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Foreword

The global economic recovery has now lasted for almost eight years, supported by 
unprecedented monetary policies. As we expected, it managed to endure throughout 
2016 and we believe there is a good chance that it will continue through 2017, but 
driven primarily by fiscal policy. We also recognize that uncertainty has risen overall, 
following the UK’s surprise decision to withdraw from the European Union and the 
unexpected election of Donald Trump in the US. Amid this greater uncertainty, 
though, we continue to see investment opportunities in the coming year.

In 2016, we shifted our tactical asset allocation in preparation for more  
challenging conditions once the economic cycle finally turns. We reduced our 
exposure to equities and increased our exposure to fixed income, while also  
adding to our holdings of cash and establishing a position in gold. Within equities and 
fixed income, we continued to maintain overweight or neutral allocations to those 
assets where we see the best prospects, including US high yield fixed income  
and US equities.

Going into 2017, we identify several forces that are likely to influence the economy 
and financial markets. The Trump administration in the US – and perhaps 
governments elsewhere – plan to stimulate growth with more decisive fiscal policy, 
via higher spending and lower taxes. Interest rates in the US will probably continue 
to rise, with implications for the US dollar, fixed income and other asset classes. 
However, the expected rise in US rates may be limited by the potential impact of the 
stronger US dollar upon growth. Technological change, meanwhile, will continue to 
disrupt the world of business, creating victors and victims.

To address the opportunities and risks created by these forces, we continue to 
emphasize the importance of active asset or portfolio management, diversification, 
and hedging. We therefore explore some of the ways to position portfolios for higher 
rates, gain exposure to infrastructure spending, seek higher returns via illiquid 
investments, and prepare portfolios for the revolution in robotic technologies. 

As your trusted advisor, we are dedicated to helping you to manage the risks in your 
portfolios and to take advantage of timely and suitable investment opportunities. 

Eduardo A. Martinez Campos
Global Head of Investments
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Late‑cycle 
stimulus

Central banks’ monetary easing has played a major role 
in this to date. But now, a shift away from monetary 
easing towards fiscal stimulus could help accelerate 
the pace of expansion. However, this would incur new 
risks to which investors should pay attention.

The election of Donald Trump as next President of the US 
has created greater uncertainty around the outlook. His 
lack of political experience and his often‑harsh campaign 
rhetoric have unnerved many worldwide. The widespread 
social anger that contributed to his victory looks set to 
persist, producing unpredictable political outcomes and 
policies in the US and elsewhere – see The populist challenge 
and portfolios. At the same time, though, some of Trump’s 
proposed policies could have a significant positive impact on 
the US economic growth rate and that of the world as whole. 
They could also affect asset prices far beyond US markets.

It is almost eight years since the world economy began its recovery 
from the global financial crisis. This already makes it one of the longest 
expansions on record, albeit the weakest in the rate of growth. While the 
recovery has shown signs of being in its later stages for some time now, 
we saw signs of its increasing durability throughout 2016, prior to the 
political events that will define 2017 and beyond ‑ see for example our 
Mid‑Year 2016 Outlook: Extending the cycle.

US policies under the Trump administration could have 
a significant impact on growth and markets globally, 
creating both risks and opportunities for investors.

Some of Trump’s 
proposed policies 
could have a 
significant positive 
impact on the US 
economic growth 
rate and that of the 
world as whole. 

Steven Wieting, Global Chief Investment Strategist
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in global living standards. Many highly‑valued multinational 
companies that currently rely upon global supply chains 
would find their business models disrupted, to the 
ultimate detriment of their customers and investors. 
Positively, however, Trump’s nominee for Secretary of 
Commerce has spoken of tariffs as a last resort, instead 
stressing increased exports as the priority. So, while 
protectionism remains a threat, we are hopeful that the 
Trump administration will take a more pragmatic approach 
to trade than suggested in the election campaign. 

By contrast, we view Trump’s promises on domestic 
deregulation as more likely to be implemented. His 
agenda appears to include scrapping various regulations 
affecting sectors including banking and energy, as well as 
many labor market rules. Such reforms could stimulate 
growth in the US, create employment, and would likely 
be well received by investors, especially in those sectors 
directly deregulated. Quite a few such actions would 
not require a change in regulation, but rather are left to 
enforcement. Where regulation is necessary, legislative 
changes are unlikely all to pass at once given the greater 
legislative hurdles relative to fiscal policy changes. 

What might Trump’s policies mean for the markets, 
both in the US and worldwide? To offset some of the 
inflationary effects of the likely fiscal stimulus, we expect 
the Federal Reserve to continue to raise interest rates. 
Markets have already started to price in the inflationary 
risk, as evidenced by the sharp increase in long‑term US 
Treasury yields. In the near term, this could well mean 
increased volatility in emerging market fixed income.
If the long‑term trend of ever‑lower US Treasury yields 
has now come to an end, this will have major implications 
for fixed income generally and many other asset 
classes. We explore some of these in our regional asset 
class previews and in Positioning for higher rates.

Higher US interest rates will also add to the upward 
pressure on the US dollar. The currency has already 
rallied sharply on the prospect of US stimulus and of 
consequently higher rates. We also see Trump as likely to 
push for sharply lower tax rates to encourage cash‑rich US 
corporations to repatriate earnings held abroad. Although 
not a dominant factor, the resulting inflows would also 
serve to push the dollar higher heading into 2018. 

While the details remain unclear, we do expect the Trump 
administration and US Congress to pass fiscal stimulus 
measures in the year ahead. We see a high likelihood of 
corporate and personal income tax cuts implemented by 
mid‑2017, although quite possibly later. Under Trump’s 
last pre‑election plan, such tax cuts amounted to 3% 
of US GDP. Increased investment in infrastructure such 
as transportation, telecommunications and energy 
is also possible – see Is infrastructure spending the 
cure? However, such investment might take longer 
first to approve and then to implement. For ideological 
reasons, Trump’s Republican Party in Congress seems 
likelier to support tax cuts than greater spending. 

The consequences of the proposed stimulus could be 
significant. We estimate that Trump’s fiscal plans could boost 
real economic growth in the US by more than a full percentage 
point by late 2017. It is possible that US fiscal easing – just 
like the Fed’s world‑leading monetary stimulus of 2008 – 
encourages other countries to do the same. Japan and the UK 
are already considering such measures. But we nevertheless 
regard Trump’s proposals as a ‘high‑risk, high‑reward’ 
proposition. While they may succeed in postponing the timing 
of the next cyclical downturn in the US and world economy, 
this could come at a cost of a more severe downturn later on. 

One major risk of fiscal stimulus so late into an economic 
cycle is inflation. As it stands, there is limited slack in the 
US economy. To give just one example, unemployment 
among US construction workers has already fallen to the 
lows it reached in the mid‑2000s housing bubble period. 
Overall, the labor force may be even less flexible than it has 
been in the past. If enacted, the tough immigration controls 
Trump promised in his campaign would reduce flexibility 
still further. With so little spare labor, there is a clear risk 
that fiscal stimulus leads to rising prices as US production 
hits capacity constraints, or instead, a surge in imports 
that the administration is simultaneously trying to avoid.

Another key element of Trump’s campaign was his 
commitment to redrawing international trade agreements 
in favor of the US. If pursued without compromise, potential 
protectionist measures by the US and retaliations by 
key trading partners would have numerous negative 
consequences worldwide. Less international trade would 
sooner or later slow global growth and limit improvements 
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Alongside rising Treasury yields, a stronger dollar could 
have a particular impact upon those emerging economies 
with higher external borrowings and less healthy current 
accounts. The implications of a stronger dollar are also 
discussed in our regional previews. Still, we are mindful that 
the dollar has already posted a significant gain since its 2011 
lows and that investors are already quite bullishly positioned 
in dollar assets. While further dollar strength seems 
probable, a boom from current levels is far from assured. 

Various emerging economies are also at risk from possible 
US trade protectionism. Those with significant exports to 
the US could suffer lower growth in the event of existing 
trade agreements being altered or tariffs being imposed. 
Current accounts could deteriorate along with the ability 
to service debt. We therefore have a preference for equity 
markets in emerging economies that have relatively less 
reliance on trade with the US, but which are also seeing 
sustained improvement in their own fundamentals.

Opportunities amid uncertainty

While we stress that uncertainty has risen with Trump’s 
election, we also believe that political uncertainty in the 
US and elsewhere could create tactical opportunities. 

Within our broadly diversified allocations, we continue to 
prepare for more challenging times ahead. Over the past 
year, the Citi Private Bank Global Investment Committee 
(GIC) has gone from somewhat overweight in Global 

Equities to slightly underweight – figure 1 – while reducing 
our underweight in Global Fixed Income. We continue 
to have neutral (full) allocations to US equities and 
overweights in US credit. We have added to our holdings 
of cash as well as establishing a small position in gold, as 
a hedge. Among other changes over the past year, the 
GIC lowered its allocation to European (ex‑UK) equities to 
underweight, despite favorable valuations and central bank 
support. We also reduced some Southeast Asian equity 
weightings we deem sensitive to US rates and the dollar.

In this environment of greater uncertainty, we believe that 
sector and security selection is even more important. In 
equities, we highlight potential opportunities in information 
technology, healthcare, and energy across various 
regions. In fixed income, our favored markets include 
selective emerging quasi‑sovereign securities, as well as 
US and Eurozone high yield and US financial preferred 
securities. Our key views are shown on the front page of 
the Portfolio perspectives section. We also seek to identify 
some of the most highly and lowly valued investments 
globally – see The world’s cheapest and richest assets.

As part of our efforts to seek further diversification, we 
look beyond public markets. For investors who are willing 
to forego some liquidity, there is potential to seek higher 
returns. We are attracted to investments in specific areas of 
private equity and real estate – see The liquidity trade‑off. 
We would urge investors to maintain steady allocations to the 
potentially highest return long‑term investment opportunities 
despite periodic bouts of uncertainty in public markets.

Asset class Strategic (%) Tactical ‑ Dec ‘15 (%) Tactical – Dec ‘16 (%) Position

Global Equities 52.0 +3.5 ‑1.0 Slight underweight

Global Fixed Income 30.0 ‑3.5 ‑1.0 Slight underweight

Hedge Funds 16.0 0.0 0.0 Neutral

Commodities 0.0 0.0 +0.5 Slight overweight 

Cash 2.0 0.0 +1.5 Slight overweight

Source: Citi Private Bank, as of 16 Dec 2016. Strategic = benchmark; tactical = the Citi Private Bank Global Investment Committee’s current view. All 
allocations are subject to change at discretion of the GIC of the Citi Private Bank. Risk level 3 is designed for investors with a blended objective who 
require a mix of assets and seek a balance between investments that offer income and those positioned for a potentially higher return on investment. 
Risk level 3 may be appropriate for investors willing to subject their portfolio to additional risk for potential growth in addition to a level of income 
reflective of his/her stated risk tolerance.

Figure 1. Our asset allocation
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The populist 
challenge and 
portfolios
Steven Wieting, Global Chief Investment Strategist

Populist politics shook the world in 2016. Voters in the 
United States and the United Kingdom displayed highly 
polarized attitudes to two of the main forces that have 
shaped their economies in recent decades: globalization 
and technological progress. The election of Donald Trump 
as 45th US President and the UK’s decision to withdraw 
from the European Union were also both significantly 
driven by voters outside of major urban centers. These 
results could have far‑reaching consequences for 
international economic and political relations for years to 
come. And they are unlikely to remain isolated events. 

Globalization – the integration of national economies into a 
single global economy – has delivered undoubted benefits 
over recent decades. It has done so by way of freer trade, 
greater flows of capital across borders, and increasing 
mobility of labor between countries. As a result, global 
growth has been faster than it otherwise would have been. 
Hundreds of millions of people have been lifted out of 
poverty in emerging economies, while consumers in the 
developed world have enjoyed even higher standards of 
living. Companies have experienced faster revenue growth 
and lower costs, and their shareholders higher returns.

At the same time, however, globalization has also clearly 
had its downsides. In both the US and UK – as well as in 
many other countries – many voters are angry that the 
benefits of the increasingly integrated global economy 
have not been more evenly shared. For them, globalization 
has become synonymous with the loss of well‑paid jobs to 
lower‑cost emerging countries, as well as with increased 
competition for work at home from foreign migrant labor. 

Globalization – the integration of 
national economies into a single 
global economy – has delivered 
undoubted benefits over recent 
decades. It has done so by way of 
freer trade, greater flows of capital 
across borders, and increasing 
mobility of labor between countries.

Their response has been to vote for proposed policies 
that reject some of globalization’s key elements. Trump’s 
promise of building a wall along the Mexican border, his 
protectionist rhetoric, and the UK government’s intention 
to end the unrestricted inflow of European workers are 
key examples of this. If enacted, protectionist measures 
such as tariffs and quotas would damage trade and global 
growth. Tougher immigration controls risk creating labor 
shortages and making it harder for governments to 
collect enough taxes to support rapidly increasing retired 
populations. Lower growth and higher wage costs, meanwhile, 
represent an obvious threat to shareholder returns. 
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In blaming trade and immigration for eliminating jobs and 
crimping wages, we believe that populist politicians and their 
voters are overlooking a much more influential factor. We 
estimate that advances in technology have eliminated far 
more jobs than international trade has in recent decades 
and earlier periods as well. Despite the loss of jobs due 
to new technology, redeploying human resources more 
productively has allowed for both higher economic output 
and the creation of entirely new sectors of employment. 
Real US manufacturing output, for example, is currently 
close to an all‑time high, while the manufacturing workforce 
has shrunk persistently since the late 1970s – figure 1. 

The loss of manufacturing jobs in favor of jobs in service 
industries has been a driver of economic disparity and 
inequality between different regions of the world, a 
trend that we see continuing. We believe that investors 
should position themselves for this – see Transforming 
commerce: the robotics revolution. However, with more 
jobs set to be automated away, there is a clear possibility 
that public anger intensifies further. Disgruntled voters 
could cast their votes in favor of candidates promising ever 
more extreme and authoritarian measures that restrict 
trade, immigration and possibly much more. This in turn 
would translate into greater risks for global investors.

Figure 2. …And finding new work for those displaced

Source: US Bureau of Economic Analysis, Citi Private Bank 1979‑2015. Note: The data show 41 million total jobs were added while the US economy lost 
9 million manufacturing and farm jobs since 1979. 

Total full‑time equivalent US jobs 
(left)

Manufacturing and farming  
(right)

M
ill

io
ns

M
ill

io
ns

140 24

22

20

18

16

14

12

10

130

120

110

100

80

90

‘79 ‘82 ‘85 ‘88 ‘91 ‘94 ‘97 ‘00 ‘03 ‘06 ‘09 ‘12 ‘15

Figure 1. Making more with fewer workers…
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We think that the populist political storm could well extend 
into 2017 and beyond. We will therefore be paying close 
attention to the world political calendar – figure 3. Populist 
tendencies in the Dutch, French and German elections 
will increase political risk in the European Union and 
could well impact regional financial assets. However, the 
spread of populist movements is not confined to Europe 
and the US. We will also be monitoring growing populism 
and authoritarianism beyond the developed world.

How might investors respond to the growing challenge 
posed by populist politics? Particularly for those 

Figure 3. The political calendar
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with highly concentrated local portfolios or strategic 
holdings in businesses, we see a strong case for seeking 
investments that are less correlated to local risks. A 
carefully considered selection of assets from a variety 
of asset classes and geographies might help spread 
the risks from further political shocks that may impact 
particular industries or firms. Essentially, therefore, 
we advocate global diversification of portfolios as one 
way to address the politics of anti‑globalization. 

We think that the populist 
political storm could well 
extend into 2017 and 
beyond. We will therefore 
be paying close attention to 
the world political calendar.



10 Citi Private Bank   |   Outlook 2017

The long‑term 
outlook 

Strategic asset allocation is crucial to the performance 
and risk‑exposures of portfolios over time. We review 
our methodology’s long‑term outlook for returns.

Gregory van Inwegen

Global Head of Quantitative Research, Asset Allocation, and 
Investment Risk Management at Citi Investment Management

How might asset classes perform over the next several years? 
This is a crucial question for investors when deciding what 
their long‑term – or ‘strategic’ – asset allocation should be. 
Citi Private Bank has a distinctive approach to strategic asset 
allocation and to estimating future returns. Our methodology 
– Adaptive Valuation Strategies (AVS) – uses current valuations 
in order to estimate returns over the next ten years1. We call 
these estimates strategic return estimates or SREs ‑ figure 1.

As of 30 November 2016, AVS estimates annualized returns 
over the next decade of 6.3% for Global Developed Equity, 
reflecting today’s fairly rich valuations. By contrast, Global 
Emerging Equity is forecast to produce annualized returns of 
10.8%, reflecting favorable valuations.

Within Fixed Income, more attractively‑valued High Yield’s SRE 
of 5.3% is above Developed Investment Grade’s SRE of 
2.1%, which is calculated using primarily sovereign bonds. 
Emerging Fixed Income’s SRE of 2.6% is impacted by 
forecasted emerging‑market currency weakness against  
the US dollar. 

Cash is modelled country by country, reflecting long‑term real 
interest‑rate forecasts and inflation expectations. Our US Cash 
SRE is 1.9%, indicating rising cash rates over the next ten years 
and a very flat yield curve. Meanwhile, Hedge Funds – which 
can play an important portfolio role as a hedge during cyclical 
downturns – are estimated to return 5.6%. 

Asset class SRE (%)

Global Developed Equity 6.3

Global Emerging Equity 10.8

Global Developed Investment Grade Fixed Income  2.1

Global High Yield Fixed Income 5.3

Global Emerging Fixed Income 2.6

Cash 1.9

Hedge Funds 5.6

Private Equity 12.2

Real Estate 10.7

Commodities 1.9

Source: CPB Asset Allocation Team, preliminary estimates as of 30 Nov 
2016. Returns estimated in US dollars; all estimates are expressions of 
opinion and are subject to change without notice and are not intended 
to be a guarantee of future events. Strategic Return Estimates are no 
guarantee of future performance. For further information, please consult 
Adaptive Valuation Strategies 2017, due for publication in Feb 2017.

1  A summary of AVS methodology can be read in our 2016 update https://www.privatebank.citibank.com/ivc/docs/AVS_Summary.pdf
Products and strategies may not be suitable for all investors. Products and strategies discussed herein may have eligibility requirements that must 
be met prior to investing. Each investor should carefully view the risks associated with the investment and make a determination based upon the 
investor’s own particular circumstances, that the investment is consistent with the investor’s objective. Products and strategies described herein 
involve risk and may not perform as described.

Paisan Limratanamongkol, Andy Zhu, Gene Desello, and Xin He of the 
CPB Asset Allocation Team also contributed to this article.

Figure 1. Strategic return estimates



11

After eight years of unprecedented monetary easing from central banks around the world, 
many financial and real assets have been driven to multi‑year or record high valuation 
levels. The accompanying graphic highlights a selection of those assets that we consider to 
be among the most richly priced of all – but also those that we consider to be among the 
cheapest. While valuation is just one of the considerations when making our tactical asset 
allocation recommendations, it plays a large role in our long‑term strategic weightings.

CAPE stands for cyclically‑adjusted price/earnings ratio, which compares the present equity price with the ten‑year average of inflation‑adjusted 
earnings. Source: Bloomberg, Citi Research, Haver Analytics as of 16 Dec 2016. Please see glossary for definitions of terms and the disclosures.

All forecasts are expressions of opinion and are subject to change without notice and are not intended to be a guarantee of future events.

Products and strategies may not be suitable for all investors. Products and strategies discussed herein may have eligibility requirements that must 
be met prior to investing. Each investor should carefully view the risks associated with the investment and make a determination based upon the 
investor’s own particular circumstances, that the investment is consistent with the investor’s objective. Products and strategies described herein 
involve risk and may not perform as described.

Past performance is no guarantee of future events. Real results may vary.

The world’s cheapest 
and richest assets

RICHEST

CHEAPEST

Russian equities

5.7x estimated 2017 EPS

55% discount to MSCI 
Global All Country Index

Middle Eastern equities

13.1x trailing EPS 

26% discount to MSCI Global 
All Country Index

Swiss 10‑year 
government bonds*

‑0.16% yield‑to‑maturity 
*local currency 

European ex‑UK bank equities 

0.8x book value
0.4x book value in Italy  
 
Europe ex‑UK Banks 9.9x  
CAPE vs 21.1x for MSCI Global 
All Country index

Monaco luxury  
apartments
 
US$67,000/square meter

Brazilian local  
currency 1‑year notes*
13.1% yield‑to‑maturity

Argentinian local  
currency 2‑year bonds*
21% yield‑to‑maturity 

*local currency

Global retail equities 
E‑commerce and traditional 
 
23x 2017 estimated EPS
5.6x book value
38x CAPE

Japanese 10‑year 
government bonds*

0.08% yield‑to‑maturity
*local currency
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Asia

Europe

Latin America

North America

EQUITY 

Markets: 
US 
Japan

India 
Colombia, Peru, Chile

North American energy, 
financials, industrials, 
healthcare

Asian information 
technology, healthcare and 
infrastructure 

European and UK energy, 
healthcare and information 
technology

Latin American energy, 
materials, metals & mining, 
consumer discretionary and 
financials

FIXED INCOME

US investment grade (IG) 
and high yield (HY) bonds, 
especially energy‑related 
issuers

US and European HY senior 
bank loans

Rupee‑denominated Indian 
sovereign bonds

Selective Brazilian, 
Colombian, Argentinian 
debt, mainly hard currency 
and some local currency 

US‑dollar Indian IG 
corporate bonds, mostly in 
oil & gas 

Defensive, quasi‑sovereign 
issuers in Indonesian fixed 
income

Eurozone HY corporate 
bonds and senior loans

North American telecoms, 
energy 

US preferred stocks issued 
by large banks

Treasury Inflation Protected 
Securities (TIPS)

Despite having 
underweighted equities 
last year, we identify 
several markets and 
sectors that still look 
attractive. In fixed income, 
where we have we reduced 
our underweight, we also 
see various investment 
opportunities globally.

