new investment in clean energy alternatives like wind, solar and hydrogen. The breakout 

of war in Ukraine has seemingly broken the close relationship between clean energy shares and interest 

rates, with policy support and subsidies potentially a more powerful bullish catalyst than bearish rising 

funding costs (figure 16).  

 

Figure 15: Projected electronics share of total 
automobile value 

 

Figure 16: Clean energy shares vs US 10-Year Yield  

 

Source: Bloomberg as of April 7, 2022. Past performance is not indicative of future returns. For illustrative purposes only. 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. 
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CONCLUSION 

Central banks have taken an ever-more hawkish positions to deal with inflation factors out of their control, 

including the tragic war in Ukraine. Yet they cannot cure a supply shock with demand management tools.   

Investors in US Treasuries appear unwilling to believe the Fed would tighten monetary policy at a 

historically rapid pace in 2022, and then sustain such a course deep into 2023 and 2024. The history of 

monetary tightening cycles is consistent with their view. Fairly swift reversals toward easing have usually 

occurred once “peak” tightening actions have been taken (seven months on average in seven cycles 

since 1980, including high inflation periods). This is why the US Treasury market embeds rate cuts in 

2024 even when Fed members vow ever-higher policy rates and reduced lending. 

We believe a cyclical peak in long-term US Treasury yields will be seen this year with a 75% probability.  

When this does occur, it should take downward valuation pressure off certain long-duration assets, 

including quality US growth stocks. However, we urge investors to seek separate quality growth, not 

speculative growth. Weakly capitalized firms and those subject to business cycle risks present higher 

risks in higher interest rate environments. In stark contrast, firms with positive free cashflow generation, a 

history of dividend growth serving durable demand in the economy are likely to recover in the year ahead 

as they have already become cheaper due to the Q1 “rate shock” of 2022. 

 
 

Appendix: Mapping global industry groups by their cyclicality and sensitivity to the yield curve 

 
 

Source: FactSet as of March 31, 2022. 
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