
STRATEGY   

US 

 

25 September 2023  1   

US stocks to remain in consolidation mode near term, followed by rallies in 4Q23; growth 

stocks under pressure amid high interest rates     

  
What September FOMC meeting means to US stock markets: higher discount to 
valuation and better-than-expected fundamentals 

The FOMC meeting on September 20 surprised the market considerably, with the Fed 
shrinking its projected rate cuts for 2024 to 50bps from the 100bps previously 
indicated on their dot plot. Lower unemployment, higher GDP growth forecasts, and 
slightly lower inflation indicate the economy has fared decently, which we see as Fed 
acknowledgement of easing inflationary pressure. It seems that the Fed is feeling 
more confident about an economic soft landing than before, although the confidence 
is not emphasized in their statement. However, we believe the Fed outlook for a soft 
landing is even more positive than the market’s, especially in its projected 
unemployment rate past 2023. Specifically, the Fed expects the 2024-25F 
unemployment rate to drop to 4.1%, near the estimated ‘natural’ rate of 4.0%. This is 
down markedly from their projection of 4.5%, six months ago. 

The result of the meeting means two things for US stock markets, at least in the near 
term: (1) a higher risk-free interest rate, which is essentially a discount rate for stocks; 
and (2) better-than-expected economic fundamentals. The former clearly bodes ill for 
stock prices and valuations, but the latter is actually a favorable stock catalyst. The 
extent to which it has already been priced in, however, remains to be seen. 

Service sector slowdown is a definite trend; complacency about soft landing will 
lead to later and milder monetary easing, consequently adding risks of recession 

While we agree the odds of a US economic soft landing have become much higher, 
and a recession in 2023 is unlikely, we note the probability of a moderate hard landing 
in the long term is still slightly higher than that of a soft landing in 2024. A key factor 
to watch is growing divergence in the global economy, both by region and sector, 
despite the economic resilience of the US. We believe the upward revisions to global 
main economies’ growth forecasts, which started in early 2023, are about to end. 
While the market is still raising 2023 growth forecasts for the US and Japan, the rosier 
outlook for the eurozone ground to a halt in April (Figure 1). We believe deterioration 
in the eurozone economies will eventually take a toll on the US. Sector-wise, although 
the manufacturing sector has showed signs of recovery (Figure 2), which stretch 
beyond the US, the service sector has been declining at a faster pace, like we argued 
in mid-2023, with noteworthy MoM declines in service PMI of major European 
countries all falling below the prosperity line (Figure 3). Based on the movement of 
US service PMI, we think the US economy is in a clear downtrend, and if the Fed delays 
or scales down rate cuts based on excessive optimism, the risks of the US economy 
heading into recession will actually be higher and not the other way around. 
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Fed may raise neutral rate in future; higher band of risk-free interest rate will have 
long-term impact on stock valuations 
In addition to the aforediscussed fundmental risk (of soft landing 
expectations), the market is clearly aware of the impact of a rising risk-free 
interest rate. 10-year Treasury yields, which have risen by more than 40bps 
since August, have not yet had an appreciable impact on stock valuations. 
However, the markets may have underestimated the risk of such impact 
extending longer than expected. US stock markets have been in a 
consolidation mode since August. So far, it is small-cap stocks, not growth 
stocks, which have suffered the most significant declines (Figure 4). Here’s our 
interpretation: on the one hand, small caps were the previous market 
outperformers, so it makes sense that they have pulled back more 
significantly this time. Also, as small-caps are more sensitive to cyclical 
economic changes, the marked corrections we have seen among small-caps 
could mean that the economic outlook may not be as positive as many have 
hoped for. On the other hand, bond issuance by the Department of Treasury, 
increased term premiums, and potential upward revision of the neutral 
interest rate in the future, have both created upside for the 10-year Treasury 
yield. Should it remain at high levels longer than expected, it will bode ill for 
growth stock valuations (Figure 5). That said, we believe small-caps will face 
more downside pressure than growth stocks in the near term. 
The potential upward revision of the neutral rate is anything but baseless 
speculation, having been discussed among Fed governors for quite some time. 
According to the latest Fed forecast, the US economy will have reached an 
equilibrium of GDP, unemployment and inflation by 2026, and so its policy 
rate for 2026 could represent the neutral rate (the real interest rate that keeps 
the economy at maximum output while keeping inflation constant). However, 
the Fed guides 2026F policy rate at 2.9%, above our perceived nominal neutral 
rate of 2.5% (2% inflation plus 0.5% real neutral rate). This means the long-
term neutral rate could be revised up, moving the entire band of 10-year 
Treasury yield up along with it. This would serve to subject stocks to a higher 
discount rate, with long-term impact on stock valuations. 

Conclusion - US stocks to consolidate further near term, followed by rallies in 4Q23; 
growth stocks under pressure amid high interest rates 
US stock markets retreated markedly in the two days subsequent to the 
September FOMC meeting, as investors expected high interest rates to 
undermine stock valuations. This more than offset the positive factor of rising 
economic expectations. However, the Fed’s increased optimism about a soft 
landing in 2024 leads us to fear that monetary easing may arrive too little, too 
late, to avoid a US recession. Investors should also pay attention to upward 
revision of neutral interest rate by the Fed, likely in 2024, as it will structurally 
push up the risk-free interest rate and hurt stock valuations as a result. As 
such, we believe US stocks will consolidate at current levels before the 
aforesaid near-term negatives are fully priced in. When the Fed is clearer 
about its monetary policies in mid-4Q23, and when corporate earnings 
recovery has solidified, we believe US stocks will undergo new rallies until 
1Q24. Afterwards, US stock markets will remain weak through 3Q24, given a 
slowdown in economic growth and a traditional three-quarter hiatus before 
the presidential election, before regaining momentum in 4Q24. Growth stocks 
will come under pressure in the face of lingering high interest rates unless 
some company- or sector-specific themes emerge. 
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