Products and strategies may not be suitable for all investors. Products and strategies discussed herein may have eligibility requirements that must 
be met prior to investing. Each investor should carefully view the risks associated with the investment and make a determination based upon the 
investor’s own particular circumstances, that the investment is consistent with the investor’s objective. Products and strategies described herein 
involve risk and may not perform as described.

Our favored 
markets 
AT A GLANCE

THEMATIC IDEAS 

Selective infrastructure 
investments

Private equity investments 
targeting bank 
disintermediation,  
distressed energy

E‑commerce related real 
estate investments

Equities in robotics makers 
and beneficiaries

Portfolio 
perspectives



13

Asia is likely to experience a year of transition in 2017. 
As the region moves from disinflation to inflation, 
monetary policy may shift from easing to neutral. Trade 
may well turn inwards towards more regional activity 
under potentially greater protectionism. The near‑term 
effect of these shifts may be more market volatility. In 
the longer term, however, we see it resulting in greater 
regional investment and consumption growth. 

The policies of the next US administration may have unusually 
large influence over Asia’s prospects in 2017 and beyond. 
Higher Treasury yields and US dollar strength can have 
adverse effects on emerging markets (EM) flows. Exports 
to the US have already fallen from 33% of total EM Asian 
exports in 2000 to 20% now, while the trade balance has 
ballooned from US$400bn to US$2.7tn. This surplus has 
contributed to larger currency reserves in EM Asia, enabling 
large foreign‑currency borrowing. The rise of protectionism 
could not only curb Asian economic growth, but also see 
regional current accounts deteriorate along with the ability 
to service debt. In this regard, Greater China – China, 
Hong Kong, and Taiwan – has a much larger buffer than 
Southeast Asia, while India is little exposed to trade flows. 

With higher external risks and a possible shift from 
monetary to fiscal policy, we prefer markets with ample 
fiscal space, robust domestic growth and credit availability.

Our favored markets

Equities

Markets: Japan and India 

Sectors: information technology, 
healthcare and infrastructure 

Fixed income

Local currency: rupee‑denominated 
Indian sovereign bonds

US dollar denominated: Indian 
investment grade corporate bonds, 
mostly in oil & gas; defensive, 
quasi‑sovereign issuers in 
Indonesian fixed income

Asia
Ken Peng, Investment Strategist ‑ Asia
Kris Xippolitos, Global Head of Fixed Income Strategy
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Fortunately, the US is no longer the sole financier of EM Asia. 
Japan and increasingly China have met the bulk of funding 
needs in recent years. For example, China’s direct and portfolio 
investment flows to the rest of Asia amounted to US$390bn 
in 2015, Japan supplied US$138bn and the US accounted for 
US$77bn. Moreover, EM Asia accounts for more than half of 
global GDP growth and could be further developed by improved 
infrastructure and more efficient intra‑regional trade.

Still, the change in the global policy backdrop has increased 
borrowing costs and weakened currencies in Asia. With the 
rebound in the prices of energy and other commodities 
including food, inflation is picking up. Southeast Asia is 
more exposed to these factors and interest rates are likely 
to rise in many countries. Such an environment would favor 
markets that can still generate growth, either via fiscal 
policy – Japan – or via economic reforms – India – over those 
that are more dependent on low rates, such as Singapore. 

Japan appears to be the key beneficiary of potential Trump 
policies, mainly by way of the yen. Moreover, Japan is also 
at the forefront of the shift from monetary to fiscal policy in 
Asia. The Bank of Japan (BoJ) already owns a large proportion 
of Japan’s fixed income and equity markets, making it hard 
for the central bank to achieve the necessary stimulus for 
stoking demand and inflation. As a result, the practical way 
forward for Japan is aggressive fiscal expansion, which may 

be implemented in 2017. The Bank of Japan could finance 
the expansion by purchasing the resulting debt with newly 
created yen so as to contain interest rates and prevent fiscal 
deterioration. The weaker yen and the potential fiscal thrust 
are likely to help Japanese equities to outperform the region. 

For growth potential, India ranks highest owing to its economic 
reforms and relatively insulated economy – figure 1. China’s 
priority will probably be to maintain stability ahead of the 19th 
Party Congress, at which a majority of China’s top leadership 
body will be replaced. Policymakers may maintain relatively 
loose credit conditions, with tighter controls over real estate 
and the capital account. This may cause excess liquidity to 
flow into the equity market. Korea and Taiwan are the least 
expensive markets, with decent external buffers. Among 
Southeast Asia, Indonesia has the greatest growth potential, 
but also a large current account deficit and external debt. 
Thailand has limited external vulnerability with moderate 
growth potential. Malaysia is among the most externally 
vulnerable in Asia, but is enjoying support from commodities. 
The Philippines may face some headwinds due to politics, while 
Singapore appears lagging in both growth and policy space.

Another key variable in the region is the Chinese yuan. 
Trade and geopolitical frictions with the US – whether or not 
President‑elect Trump declares China a currency manipulator 
– would likely add to yuan depreciation pressures. 

Figure 1. Key regional economic data

Real GDP  
(% YoY)

Current account 
(% of GDP)

Fiscal balance  
(% of GDP)

10yr govt yield  
(%)

Local currency  
(vs US dollar)

2017F 2016F 2016F Spot 2017F

Australia 2.6 ‑3.6 ‑2.4  2.8  0.70 

China 6.5  2.5 ‑3.0  3.1  7.08 

Hong Kong 1.8  2.8  0.6  1.5  7.78 

India 7.4 ‑0.5 ‑6.3  6.4  68.26 

Indonesia 5.3 ‑1.9 ‑2.4  7.5  13,642 

Japan 1.1  3.8 ‑5.6  0.1  113.74 

Korea 2.4  6.7 ‑0.1  2.2  1,198 

Malaysia 4.5  1.9 ‑3.1  4.1  4.47 

Philippines 6.8 ‑0.5 ‑2.3  4.6  3.85 

Singapore 1.2  18.6 ‑1.2  2.4  1.45 

Taiwan 1.6  13.5 ‑0.6  1.2  32.48 

Thailand 3.3  11.6 ‑2.3  2.7  36.05 

Source: Bloomberg, Citi Research as of 9 Dec 2016. All forecasts are expressions of opinion and are subject to change without notice and are not 
intended to be a guarantee of future events.
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Figure 2. Yuan has weakened less than Asian EM rivals

Source: Bloomberg, as of 30 Nov 2016. Past performance is no guarantee of future returns. Real results may vary.

Figure 3. Asian economies’ key sensitivities

Exports to China  
(% of GDP)

Exports to US  
(% of GDP)

Local currency 
correlation with yuan

Nonfinancial debt  
(% of GDP)

FX reserves 
(% of external debt)

China ~ 4 ~ ‑2.4 235
Malaysia 18 11 0.24 ‑3.2 49
Taiwan 14 7 0.24 0.1 268
South Korea 13 5 0.19 0 93
Thailand 9 7 0.41 ‑2.9 119
Singapore 9 6 0.56 ‑1.7 ~
Philippines 7 3 0.24 ‑0.9 104
Australia 5 1 0.45 ‑2.4 ~
Japan 3 3 0.13 ‑4.8 ~
Hong Kong 3 2 0.16 0.6 ~
Indonesia 2 2 0.14 ‑2.6 34
India 1 2 0.21 ‑7.4 68

Source: IMF, BIS, Haver Analytics, Bloomberg, and McKinsey Global Institute, as of 2 Dec 2016. Note: Correlations are between daily % changes of CNH 
and the local currency over the past 1 year. Debt/GDP includes households, non‑financial enterprises and government. FX correlations as of 17 Oct 2016, 
others as of Dec 2015. Correlation measures how much two variables move together, where a reading of 1 = perfect correlation, 0 = no correlation and 
‑1 = perfect negative correlation.

Figure 4. Asia valuations

Mkt cap P/E EPS YoY (%) P/B RoE (%) DY (%) CAPE

US$bn ‘17E ‘18E ‘17E ‘18E ‘17E ‘17E ‘17E 10yr

MSCI Asia Pac ex Jp 4,272 13.0 11.8 11.6 9.7 1.4 10.8 3.2 15.8
Australia 891 15.5 14.7 11.4 5.5 1.8 11.5 4.6 17.3
Hong Kong 413 15.3 14.3 0.9 7.2 1.1 7.2 3.4 18.0
Singapore 157 13.3 12.5 4.2 6.1 1.1 8.4 4.0 12.6
China 1,077 11.6 10.2 14.9 13.5 1.4 11.9 2.4 12.6
Korea 567 9.6 8.9 13.1 7.9 0.9 9.4 2.0 12.8
Taiwan 482 12.8 11.9 11.0 8.0 1.6 12.4 4.3 19.3
Japan 2,943 14.7 13.5 9.1 8.4 1.2 8.4 2.2 23.8
India 324 16.0 13.6 17.3 16.5 2.5 15.9 1.7 24.3
Indonesia 101 15.2 13.4 15.5 13.3 2.4 16.1 2.6 22.0
Malaysia 100 15.6 14.4 7.1 8.4 1.5 9.7 3.1 17.5
Thailand 90 14.3 12.7 7.9 12.6 1.8 12.6 3.1 17.6
Philippines 48 16.7 14.8 8.2 12.3 2.1 12.8 1.8 25.6

Source: Factset Consensus, MSCI as of 2 Dec 2016. Note: The above data are compiled based on companies in MSCI AC World Index. The market 
capitalization for regions, markets and sectors are free‑float adjusted. P/E (Price/Earnings), EPS growth (Earnings per share), P/B (Price/Book), Dividend 
yield (DY) and RoE (Return on Equity) are aggregated from Factset consensus estimates. *CAPE stands for Cyclically Adjusted Price to Earnings, and is 
defined as: Current price/10‑year average inflation‑adjusted EPS. Indices all from MSCI. Indices are unmanaged. An investor cannot invest directly in an 
index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. Real results may vary.

Asian EM currencies ex‑yuan and HK 
dollar vs US dollar

Chinese yuan vs US dollar

C
ur

re
nc

y 
le

ve
ls

115

100

110

105

95

85

90

‘08 ‘09 ‘10 ‘11 ‘12 ‘13 ‘14 ‘15 ‘16 ‘17



16 Citi Private Bank   |   Outlook 2017

Trade wars and competitive depreciations would not be in the 
interests of either nation. However, the extent of any friction 
is still highly uncertain, as the new US administration appears 
unpredictable, even with long‑set norms in foreign affairs. 

Politics aside, we still expect the yuan to decline over time 
because China’s economic slowdown is not yet complete, 
while other Asian currencies have depreciated by more 
in recent years – figure 2. Continued yuan depreciation 
would likely encourage mainland China investors to 
diversify their onshore exposure, which has caused China 
to tighten capital account controls. To the extent that 
offshore diversification is still allowed, it would add to 
demand for Asian assets, particularly Hong Kong equities, 
Asian property and EM fixed income more broadly.

Equities 

The potential shift away from monetary policy towards fiscal 
policy, and from deflation to inflation, are both major trend 
changes that are likely to cause equity investors to rebalance 
from defensive to value equities. Within Asia, this is likely to 
favor Japan over EM Asia. Within EM Asia, we are neutral 
North Asia and India, while underweight in Southeast Asia. 
Among sectors, financials, industrials, consumer discretionary 
and IT are likely to outperform in a reflationary environment. 
The key risks lie in the potential policy changes over trade, 
but the related currency market adjustment has already 
begun. 

Even beyond the benefit of a weaker yen, the Japanese 
government is also likelier to implement fiscal stimulus than 
most other governments, with the Bank of Japan seemingly 
ready to finance such policies. This is likely to be supportive of 

Figure 5. Our favored Asia sectors

Mkt cap P/E EPS YoY (%) P/B RoE (%) DY (%) CAPE

US$bn ‘17E ‘18E ‘17E ‘18E ‘17E ‘17E ‘17E 10yr

MSCI Asia Pac ex Jp 4,272 13.0 11.8 11.6 9.7 1.4 10.8 3.2 15.8

Consumer discretionary 348 13.3 11.8 13.8 12.9 1.5 11.6 2.3 14.2

Healthcare 139 23.3 19.9 16.8 16.6 4.0 17.0 1.5 41.3

Financials 1,199 10.4 9.8 4.4 7.0 1.2 11.3 4.1 14.5

Information technology 910 14.2 12.6 21.5 13.0 2.1 14.9 2.1 21.1

Source: Factset Consensus, MSCI as of 2 Dec 2016. Note: The above data are compiled based on companies in MSCI AC World Index. The market 
capitalization for regions, markets and sectors are free‑float adjusted. P/E (Price/Earnings), EPS growth (Earnings per share), P/B (Price/Book), 
Dividend yield (DY) and RoE (Return on Equity) are aggregated from Factset consensus estimates. *CAPE stands for Cyclically Adjusted Price to 
Earnings, and is defined as: Current price/10‑year average inflation‑adjusted EPS. Indices all from MSCI. Indices are unmanaged. An investor cannot 
invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. Real results may vary.

Japanese corporate earnings, as well as valuation multiples. 
At 14.7 times 2017 estimated EPS, Japan is relatively cheap 
among developed markets. 

Our favorite among EM Asia markets for 2017 are India 
and China. India has gone through severe monetary 
tightening in November 2016, which compounded external 
problems and dragged on Indian equities. We expect that 
the demonetization effects will eventually subside, at which 
time, reform benefits could emerge and enable greater 
inter‑provincial commerce, generate investment growth, and 
increase business volumes while reducing costs. Citi Research 
forecasts India’s 2017 EPS growth to be Asia’s fastest at 
17%, while valuation multiples of 14‑16 times prospective 
earnings are not especially demanding given stronger growth 
prospects than most global peers. 

In China, the political transition is likely to take priority over 
other policies if it is seen as causing too much uncertainty. As 
a result, structural reforms ‑ including reducing overcapacity, 
curbing leverage, and a market driven exchange rate ‑ are 
likely to be put on hold. Real estate policy is likely to aim at 
preventing both surges and collapses. Monetary policy may 
still favor growth, while capital account controls are deployed 
to contain currency risks. This situation may actually push 
excess liquidity into the equity market. Moreover, the 
Shenzhen Connect – a new market link‑up between Shenzhen 
and Hong Kong – is likely to increase the probability of 
A‑shares being included in MSCI indices in the first half of 
2017. There is also a trend of capital outflows from mainland 
into related offshore assets to diversify currency risk. This 
practice may come under scrutiny in 2017, as authorities 
tighten capital controls to defend the currency. But we believe 
this would be a temporary tightening aimed at softening the 
impact of the strong US dollar, while domestic conditions 
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Figure 6. Emerging market yields compared

remain stable. The effect of savings leaking out of China is 
likely first to benefit Hong Kong equities, Taiwanese equities 
to a lesser extent, then corporate bonds issued by Chinese or 
China‑related entities, and thereafter real estate and direct 
holdings in businesses.

Elsewhere, South Korea is the cheapest market in Asia, with 
likely rebounding earnings growth, particularly if political 
disruption surrounding President Park abates. Indonesia has 
relaxed foreign investment rules and implemented policies to 
encourage capital repatriation, but it has a current account 
deficit and already large external debt exposure. Thailand has 
held up well after King Bhumibol’s recent death, but is still 
lacking in growth catalysts. Our least favorite markets are 
Singapore, as its market is sensitive both to rates and trade, 
and the Philippines, where solid fundamentals are already 
reflected in the highest valuations in Asia amid heightened 
domestic political uncertainty.

Fixed income

As with EMs more broadly, Asian fixed income markets 
have benefited from improving fundamentals, attractive 
valuations and strong risk appetite. Moreover, Asian 
credit markets have also been used as a defensive 
holding during periods of market volatility, with inflows 
from local onshore investors. Still, the shock from the 
US election and the ensuing rise in rates and the US 
dollar have wiped out nearly half of 2016‑to‑date total 
returns for the iBoxx Asian US Dollar Bond Index. 

In 2017, rising Treasury yields and US dollar strength 
continue to pose risks to EM flows. Although policy 
uncertainty is high, any disruption to trade agreements 
may also impact the macroeconomic outlook for many 
countries. In Asia, we prefer to focus on markets 
that have relatively lower reliance on US trade and 
external funding, but which are also seeing sustained 
improvement of their fundamentals. Here too, India 
and China are expected to be most resilient, while 
Indonesia may present good value, but also higher risk.

In India, strong economic growth, effective central 
bank policies and new measures to promote the 
development of fixed income markets have fueled 
recent performance. The anti‑corruption campaign had 
actually boosted demand for bonds onshore. Indeed, 
rupee‑denominated sovereign debt has gained 14.0% and 
dollar‑denominated corporates – both investment grade 
(IG) and high yield (HY) – have gained nearly 10.0%. 

While changing US politics could impact our view, 
expectations of further Indian rate cuts, a possible credit 
rating upgrade, and relative rupee stability should support 
further outperformance. Intermediate‑term local currency 
yields of almost 6.5% still appear attractive, in our view.  
We also favor dollar‑denominated IG corporates, mostly 
in the oil & gas sector, given the improving local economic 
outlook and our positive view on crude oil prices. 

Source: The Yield Book, as of 6 Dec 2016. Past performance is no guarantee of future results. *As of 6 Dec 2016.
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An investor cannot invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. 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.
There may be additional risk associated with international investing, including foreign, economic, political, monetary and/or legal factors, changing 
currency exchange rates, foreign taxes, and differences in financial and accounting standards. These risks may be magnified in emerging markets. 
International investing may not be for everyone.

Indonesia is another attractive market, where local 
currency sovereign bond yields are the highest in the 
region at nearly 7.5%. But this value comes with notable 
risk as Indonesia has the lowest currency reserve 
coverage for gross external debt among Asian peers. 
We favor opportunities in defensive, quasi‑sovereign 
issuers that offer yield pick‑up over sovereign debt. 

China credit markets will likely remain relevant in 2017, as 
the country is the largest issuer of corporate debt in the 
region, responsible for half of total supply. Indeed, China 
US dollar‑denominated credits typically outperform during 
periods of currency weakness. Still, HY property issuers could 
see heightened volatility from both tighter housing policies 
as well as increased barriers for developers seeking to tap 
onshore bond markets. While a challenge for existing holders, 
new issuance may present opportunities for yield pickup.

Asian investors may also consider higher‑yielding 
opportunities outside the region. This is especially applicable 
for leveraged bond investors, where US regulatory reforms 
have driven interbank rates higher and therefore returns 
on leveraged positions lower. As we highlight in the 
Latin America section, regional valuations are attractive. 
For example, the average index yield on IG Latin America 
corporate debt is nearly 1.6 times that of IG Asia credit.

Currencies

The US dollar may strengthen further in 2017 driven by a 
solid US economy, a potential fiscal boost, and probable 
additional Fed hikes. This would likely become a headwind 
for Asian currencies and assets. The degree of impact 
would depend on the timing and extent of potential 
fiscal and trade policies. The Fed’s willingness to let the 
economy ‘run hot’ could potentially limit the rise in real US 
interest rates. Amid these uncertainties, investors should 
be cautious and hedge currency risk where appropriate. 
We believe that the most vulnerable currencies are those 
of external debtors with thin current account support. 
This makes Southeast Asia more vulnerable than North 
Asia, while India has limited external dependence.

The Chinese yuan presents another key risk. Influenced by 
the dollar’s behavior and US trade policy, it is also subject 
to the Chinese central bank’s moves towards a gradually 
weaker effective exchange rate. During bouts of risk aversion, 
therefore, Asian currencies tend to suffer from a stronger 
dollar and a weaker yuan. Citi Research forecasts the yuan 
to weaken from 6.92 to 7.15 on a 6‑ to 12‑month view.

The Korean won and Taiwanese dollar are the most sensitive 
to US dollar and yuan influences. Against the US dollar, Citi 
Research forecasts the won to weaken from 1168 to 1214 and 
the Taiwanese dollar to weaken from 31.9 to 32.5 on a 6‑ to 
12‑month view. The Australian dollar and Malaysian ringgit 
are also highly exposed but are also influenced by commodity 
prices. The most resilient currencies to dollar and yuan 
moves is the Indian rupee, which reinforces our preference 
for Indian financial assets. The yen has depreciated sharply 
since the election and could see some near term reversal, 
but the trend in 2017 may still be towards further weakness.
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Europe

With ongoing concerns over economic growth 
and political uncertainty, we continue to advocate 
a selective approach. 

