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Clearer monetary policy direction & earnings recovery to pave way for rally in 4Q23F   

  
When US stocks underwent a downward consolidation in early August, we argued 
that it was mainly due to overshot expectations for an economic soft landing, and 
noted that the downtrend would likely extend through 3Q23F before new rallies 
materialize in 4Q23F. 

Stocks pulled back in past month as buying on soft landing expectation was 
overdone; leading indicators & consumption suggest potential recession remains 

US stocks advanced in 1H23 thanks to theme-based stories like generative AI. 
However, rate hikes are coming to an end, while economic growth has remained 
stronger than expected. We therefore note that expectations for a soft landing, in 
which the US economy remains somewhat resilient while inflation declines at a steady 
pace with the Fed terminating rate hikes and not yet switching to rate cuts, became 
the primary driving force of US stock rallies from May. The rallies were so strong that 
many believed the Goldilocks economy had returned. We, however, were not so 
positive about the situation and thought it was at best “near -Goldilocks conditions” . 
As it turned out, the upbeat sentiment has dissipated in the past month on Treasury 
yield hikes, which gave rise to doubts about whether rate hikes are really coming to 
an end and whether a soft landing is possible when the service sectors of other major 
economies are losing steam. For reference, the odds of a soft landing are indeed much 
higher than before, but they remain below 50% in our view. In fact, while all of the US 
economic concurrent indicators are still rising YoY, the readings of leading indicators 
have been in negative territory for months on a YoY basis (Figure 1). Historically, when 
leading indicators are in decline, the concurrent indicators will follow suit eventually, 
and that’s when the economy sinks into a real recession. Robust consumption is a 
major pillar that has shored up the US economy, and it makes a compelling story that 
has sold well among investors. However, we believe the excess savings accumulated 
over the past few years are almost depleted, and real wage growth, which has kept 
consumption afloat of late, is probably only temporary. When nominal wages decline 
faster than inflation in the future, the support that consumption provides to the US 
economy may begin to wobble (Figure 2). 

Downside from low unemployment - US stock market to post sluggish performance 
amid low unemployment near term, while risk of inflation uptrend & tightening 
monetary policy may rise again as low unemployment lingers 

Another factor that undermines positive expectations of a soft landing (but is usually 
neglected, however) is low unemployment. Stock market performance will be sluggish 
near term amid low unemployment. Economic growth will also be capped, leading to 
a lukewarm stock market when unemployment is low (Figure 3). On the other hand, 
when unemployment remains low, the labor market tightens. The risk of a possible 
inflation uptrend may then rise, leading to downside from tightening monetary policy 
regarding the current economic environment. Hence, it is difficult to define current 
low unemployment as a ‘real’ positive factor, though it can instead be seen as a 
headwind against a soft landing. 

 

 

 

 

 

 

 

 

US stocks pulled back last month on over-expectations for 
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US stock market lacks momentum on absence of earnings results; look for better 
performance in 4Q23F on improving earnings 

The absence of earnings results is another key factor in the lacklustre US stock market 
near term. 3Q23 results are to be released in mid-October (during 4Q23). Regarding 
current market expectations, it is confirmed that EPS YoY has troughed in 2Q23, while 
a slight rebound may occur in 3Q23, as improvement of fundamentals is still unclear; 
a more reasonable momentum boost will emerge in 4Q23F and beyond (Figure 4). 
This is why we believe a clearer US stock trend will be seen in 4Q23F (versus 3Q23). 

Conclusion - Better US stock performance will occur only when monetary policy 
trend firms in 4Q23F & a more meaningful earnings rebound is seen 

We project a lukewarm market performance in the remainder of 3Q23, as besides 
overtrading during the ongoing ‘soft landing’, the ending of the monetary tightening 
policy is unclear (compared to the past). Coupled with the absence of earnings results, 
and our expectation of tepid YoY earnings growth in 3Q23F, stocks will be capped. It 
is believed by some that many cash-rich investors missed the chance to enter the 
market on overly-aggressive US stock rallies in 1H23, and that the fear of missing out 
(FOMO) effect could still be a trigger. However, taking a closer look, we see that FOMO 
sentiment emerged at end-May to early-August (Figure 5), and that capital could be 
easily tied up when investors entered the market after mid-June. Aside from a lack of 
surplus capital, investors could also cut positions after the market rebounds, leading 
to faltering momentum. Hence, we believe better US stock performance will occur 
only when the monetary policy trend firms in 4Q23F, and when a more meaningful 
earnings rebound emerges. 
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