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July saw a continued run-up in equities on the back of reduced fears about inflation as well as better-than-expected economic 

data. For the month, the S&P 500 Index was up 2.9%, while US bonds (measured by Barclays Aggregate Bond Index) were very 

slightly negative at -0.1%. The US dollar sold off modestly versus a broad basket of currencies, driven by increased investor risk 

appetite. Notably, US Small Caps (measured by the Russell 2000) outperformed US Large Caps (S&P 500) for a second consecutive 

month, suggesting some signs of a broadening of equity performance.  

Below, we focus on three key themes that have influenced markets this month.  

End of the Hikes?

We may have made it to the top of the mountain with respect to interest rate hikes from the Federal Reserve (Fed). As widely 

expected, the Fed raised interest rates by a quarter percentage point, the 11th such increase since March 2022, and signaled that 

further tightening remained possible if warranted. Looking out at the rest of the year, markets imply about a 50% chance of one 

additional rate hike before year-end.   

Fed Chair Jerome Powell wants to keep maximum flexibility around future interest rate changes and has made it very clear that the 

Fed is data-dependent. As Powell stated in his press conference following the July meeting, “We’ve come a long way” and “We can 

afford to be a little patient.”

The big question for investors is when we will start the descent down the mountain. Messaging out of the Fed continues to follow 

the script of keeping rates on hold for at least a year before considering rate cuts. However, the markets remain unconvinced, with 

cuts priced in beginning next spring.  

Soft Landing More Likely

Who would have predicted that despite the rapid pace of interest rate hikes over the past year and a half, unemployment would 

be at exactly the same low level (3.6%) as when the Fed started raising rates? That is exactly the situation we find ourselves in, with 

economists and the Fed alike surprised by the resilience of economic growth. This scenario has seemed like much more of a “best 

case” long shot coming into the year. US Gross Domestic Product growth surprised to the upside in the second quarter, rising 2.4% 

with stronger consumer spending than expected.  
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Source: Citi, Bloomberg as of 7/27/23. The Citi Economic Surprise Indices measure data surprises relative to market expectations. A positive reading means that 
data releases have been stronger than expected, and a negative reading means that data releases have been worse than expected.



This has all led to the Fed staff no longer forecasting a recession, 

as Powell highlighted in his post-meeting press conference. 

Some risk factors remain, particularly the potential for renewed 

challenges in the banking sector as well as the risk that inflation 

picks back up. The significant increase in oil prices this month has 

fueled some of these concerns.  

We continue to expect a soft landing, with recent economic and 

inflation data providing more support for this view.  

Another Negative Quarter for Corporate Earnings

The S&P 500 will likely report a decline in earnings for a third 

consecutive quarter in Q2. Despite this earnings recession, stocks 

have continued to climb, making valuations look slightly stretched 

by some measures like forward P/E ratio. Can this dynamic 

continue, or will earnings growth need to turn sharply positive to 

support further gains? Our bias is toward the latter, particularly 

given the increasing attractiveness of high-qualifying fixed income.  

With respect to the current earnings season, the financial sectors 

have been a main focus for analysts and investors. Earnings 

reports from the big banks were generally better than expected; 

however, banks sharply increased the money set aside for 

potential loan losses, reflecting slowing economic growth. 

Seven of the 11 sectors are expected to report year-over-

year earnings growth (led by Consumer Discretionary and 

Communication Services), while four sectors are expected to 

report a year-over-year earnings decline (led by Energy and 

Materials). Looking further out, analysts are projecting roughly 

flat earnings growth in Q3, followed by a sharp increase in 

earnings growth in Q4 of nearly 8%. We will be monitoring these 

earnings releases closely to determine if they support continued 

gains in equities.  

Conclusion

The aggressive hiking campaign by the Fed has yet to derail the 

US economy. We remain relatively optimistic about the economic 

backdrop as the employment market and consumer spending 

remain robust.  Corporate earnings growth will need to improve in 

the second half of the year to support further equity gains.  
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