Jeffrey Sacks, Investment Strategist ‑ Europe
Kris Xippolitos, Global Head of Fixed Income Strategy

Sustaining economic growth and coping with a 
challenging political environment are likely to be 
dominant themes for European markets in 2017. While 
investors are looking for continued monetary easing, 
pressure is also mounting for governments to pursue 
fiscal expansion. We expect asset prices in the region 
to be volatile, with their direction ultimately driven by 
the authorities’ success or failure in maintaining growth 
while avoiding politically‑driven shocks. Positive returns 
are likely if market and political shocks are avoided, but 
investors will need to be both nimble and selective.

Citi Research forecasts Euro Area GDP growth will remain 
near 1.6% in 2016 and 1.5% in 2017, while UK growth is 
seen easing from 2.0% to 1.4%. With Trump’s victory 
in the US presidential election and the UK’s decision to 
leave the European Union, there are politically‑driven 
downside risks to these forecasts. Potential trade 
protectionism is one such risk. Another is the possible 
erosion of confidence as political tensions mount 
within both the European Union and the Eurozone. 

Our favored markets

Equities

Markets: Germany and Italy

Sectors: European and UK energy, 
healthcare and information technology

Fixed income

Eurozone high yield corporate bonds 
and senior loans
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Figure 1. Key economic data

 Real GDP
(% YoY)

Current account  
(% of GDP)

Fiscal balance 
(% of GDP)

10yr govt yield  
(%)

Local currency  
(vs US dollar)

2017F 2016F 2016F 2017F 2017F

Euro Area 1.5 3.3 ‑1.9 0.30 1.00

Germany 1.5 8.9 0.5 0.30 1.00

France 1.3 ‑0.9 ‑3.3 0.76 1.00

Italy 0.5 2.4 ‑2.6 2.30 1.00

Spain 2.5 1.6 ‑4.4 1.70  1.00

Portugal 1.4 0.6 ‑2.6 3.85 1.00

Netherlands 1.9 8.7 ‑1.0 0.49 1.00 

Switzerland 1.4 8.4 0.1 ‑0.17 1.04

United Kingdom 1.4 ‑5.3 ‑4.0 1.23 1.17

Source: Bloomberg, Citi Research as of 12 Dec 2016. All forecasts are expressions of opinion and are subject to change without notice and are not 
intended to be a guarantee of future events.

Cohesion in the European Union is highly important, 
with any treaty change requiring approval from every 
one of the 28 sovereign governments. As discussed in 
our overview, the political calendar in 2017 contains 
numerous events that could weaken the common policy 
approach. While the UK’s referendum was about leaving 
the EU, upcoming European votes could also put more 
focus on the sustainability of the Eurozone. Mere fears 
of a break‑up of the Eurozone have generated significant 
intermittent market corrections in the past six years.

Against this backdrop, the European Central Bank (ECB) 
continues to explore ways of making its quantitative 
easing (QE) program more effective and sustainable. In 
December 2016, the ECB announced a tapering of QE from 
€80 billion a month to €60 billion per month, starting 
in March 2017, while also extending it for another nine 
months until the end of 2017. Despite the US posing 
some risks to Europe’s long‑term growth outlook – 
possibly lessening portfolio inflows – the ECB did not 
decide to delay tapering. The ECB has also been urging 
Eurozone governments to pursue fiscal expansion.

While the UK economy has been more resilient than initially 
feared after Brexit, the effects of uncertainty over future 
trading agreements with the European Union could be longer 
lasting. The UK government has already relaxed its budgetary 
targets. Eventually, the Bank of England could also cut 
interest rates further and extend its asset‑purchase scheme. 

Populist political parties are gaining ground in many 
European countries and this might affect both economic 
confidence and asset prices. Many European populists 
are hostile to much‑needed economic reforms, free 
trade and regional integration, as we explore in greater 
detail in our overview, Late‑cycle stimulus. 

Of the upcoming political events, France’s presidential 
election in April‑May 2017 could produce the most 
shockwaves if nationalist candidate Marine Le Pen does 
particularly well. Germany’s federal elections – due 
between August and October – could also see gains by 
anti‑immigration Euroskeptics at the expense of the ruling 
center‑right party. 

December 2016’s Italian constitutional referendum resulted in 
a decisive defeat for Prime Minister Renzi, who immediately 
resigned. Italy now faces a challenging period in which to 
find new leadership and revise its electoral law, while also 
recapitalizing its banks and reviving its weak economy. At 
this stage, it is not known whether or not the nation will 
hold an early general election. Such a vote might see a 
strong performance from the populist Five Star Movement, 
which is likely to want to call for a Eurozone referendum.

The dominant issue for the UK in 2017 will likely be the 
implementation of ‘Brexit’, its withdrawal from the EU. New 
Prime Minister May had intended to give formal notification 
of the UK’s departure by the end of March, thereby starting 
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a two‑year negotiation process. However, notification could 
now be delayed by the possible need to seek parliamentary 
approval. Initial indications are that her main negotiating 
priorities are limiting immigration, regaining national 
sovereignty and ending contributions to the EU’s budget. 

Achieving these goals would likely require a ‘hard Brexit’, 
in which the UK would almost certainly lose its current 
level of access to the EU’s single market, the world’s 
largest free‑trade zone. Large businesses and the financial 
community fear the consequent imposition of tariffs 
and other trade barriers, as well as a less plentiful labor 
pool. Investors should therefore watch foreign direct 
investment intentions closely, given that the UK’s withdrawal 
comes at a time when the country’s large fiscal and 
current‑account deficits require significant foreign funding. 
 

Equities

The US election result is a double‑edged sword for the UK. 
On the positive side, there may be a greater possibility of 
striking a trade deal with the US under Trump. Against that, 
the EU might adopt a tougher negotiating stance against 
the UK, in order to try to dissuade other members of the EU 
from seeking their own referendums on EU membership. 

One Trump risk that could weigh upon both equity and fixed 
income is the US’s commitment to NATO, one of Europe’s 
key implicit underpinnings, with its agreement that all 
members would defend each other as and when necessary. 

Trump has previously questioned whether the US should 
maintain its commitment, especially if European financial 
commitments are not increased. Pending clarification from 
Trump, this issue is likely to hang over European assets.

A key issue for European and UK equities in 2017 is to 
what extent earnings growth can be maintained. European 
companies are generally giving more upbeat outlook 
statements than UK companies, and this may also be  
reflected in the subsequent economic performance of  
Europe and the UK.

As a whole, the region’s equity markets look inexpensive, 
especially based on dividend yields, although this is more 
than offset by rising political risk. The average dividend 
yield for Europe ex‑UK is 3.7% and 4.5% for the UK. This 
raises the quality of prospective total returns and also offers 
relative value compared to fixed income. Despite overall 
valuations, however, we think it increasingly important that 
investors differentiate between individual European markets. 

While we are underweight European equities compared to 
other regions, German equities look attractively valued, 
trading on a multiple of 12.5 times prospective earnings 
for 2017. Should the Euro weaken further, the country’s 
larger exporters and their equities stand to benefit. In 
the UK, domestically‑focused firms are likely to continue 
to underperform the larger multinationals, which benefit 
from a weaker British pound. We therefore continue to 
favor the FTSE 100 index over the FTSE 250 index. 

Figure 2. Europe valuations 

Mkt cap P/E EPS YoY (%) P/B RoE (%) DY (%) CAPE

US$bn ‘17E ‘18E ‘17E ‘18E ‘17E ‘17E ‘17E 10yr

Europe 7,311 14.0 12.6 13.5 10.3 1.6 11.4 3.9 15.9

United Kingdom 2,163 14.1 12.7 21.0 10.5 1.7 12.1 4.5 14.5

Europe ex UK 5,148 13.9 12.6 10.7 10.2 1.6 11.1 3.7 16.7

France 1,173 13.7 12.4 8.1 10.5 1.3 9.8 3.7 16.8

Germany 1,053 12.5 11.5 8.4 8.7 1.5 11.9 3.3 17.0

Switzerland 1,010 15.8 14.3 8.0 10.8 2.2 13.6 3.8 19.7

Spain 353 12.1 10.9 20.1 10.7 1.1 8.8 4.6 10.8

Italy 228 11.5 10.0 24.9 15.8 0.9 7.7 5.1 10.7

Portugal 17 14.9 13.7 5.4 8.9 1.7 11.3 4.8 8.9

Source: Citi Research, Worldscope, MSCI, Factset, as of 12 December 2016. *Note: The above data are compiled based on companies in MSCI AC World 
Index. The market capitalization for regions, markets and sectors are free‑float adjusted. P/E (Price/Earnings), EPS growth (Earnings per share), P/B 
(Price/Book), Dividend yield and RoE (Return on Equity) are aggregated from Factset consensus estimates (calendarized to December year end) with 
current prices. CAPE is calculated by current price divided by 10‑year average EPS based on MSCI index‑level data. NM = Not Meaningful; NA = Not 
Available.Indices all from MSCI. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only. 
Past performance is no guarantee of future returns. 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.
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Figure 3. Our favored European sectors

Mkt cap P/E EPS YoY (%) P/B RoE (%) DY (%) CAPE

US$bn ‘17E ‘18E ‘17E ‘18E ‘17E ‘17E ‘17E 10yr

Europe 7,311 12.6 12.9 14.1 10.6 1.6 11.4 3.9 15.9

Energy 559 11.4 11.2 74.6 26.2 1.1 8.1 6.1 10.8

Healthcare 937 13 13.3 6.8 9.3 3.3 22.8 3.5 22

IT 304 15.1 15.5 18.3 14.1 2.6 15 2 32

Source: Factset Consensus, MSCI as of 2 Dec 2016. Note: The above data are compiled based on companies in MSCI AC World Index. The market 
capitalization for regions, markets and sectors are free‑float adjusted. P/E (Price/Earnings), EPS growth (Earnings per share), P/B (Price/Book), 
Dividend yield and RoE (Return on Equity) are aggregated from Factset consensus estimates. *CAPE stands for Cyclically Adjusted Price to Earnings, 
and is defined as: Current price/10‑year average inflation‑adjusted EPS. Indices all from MSCI. Indices are unmanaged. An investor cannot invest 
directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. Real results may vary.

Across both Europe and the UK, we like the energy and IT 
sectors. The former is supported by the oil price’s grind 
higher, while the latter’s digital sub‑sectors offer compelling 
prospective sales growth. We also favor healthcare, 
where the de‑rating in 2016 may have created potential 
opportunities. Given the new infrastructure spending likely 
in 2017 in the US and to a lesser extent in Europe, capital 
goods companies could see pickups in their order books in 
the coming months. By contrast, we view utilities as having 
extended valuations relative to their likely earnings growth.

Fixed income

Investing in European fixed income markets has become 
an arduous task. Quantitative easing (QE), negative 
policy rates, and the markets’ periodic objections to 
both, have created an environment characterized by 
historically low yields and sudden spikes in volatility. 
Regional inflation remains stubbornly low and the 
growing scarcity of securities eligible for the European 
Central Bank’s (ECB) Asset Purchase Program has led 

to some alterations. Indeed, political risks across the region 
and in the US add an additional layer of complexity.

In the Eurozone (EZ), we remain underweight the low‑yielding 
government debt of both core and peripheral countries such 
as Germany and Spain respectively – figure 4. Indeed, with the 
ECB’s deposit rate firmly negative, more than one‑third of the EZ 
sovereign bond market yields less than zero. While economists’ 
concerns over the effectiveness of the ECB’s asset purchase 
program have mounted, inflation and growth prospects remain 
subdued.
 
On 8 December 2016, the ECB announced the extension of the 
monthly purchases of its QE program through the end of 2017. 
From April 2017, it will also begin to taper monthly purchases, 
from €80bn to €60bn. Despite this reduction in purchase 
size, the time extension will add an additional €540bn to the 
ECB’s balance sheet. Allowing purchases of securities yielding 
below the deposit rate and lowering the minimum eligible 
maturity should help steepen Euro bond curves, although 
long‑term rates are likely to stay elevated. Despite a larger 
balance sheet, markets typically view tapering negatively as 
technical benefits are reduced from lessened ECB demand. 

Figure 4. Key European yields

Source: The Yield Book, *as of 6 Dec 2016. Past performance is no guarantee of future results.
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Despite somewhat higher absolute yields, we are reluctant 
to invest in low‑yielding EZ government debt. Instead, we 
maintain our preference for corporate bonds. But even 
Euro‑denominated investment grade (IG) corporates bear 
ultra‑low yields, with roughly three‑quarters of the IG market 
yielding less than 1%. That said, the ECB’s corporate bond 
purchasing should still provide support to the market.

More attractive possibilities exist in Euro‑denominated 
high yield (HY) corporate bonds and senior loans, although 
performance will likely moderate after a 6% gain in 2016. 
HY debt should still benefit as QE encourages investors to 
buy higher‑yielding assets while lowering funding costs for 
issuers. While HY bond spreads are below historical averages, 
default rates are below 2% and non‑financial corporate 
leverage isn’t worrisome. Alternatively, HY senior loans offer 
similar yields to bonds. Ultimately, the dearth of alternative 
yield sources should support demand for both markets.

The Bank of England has also expanded its QE program, 
buying both UK sovereign and corporate bonds. 
Additional easing has become less likely post‑Brexit, 
and negative deposit rates seem unlikely. We take a 
cautious approach to sterling debt markets, as withdrawal 
from the EU brings much uncertainty. That said, any 
meaningful dislocations in high‑quality assets arising from 
indiscriminate selling should be viewed opportunistically. 

Currencies

Any further upward pressure on the US dollar in 2017 is 
likely to accentuate existing weakness in the Euro and the 
British pound. We expect the single European currency to 
remain weak, due to political pressures and also a rising 
rate differential with the US dollar, and move below parity to 
the US dollar on a 6‑ to 12‑month view. One possible source 
of support is that investors are no longer using the Euro 
as much as a funding currency for aggressive risk trades. 
However, even as the ECB begins to taper from March 2017, 
the monthly purchase size of €60bn is still substantial, and 
will run for nine months longer than previously announced. 
This ongoing money supply growth is expected to take 
the Euro lower over the next six to twelve months.

Having fallen by as much as 19% against the US dollar 
following the Brexit vote, the British pound might struggle 
to sustain any recovery rallies prior to the UK’s giving 
formal notification of its withdrawal from the EU by the end 
of March. Investors remain nervous about the potential 
economic fallout of a ‘hard Brexit.’ This could weigh upon 
overseas sentiment towards direct, portfolio and property 
investment into the UK. Once the UK’s future relationship 
with the EU becomes clearer, an upside case for sterling 
may become easier to make. Citi has a one‑year target of 
US$1.30 for the British pound, however, this is dependent 
in part on the uncertain path ahead for US policy, 
including the new Trump administration’s fiscal path.

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general, as prevailing interest 
rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer’s credit rating, or creditworthiness, causes a bond’s 
price to decline. High yield bonds are subject to additional risks such as increased risk of default and greater volatility because of the lower credit 
quality of the issues. Finally, bonds can be subject to prepayment risk. When interest rates fall, an issuer may choose to borrow money at a lower 
interest rate, while paying off its previously issued bonds. As a consequence, underlying bonds will lose the interest payments from the investment 
and will be forced to reinvest in a market where prevailing interest rates are lower than when the initial investment was made. 

An investor cannot invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. 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.
There may be additional risk associated with international investing, including foreign, economic, political, monetary and/or legal factors, changing 
currency exchange rates, foreign taxes, and differences in financial and accounting standards. These risks may be magnified in emerging markets. 
International investing may not be for everyone.

More attractive possibilities 
exist in Euro‑denominated 
high yield (HY) corporate 
bonds and senior loans, 
although performance will 
likely moderate after a 6% 
gain in 2016. 
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Latin America

With the regional growth outlook improving, and 
despite US policy uncertainty, we remain positive 
on Latin American equities and fixed income.

Jorge Amato, Investment Strategist ‑ Latin America
Kris Xippolitos, Global Head of Fixed Income Strategy

Latin American economies likely bottomed out in the 
first quarter of 2016. Changes in US economic policy, 
however, could jeopardize the speed and extent of the 
recovery in 2017. A rebound in the commodity cycle, 
regional political shifts from left to center, much weaker 
real effective exchange rates (REER) and anticipation of 
structural reforms underpin our expectations of higher 
growth ahead. The potential for higher‑than‑expected 
interest rates in the US could be a hindrance, however. 
Across the region, Citi economists forecast 1.7% growth in 
2017, compared to contraction of 0.8% in 2016 – figure 1.

Our favored markets 
 
Equities

Markets: Colombia, Chile and Peru 

Sectors: energy, materials, metals & mining, 
consumer discretionary and financials 
 
Fixed income

Local currency: Colombian debt

US dollar denominated: selective Argentinian 
quasi‑sovereign bonds, Brazilian corporates, 
especially energy and financials

Figure 1. Key regional data

 Real GDP 
(% YoY)

Current account  
(% of GDP)

Fiscal balance 
(% of GDP)

10yr govt yield 
(%)

Local currency  
(vs US dollar)

 2017F 2016F 2016F Spot 2017F

Argentina 2.5 ‑3.2 ‑4.8 ‑ 18.50 

Brazil 0.6 ‑1.8 ‑7.8 12.30 3.70 

Chile 2.0 ‑1.9 ‑3.0 4.42 687

Colombia 2.3 ‑3.4 ‑2.3 7.39 3026

Mexico 1.8 ‑3.3 ‑2.9 7.35 20.70

Source: Bloomberg, Citi Research as of December 5, 2016. 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.
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While questions swirl about US fiscal policy, relatively easy 
monetary conditions in most of the world’s developed 
markets (DM) should continue to keep DM bond yields low. 
This should help highlight the relative attractiveness of Latin 
American assets. Higher commodity prices, meanwhile, 
ought to improve external and fiscal accounts, stabilize and 
increase domestic consumption, and stimulate growth. In 
turn, higher growth would likely boost domestic sentiment, 
consumption and investment, leading to lower risk premiums, 
greater corporate profitability, and higher asset valuations.

The commodity downturn forced drastic adjustments 
in this commodity‑exporting region, particularly to its 
external accounts. An index of Latin American currencies 
fell by 45% between December 2012 and January 2016. 
Inflation in the region, however, was generally contained 
within a range of 5% to 10%. This resulted in significant 
real exchange rate depreciation, implying that the region 
has become more attractive in foreign currency terms. 
Significant capital inflows have occurred, and the Bloomberg 
Barclays Latin America Sovereign Bond Index and MSCI 
EM Latin America equity index have delivered total returns 
of around 20% and 34% respectively in 2016 to date. 

Our outlook for 2017 remains positive but with caveats 
relating to US economic policy, which is likely to have 
mixed consequences. Latin American valuations reacted 
negatively to Donald Trump’s election victory, pricing in 
greater uncertainty. Higher Treasury yields and continued 
US dollar strength could create additional market 
volatility. We expect idiosyncratic fundamentals and asset 
selection to play an increasingly critical role in portfolio 
construction, as there could be greater differences in 
the performance of winners and losers resulting from 
potential changes in international trade agreements.

Figure 2. Latin America valuations

 Mkt cap P/E EPS YoY (%) P/B RoE (%) DY (%) CAPE

 US$bn ‘17E ‘18E ‘17E ‘18E ‘17E ‘17E ‘17E 10yr

MSCI EM Latin America 525 13.9 11.8 17.6 17.7 1.6 11.6 2.9 16.4

Argentina 25 9.6 7.4 24.7 23.5 1.6 21.2 1.5 NA

Brazil 296 12.8 10.7 15.5 20.0 1.4 11.3 3.3 13.8

Mexico 145 17.1 14.9 24.5 14.2 2.2 13.0 2.3 26.6

Chile 50 15.7 14.0 9.2 11.9 1.5 9.5 2.9 19.4

Colombia 18 10.1 8.5 36.9 19.7 1.3 12.5 3.4 18.8

Peru 16 12.5 11.1 21.6 12.0 1.8 14.4 2.2 16.4

Source: Factset Consensus, MSCI as of 2 Dec 2016. Note: The above data are compiled based on companies in MSCI AC World Index. The market 
capitalization for regions, markets and sectors are free‑float adjusted. P/E (Price/Earnings), EPS growth (Earnings per share), P/B (Price/Book), 
Dividend yield (YoY) and RoE (Return on Equity) are aggregated from Factset consensus estimates. *CAPE stands for Cyclically Adjusted Price to 
Earnings, and is defined as: Current price/10‑year average inflation‑adjusted EPS. Indices all from MSCI. Indices are unmanaged. An investor cannot 
invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. Real results may vary.

The two growth turnaround stories are Argentina and 
Brazil, expected to post 2.5% and 0.6% GDP growth 
respectively in 2017. Macroeconomic normalization is 
the Argentinian government’s priority as well as winning 
upcoming mid‑term elections. In Brazil, the political 
landscape now looks clearer and the central bank could 
well ease monetary policy after a first rate cut in 2016. 

