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Mid-cap stocks to be best investments amid moderate economic downturn  

  
Growth stocks took the lead in 2023 

As we look back on global stock market performance in 2023, as measured in US dollar terms, 

the Taiex clearly stood out by closing up 27%. Right behind it were Japanese and US stocks, 

while Chinese A-shares trailed at the bottom of the pack (Figure 1). As far as US stock markets 

are concerned, tech-related sectors, including tech, communication service and consumer 

discretionary, concluded the year with over 40% gains, thanks to the AI trend and expectations 

for monetary easing. Large-cap growth stocks outperformed all other types of stocks. Defensive 

stocks, such as utilities, consumer staples and healthcare, were among the worst performers, 

as the US economy performed better than expected. Energy stocks also languished in 2023.  

US excess savings almost depleted; consumption cooldown to be subdued; unlikely that 

decline will reach pre-pandemic trajectory 

US consumption was stronger than expected in 2023, but we think it began to lose steam in 

4Q23, primarily because the excess savings that US households had accumulated, an important 

driver for consumption, will likely run out by mid-2024F (Figure 2). Also, we expect nominal 

wages will decline as inflation eases off. Without the support of excess savings and continued 

wage growth, the same pattern of robust consumption would not be sustainable.  

That said, we do not expect the consumption decline to be steep in that (1) inventories of a 

variety of retail goods are still high, indicating moderate destocking in the market and resilient 

demand at the same time; and (2) the occupancy rate of retail properties has remained 

elevated, which speaks volumes about the resilience of the retail industry (Figure 3). In other 

words, while a contraction in consumption seems inevitable, chances are the de cline won’t be 

fast-paced. Some argue that consumption will eventually return to the pre -pandemic 

trajectory, but we disgree, as the COVID-19 pandemic’s alternations on the preferences and 

behavior of many consumers have persisted. As a consequence, we won ’t be surprised if the 

slope of the consumption trajectory steepens structurally.  

Stock markets are more volatile three months after the first cut in a rate cut cycle, often 

followed by a bull market; defensive stocks tend to be most stable six months before and 

after rate cuts; situation will be different this time, as there is a different rationale behind 

the upcoming rate cuts 

Now that a pivot to rate cuts is on the horizon, it makes sense to discuss the performance of US 

stock markets and individual sectors before and after rate cuts (Figures 4 and 5). Historically, 

most sectors tend to do well six months before a first rate cut. This is because there are still no 

signs of an economic recession. Up to three months before the first rate cut, most sectors will 

still provide positive returns, but the returns may be lower. Expectations for rate cuts will 

provide some stimulus, especially to the tech, financials, consumer discretionary, industrials, 

communication services, energy and real estate sectors, which offer higher returns one month 

before a rate cut, after two months of declines. When rate cuts begin, most sectors are usually 

feeling the sting of an economic decline, and thus they often fare poorly in the first three 

months, including tech, financials, consumer discretionary, industrials, energy, real estate and 

materials. It takes at least six months for these sectors to regain strength or claw back some 

lost grounds after the first rate cut. 
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We conclude that defensive plays are very effective in weathering economic downturns, the 

underlying reason for interest rate cuts, as illustrated by the fact that healthcare, consumer 

staples and utilities shares all generate positive returns in the six-month period before and 

after a first rate cut. In other words, the defensive characteristics of such stocks protect 

their value amid an economic downturn, as they perform exceptionally well from the time 

a rate cut signal is released until after rate cuts, when the economy is indeed in a 

downtrend. Nonetheless, investors need to be watchful, as rate cuts this time around could 

lead to a very different outcome. This is because past rate cuts were by and large prompted 

by deteriorating economic conditions, as shown in our statistics, while this time the Fed and 

market participants both believe an economic soft landing is likely, and the reason for rate 

cuts is that inflation is under control . As such, it is debatable whether the historical 

performance of defensive stocks can be accurately used as a reference.  

Conclusion – We predict bonds will outperform stocks in 1H24; mid-caps a good choice 

amid economic downtrend 

Stocks have outperformed 10-year global government bonds worldwide since early 2023, 

with the gap increasingly wider from mid-year. Besides a significant rise in the 10-year 

Treasury yield mid-year, the key factor has been a strong rally of large-cap techs with high 

index weightings (Figure 6). However, surges with such highly-concentrated gains are not 

good for the market. In the past, when the top 10% of shares by market cap accounted for 

70% of total market cap, stock markets have often dropped afterwards (Figure 7). While at 

such times, investors often believe a catch-up rally is plausible, the reality is that such a rally 

does not always materialize. As such, we expect bonds are more likely to outperform stocks 

in 1H24F, especially as the stock market will be volatile. Should an  economic downturn 

occur, we recommend a new investment target, mid-caps (ETF : IJH). Our rationale is that 

when an economic downturn transpires, they will outperform large -cap stocks slightly, and 

outperform small-caps significantly. 
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