The Andean region is expected to continue growing 
at nearly 3% on average. Concerns remain centered 
on Colombia’s ability to extend its recovery as it deals 
with the impact of new tax reforms and the recently 
renegotiated peace process with leftist guerillas. Mexico 
will have to deal with post‑US election uncertainty around 
foreign trade and its impact on external accounts. In all 
likelihood, 2016’s concerns were overdone. Venezuela is 
likely to hold a presidential recall referendum, but with 
low probability for a peaceful government transition.

Equities

Latin American equity markets rallied significantly in 2016, 
potentially in anticipation of a substantial improvement in 
regional economic growth. The MSCI EM Latin America Index 
has risen roughly 27% in US dollar terms as of 12 December. 
Individual country returns have been rather more variable, 
however. Whereas Brazilian equities have risen 59% in US 
dollar terms, Mexico has underperformed, pressured by 
negative expectations, and is down 12% on the same basis. 

We have been highlighting the attractive valuations of Latin 
American equities for some months now and shifted our 
tactical asset allocation to overweight in mid‑2016. The 
combination of improving economic growth as well as a 
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re‑rating of earnings expectations and valuations continues 
to underpin our positive outlook for these markets.
 
Despite Fed tightening, a monetary easing cycle should 
begin or continue in 2017 in Argentina, Brazil and Colombia, 
promoting domestic credit growth, easing corporate 
financial burdens, and improving profitability. Earnings are 
expected to continue to show signs of recovery, potentially 
prompting upwards earnings revisions and positive 
surprises for investors. From a valuation perspective, 
price/earnings (P/E) multiples remain attractive and well 
below historical averages – figure 2. In our view, Colombia 
and Chile are the most attractive regional markets from 
a valuation perspective. In particular, Colombia benefits 
from a depressed real exchange rate, the lowest regional 
one‑year forward P/E earnings multiple of 10.5, and 
the lowest regional price/book multiple of 1.3. Peruvian 

Figure 3. Latin America sector valuations

Source: Factset Consensus, MSCI as of 2 Dec 2016. Note: The above data are compiled based on companies in MSCI AC World Index. The market 
capitalization for regions, markets and sectors are free‑float adjusted. P/E (Price/Earnings), EPS growth (Earnings per share), P/B (Price/Book), 
Dividend yield (DY) and RoE (Return on Equity) are aggregated from Factset consensus estimates. *CAPE stands for Cyclically Adjusted Price to 
Earnings, and is defined as: Current price/10‑year average inflation‑adjusted EPS. Indices all from MSCI. Indices are unmanaged. An investor cannot 
invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. Real results may vary.

equities – particularly the mining sector – might also look 
attractive if the US embarks upon a particularly aggressive 
infrastructure spending program. Indeed, the US cannot 
produce everything it imports, and will likely depend upon 
Latin American exporters of zinc, copper and nickel.

Throughout the recent EM downturn, regional defensive 
sectors outperformed cyclicals. We believe this trend 
should now reverse alongside the economic cycle. We favor 
sectors that are more correlated to domestic consumption 
and that stand to benefit from higher commodity prices. 
In light of this, we prefer energy, materials, metals & 
mining, consumer discretionary and financials – figure 3.
Given their less attractive relative valuations, our 
least favorite sectors include defensives like food & 
beverage, real estate, healthcare and utilities.

Mkt cap P/E EPS YoY (%) P/B RoE (%) DY (%) CAPE

 US$bn ‘17E ‘18E ‘17E ‘18E ‘17E ‘17E ‘17E 10yr

MSCI EM Latin America 525 13.9 11.8 17.6 17.7 1.6 11.6 2.9 16.4

Energy 50 16.5 11.4 347.4 44.9 1.0 6.2 2.5 8.6

Materials 85 16.8 14.4 ‑7.6 16.9 1.3 7.7 1.5 14.8

Consumer discretionary 30 20.0 16.6 18.8 20.4 2.6 13.2 1.4 23.1

Financials 153 10.0 8.9 11.1 12.6 1.6 15.5 3.8 15.7
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Fixed income

Despite historically low yields around the world, Latin American 
fixed income can still be characterized as cheap, almost 
uniquely. After several years of declining growth, currency 
depreciation and political unrest, the region entered 2016 with 
depressed valuations. Thanks partly to the rebound in oil, Latin 
American fixed income flourished over the year. While recent 
volatility stemming from the US elections has dampened EM 
performance somewhat, both US dollar‑denominated and 
local currency sovereign debt largely outperformed in 2016.

Trump’s election victory is likely to have some effect on 
Latin America fixed income in 2017. Although his actual 
policies remain unclear, an agenda which potentially disrupts 
trade, pushes US Treasury yields higher, strengthens the 
US dollar or leads to more aggressive Fed interest‑rate rises 
could be bearish for EM fixed income. However, if Trump’s 
legislation is less controversial than his campaign stance, 
allowing the Fed to remain slow and deliberate in its approach, 
Latin American debt might continue to be supported by an 
improving economic outlook and attractive valuations. 

Figure 4. Latin America fixed income’s relative value

Source: Bloomberg, the Yield Book as of 30 Nov 2016. Past performance is no guarantee of future results.

Fixed income investments are subject to credit and interest rate risk. As interest rates rise, the price of fixed income securities falls. Credit risk, which 
is the possibility that the issuer of a security will be unable to make interest payments and repay the principal on its debt.

Over the course of 2016, fixed income yields across the 
region fell alongside those everywhere else. Still, when 
compared to anemically‑low rates across the G7 countries, 
or to higher yielding BBB‑rated US corporates, Latin 
American bonds offer substantial relative value – figure 4. 
Since global central banks are still expected to provide 
significant liquidity and given our expectation for continued 
stability in crude oil prices, we believe there is room for 
regional bond spreads to tighten further. However, political 
uncertainty in the US will likely keep bond spreads volatile. 

The most significant turnaround has been in Brazil, 
where fixed income outperformance was fueled by 
a bottoming in economic growth, a less dire political 
outlook and anomalously high yields. Along with the 
Brazilian real’s greater‑than‑15% appreciation in 2016, 
local sovereign debt has returned nearly 50% in 
unhedged US dollar terms, through 12 December.

Latin America yields vs. G7
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While unlikely to match their 2016 performance, Brazilian 
local and external debt markets could continue to rally in 
2017. From a global perspective, yields are still relatively 
high and offer a significant potential opportunity, even 
if we assume some mild currency depreciation. In US 
dollar debt, we find the most value in corporates, with 
average yields around 6.5%. We favor the energy 
and financial sectors, which we think will benefit from 
attractive valuations and from Brazil’s turnaround story. 

We also see potential opportunities in Argentina, where 
fundamentals have stabilized. We favor selective US 
dollar denominated quasi‑sovereign bonds, where 
intermediate maturity yields range between 5% and 
9%. Colombia is another favored market of ours, 
with its close correlation to oil prices. External debt 
spreads seem fairly priced, although local 10‑year 
peso‑denominated debt looks attractive at close to 7.25%. 

Conversely, Mexico has suffered from risks arising from the 
US presidential elections. Although still a high quality issuer, 
external sovereign debt spreads have widened substantially. 
Despite cheaper valuations, we expect bond prices to 
remain volatile until the outlook for US trade agreements 
becomes clearer. Local currency debt has also come under 
severe pressure, with sovereign bond prices collapsing. 
With 10‑year government yields around 7.25% and the peso 
at historical lows, tactical opportunities may arise, but we 
remain cautious as volatility will likely remain elevated.

Currencies

Our outlook for Latin American currencies for 2017 is highly 
dependent on US economic policy. Our initial assumptions 
are that the new administration could ease fiscal policy 
significantly and could look to change trade policy, resulting 
in higher interest rates and import tariffs or other restrictions 
that could have a negative impact on regional currencies. 
The extent of these impacts, however, will depend on three 
factors. The first factor is the degree of trade relationships 
with the US. Next is the vulnerability of regional current 
account positions. The third is the country‑specific dynamics 
of capital flows in each country. At the time of writing, we 
can assume that deterioration in trade channels should – and 
possibly already has – hurt Mexico’s currency the most. 

Improving and manageable current account deficits 
should favor Chile and Peru and help them withstand 
the effects of a stronger US dollar. Merger & acquisition 
and investment activity and tax amnesties in Brazil and 
Argentina are capital flow dynamics that could help stabilize 
their respective currencies. Ultimately, we expect nominal 
exchange rates to perform their role of safety‑valves 
for the various flows in and out of external accounts. 

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general, as prevailing interest 
rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer’s credit rating, or creditworthiness, causes a bond’s 
price to decline. High yield bonds are subject to additional risks such as increased risk of default and greater volatility because of the lower credit 
quality of the issues. Finally, bonds can be subject to prepayment risk. When interest rates fall, an issuer may choose to borrow money at a lower 
interest rate, while paying off its previously issued bonds. As a consequence, underlying bonds will lose the interest payments from the investment 
and will be forced to reinvest in a market where prevailing interest rates are lower than when the initial investment was made.

An investor cannot invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. 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. There may be additional risk associated with international investing, including foreign, economic, political, monetary and/or legal factors, 
changing currency exchange rates, foreign taxes, and differences in financial and accounting standards. These risks may be magnified in emerging 
markets. International investing may not be for everyone.
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The election of Donald Trump as US President has 
dramatically changed the picture for North American 
markets in 2017. The outlook is now considerably 
more uncertain, with increasing volatility as investors 
adjust to the potential policies of a political outsider. 
However, while we are increasingly cautious given 
the risk of policy surprises, we are positive on certain 
sectors in both regional equities and fixed income.

Since the unexpected US election outcome, investors 
have been reassured by Trump’s cabinet picks and the 
conciliatory tone of his comments, the latter being in 
stark contrast to his uncompromising campaign rhetoric. 
His growth‑friendly proposals – such as increased 
infrastructure spending, deregulation, and both corporate 
and personal income tax reform – have also boosted 
sentiment. His fiscal plans could likely boost US real 
economic growth by more than a full percentage point 
by late 2017, while also raising the inflation rate. 
 
That said, there are few firm details upon which to base 
a more substantial assessment of the medium‑term 
implications for markets. At the same time, worries 
about potentially punitive trade policies against major 
emerging market (EM) trading partners, as well as about 
fiscally‑driven inflationary pressures, have negatively 
affected both EM assets and US fixed income.

Rising policy risk is likely to coincide with greater volatility 
across equities and fixed income.

Our favored markets

Equities

Sectors: industrials, financials,  
healthcare, energy

Fixed income

Credit: telecoms, energy and US 
financial preferred securities

North 
America
Chris Dhanraj, Investment Strategist ‑ North America
Kris Xippolitos, Global Head of Fixed Income Strategy
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What we do know is that rising policy uncertainty is 
likely to coincide with greater financial market volatility. 
US 10‑year Treasury yields are now at 2.5%, as of 12 
December 2016, having experienced one of their biggest 
ever one‑day jumps in yields immediately following the US 
election. Yields are substantially higher than the 1.54% 
level seen in late September 2016, when a victory for 
Hillary Clinton was seen as highly likely by the markets. 

Sharp moves are also likely to persist within US equities. 
Even though index‑level moves may appear to have been 
muted, sector volatility has been dramatic at times, especially 
in the month following the 8 November elections. Certain 
sectors have lagged – for example, rate‑sensitive utilities have 
suffered a 4% drop. By contrast, potential beneficiaries of 
Trump’s policies have rallied, with financials spiking 19% and 
industrials by 9% over the same period. The upshot is that 
the cost of portfolio hedging is still relatively cheap. As of 9 
December 2016, protecting against a drop of up to 10% in the 
S&P 500 from its current level of 2250 through December 
2017 costs less than the index’s 2.1% dividend yield.

Amid all the policy uncertainty, there is still a case for keeping 
US assets as core holdings within portfolios and we maintain a 
full neutral weighting in US equities. Eight years of consistent 
– albeit below‑trend GDP growth – cannot be ignored. Nearly 
three million people joined the labor force over the past year, 
while some of the main US housing markets continued to 
strengthen. After the Fed’s most recent 25 basis point interest 
rate hike in December 2016, expectations of additional 
tightening have risen. While the risks of a more pronounced 
tightening cycle should be considered, we still expect 
the pace of future hikes to be slow and data‑dependent. 

However, any potential friction between the Fed and the 
new administration could weigh upon investor sentiment. 

Canada’s economic outlook will also be impacted by 
likely changes in US monetary and fiscal policy. Almost 
three‑quarters of Canada’s US$331bn exports go to the US, 
so the exchange rate between the two countries is especially 
important to watch. Citi Research currently forecasts Canadian 
economic growth to accelerate from 1.1% in 2016 to 2.0% 
in 2017 – figure 1. While the country has muddled through 
various challenges of late – including the energy price collapse, 
Alberta wildfires, and an early‑stage real estate correction 
in cities such as Vancouver – we are comforted that the 
Bank of Canada (BoC) has shown its readiness to implement 
monetary easing to stabilize growth. While the BoC’s stance 
provides some reassurance, we nevertheless see the downside 
risks for Canada as likely to be magnified by any adverse 
developments in the US political or economic outlook.

North America has traditionally been seen as a ‘safe haven’ 
during times of global financial market volatility, owing to 
the perceived high quality of regional assets. However, we 
think that any further investment inflows will require more 
specific drivers. For equities, an improvement in corporate 
earnings – boosted by the energy sector’s recovery – could 
provide important support in 2017. For fixed income, 
the region’s significant yield premium over equivalent 
assets elsewhere should prove attractive, even though 
we see a preference for inflation protection dominating 
in the medium term. Nevertheless, as the economic 
expansion extends into yet another year, we recommend 
that investors seek to protect gains made in recent years 
through portfolio hedging and active security selection.

Figure 1. Key regional economic data

 Real GDP  
(% YoY)

Current account  
(% of GDP)

Fiscal balance  
(% of GDP)

10yr govt yield  
(%)

Local currency

2017F 2016F 2016F Spot 2017F

US 1.8 ‑2.7 ‑4.2 2.45 106.41

Canada 2 ‑3.3 ‑1.2 1.62 1.422

Source: Citi Research as of December 5, 2016. All forecasts are expressions of opinion and are subject to change without notice and are not intended 
to be a guarantee of future events.
 
1   US dollar index (DXY)
2  Canadian dollar/US dollar
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Equities 

We remain neutral on US and Canadian equities entering 
2017. Historically, we find that the first year of a new US 
President’s four‑year term has typically seen US equities 
produce an average real total return of 1.7% alongside 
higher unemployment – figure 2. However, this weak 
historical average is a result of recessions often tied 
to difficult political and policy transitions. That said, 
while the lack of predictability around Trump’s policy 
is unwelcome for investors, potential deregulation and 
fiscal stimulus plans – including lower taxes – may be 
supportive of earnings and additional gains in US equity 
markets. Indeed, with the presidency and Congress in 
the hands of one party, Trump could find it easier to 
implement his agenda than Obama did during his tenure.
 

Going into 2017, North American equity valuations are still 
fairly high. The S&P 500 trades on 17.1 times prospective 
12‑month earnings, while Canada trades on a multiple of 16.4. 
The rise in the S&P’s price/earnings (P/E) multiple is partly 
due to the index’s 10.5% rise in 2016 to date. It also relates 
to the stalling of full‑year 2016 earnings growth, which is 
estimated to be nearly flat compared to expectations of an 
advance of 10% at the start of the year. This is partly due 
to earlier energy sector weakness, but also reflects merely 
moderate gains elsewhere. While consensus expectations 
point to 11% earnings growth in 2017, we expect this to be 
revised downwards significantly in due course, perhaps 
by half. For Canada, we expect consensus estimates of 
a 23.7% EPS gain for 2017 also to be revised lower.

Year Term
Average real total 
return since 1936 

(%)

Positive  
years (%)

Unemployment 
rate (%)

Output gap  
(%)

Year 1 All years 4.6 55 5.9 ‑0.8

 First term 1.7 45 6.1 ‑1.7

 Second term 8.2 67 5.7 ‑0.1

Year 2 All years 7.4 55 6.0 ‑1.0

 First term 2.3 42 6.8 ‑2.7

 Second term 15.0 75 5.2 0.9

Year 3 All years 14.3 85 5.8 ‑0.5

 First term 17.7 75 6.6 ‑1.7

 Second term 9.2 100 4.8 0.8

Year 4 All years 5.7 79 5.6 ‑0.4

 First term 8.9 92 5.9 ‑0.6

 Second term 0.2 57 5.1 ‑0.2

Averages All years 8.0 68 5.8 ‑0.7

 First term 7.8 64 6.4 ‑1.7

 Second term 8.4 75 5.2 0.3

Source: Haver Analytics, as of Dec 2016. US equities annualized total return data since 1936, as measured by S&P 500 index. Positive years represents 
the proportion of years with a positive real return. Unemployment & output gap data as of 1948. The output gap is the difference between the level 
of GDP and the Congressional Budget Office’s estimate of potential GDP. An investor cannot invest directly in an index. They are shown for illustrative 
purposes only. Past performance is no guarantee of future returns. Real results may vary.

Figure 2. US presidential terms and the markets
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We prefer to take views within equities at the sector level. 
Industrials could potentially benefit from President Trump’s 
proposals to increase infrastructure spending by as much as 
US$500bn, although we would be more cautious than many 
investors are towards this sector near‑term. It will likely be 
six months before any legislation is approved to fund the 
building of highways, airports, hospitals and schools promised 
by the Trump campaign, and perhaps longer to identify which 
companies have been awarded the associated government 
contracts. Also, some infrastructure investment is controlled 
at the state level, over which the President has little influence.
 
Financials, especially regional ones, might also benefit under 
the new administration. This is due both to prospective 
deregulation as well as to higher net interest margins 
from rising rates. We would expect the current consensus 
forecast earnings growth rate of 10.7% to be revised 
higher should this scenario play out, which would bode 
well for the sector’s relative performance prospects. 

Healthcare should remain a focus of investor activity. 
Sharp moves have already occurred among biotechnology 
equities, which jumped 6% in the month following Trump’s 

victory, as fears about drug price regulation faded. However, 
since the election, Trump has begun to soften his stance against 
Obamacare, pledging to keep its ‘strongest assets.’ We would 
await further clarity before seeking opportunistic exposure.

We also have a preference for energy equities after the difficult 
2015‑2016 period, including those of Master Limited Partnerships. 
On a price‑to‑book valuation of 2.1, energy is one of the cheapest 
sectors within the S&P 500 and it may benefit from a continued 
recovery in crude oil. Selectivity is key even within the energy 
sector, as a loosening of regulation may perversely harm the 
sector by bringing new supply online earlier than expected. 

In this more uncertain market environment, active equity 
managers could come into their own again. We would look 
for managers who can identify companies that benefit from 
specific drivers, such as those which are consistently able to 
achieve organic sales growth, rather than those that simply 
cut costs to defend margins. Large‑capitalization companies 
– especially those with greater exposure to faster‑growing 
emerging markets – seem better positioned to produce such 
organic sales growth, especially if they are able to manage 
the currency risk of their earnings streams appropriately. 
 

Source: Citi Research, Worldscope, MSCI, Factset, as of 30 Nov 2016. *Note: The above data are compiled based on companies in MSCI AC World Index. 
The market capitalization for regions, markets and sectors are free‑float adjusted. P/E, EPS Growth, P/B, Dividend Yield and ROE are aggregated 
from Factset consensus estimates (calendarized to December year end) with current prices. CAPE is calculated by current real price divided by 
10‑year average real EPS based on MSCI index‑level data. NM = Not Meaningful; NA = Not Available.Indices all from MSCI. Indices are unmanaged. An 
investor cannot invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. 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.

Figure 3. North America valuations

Mkt cap P/E EPS YoY (%) P/B RoE (%) DY (%) CAPE

 US$bn ‘17E ‘18E ‘17E ‘18E ‘17E ‘17E ‘17E 10yr

MSCI North America 21,701 17.2 15.3 12.9 11.8 2.7 15.5 2.2 22.5

Canada 1,251 15.8 14.1 22.6 11.2 1.8 11.5 2.8 15.6

USA 20,450 17.2 15.4 12.3 11.9 2.7 15.9 2.1 22.9
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We would also use active managers to identify companies 
that have competitive advantages irrespective of the stage 
of the business cycle. These individual companies – many 
of which are leaders in the technology sector and have 
15‑20% compound annual growth rates – often transcend the 
typical sector definitions but should be part of a core equity 
portfolio. While some of these companies have high levels of 
cash overseas and may benefit from being able to repatriate 
those funds under Trump, any policies that restrict global 
trade may hold back near‑term performance. We also continue 
to replace high dividend yielding equities – such as utilities 
and telecoms – with those that offer dividend growth. These 
expensive, rate‑sensitive sectors began to see their valuations 
decline in mid‑2016 on concerns of further interest‑rate hikes.

Source: Factset Consensus, MSCI as of 2 Dec 2016. Note: The above data are compiled based on companies in MSCI AC World Index. The market 
capitalization for regions, markets and sectors are free‑float adjusted. P/E (Price/Earnings), EPS growth (Earnings per share), P/B (Price/Book), 
Dividend yield (DY) and RoE (Return on Equity) are aggregated from Factset consensus estimates. *CAPE stands for Cyclically Adjusted Price to 
Earnings, and is defined as: Current price/10‑year average inflation‑adjusted EPS. Indices all from MSCI. Indices are unmanaged. An investor cannot 
invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. Real results may vary.

* Products and strategies may not be suitable for all investors. Products and strategies discussed herein may have eligibility requirements that must 
be met prior to investing. Each investor should carefully view the risks associated with the investment and make a determination based upon the 
investor’s own particular circumstances, that the investment is consistent with the investor’s objective. Products and strategies described herein 
involve risk and may not perform as described.

Figure 4. North America sector valuations

Mkt cap P/E EPS YoY (%) P/B RoE (%) DY (%)

 US$bn ‘17E ‘18E ‘17E ‘18E ‘17E ‘17E ‘17E

MSCI USA 20,450 17.2 15.4 12.3 11.9 2.7 15.9 2.1

Energy 1,515 35.4 22.9 408.2 54.4 2.1 6.1 2.5

Industrials 2,017 18.8 16.9 6.1 11.2 4.1 21.7 2.3

Cons. staples 1,864 19.2 17.8 7.5 8.3 4.8 24.8 2.8

Healthcare 2,741 14.6 13.3 8.9 9.9 3.2 21.9 1.9

Financials 3,013 14.2 12.8 10.6 10.7 1.3 9.0 1.9

To help to protect gains made during the almost‑eight year 
bull market to date, we strongly recommend investors 
consider hedging strategies. The strong correlation of 
nearly 0.8 between the S&P 500 and US Treasuries in 
2016 has broken down since the election, with the former 
continuing to rally and the latter selling off. However, 
investors should prepare for unexpected policy developments 
or external macroeconomic shocks, which may hinder 
further outperformance by equities. One example* as 
of 12 December 2016 would be to sell any gains through 
December 2017 in the S&P 500 above 4% – or 6% including 
dividends – in return for the right to shield against declines 
of up to 10%. Rising volatility also makes it possible to earn 
income at the index level without taking sector views.
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Fixed income 

US fixed income markets have been turned upside down 
following the surprise US election result. While ‘lower yields 
for longer’ was what we expected from rates markets in 2017, 
investors now need to consider new risks. We are likely to 
be faced with many political uncertainties, with potentially 
significant implications for fixed income. Although the US 
still offers some of the highest yields – figure 5 – in the 
developed world, it is clear that volatility is likely to rise. 

Markets have already begun to discount substantial fiscal 
easing and higher inflation. As such, long‑term yields 
have moved sharply higher. Although Trump’s policies 
could cause further yield‑curve steepening, we still expect 
the Federal Reserve to tighten monetary policy, pushing 
short‑rates higher. Indeed, any meaningful increase in growth 
expectations could result in a faster pace of rate hikes. As 
such, we continue to advise investors to hedge short‑term 
floating‑rate liabilities. Conversely, higher bond yields and a 
stronger US dollar can ultimately drag on growth and inflation 
over the longer‑term, limiting the extent of any rise in rates. 
Of course, these outcomes would likely depend on the 
implementation, timing, and success of actual Trump policy. 

Source: The Yield Book, FactSet *as of 5 December, 2016.
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Figure 5. North American fixed income yields

Unless some major global dislocation occurs, it seems 
unlikely that US rates will test their 2016 lows any time soon. 
While a steeper yield curve does create longer‑duration 
opportunities, risks are building that could lead to additional 
upward pressure. Given that absolute yields remain 
historically low, investors with a long‑duration bias could 
be exposed to significant yield volatility. We are therefore 
more inclined to take a neutral view on duration for the 
moment. As we get more clarity about the new Trump 
administration and its likely impact on macroeconomic 
fundamentals, we would look to reassess this view.

In US credit, investment grade (IG) corporate bond 
performance will largely hinge on the direction of Treasury 
yields. Spread premiums have tightened sharply following the 
oil price collapse and rebound in early 2016. The upcoming 
debt maturities that require refinancing by IG issuers appear 
manageable, as fund inflows will likely support demand. 

Overall, credit curves remain relatively steep and we are 
comfortable with maturities out to ten years. Investors 
may consider a barbell approach, creating a portfolio of 

Historical high

Historical low

Current*
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short‑ and longer‑term securities. This could provide an 
attractive overall yield while minimizing rate volatility. 
We find most value in telecoms and energy, which we 
think will benefit from improving fundamentals, stable 
or rising oil prices, and relatively attractive valuations. 
Also, steeper yield curves should favor financials, which 
have largely underperformed non‑financials in 2016. 
Improvements in balance sheets also support our preference 
for moving down the capital structure. US financial 
preferred securities offer investors attractive yields. 

After a weak start to the year, US high yield (HY) 
corporate bonds rebounded sharply after the bottoming 
in the crude oil price. Since its February lows, US HY has 
gained 24%, not surprisingly led by energy, up 70%. 
Similar to IG corporates, maturing HY debt in 2017 does 
not pose refinancing concerns. Although not as cheap 
as earlier in 2016, HY valuations still offer value. Stable 
oil prices and a persistent ‘reach for yield’ by investors 
should enable further outperformance, in our view. 

US municipal bonds are likely to face increased volatility in 
2017. Likely tax reform will lower individual tax rates and 
lessen taxable‑equivalent yields. While munis will remain 
a core holding for high income earners, spreads could 
widen further. Technical factors should be supportive 
early in the year, owing to the ‘January effect,’ a period 
when large sums of muni interest payments are reinvested 
back into the market. We continue to favor moving down 
in credit quality, although issuer selectivity will remain 
important, as will the potential of an increased level of risk. 

Currencies

In the aftermath of Trump’s victory, the US dollar rallied 
sharply to a thirteen‑year high, rising 4% in the month 
of the post‑US election period. The move was driven by a 
newfound expectation of fiscal stimulus, tax cuts and the 
ensuing boost it could provide to both GDP growth and 
interest rates, real and nominal. For 2017, expectations 
are for the US dollar to continue to appreciate versus 
the Euro, the British pound and the Japanese yen. 
Increasingly hawkish Fed policy and the possibility of a 
tax holiday to encourage US multinational companies to 
repatriate earnings held overseas, could contribute to 
further upward pressure on the US dollar next year. 

Still, we would point out that the dollar has already 
posted substantial gains of around 35% since 2011. 
Also, investors are already well‑positioned in US 
dollar‑denominated assets. While the Federal Reserve 
is likely to tighten with more confidence if projected 
Trump policy proves successful, we expect the Fed to lag 
behind inflation. More importantly, markets must deal 
with the uncertainties over a new administration led by 
an inexperienced President. As such, a significant rise in 
the US dollar from current levels is far from assured.

We expect the Canadian dollar to experience another year of 
higher volatility against the US dollar. In 2016, the expected 
boost from crude oil’s recovery was tempered by the Alberta 
wildfires and weak economic growth, causing a 12% intra‑year 
swing in the currency. We believe higher volatility offers 
an opportunity for Canadian investors to hedge unwanted 
currency risk or use it to try and earn additional yield. 

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general, as prevailing interest 
rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer’s credit rating, or creditworthiness, causes a bond’s 
price to decline. High yield bonds are subject to additional risks such as increased risk of default and greater volatility because of the lower credit 
quality of the issues. Finally, bonds can be subject to prepayment risk. When interest rates fall, an issuer may choose to borrow money at a lower 
interest rate, while paying off its previously issued bonds. As a consequence, underlying bonds will lose the interest payments from the investment 
and will be forced to reinvest in a market where prevailing interest rates are lower than when the initial investment was made.
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Positioning for 
higher rates

The experiment of fueling growth with 
expansionary monetary policy may 
soon give way to fiscal easing, including 
significantly lower taxes in the US case.

Whether or not growth is achieved by fiscal 
policy, interest rates could well rise again.

To position for higher rates, we see a 
variety of fixed income possibilities.

Taking risks – such as credit risk – 
and broadening geographic horizons 
offers scope to earn higher yields.

We see opportunities in US and Eurozone 
high yield bonds and senior bank loans, 
US preferred stocks issued by large 
banks, Latin American debt and Treasury 
Inflation Protected Securities (TIPS).
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some homeowners actually received interest payments from 
their mortgage lenders. This unprecedented inversion of 
normality left many investors feeling bewildered. However, 
the experiment of fueling growth with expansionary monetary 
policy may soon give way to increased fiscal spending. 
The consensus is that whether or not growth is achieved 
by fiscal policy, interest rates could well rise again.
 

Despite the risk to fixed income if interest rates continue to 
rise, we still see investment opportunities in certain assets.

Positioning for 
higher rates
Steven Wieting, Global Chief Investment Strategist
Kris Xippolitos, Global Head of Fixed Income Strategy

Interest rates and bond yields have been in a downtrend 
for most of the last four decades. In 2016, this decline 
went beyond rational levels – figure 1. In the Eurozone, for 
example, some corporate borrowers were able to issue 
bonds at negative yields, effectively charging buyers for 
the privilege of risking their savings. In Denmark – one of 
several countries with negative central‑bank policy rates – 

Source: The Yield Book, Bloomberg *as of 12 Dec 2016. Past performance is not indicative of future returns.
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Figure 1. Global yields in perspective
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Source: Haver Analytics, as of 12 Dec 2016. Jan ‘15 Apr ‘15 Aug ‘15 Dec ‘15 Mar ‘16 Jul ‘16 Nov ‘16

Figure 2. Yields reverse long‑term downtrend

Germany (left)

Japan (left)

US (right)

UK (right)

Source: Citi Private Bank as of November 21, 2016. US Investment Grade Corporates are represented by the Citi US Broad Investment Grade Index; 
US High Yield Corporates were represented by the Citi’s US High‑Yield Market Index and EM US dollar denominated Sovereigns by the Citi’s Emerging 
Markets US Dollar Government Bond Index.

Figure 3. Estimated gains & losses from rate‑changes 

1   As of 13 Dec 2016, the 10yr US Treasury yield is 2.45%.

Even just before Donald Trump’s unexpected victory in the 
US election, global bond yields had begun to rise. Ten‑year 
sovereign yields in Germany switched from negative to 
positive and those in the UK had more than doubled from 
their summer lows – figure 2. US 10‑year Treasury yields 
rose steadily from 1.36% in July to 1.85% in late October 
before surging to 2.35% on the election results.1 Even if this 
is simply the end of persistently falling yields – let alone the 
start of a sustained rise – it would be a significant transition 
point for growth, inflation, and for all asset classes. 

There is clearly potential for a further rise in global yields. 
Inflation appears to have bottomed, thanks partly to the 
rebound in the oil price in 2016. And while US budget 
deficits have been shrinking over recent years, healthcare 
and pension costs are likely to lead to permanently larger 

deficits. Governments both in the US and elsewhere are 
likely to engage in fiscal easing in an attempt to stimulate 
their economies by lowering taxes, increasing spending 
and borrowing more to make up the difference – see 
Late‑cycle stimulus and Is infrastructure spending the 
cure? Trump’s plans to cut taxes alone could result in 
annualized incremental borrowings of US$300bn. 

For the global economy, higher borrowing and fiscal spending 
present various risks. An increase in US borrowing has a good 
chance of driving up rates not only in the US, but also around 
the world. This would be unhelpful for economies where 
growth is still weak. Assuming the US economy strengthens, 
there is also a danger that greater US government borrowing 
‘crowds out’ private borrowers at home or abroad, preventing 
them from financing profitable economic activity. 

Scenario 5yr Trsy  
(%)

10yr Trsy  
(%)

30yr Trsy  
(%)

US IG Corps 
(%)

US HY Corps 
(%)

EM USD Sovs 
 (%)

US rates fall 100bp 6.5 11.5 28.3 10.5 10.0 13.0

US rates fall 50bp 4.5 7.0 15.0 7.0 8.5 9.4

US rates rise 100bp ‑1.0 ‑5.0 ‑15.0 ‑2.3 3.5 ‑0.3

US rates rise 200bp ‑4.75 ‑12.3 ‑30.0 ‑7.5 0.3 ‑5.6
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10yr Brazilian yield (US dollar 
denominated)

10yr German yield

US Treasury Bill Real Total 
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higher rates in the future. We do not recommend such an 
approach, however. Negative inflation‑adjusted returns 
on cash can persist for very long periods – figure 4. 
And even though we don’t expect high and sustained 
inflation, we still think central banks will lag behind 
inflation when it comes to raising interest rates. 

The current divergence in yields across many fixed income 
assets is now as wide as it has been, even during periods 
when absolute yields were much higher. The gap between the 
yields of US dollar‑denominated Brazilian 10‑year investment 
grade bonds and Euro‑denominated German bonds – figure 5 
– is just one example of this. Taking other risks – such as credit 
risk – and broadening one’s geographic horizons also offers 
scope to earn higher yields. We therefore examine a few 
ways to position for higher rates in the section that follows.

For investors, there is now greater uncertainty. If interest rates 
continue to rise, substantial losses on fixed income securities 
would follow. Figure 3 shows the estimated impact of various 
scenarios in US rates upon different types of bonds. Higher 
yields could clearly have a negative effect on performance. 
For example, an increase in the 10‑year Treasury yield from 
its recent level of 2.4% to its 2010 cycle‑highs of 4.0% could 
generate negative returns of more than 12%. Longer‑duration 
bonds could see declines of more than twice that amount. 
Even performance in corporate bonds would be disappointing, 
despite their ability to absorb some of the yield shock. This is 
partly why we favor opportunities in US high yield – see below.

Faced with the likelihood of expansionary fiscal policies in 
the US and elsewhere, what might investors do? There may 
be a temptation to hold cash in expectation of investing at 

Source: Citi Private Bank and Haver Analytics as of October 20, 2016. Past performance is no guarantee of future returns. Real results may vary.      
US Treasury Bill Total Return Index, Inflation Adjusted, 1920‑Oct 2016.

Source: The Yield Book, as of 5 Dec 2016. Past performance is not indicative of future returns.

Figure 4. Real returns on US cash over time

Figure 5. International yield divergences 
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The stronger US dollar and hopes for energy deregulation 
that would boost supply may cause a near‑term setback in the 
oil price recovery. However, we believe that the large capital 
investment cutbacks over the past two years will help crude 
oil to extend its recovery and slightly exceed US$60 by the 
end of 2017. If the oil price moves further above production 
costs, energy HY bonds could make an even fuller recovery. 

While less sensitive to interest rate movements, US HY 
bonds can still experience substantial volatility. Indeed, 
implied volatility of HY debt is on average 60% greater 
than that of investment grade corporate bonds. A less 
volatile – but still high‑yielding alternative – are HY senior 
bank loans. The average BB/B‑rated bank loan yields 4.5%, 
whereas similarly‑rated HY bonds typically yield around 
5.5%. Senior bank loans rank higher in the capital structure, 
such that their investors would receive higher priority for 
repayment if the borrower went bankrupt ‑ figure 6. 

High yield senior bank loans also pay coupons which can 
adjust to changes in short‑term rates, typically the London 
Interbank Offered Rate (LIBOR). As a result, the duration 
of bank loans is lower than that of fixed‑rate bonds, which 
can help mitigate price volatility. Indeed, implied volatility 
of US HY bank loans is 60% less than that of HY bonds. 

High yield bonds and variable‑rate loans

In 2016, US high yield (HY) bonds delivered their best 
annual performance since 2009. The Bloomberg Barclays 
US High Yield Index had produced a total return of 15% as 
of the end of November. While their valuations have risen, 
we believe that US HY bonds continue to look attractive. 
With an average S&P rating of BB‑, index yields remain 
near 6.25% – some 335 basis points (bp) higher than 
similar‑duration investment grade corporate bonds. High 
yield debt as an asset class also has lower price sensitivity 
to movements in interest‑rates – figure 3. We would expect 
a slightly positive return in this asset class even if US 
Treasury yields rose 200 basis points to new cycle highs.

In our view, HY markets at today’s valuations require 
investors to be more selective at the sector level. In the 
US, energy‑related issuers, for example, may still offer 
interesting opportunities. The collapse in the price of crude 
oil from US$115 in June 2014 to US$27 in January 2016 
led to rising fears of distress in the energy sector. The 
average index price of US HY energy bonds collapsed to as 
low as US$51 in February 2016, but has since rebounded 
to above US$98. This was driven by a near‑doubling in 
the price of crude from its depressed February lows. 

Priority of 
repayment in 
liquidation

HIGHEST

LOWEST

Source: Citi Private Bank, as of 30 Nov 2016.

Bank loans

Senior secured debt

Senior unsecured debt

Subordinated debt

Junior subordinated debt

Preferred stock

Equity

Figure 6. The capital structure



41

US preferred stocks

Investing in a lower part of the capital structure can also 
help achieve enhanced yields. Preferred stocks, which have 
both equity and fixed income characteristics, typically 
have priority over common equity in the event of the issuer 
entering liquidation ‑ figure 6. However, they rank lower than 
other subordinated and senior debentures. Since the global 
financial crisis of 2007‑09, reforms such as Dodd‑Frank and 
Basel III have required banks to bolster their balance sheets, 
aiming to make the financial system less susceptible to 
shocks. As such, we have favored this asset class for some 
time. Despite the recent rise in long‑term Treasury yields, US 
preferreds have gained nearly 40% over the last five years. 

US preferred stocks – or ‘preferreds’ – come in various 
structures, all with differing yield propositions. We favor 
structures issued by large US banks, which feature 
fixed‑to‑floating rate coupons. These securities pay fixed 
coupons until a certain future date, whereupon they can 
be redeemed by their issuer at their originally issued 
face value. If they are not redeemed at this point, they 
switch to paying a floating‑rate coupon. These coupon 
payments periodically adjust with a pre‑determined spread 
– or back‑end spread – over the three‑month London 
Interbank Offer Rate or Libor. As a result, fixed‑to‑floating 
rate securities are less vulnerable to rising interest 
rates than securities that just pay a fixed coupon. 

Depending on the length of time of the issuer’s option to 
redeem at face value, the yield‑to‑worst – or the lowest yield 
investors can typically expect on these securities – can be as 
much as 6.5%. It should be noted that credit ratings for these 
securities are lower than those on the senior debt issued by 
the same entity. However, we do not expect a deterioration 
of credit quality in the US banking sector especially in the 
context of higher interest rates. Instead, interest rate risk will 
likely be the main driver of performance for these securities. 

With the recent rise in US interbank rates, HY senior 
bank loans have seen inflows of funds. If the Federal 
Reserve raises interest rates as we expect, interbank rates 
would increase further, attracting additional inflows.

Despite lower yields compared to the US, we think that 
European HY bonds still offer compelling value for regional 
investors. The average yield on the Bloomberg Barclays 
Pan‑European High Yield Index is 4.3%, compared to 1% 
on European investment grade corporates. In contrast 
to the US, European senior HY bank loan yields of 5.5% 
are above those of HY bonds. This premium reflects the 
European senior loan market’s relatively smaller size and 
lesser accessibility. We do not expect a rise in European 
interbank rates to increase any time soon, but floating rates 
and a limited available supply environment should help 
to dampen price volatility, as with their US equivalents. 

Investing in a lower 
part of the capital 
structure can 
also help achieve 
enhanced yields.
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POSITIONING FOR HIGHER RATES
A continued rise in interest rates would pose a risk to 

fixed income assets. But we still see opportunities to earn 
higher yields by taking currency, credit and other risks, 

while also extending geographic horizons.

i  Source: The Yield Book, as of 12 Dec 2016.

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 no guarantee of future events. Real results may vary.

Disclosure: Strategies and investments mentioned in this document may not be suitable for all investors. Products, strategies and services discussed 
herein may have elegibility requirements that must be met prior to investing. Each investor should carefully view the risks associated with the 
investment and make a determination based upon the investor’s own particular circumstances, that the investment is consistent with the investor’s 
objectives. 

High yield (HY)
energy bonds 

Energy sector default rates 
remain high, but oil’s recovery 
has boosted HY energy bonds.

           If crude oil prices
           continue to rise towards   
           US$60/barrel…

HY energy bonds could
recover further.

        Risks: credit risk / 
        default risk

US preferred
stocks

                Large US banks’   
                preferred stocks have    
                the potential to yield   
                6.5% or more.

Preferred stocks have priority 
over common equity if issuer 
enters liquidation.

less vulnerable to rising 
interest rates.

        Risks: credit risk

Brazilian‑real
denominated
sovereign bonds

                Cash yields of almost
                13% on short‑term
                local currency issuesi.

raised the chances of interest
rate cuts.

        Risks: currency risk,
        credit risk

.i
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Emerging market fixed income

Emerging market assets – and especially Latin American 
fixed income – are currently among our highest‑conviction 
overweight holdings. Despite this year’s strong rally and 
setback following Donald Trump’s election – see Latin America 
fixed income review – on a relative value basis, some Latin 
American fixed income assets can be classified as cheap. 
We therefore see scope for continued outperformance. 
This is due to improvements in the political outlook in 
Brazil and more market‑friendly regimes, such as in 
Argentina. Sharply higher US yields and a stronger dollar 
can fuel volatility, but our constructive view on oil prices 
may support further outperformance. One area that we 
favor within Latin American debt is US dollar‑denominated 
Brazilian corporates, which currently yield around 7.25%. 
We also find value in Argentinian quasi‑sovereign debt 
– debt which is directly or indirectly guaranteed by the 
government – and currently yields around 7.5%. 

Certain local currency EM markets also offer attractive 
short‑term yields. In Brazil, short‑term Brazilian‑real 
denominated sovereign yields are above those on longer‑dated 
maturities, with cash rates of roughly 13%. Declining inflation 
has increased the likelihood for additional central bank 
policy easing, which could flatten local yield curves. US 
dollar‑denominated 10‑year bonds issued by highly‑rated 
sovereigns such as Saudi Arabia (AA‑) currently yield close 
to 3.75%, while lower‑rated nations such as Lebanon (B‑) and 
Nigeria (B+) have US dollar‑denominated bond yields above 7%. 

Lower‑risk opportunities

We also identify selective opportunities across the risk 
spectrum and different maturities, including some for 
investors who prefer short‑duration assets. For example, 
recent reforms in US money markets have led to a rise in 
short‑term US dollar funding rates. This has pushed up 
rates on commercial paper and other short‑term floating 
rate bank debt. Even yields on US municipal variable‑rate 
demand notes have moved from 0.01% to 0.6%.

With oil and headline inflation rebounding around the 
world, we also favor some inflation‑indexed bonds relative 
to conventional government bonds. In the US, longer 
duration Treasury Inflation Protected Securities (TIPS) 
provide real yields of 0.5% to 1.0% and an additional 
rate equal to the overall increase in the Consumer 
Price Index (CPI). If the oil price recovers to just above 
half the 2014 peak level, we would expect the overall 
US CPI to rise from 1.6% to above 3% in 2017. 

An investor cannot invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. 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. There may be additional risk associated with international investing, including foreign, economic, political, monetary and/or legal factors, 
changing currency exchange rates, foreign taxes, and differences in financial and accounting standards. These risks may be magnified in emerging 
markets. International investing may not be for everyone. Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk 
and prepayment risk. In general, as prevailing interest rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer’s 
credit rating, or creditworthiness, causes a bond’s price to decline. High yield bonds are subject to additional risks such as increased risk of default 
and greater volatility because of the lower credit quality of the issues. Finally, bonds can be subject to prepayment risk. When interest rates fall, an 
issuer may choose to borrow money at a lower interest rate, while paying off its previously issued bonds. As a consequence, underlying bonds will 
lose the interest payments from the investment and will be forced to reinvest in a market where prevailing interest rates are lower than when the 
initial investment was made.
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The liquidity trade‑off

Short‑term financial market worries 
should not deter investors from seeking 
the higher returns potentially available 
from long‑term investments. 

The current private‑equity cycle is 
looking mature, with the valuation of 
many target companies at high levels.

We still see compelling reasons for 
investors willing to sacrifice some 
liquidity to add selective private equity 
and real estate investments.

In private equity, we favor collateralized 
asset lending to commercial real estate 
and medium‑sized corporates and 
providing capital for business growth to 
financially healthy energy companies. 

In real estate, we favor investing in 
prime logistics real estate in select 
European and Asian markets.
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Could the election of Donald Trump be positive for 
private equity investing? The possibility of tax reforms, 
reduced regulation, and greater credit availability would 
all be constructive. Among those he has nominated 
to serve his administration are corporate and private 
equity executives who might influence policy towards 
business in a favorable direction. So, even as the current 
private‑equity cycle is looking mature – with the valuation 
of many target companies at high levels – we still see 
compelling reasons for investors willing to sacrifice some 
liquidity to add selective private equity investments.

Despite high, late‑cycle valuations, we still see 
compelling reasons for selective investments 
in private equity and real estate.

The liquidity 
trade‑off

David Bailin, Global Head of Managed Investments
Steven Wieting, Global Chief Investment Strategist

The two primary reasons for holding illiquid investments 
such as private equity and real estate are the potential 
for diversification and return enhancement. Since 
the 2008 recession, both these asset classes have 
performed even more strongly than developed 
market equities and corporate fixed income.

What might the future hold for these illiquid asset classes? 
Our proprietary strategic asset allocation methodology 
estimates that Private Equity and Real Estate could deliver 
annualized returns over the next ten years of 12.2% and 
10.7% respectively. By contrast, our return estimates for 
Global Developed Equity and Global Developed Investment 
Grade Fixed Income are 6.3% and 2.1% – figures 1 and 2. 

Source: Citi Private Bank Asset Allocation Team, preliminary estimates as of 30 Nov 2016. Returns estimated in US dollars; All estimates are 
expressions of opinion and are subject to change without notice and are not intended to be a guarantee of future events. Strategic Return Estimates 
are no guarantee of future performance. For further information, please consult Adaptive Valuation Strategies 2017, due for publication in Feb 2017.

Figure 1. Strategic Return Estimates

Asset class SRE (%)

 Nov ‘16

Global Developed Equity 6.3

Global Developed Investment Grade Fixed Income 2.1

Private Equity 12.2

Real Estate 10.7
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Within Private Equity and Real Estate, we believe present 
conditions favor three particular areas where there may be 
strong risk‑adjusted return opportunities. The first of these 
is a result of sustained dislocations in financial markets 
caused by regulatory changes and geopolitics. The second 
relates to temporary imbalances in the supply and demand 
for energy. And the third is being created by a long‑term 
transformation in the delivery of goods to consumers. 
Besides the return environment that we envisage, we 
also expect managers to take creative approaches to 
the way they structure investments. For example, some 
private equity managers may be able to structure debt 
securities with equity‑like return profiles or as preferred 
equity with warrants or performance optionality.

In order to take advantage of these opportunities,  
investors need to be comfortable with an average of seven 
years of illiquidity. That said, early realizations may return 
significant capital proceeds prior to the expiration of such 
investments’ term.

In lieu of the banks

Global banks continue to face an increasingly uncertain global 
economy and pressure to deleverage in order to meet new 
regulatory requirements. In 2016, the market capitalization 
of developed economy banks has fallen by some US$430 
billion, increasing the challenge of addressing banking system 
vulnerabilities, particularly for weaker European banks.3 As 
a result, the private debt industry has nearly tripled in size 
since 2006, with assets under management increasing from 
US$152 billion to US$523 billion as of 30 September 2016. 

Currently, we see an opportunity in collateralized 
asset lending to commercial real estate and 
medium‑sized corporates. Manager investments in 
this sort of lending can take the form of whole loans 
or retained interests in transactions originated and 
underwritten directly by asset managers or banks.

Diversification does not ensure against loss. 

Source: Citi Private Bank, as of 30 Nov 2016. Strategic Return Estimates (SREs) are no guarantee of future performance. All estimates are expressions 
of opinion and are subject to change without notice and are not intended to be a guarantee of future events. Please see asset class glossary for full 
definitions of Private Equity, Real Estate, Developed Market Large‑Cap Equity, and Developed Market Corporate Fixed Income. An investor cannot 
invest directly in an index. They are shown for illustrative purposes only. Past performance is no guarantee of future returns. Real results may vary. 
The actual rate of return on investments can vary widely over time, especially for long‑term investments. This includes the potential loss of principal 
on your investment. It is not possible to invest directly in an index. 

Figure 2. Illiquid asset classes’ strategic return estimates
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THE LIQUIDITY TRADE‑OFF
Sacrificing liquidity for several years 

can help to target higher returns. 

Sources
i   The International Monetary Fund Global Financial Stability Report, Oct 2016
ii  Medium‑Term Oil Market Report 2016, International Energy Agency, 2016
iii The Global E‑Commerce Revolution, Prologis, Sept 2016

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 no guarantee of future events. Real results may vary.

Disclosure: Strategies and investments mentioned in this document may not be suitable for all investors. Products, strategies and services discussed 
herein may have elegibility requirements that must be met prior to investing. Each investor should carefully view the risks associated with the 
investment and make a determination based upon the investor’s own particular circumstances, that the investment is consistent with the investor’s 
objectives. 

The energy
recession

                Annual oil demand   
                could grow 1.2% a
                year through 2021.ii

Many upstream and
midstream oil companies
cannot access funding via
the public markets.

We favor investing in
private equity that lends to 

E‑commerce
real estate

in many countries at the expense
of traditional retailers. 

They are taking up much more 
space to accommodate their 
supply chains: warehouses etc.

                E‑commerce is
                currently 20% of all
                new logistics leasing,
                up from less than 5%

.iii

We see a potential opportunity
in investing in prime logistics
real estate in selected European
and Asian markets.

In lieu of 
the banks

Weaker European banks in 
particular are having to cut 
back their lending.

                  The private lending  
                  industry has nearly  
                  tripled to US$523 
                  billion since 2006.i

We favor private equity 
investments that lend to 
commercial real estate and 
medium‑sized corporates.

x3
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The energy recession

The oil sector remains depressed. While energy prices 
have recovered from their most recent trough, West Texas 
Intermediate crude oil is currently hovering at around 
US$50 a barrel, more than 60% below its peak level of 2014. 
However, we see the long‑term outlook for oil as positive. The 
International Energy Agency expects 1.2% annual demand 
growth through 2021 driven by emerging markets and faster 
overall global economic growth.4 If this forecast proves 
correct, the world would consume 100.5 million barrels a day 
in 2020, well above current production levels of 96.4 million 
barrels a day. It is unlikely that global oil production will 
grow sufficiently to meet this demand unless oil prices rise. 

We believe a potential opportunity lies in private equity 
managers providing capital for business growth to 
financially healthy energy companies that cannot access 
capital markets. High yield debt issuance in the energy 
sector peaked in 2014 at US$37 billion and was just US$0.2 
billion through June 2016.5 Public capital issuance by 
Master Limited Partnerships has decreased from US$67 
billion in 2014 to US$15 billion through June 30, 2016.6 

E‑commerce real estate

The internet has transformed many areas of real estate 
investment and management but nowhere as rapidly as 
in logistics and industrial buildings. The flipside of retail 
store closures in the United States is the growing need 
for sophisticated, ‘just‑in‑time’ supply chain warehouses 
– see Transforming commerce: technology’s creative 
destruction. These include large logistics facilities 
adjacent to major cities, as well as smaller, local hubs, from 
which goods go on directly to consumers’ addresses. 

Prologis, a global industrial property developer, notes that 
e‑commerce currently comprises 20% of all new logistics 
leasing, up from less than 5% five years ago.7 In Europe, 
the logistics industry will require another 15 million square 
meters of space by 2021. In Asia, Cushman & Wakefield, 
a commercial real estate consultancy, says that the 
proliferation of mobile technology is driving e‑commerce 
sales faster than anywhere in the world. For example, China’s 
online retail sales of physical goods had increased 25.7% 
year‑on‑year by November 2016. Colliers, a real estate 
services adviser, predicts that new supply in Asia will not keep 
pace with accelerating demand until 2021 at the earliest.

Given these dynamics, we favor investing in prime logistics 
real estate in select European and Asian markets. This 
may enable investors to earn potentially higher returns 
with less risk than are available with comparable prime 
retail and office asset classes. In particular, we are 
attracted to properties whose size, layout and usage can 
be altered over time in order to seek to take advantage 
of robotics and other technological improvements – see 
Transforming commerce: the robotics revolution. 

Given these dynamics, 
we favor investing in 
prime logistics real 
estate in select European 
and Asian markets.
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3  Source: The International Monetary Fund Global Financial Stability Report, October 2016
4  Source: Medium‑Term Oil Market Report 2016, International Oil Market Agency, Dec 2016.
5  Source: Bank of America Merrill Lynch; UBS, as of 30 Jun 2016
6  Source: Credit Suisse, Bloomberg, Wells Fargo, Citi, as of 30 Jun 2016
7  Source: The Global E‑Commerce Revolution, Prologis, September 2016

Products and strategies may not be suitable for all investors. Products and strategies discussed herein may have eligibility requirements that must 
be met prior to investing. Each investor should carefully view the risks associated with the investment and make a determination based upon the 
investor’s own particular circumstances, that the investment is consistent with the investor’s objective. Products and strategies described herein 
involve risk and may not perform as described.

An investment in alternative investments (Private Equity and Real Estate) can be highly illiquid, is speculative and not suitable for all investors. 
Investing in alternative investments (Private Equity and Real Estate) is for experienced and sophisticated investors who are willing to bear the high 
economic risks associated with such an investment. Investors should carefully review and consider potential risks before investing. Certain of these 
risks may include: 

• loss of all or a substantial portion of the investment due to leveraging, short‑selling, or other speculative practices; 

• lack of liquidity in that there may be no secondary market for the fund and none is expected to develop; 

• volatility of returns; 

• restrictions on transferring interests in the Fund; 

• potential lack of diversification and resulting higher risk due to concentration of trading authority when a single advisor is utilized; 

• absence of information regarding valuations and pricing; 

• complex tax structures and delays in tax reporting; 

• less regulation and higher fees than mutual funds; and 

• manager risk. Individual funds will have specific risks related to their investment programs that will vary from fund to fund. 

All forecasts are expressions of opinion and are subject to change without notice and are not intended to be a guarantee of future events.

Actual results may differ materially from the forecasts/estimates. Views, opinions and trends expressed within this article are subject to change 
without prior notice and are expressed solely as general market commentary and do not constitute investment advice and may differ from the 
opinions expressed by other Citi businesses or affiliates. 
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Allocating to 
infrastructure

Restoring, upgrading and building 
new infrastructure offers a major 
opportunity for the global economy. 

In the short term, additional spending 
on transportation, telecommunications, 
and utilities could boost growth. 

In the longer term, such investment 
could raise the economy’s 
productivity and potential output.

For investors, the potential benefits 
of investing in infrastructure include 
steady cash flow, inflation hedging, 
and portfolio diversification.

Investing in infrastructure can 
be achieved through baskets of 
selective securities, capital markets 
strategies, passive and active 
funds, and private equity.
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Infrastructure and demand

Could fiscal policy come to the rescue? If governments cut 
taxes and spend more, it is possible they could reverse the 
persistent weakness in demand that has dogged developed 
economies in recent years. In the aftermath of the global 
financial crisis, many governments prioritized raising 
taxes and cutting spending to reduce public indebtedness. 
However, some policymakers are now warming to the idea of 
greater spending on infrastructure, such as transportation, 
telecommunications, energy, and water and sanitation. Such 
infrastructure investment not only augments demand, but 
also adds to the economy’s productive capacity and can even 
boost its ‘potential growth rate’ in the long‑run, especially if 
it incentivizes complementary private capital expenditure.

To the extent that increasing infrastructure spending 
creates jobs, companies and employees would spend the 
income they receive, leading firms to grow production 
and employment further. This so‑called fiscal multiplier 
effect is especially welcome if there is economic slack: 
underemployment of labor and idle capital equipment. 

Increasing investment in infrastructure could help revive 
flagging global demand, enhance growth and create 
potential opportunities for investors.

There is growing skepticism 
that monetary policy alone can 
reignite solid economic growth. 
Something more must be done.

Is infrastructure 
spending the 
cure?
Willem Buiter, Global Chief Economist, Citi
David Lubin, Head of Emerging Markets Economics, Citi

The world economy is in the doldrums. Since the global 
financial crisis (GFC) of 2008‑09, real GDP growth 
has averaged just 2.6% a year, compared to 3.7% for 
the five previous years. This weakness comes in spite 
of unprecedented monetary stimulus from many of 
the world’s leading central banks. As well as cutting 
interest rates to record lows, they have also purchased 
many trillions of dollars’ worth of assets. Their efforts 
have helped keep borrowing costs low and drive 
risky asset prices higher. However, there is growing 
skepticism that monetary policy alone can reignite solid 
economic growth. Something more must be done.
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Over longer time periods, better roads, faster trains, more 
reliable power supplies, cleaner water and broader wireless 
access have lasting positive effects. Goods can be shipped 
more cheaply and rapidly, the workforce becomes more 
mobile, and businesses can operate more efficiently. Firms 
can then spend these efficiency savings on goods and 
services elsewhere in the economy by increasing capital 
expenditure or distributing them to their shareholders, 
who can spend the windfall or invest it at home or abroad. 
A virtuous circle of investment and growth can ensue.

Whether or not the short‑term demand‑driven benefits 
are felt in practice depends on the state of the economy at 
the time of the spending. In a depressed economy, there is 
little competition for resources, and fiscal multipliers are 
larger. Covering a wide range of circumstances looking at 
various countries worldwide over the last fifteen years and 
more, an increase in infrastructure investment equivalent to 
1% of GDP has been associated with a 1.2% increase in GDP. 

Potholes and leaky pipes

Not all infrastructure spending is equally beneficial, 
however. Investing in infrastructure for the sake of economic 
stimulus can all too easily result in bridges to nowhere and 
airports that serve few passengers. Governments are often 
tempted to back projects for electoral rather than economic 
motives. Funds intended for infrastructure investment are 
sometimes siphoned into the pockets of corrupt officials 
and their cronies long before a spade ever breaks the earth. 
Inefficiency and corruption are more likely when projects 
are ultimately funded by the central government ‑ or 
through foreign aid ‑ but implemented and managed by 
state, provincial and local governments.

The risk of wasteful infrastructure investment may be lower 
today, however, especially in a country like the US, where far 
too little has been spent on maintaining and building water, 
power, transportation and telecommunications infrastructure 
for some time. Rusty and excessively bendy railway tracks, 
potholed roads, rickety bridges, undersized ports, run‑down, 
inefficient airports and sub‑standard wifi speeds are a 
costly hindrance to businesses and consumers alike. 

US state and local spending on infrastructure peaked in 
1965 at around 3% of GDP. It is now down to less than 
2% of GDP. Net infrastructure investment – spending less 
depreciation – has probably been negative for years. In 
its last four‑yearly report, the American Society of Civil 
Engineers rated US infrastructure as ‘poor’ overall and 
either ‘poor’ or ‘mediocre’ across sixteen sub‑categories, 
including dams and hazardous waste. The US ranks thirteenth 
in the world for the quality of its infrastructure – figure 1.

The need for both repairs and new capacity extends well 
beyond the US. Since the GFC, infrastructure investment has 
declined as a share of GDP in eleven of the G20 economies. 
Currently, actual global infrastructure investment is estimated 
at US$2.5 trillion a year – or about 3.5% of world GDP. 

Source: World Economic Forum, Citi Research, as of Oct 2016.

Figure 1. Ranking of infrastructure quality in different countries

Country Overall rank  
(out of 144)

Score  
(1‑7)

Switzerland 1 6.5

UAE 2 6.4

Hong Kong 3 6.4

Singapore 4 6.4

Netherlands 5 6.3

Finland 6 6.2

Japan 7 6.2

Australia 8 6.0

Iceland 9 6.0

France 10 5.9

US 13 5.8

UK 24 5.3

China 51 4.5

South Africa 59 4.3

India 74 3.96

Brazil 123 2.9

Investing in infrastructure 
for the sake of economic 
stimulus can all too 
easily result in bridges to 
nowhere and airports that 
serve few passengers.
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However, not all political systems are robust and far‑sighted 
enough to allow such credible commitments to future 
fiscal restraint to be made. This can act as a lasting drag 
on desirable or even essential infrastructure investment. 
 
Admittedly, low financing costs have been available for 
several years, without many governments taking up 
the opportunity. But the political will may be changing. 
Most notably, Donald Trump has indicated that he will 
pursue significant additional infrastructure investment. 
His Republican colleagues in Congress will be pressured 
to agree, with the potential support of Democrats.

In the UK, the government has hinted at looser fiscal 
policy to come, with the possibility of more spending 
on infrastructure projects. In August 2016, Japanese 
policymakers unveiled ¥13.5 trillion of fiscal measures, 
of which almost half was earmarked for infrastructure. 

This trend seems likely to accelerate in most developed 
economies over the coming years. In our view at Citi, there 
is some prospect of modest increases in infrastructure 
investment in the US and in the EU over the next few 
years, of between 0.5% and 1% of GDP annually. 

Trends in emerging markets are mixed, with India 
potentially boosting infrastructure spending by at 
least another percentage point of GDP while China will 
probably see a long‑overdue cutback in its rapid pace 
of public infrastructure spending, and a refocusing on 
urbanization‑supporting infrastructure spending.

According to a study by McKinsey, a global management 
consultancy, this would have to increase to US$3.3 trillion 
a year between 2016 and 2030 merely to support world 
GDP growth of 3.3%. To get back to the OECD’s previous 
forecast for a growth rate of 3.8%, Citi estimates that 
infrastructure investment would need to increase to 
4.4% of GDP, bringing the cumulative total investment in 
infrastructure to 2030 to US$58.6 trillion. The bulk of this 
investment will come from emerging economies by virtue 
of their higher growth rates. The only country where there 
is discernibly excessive infrastructure investment is China.

Financing costs and political will

As well as a present need for more infrastructure 
investment, it may also be an opportune time to finance 
it. Even after their recent spike upwards, bond yields 
across much of the developed world remain close to 
all‑time lows. The gap between the real rate of economic 
growth and the real cost of borrowing has been positive 
in recent years. This gap implies room for developed 
economies to run larger fiscal deficits without any 
disturbing consequences for the dynamics of public 
debt and without ‘crowding out’ private investment. 

By contrast, the interest rate‑growth rate gap in 
emerging economies has been declining since 
2009 and is now negative. So, despite their lower 
indebtedness overall, emerging economies have less 
room for maneuver given their higher borrowing costs. 
Yet even if the real interest rate exceeds the growth 
rate of GDP, infrastructure investment makes sense 
as long as the total rate of return on the investment 
exceeds the cost of borrowing – the interest rate. 
 
Of course, for some types of infrastructure investment – 
environmental, water, and public transport – the returns 
may not take the form of direct cash returns, as they do 
in the case of toll bridges. There may not even be indirect 
cash returns, higher tax revenues achieved without any 
tax rate increases, driven by higher employment and 
production, sufficient to cover running costs and capital 
costs. To ensure fiscal sustainability when it engages in 
infrastructure investment of this kind, the government 
would have to run future non‑interest budget surpluses. 

The only country where 
there is discernibly 
excessive infrastructure 
investment is China.

1   Infrastructure for Growth, Citi GPS, October 2016
2  2013 Report Card for America’s Infrastructure, American Society of Civil Engineers
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The opportunity for investors

A substantial increase in global infrastructure spending 
might well have significant implications for investors. 
Political roadblocks still exist despite sound economics. 
Yet the early market reaction to Donald Trump’s election 
victory – with certain infrastructure‑exposed stocks 
rallying and Treasuries selling off on fears of larger 
deficits – provides a glimpse of what this might mean. 

Investors could easily become too confident about the speed 
with which new infrastructure investments can be activated. 
There is likely to be a limited number of ‘shovel‑ready’ 
projects and the political approval process has to find its 
way through both houses of Congress.  

Citi Global Perspectives and Solutions is not a research report and does not constitute advice on investments or a solicitation to buy or sell any financial 
instrument.

Source: Bloomberg, as of 22 Nov 2016. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only. 
Past performance is no guarantee of future returns. Real results may vary.

Figure 2. Infrastructure’s post‑election rally 

Since Trump’s election, for example, the Citi US Infrastructure 
Index – a composite of equities across sectors that 
are sensitive to infrastructure spending chosen by Citi 
Research analysts – has spiked higher – figure 2. However, 
we see a wide range of investments that take advantage 
of both public and private opportunities to restore global 
infrastructure spending back to something closer to 
its sustainable long‑term trend. Like the infrastructure 
itself, such opportunities are likely to be long‑lasting.

For more on the ideas discussed in this article, please see  
Citi Global Perspectives & Solutions: Infrastructure for Growth. 
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IS INFRASTRUCTURE SPENDING THE CURE?
Restoring, upgrading and building new infrastructure offers an opportunity for the 

global economy. Likewise, investing in infrastructure can potentially benefit portfolios.

Sources:
i    Infrastructure for Growth, Citi Global Perspectives & Solutions, October 2016
ii   Covering various countries over last 15 years and more. Infrastructure for Growth, Citi GPS, October 2016
iii  Infrastructure for Growth, Citi Global Perspectives & Solutions, October 2016. Total returns of S&P Global Infrastructure Index and MSCI World Index.
iv Bloomberg, as of 01 Dec 2016

Strategies and investments mentioned in this document may not be suitable for all investors. Products, strategies and services discussed herein 
may have elegibility requirements that must be met prior to investing. Each investor should carefully view the risks associated with the investment 
and make a determination based upon the investor’s own particular circumstances, that the investment is consistent with the investor’s objectives. 
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will likely increase their infrastructure investment over 
the coming years, they will not be able to do so alone. Citi 
Research estimates that US$53.7 trillion of investment 
will be needed globally between now and 2031. 

Across the developed world as a whole, public indebtedness 
is stretched, but interest costs are historically low. While 
many emerging economies have less burdensome debts, 
US‑driven interest rate pressures may inhibit them 
from increasing infrastructure investment significantly. 
Private sector involvement is therefore going to be 
essential for funding the necessary investment. Equity 
of infrastructure‑related firms could therefore offer 
interesting opportunities. Where borrowing increases 
and yields rise – including in markets such as municipal 
revenue projects – lending opportunities arise.

Some segments of infrastructure‑related companies 
have strong, steady cash generation. Utilities and 
telecommunications operators are an obvious example of 
this. Companies that win long‑term contracts to build or 
operate infrastructure assets on behalf of the state may 
also offer more predictable cash flows.  
 

Government investment in infrastructure may not 
only help enhance economic growth but also has 
the potential to benefit financial portfolios.

Investors should be 
open to the potential 
for adding exposure to 
infrastructure themes.

Building 
infrastructure 
into portfolios
Steven Wieting, Global Chief Investment Strategist

Restoring, upgrading and building new infrastructure 
offers a major opportunity for the global economy. In 
the short term, such additional investment could boost 
growth. In the longer term, better transportation, faster 
telecommunications, and improved utilities could raise 
the economy’s productivity and potential output. While 
expectations have risen quickly for many such investments 
in a short time, investors should be open to the potential 
for adding exposure to infrastructure themes.

Traditionally, a significant proportion of infrastructure 
needs were met by the state. However, this has become less 
common since the wave of privatization programs in many 
countries over recent decades. While many governments 
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Source: Bloomberg, as of 8 Dec 2016. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes 
only. Past performance is no guarantee of future returns. Real results may vary.

Figure 1. Listed infrastructure’s long‑term performance

As well as helping to meet obligations to bondholders, 
strong cash flows can be distributed as dividends or as 
share buybacks to equity investors. There are numerous 
listed infrastructure firms that have above‑average 
dividend yields. Such represent a generally more stable, 
lower risk opportunity within the equity universe. 
Others include more cyclical construction‑related 
firms, which could be significant beneficiaries if 
governments and private investors step up spending.

In some cases, infrastructure investments can offer a 
hedge against inflation. Many infrastructure operation 
deals are subject to regular price reviews by regulators. 
They often provide for prices and fees to be adjusted 
to reflect changes in an official index of inflation. This 
is especially common in areas such as water and power 
transmission, as well as among energy pipeline operators. 
Toll‑road, port, and airport operators are typically able 
to adjust what they charge users on an indexed basis.

Infrastructure assets may also help diversify a portfolio’s 
risks. The S&P Global Infrastructure Index tracks 
the performance of 75 liquid and tradable energy, 
transportation and utility equities from around the world. 
Between December 2001 and November 2016, the index 
had a slightly negative correlation of ‑0.08 with US 
Treasuries and a somewhat positive correlation of 0.46 

with commodities. And while it has had a high correlation 
of 0.87 with global developed equities as a whole, its 
performance has been superior.1 The S&P Infrastructure 
Index produced an annualized total return of 9.7% over the 
same period, compared to 5.7% for the MSCI World Index.

Given the potential benefits of exposure to infrastructure 
within a diversified asset allocation, what are the options for 
investors? Holding a selection of individual infrastructure 
equities is one of the most straightforward possibilities. Citi 
Research has identified some 600 listed companies globally 
that it believes provide the best exposure to infrastructure 
equities, with a combined market capitalization of US$8 
trillion. From this universe, it has also come up with its 49 
top picks spanning various key sub‑sectors of transportation, 
telecoms, energy, water and engineering. Investors could 
either seek exposure to the entire basket of top picks 
or to a selection based on their individual objectives.

Another direct way of investing in infrastructure in the 
US is through municipal revenue bonds, which make up a 
sizable segment of the muni market. Despite Republican 
Congressional opposition, it is possible that Build America 
Bonds – taxable municipal bonds featuring feature tax 
credits and federal subsidies for bondholders and state 
and local government bond issuers – may be reintroduced, 
or some alternative program. If this happens – or if there 
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are other Federal supports for state and local government 
spending – muni yields may need to rise first in order 
to help accommodate fresh issuance. This would then 
potentially represent a yield opportunity for investors.

Broad‑based exposure to infrastructure can also be achieved 
via an infrastructure fund. Passive trackers – such those 
linked to an infrastructure index – are among the available 
options. Although this relatively simple and low‑cost 
approach has worked well in recent years, it may prove less 
effective in the more uncertain market conditions we expect, 
especially given generally high valuations across equity 
markets. For this reason, accessing listed infrastructure via 
a specialist active manager may enable better exposure to 
potentially more attractive sub‑themes and companies.

It is also possible to create capital markets strategies based 
on particular infrastructure equity or debt securities – or 
index thereof, such as Citi’s US Infrastructure index2 (see 
Is infrastructure spending the cure?) – in order to help 
meet an individual investor’s specific needs. Depending on 
an investor’s risk and return objectives, these strategies 
may be suitable for seeking greater participation in the 
price movements of the underlying securities or enhanced 
yield, perhaps with some element of capital preservation.

If we are correct, we would expect to see more numerous 
offerings of infrastructure‑related private equity. These 
often have much longer than usual time commitments 
that are particularly appealing to public pension funds, 
but often not the desired tenor for private investors.

An increase in global infrastructure spending seems likely 
in coming years. A great deal is still to be determined in 
the political realm country by country, and with regard 
to the funding approach. This spending will not prevent 
cyclical ups and downs in economies overall. Investors 
may see the same in various infrastructure‑related 
investment vehicles. However, the prognosis for increased 
investment in the sector is likely to reveal significant 
and lasting investment opportunities over time.

An increase in global 
infrastructure spending 
seems likely in coming 
years. A great deal is still 
to be determined in the 
political realm country by 
country, and with regard 
to the funding approach.
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1   Correlation measures how much two variables move together, where a reading of 1 = perfect correlation, 0 = no correlation and ‑1 = perfect
     negative correlation.
2  The Citi US Infrastructure Index is a composite of equities across sectors that are sensitive to infrastructure spending, chosen by Citi Research 
     analysts.

Products and strategies may not be suitable for all investors. Products and strategies discussed herein may have eligibility requirements that must 
be met prior to investing. Each investor should carefully view the risks associated with the investment and make a determination based upon the 
investor’s own particular circumstances, that the investment is consistent with the investor’s objective. Products and strategies described herein 
involve risk and may not perform as described.
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Transforming 
commerce

Technological progress continues to 
challenge many traditional business models.

E‑commerce, for example, is 
increasingly winning sales from 
conventional market retail channels.

Likewise, the revolution in robotics 
could enhance many businesses, 
while also posing a serious threat to 
some companies and sectors.

Companies that design and build robotic 
technologies – as well as potential 
beneficiaries of robotic automation 
– offer investment possibilities.

Investors also need to consider which 
assets might be negatively affected by 
the robotics revolution and position 
their portfolios accordingly. 
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Over the last five years, however, labor productivity 
growth across the US and other developed economies 
appears to have been at its weakest since the early 
1980s.1 This is not an academic issue for investors. 
Among other things, it affects corporate profitability, 
interest rates, and overall investment returns.

Economists have a poor record of forecasting the 
impact of productivity‑enhancing technologies. 
Productivity gains from major innovations – rather 
than from greater investment – are especially hard 
to predict. But we think one particular tool, robotics, 
and one particular process, e‑commerce, could 
help accelerate productivity growth once more.

The advance of robotics – see The robotics revolution – 
may soon allow significant labor‑saving across a swathe 
of manufacturing and service industries. The driverless 
taxis already navigating Singapore’s streets offer 
one small glimpse of this. Next, robots could replace 
human long‑haul truckers. Long‑haul trucking currently 
accounts for 900,000 US jobs – or 0.6% of the total. 

Technological progress continues to challenge many 
traditional business models. Investors need to consider their 
portfolios in light of this.

The advance of robotics  
may soon allow significant 
labor‑saving across 
manufacturing and  
service industries.

Technology’s 
creative 
destruction
Steven Wieting, Global Chief Investment Strategist

Make more with less. Enhanced productivity has 
been the secret to rising living standards since the 
Stone Age. To enhance productivity, tools have been 
improved and working processes have been made 
more efficient. The resources consequently saved 
have been re‑deployed to make even more. 

US manufacturing is a case in point. Since manufacturing 
employment peaked in 1979, 7.3 million jobs have 
disappeared. We estimate the vast majority of those jobs 
were lost to greater automation or improved processes 
rather than to cheap competition from overseas. And yet 
US manufacturing output has grown 130% over the same 
period, while the economy overall has created an additional 
46 million jobs, with real income per capita almost doubling. 
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Figure 1. Wider spreads for weaker borrowers

1   US Bureau of Labor Statistics measure, as of 30 Oct 2016
2  Global e‑commerce revolution, Prologis forecast, as of Dec 2015

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 no guarantee of future events. Real results may vary. Mortgage‑backed securities (“MBS”), which include collateralized mortgage 
obligations (“CMOs”), also referred to as real estate mortgage investment conduits (“REMICs”), may not be suitable for all investors. There is the 
possibility of early return of principal due to mortgage prepayments, which can reduce expected yield and result in reinvestment risk. Conversely, 
return of principal may be slower than initial prepayment speed assumptions, extending the average life of the security up to its listed maturity date 
(also referred to as extension risk). Additionally, the underlying collateral supporting non‑Agency MBS may default on principal and interest payments. 
In certain cases, this could cause the income stream of the security to decline and result in loss of principal. Further, an insufficient level of credit 
support may result in a downgrade of a mortgage bond’s credit rating and lead to a higher probability of principal loss and increased price volatility. 
Investments in subordinated MBS involve greater credit risk of default than the senior classes of the same issue. Default risk may be pronounced in 
cases where the MBS security is secured by, or evidencing an interest in, a relatively small or less diverse pool of underlying mortgage loans. MBS 
are also sensitive to interest rate changes which can negatively impact the market value of the security. During times of heightened volatility, MBS 
can experience greater levels of illiquidity and larger price movements. Price volatility may also occur from other factors including, but not limited to, 
prepayments, future prepayment expectations, credit concerns, underlying collateral performance and technical changes in the market. 

Source: Bloomberg, as of 30 Oct 2016. Chart shows the spread of the yields‑to‑maturity on Commercial Mortgage Backed Securities over those on 
US Treasuries. Past performance is no guarantee of future results.

These are far from isolated examples. Unless new jobs can 
be created elsewhere for the workers replaced by robotics, 
governments will face an unprecedented challenge to 
maintain unemployed populations. However, the long history 
of economic progress accompanied by labor‑destroying 
innovation leaves us more optimistic than many.

As we showed in Victims and victors of transforming commerce 
in 2015, e‑commerce is steadily rendering a centuries‑old retail 
business model obsolete. E‑commerce is expanding consumer 
choice, enhancing price competitiveness, and eliminating 
unnecessary transportation. Rather than shipping large 
amounts of inventory to shops and malls where shoppers may 
or may not buy it, e‑commerce connects goods in warehouses 
directly to the homes of consumers who definitely want them.

E‑commerce is increasingly winning sales from conventional 
retail channels. As recently as 2007, e‑commerce sales in 
the US were no larger than department store sales. Today, 
e‑commerce sales are three times greater, mainly at the 
expense of main street stores. This process still has further 
to go, however. In many countries, the impact of e‑commerce 
is early‑stage, but growing. In otherwise slow‑growing 

Europe, e‑commerce has been forecast to grow at a 15% 
annualized rate for the remainder of the decade.2

As well as displacing workers – US department stores 
still employ 3.7 times as many workers as e‑commerce 
retailers despite achieving just over a quarter of their sales 
– the advance of e‑commerce has profound implications 
for retail‑related real estate assets. For purpose‑built malls 
in non‑prime locations, for example, the future could be 
particularly challenging. By contrast, strategically‑located 
logistics centers may stand to benefit.

The tougher outlook for weaker traditional retailers is already 
making itself felt in commercial mortgage backed bonds, 
where credit spreads have risen noticeably in the lower credit 
tiers – figure 1. Although this partly relates to non‑retail forces 
– including the oil industry recession – we nevertheless advise 
property and bond investors to shift their holdings away from 
likely victims of e‑commerce and towards the potential victors. 
The latter include investments in the logistics and distribution 
businesses via private equity – see The liquidity trade‑off – as 
well as a variety of public market securities. We explore some 
more of these on the following pages.

US CMBS AAA spread

US CMBS AA spread

US CMBS A spread

US CMBS BBB spread
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As we set out in the previous article, robotics could provide 
a much‑needed boost to productivity and economic growth. 
They could also have numerous social benefits, such as 
freeing people from mundane domestic work, improving 
living standards, and even saving lives. For example, robotic 
carers could help millions of the world’s rapidly aging 
population stay living in their own homes while also tending 
to those in nursing facilities. Driverless cars could avert 
many of the 1.5m deaths1 on the world’s roads each year. 

The robotics revolution represents a potentially 
significant opportunity for investors. Investing in 
companies that design and build robotic technologies 
is part of this. But there are many other businesses 
that could embrace robotics to enhance the production 
and delivery of their own goods and services. At the 
same time, robotics may pose a serious threat to 
some companies and sectors and identifying these 
will be an equally important task for investors.

The robotics revolution could have a significant 
impact on investment portfolios. Investors should 
prepare portfolios well in advance.

The robotics 
revolution
Phil Watson, Head of the Global Investment Lab

The age of the robot has dawned. Robotic technologies 
today are playing vital roles across many industries and 
increasingly in our everyday lives. Many people are probably 
unaware of how influential robots already are, perhaps 
because so few of them resemble the droids from the 
movies. Robots come in a wide variety of shapes and sizes 
and are performing an even wider range of functions. 

Over the coming years, artificially intelligent machines 
will carry out ever more of the complex functions that we 
rely on humans to do today. Piloting passenger airliners, 
carrying out major surgery in hospitals, patrolling the 
streets as law‑enforcers, and educating children in schools 
are just a few examples. They will also do work that 
humans will never be able to do – particularly in hazardous 
environments – as well as entirely new jobs, thus creating 
fresh opportunities for the economy and society. 

Understandably, much of the discussion about the 
robotics revolution so far has focused upon the possible 
drawbacks. How will most of the population make a living 
if their labor is rendered redundant by robots? Who will 
buy robotically‑produced goods and services if they have 
no income? Where will legal responsibility lie in accidents 
involving robotic vehicles? What are the moral – and 
demographic – implications of humans having relationships 
with artificially‑intelligent and lifelike robotic beings? 

These are just some of the critical questions that need to be 
answered over time. However, we are also optimistic about 
the potential benefits that the robotics revolution may deliver. 

Robotics could provide 
a much‑needed boost 
to productivity and 
economic growth. 
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Robotics producers

While the most significant advances in robotics may be yet 
to come, these technologies already represent fast‑growing 
markets. The International Federation of Robotics (IFR) – 
a non‑profit organization that provides robotic industry 
intelligence – has estimated that annual shipments of 
multipurpose industrial robots – those used in manufacturing 
– will grow from 290,000 in 2016 to 414,000 by 2019.2 The 
value of software, peripherals and systems engineering 
associated with robots may together be worth some US$32 
billion – or three times the level of hardware sales.3

One segment that could potentially experience faster 
growth than the industry as a whole is industrial robots 
for use outside of the automotive industry. (The industry 
is currently a particularly heavy user of robots and is 
expected to become even more so.) While non‑automotive 
end‑uses already account for 60% of robot unit shipments, 
industry participants see this market doubling by 2020. To 
put this in perspective, this is equivalent to some US$6bn 
of incremental non‑automotive robots each year.4

If these forecast rates of growth do indeed occur, it 
could represent a substantial opportunity for investors 
in companies involved in the design and manufacture of 
both robotics hardware and software. The top suppliers of 
industrial robots that may be able to capture such growth 
are currently clustered in the developed markets of Japan, 
Germany and Switzerland. New suppliers are also emerging in 
China, where the authorities are keen for the robotics industry 
to catch up technologically with its developed‑market peers.

Harnessing robotics

The possible applications of robotic technologies across 
the economy could be enormous. These include the more 
obvious – such as extending the range of manufacturing 
and assembly tasks already performed by robots in heavily 
automated factories – as well as areas where there is 
currently little robotic input, such as in homebuilding or 
fruit‑picking. Simply put, much of the potential arises from 
replacing expensive – and sometimes inefficient – human 
labor with cheaper and more effective robotic involvement.

In manufacturing, labor costs globally are currently estimated 
to be approximately US$6 trillion a year.5 But according to 
Boston Consulting Group, a global management consulting 
firm, substantial savings may be on the horizon. By 2025, 
it expects average manufacturing labor costs – adjusted 
for inflation, other costs and productivity enhancing 
measures – to be one‑third lower in South Korea, and 
between 18% and 25% lower in China, Germany, the US 
and Japan than they otherwise would have been. 

Differences in the pace of robotics adoption is likely to 
influence cost competitiveness between economies. South 
Korea – which is at the forefront of robotics adoption – is 
projected to improve its manufacturing cost competitiveness 
by 6 percentage points relative to the US by 2025, other 
things being equal. By contrast, high cost nations that lag 
behind in adoption – including Austria, Brazil, Russia, and 
Spain – could see their relative cost competitiveness suffer.

Four industries are seen leading the adoption of advanced 
industrial robots: computers and electronic products; 
electrical equipment, appliances and components; 
transportation and components; and machinery. More than 
85% of production tasks in these industries are estimated to 
be potentially automatable, while wages are relatively high.6

It isn’t just manufacturing businesses that may be able 
to benefit from increasing automation via robotics. For 
example, the US consumer discretionary sector – which 
includes retail – increased its profitability per employee 
by 71% between 2003 and 2013.7 According to Citi 
Research, this may indicate growing automation in a 
traditionally labor‑intensive sector. Among the most 
labor‑intensive industry sectors are consumer discretionary, 
consumer staples, IT, and healthcare – figure 1.

The healthcare industry – particularly hospitals, patient care 
and treatment – looks like a prime candidate for ongoing 
automation via robotics. It is heavily reliant on human labor 
for now, which is set to become ever scarcer and thus more 
costly. According to the World Health Organization, there 
is currently an estimated global health workforce shortage 
of 7.2m professionals, forecast to increase to 12.9m by 
2035. In the European Union, the European Commission 
projects a shortage of around 1m professionals by 2020, 
including 590,000 nurses and 230,000 physicians.8

Source: Citi Research, Technology at work, February 2015.

Figure 1. US equity sector employee density

# Employees as % of total

Consumer discretionary 31%

Consumer staples 20%

Industrials 16%

IT 13%

Healthcare 8%

Materials 4%

Energy 4%

Telecoms 3%

Utilities 1%
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THE ROBOTICS REVOLUTION
Few technologies have the potential to transform 

our everyday lives as much as robotics.

Sources:
i    World Robotics 2016 Industrial Robots, International Federation of Robotics
ii   Industries and Economies Leading the Robotics Revolution, Boston Consulting Group, Sept 2015. Harold L. Sirkin, Micheal Zinser and Justin Rose.
iii  World Health Organization, A Universal Truth: No Health Without a Workforce (2015)

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 no guarantee of future events. Real results may vary.

Disclosure: Strategies and investments mentioned in this document may not be suitable for all investors. Products, strategies and services discussed 
herein may have elegibility requirements that must be met prior to investing. Each investor should carefully view the risks associated with the 
investment and make a determination based upon the investor’s own particular circumstances, that the investment is consistent with the investor’s 
objectives. 

Industrial robotics growth potential Healthcare case study

Automatable tasks:

• Collecting,
   preparing, and   
   administering
   medication
• Analyzing samples 
• Even surgery

85%
of production tasks 
can be automated.ii

Global stock industrial robots:i Healthcare is a prime candidate for 
ongoing automation.

Leading robotics adopters:ii

       Computers & electronics
       Electrical equipment
       Transportation
       Machinery

EU workforce shortage 
by 2020:iii

7.2m in 2016

12.9m by 2035

2015: 1,631,600

2019: 2,589,000

Global sales forecast:

Robot growth by region:

5% 8%

Workforce shortage in 
the EU could be 1m by 
2020, including:iii

              590k Nurses

 230k Physicians  

290k
units in 
2016

Rising to 
413k units 
in 2019

Americas Europe

18%

Asia & 
Australia
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Less visible than driverless transport – but no less important 
– could be greater automation among financial services 
and customer service firms. Besides streamlining the flow 
of money and credit around the economy, automation and 
artificial intelligence use could help firms to personalize their 
services to each particular customer. Improved customer 
experience may therefore accompany lower costs.

Despite the significant potential for both manufacturing 
and service industries worldwide to adopt robotics, there 
will inevitably be victims as well as victors. We do not 
think that these are likely to be confined to any particular 
sector or country. Instead, we see the most probable 
victims as those that fail to clear the various barriers 
that exist to adoption. These include capital investment 
requirements and the necessary understanding of how 
to make appropriate use of these technologies. Constant 
monitoring of the advance of robotics should become 
an essential part of the investment analysis process. 

Source: Citi Private Bank Global Investment Lab, as of 23 Nov 2016.

The healthcare industry has already begun to embrace 
robotics to enhance patient care. Since 2000, the Da Vinci 
system – a US$1.5 million robot that assists in surgery 
– has been used to perform minimally invasive surgery 
on 2.5m patients worldwide.9 However, robots could in 
the future undertake many more medical tasks, ranging 
from the simple to the sophisticated, and with little or no 
human assistance. Monitoring and supporting the elderly 
in care homes, collecting, preparing and administering 
medication, and analyzing laboratory samples are just a 
handful of the functions that may be ripe for automation.
 
Transportation and logistical firms could also benefit from 
the robotics revolution. Aside from reducing the number 
of costly accidents and the heavy loss of life on the roads 
caused by human error, driverless trucking convoys might 
also serve to lower emissions and congestion. Driverless 
vehicles also offer an obvious solution to the shortage of 
human truckers currently affecting the logistics trade in 
Europe and North America. Many other service sectors – 
particularly those involved in e‑commerce and retail – are 
also likely to embrace such vehicles, as well as drones. 

Healthcare

Surgery 

Diagnosis & treatment 

Nursing 

Elderly care

Transportation & 
logistics

Driverless trucking 

Robotic warehouse work 

Delivery by drone

Manufacturing

Computers & electronics 

Electrical equipment 

Automotive & components

Customer services  
& finance

Banking & payments

Figure 2. Robotics beneficiaries
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1   Global status report on road safety 2015 – the World Health Organization
2  World Robotics 2016 Industrial Robots, International Federation of Robotics
3  Technology at work v2.0 – Citi Global Perspectives & Solutions, January 2016
4  Disruptive innovations IV, Citi Global Perspectives & Solutions, July 2016
5  Technology at work – Citi Global Perspectives & Solutions, February 2015
6  Industries and Economies Leading the Robotics Revolution, Boston Consulting Group, September 2015. Harold L. Sirkin, Michael Zinser, and Justin Rose
7  Technology at work – Citi Global Perspectives & Solutions, February 2015
8  World Health Organization, A Universal Truth: No Health Without a Workforce (2015)
9  Technology at work v2.0 – Citi Global Perspectives & Solutions, January 2016

Opportunities are also accessible via private equity, as fast‑growing companies often seek funding from this source. Investments through private 
equity are typically illiquid and manager selection, as well as the manager’s ability to source quality investments is critical.

Alternative investments referenced in this report are speculative and entail significant risks that can include losses due to leveraging or other 
speculative investment practices, lack of liquidity, volatility of returns, restrictions on transferring interests in the fund, potential lack of diversification, 
absence of information regarding valuations and pricing, complex tax structures and delays in tax reporting, less regulation and higher fees than 
mutual funds and advisor risk.

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 no guarantee of future events. Real results may vary.

Products and strategies may not be suitable for all investors. Products and strategies discussed herein may have eligibility requirements that must 
be met prior to investing. Each investor should carefully view the risks associated with the investment and make a determination based upon the 
investor’s own particular circumstances, that the investment is consistent with the investor’s objective. Products and strategies described herein 
involve risk and may not perform as described.

Adding robotics to a portfolio

Quite rightly, governments, companies and citizens 
have already begun to think deeply about the 
possible consequences of a more robotic future. 
However, we believe that investors may still be 
overlooking the potential opportunities from 
robotics and its implications for their portfolios.
As more and more industries adopt robotics, the value 
of investments in many areas could be impacted both for 
better and for worse. The time to prepare portfolios is now.

For identifying potential investments in robotics companies, 
we look for evidence of a genuine leadership within a 
particular technology, rapid revenue growth, sufficient 
financing for capital expenditure, as well as a valuation that 
doesn’t fully reflect the prospective growth. For companies 
that may benefit from adopting robotics, we look especially 
for industries and businesses that are highly labor‑intensive 
or have high labor costs, and where many tasks can be and 
are likely to be automated going forward. Existing competitive 
position, robust finances, and valuation are also critical.

What, then, are the options for investors seeking exposure 
to robotics combined with tailored investment outcomes – 
such as yield enhancement or capital protection? One simple 
option is to invest in securities or investment structures 
relating to companies that are directly involved in robotics 
or that might be beneficiaries of robotic automation. 
Alternatively, investors may seek to extract value from 
investments that could benefit from the potential disruption 
in industries negatively affected by the robotics revolution. 

Through managed investments, investors may also be able to 
obtain tailored exposure to robotics. Managers with the ability 
to go long and short may be able to capture some of the value 
in the relative performance between robotics victors and 
victims. It is also possible to construct bespoke, discretionarily 
managed portfolios that focus on particular robotics 
sub‑themes. Specific technology based exchange‑traded 
funds with exposure to robotic are another option.

Duygu Baydur also contributed to this article. 
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Glossary

Asset class definitions

Cash is represented by US 3‑month Government Bond TR, 
measuring the US dollar‑denominated active 3‑Month, fixed‑
rate, nominal debt issues by the US Treasury.

Commodities asset class contains the index composites — GSCI 
Precious Metals Index, GSCI Energy Index, GSCI Industrial 
Metals Index, and GSCI Agricultural Index — measuring 
investment performance in different markets, namely precious 
metals (e.g., gold, silver), energy commodity (e.g., oil, coal), 
industrial metals (e.g., copper, iron ore), and agricultural 
commodity (i.e., soy, coffee) respectively. Reuters/Jeffries 
CRB Spot Price Index, the TR/CC CRB Excess Return Index, an 
arithmetic average of commodity futures prices with monthly 
rebalancing, is used for supplemental historical data.

Global Developed Market Corporate Fixed Income is composed 
of Bloomberg Barclays indices capturing investment debt from 
seven different local currency markets. The composite includes 
investment grade rated corporate bonds from the developed‑
market issuers.

Global Developed Market Equity is composed of MSCI indices 
capturing large‑, mid‑ and small‑cap representation across 
23 individual developed‑market countries, as weighted by 
the market capitalization of these countries. The composite 
covers approximately 95% of the free float‑adjusted market 
capitalization in each country.

Global Developed Investment Grade Fixed Income is composed 
of Bloomberg Barclays indices capturing investment‑grade 
debt from twenty different local currency markets. The 
composite includes fixed‑rate treasury, government‑related, 
and investment grade rated corporate and securitized bonds 
from the developed‑market issuers. Local market indices for 
US, UK and Japan are used for supplemental historical data.

Global Developed Market Large‑Cap Equity. The asset class is 
composed of MSCI indices capturing large cap representation 
across nine individual developed‑market countries, as weighted 
by the market capitalization of these countries. The composite 
covers approximately 95% of the free float‑adjusted market 
capitalization in each country.

Global Emerging Market Equity is composed of MSCI 
indices capturing large and mid‑cap representation across 
20 individual emerging‑market countries. The composite 
covers approximately 85% of the free float‑adjusted market 

capitalization in each country. For the purposes of supplemental 
long‑term historical data, local‑market country indices are 
used, wherever applicable.

Global Emerging Fixed Income is composed of Bloomberg 
Barclays indices measuring performance of fixed‑rate local 
currency emerging markets government debt for 19 different 
markets across Latin America, EMEA and Asia regions. iBoxx 
ABF China Govt. Bond, the Markit iBoxx ABF Index comprising 
local currency debt from China, is used for supplemental 
historical data.

Global Equity is represented by the MSCI ACWI Index, capturing 
all sources of equity returns in 23 developed and 23 emerging 
markets.

Global Fixed Income is represented by the Bloomberg Barclays 
Multiverse Index, with returns hedged into US dollars.

Global High Yield Fixed Income is composed of Bloomberg 
Barclays indices measuring the non‑investment grade, fixed‑
rate corporate bonds denominated in US dollars, British pounds 
and Euros. Securities are classified as high yield if the middle 
rating of Moody’s, Fitch, and S&P is Ba1/BB+/BB+ or below, 
excluding emerging market debt. Ibbotson High Yield Index, 
a broad high yield index including bonds across the maturity 
spectrum, within the BB‑B rated credit quality spectrum, 
included in the below‑investment‑grade universe, is used for 
supplemental historical data.

Hedge Funds is composed of investment managers employing 
different investment styles as characterized by different sub 
categories – HFRI Equity Long/Short: Positions both long and 
short in primarily equity and equity derivative securities; HFRI 
Credit: Positions in corporate fixed income securities; HFRI 
Event Driven: Positions in companies currently or prospectively 
involved in wide variety of corporate transactions; HFRI Relative 
Value: Positions based on a valuation discrepancy between 
multiple securities; HFRI Multi Strategy: Positions based on 
realization of a spread between related yield instruments; HFRI 
Macro: Positions based on movements in underlying economic 
variables and their impact on different markets; Barclays 
Trader CTA Index: The composite performance of established 
programs (Commodity Trading Advisors) with more than four 
years of performance history.

Private Equity characteristics are driven by those for 
Developed Market Small Cap Equities, adjusted for illiquidity, 
sector concentration, and greater leverage.
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Real Estate contains index contains all Equity REITs (US REITs 
and publicly‑traded real estate companies) not designated as 
Timber REITs or Infrastructure REITs: NAREIT US REIT Index, 
NAREIT Canada REIT Index, NAREIT UK REIT Index, NAREIT 
Switzerland REIT Index, NAREIT Euro‑zone REIT Index, NAREIT 
Japan REIT Index, NAREIT Hong Kong REIT Index, NAREIT 
Singapore REIT Index, NAREIT Australia REIT Index

Index definitions

The Bloomberg‑JPMorgan Asia Currency Index (ADXY) is a 
US dollar tradable index of emerging Asian currencies, which 
serves as a benchmark for monitoring Asia’s currency markets 
on an aggregate basis. It is a spot index of emerging Asia’s most 
actively traded currency pairs valued against the US dollar.

The Bloomberg Barclays Pan‑European High Yield Index measures 
the market of non‑investment grade, fixed‑rate corporate bonds 
denominated in the following currencies: Euro, British pounds, 
Danish krone, Norwegian krone, Swedish krona, and Swiss franc. 
Inclusion is based on the currency of issue, and not the domicile 
of the issuer.

The Bloomberg Barclays US Corporate High Yield Total Return 
Index Value Unhedged USD is a Citi’s Emerging Markets US 
Dollar Government Bond Index (EMUSDGBI) includes US Dollar‑
denominated emerging market sovereign debt issued in the 
global, Yankee, and Eurodollar markets. The index comprises 
debt of more than 50 countries from Latin America, Eastern 
Europe, Middle East, Africa, and Asia and offers geographical 
diversification without exposure to local currency fluctuations. 
The index provides exposure to a broad array of countries and 
sub‑indices are available in any combination of country, maturity, 
and rating.

Citi’s US High‑Yield Market Index is a US dollar‑denominated 
index which measures the performance of high‑yield debt issued 
by corporations domiciled in the US or Canada. Recognized as a 
broad measure of the North American high‑yield market amongst 
all Citi’s fixed income indices, it includes cash‑pay and deferred‑
interest securities. All the bonds are publically placed, have a 
fixed coupon, and are non‑convertible. 

Citi US Broad Investment Grade Index (USBIG)—Corporate, is a 
subsector of the USBIG. The index includes fixed rate US Dollar‑
denominated investment grade corporate debt within the finance, 
industrial and utility sectors. This index includes US and non‑US 
corporate securities (excludes US government‑guaranteed and 
non‑US sovereign and provincial securities). 

Commodity Index is the S&P Goldman Sachs Commodity Index 
(S&P GSCI), a composite index of commodity sector returns 
representing an unleveraged, long‑only investment in commodity 
futures that is broadly diversified across the spectrum of 
commodities. 

The CBOE Volatility Index (VIX) is a measure of expectations of 
near‑term volatility based on S&P 500 stock index option prices. 

Emerging market currencies are represented by the OITP (Other 
important trading partners) index is a weighted average of the 
foreign exchange values of the US dollar against a subset of 
currencies in the broad index that do not circulate widely outside 
the country of issue. The weights are derived by rescaling the 
currencies’ respective weights in the broad index so that they 
sum to 1 in each sub‑index.

European equities are represented by the MSCI Europe index, which 
captures large‑ and mid‑cap representation across 15 Developed 
Markets (DM) countries in Europe. It covers approximately 85% of 
the free float‑adjusted market capitalization across the European 
Developed Markets equity universe.

Gold is represented by the commodity futures price for gold.

The High Yield Energy Bond Price index measures the price 
performance of US bonds with ratings below investment grade 
comprising energy and natural resources industries.

Japan equities are represented by the MSCI Japan index, which is 
designed to measure the performance of the large‑ and mid‑cap 
segments of the Japanese market. It covers approximately 85% 
of the free float‑adjusted market capitalization in Japan.

LIBOR is a benchmark interest rate that some of the world’s 
leading banks charge each other for short‑term loans. It stands 
for London Interbank Offered Rate and serves as the first step to 
calculating interest rates on various loans throughout the world.

The MSCI All Country World Index represents 48 developed and 
emerging equity markets. Index components are weighted by 
market capitalization. 

The MSCI Asia ex‑Japan index has large and mid‑cap representation 
across 2 of 3 Developed Markets countries and 8 Emerging 
Markets countries in Asia. It captures approximately 85% of the 
free float‑adjusted market capitalization in each country. 

The MSCI China index has large‑ and mid‑cap representation 
across China H shares, B shares, Red chips and P chips. With 139 
constituents, it covers about 85% of this China equity universe. 

The MSCI Emerging Markets Index represents the performance 
of large‑ and mid‑equities from 23 emerging countries, covering 
approximately 85% of the free float‑adjusted market capitalization 
in each country.

The MSCI Emerging Markets (EM) Latin America Index captures 
large and mid cap representation across  5 Emerging Markets 
(EM) countries* in Latin America. With 121 constituents, the index 
covers approximately 85% of the free float‑adjusted market 
capitalization in each country.

The MSCI World Index represents the performance of more than 
1,600 large‑ and mid‑cap stocks across 23 developed markets 
countries. The index covers approximately 85% of the free float‑
adjusted market capitalization in each country.
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The MSCI World ex‑USA Index represents the performance of 
large‑ and mid‑cap representation across 22 of 23 developed 
markets countries excluding the United States. With 1,005 
constituents, the index covers approximately 85% of the free 
float‑adjusted market capitalization in each country.

Oil is represented by the West Texas Intermediate Crude Oil price.

The Standard & Poor’s 500 Index is a capitalization‑weighted 
index that includes a representative sample of 500 leading 
companies in leading industries of the US economy. Although the 
S&P 500 focuses on the large cap segment of the market, with 
over 80% coverage of US equities, it is also an ideal proxy for the 
total market.

US Investment Grade Corporate Debt Total Return Index is an 
index made up of investment‑grade debt issued by US companies, 
measured on a total return basis.

USD vs developed currencies is a broad weighted average index 
of the foreign exchange values of the US dollar against the 
currencies of a large group of major US trading partners.

USD vs emerging markets = The OITP (other important trading 
partners) index is a weighted average of the foreign exchange 
values of the US dollar against a subset of currencies in the broad 
index that do not circulate widely outside the country of issue.

Other terminology

Adaptive Valuations Strategies is Citi Private Bank’s own strategic 
asset allocation methodology. It determines the suitable long‑
term mix of assets for each client’s investment portfolio.

Correlation is a statistical measure of how two assets or 
asset classes move in relation to one another. Correlation is 
measured on a scale of 1 to ‑1. A correlation of 1 implies perfect 
positive correlation, meaning that two assets or asset classes 
move in the same direction all of the time. A correlation of ‑1 
implies perfect negative correlation, such that two assets or 
asset classes move in the opposite direction to each other all 
the time. A correlation of 0 implies zero correlation, such that 
there is no relationship between the movements in the two 
over time.

The price‑to‑book ratio (P/B) compares the capitalization of 
an individual stock or of an index of stocks to the value of 
that stock or that index’s combined shareholder capital. It is 
calculated by dividing the current closing price of the stock by 
the most recently reported book value per share. A low P/B can 
indicate a lowly‑valued company or index, while a high P/B can 
indicate high valuation.

The price‑earnings ratio (P/E) measures a company’s or an 
index of companies’ current share price relative to its earnings 
per share. A low P/E can indicate a lowly‑valued company or 
index, while a high P/E can indicate high valuation.

Return on equity (ROE) is the amount of net income earned as 
a percentage of shareholders equity. It captures a company’s 
profitability – or aggregate profitability among numerous 
companies – by showing how much profit is achieved with 
shareholders’ capital.

Strategic asset allocation is the process of creating a long‑term 
investment plan by assembling an appropriate mix of equities, 
fixed income, cash and other investments. It can potentially 
enhance portfolio returns and help manage risk.

Strategic Return Estimates are Citi Private Bank’s forecast of 
returns for specific asset classes over a 10‑year time horizon. 
The forecast for each specific asset class is made using a 
proprietary methodology that is appropriate for that asset 
class. Equity asset classes are forecast using a proprietary 
methodology based on the calculation of valuation levels with 
the assumption these valuation levels revert to their long‑term 
trends over time. Fixed Income asset classes are forecast using 
a proprietary methodology based on current yield levels. Other 
asset classes have other specific forecasting methodologies. 
Please note that hedge funds, private equity, real estate, 
structured products and managed futures are generally illiquid 
investments and are subject to restrictions on transferability 
and resale. Each SRE is gross of actual client fees and 
expenses. Components of the methodology used to create 
the SREs include the rate of return for various asset classes 
based on indices. Termination and replacement of investments 
may subject investors to new or different charges. Past 
performance is not indicative of future results. Future rates 
of return cannot be predicted with certainty. Investments that 
pay higher rates of return are often subject to higher risk and 
greater potential loss in an extreme scenario. The actual rate 
of return on investments can vary widely over time, especially 
for long‑term investments. This includes the potential loss of 
principal on your investment. It is not possible to invest directly 
in an index.

Tactical asset allocation looks to adjust the strategic asset 
allocation of a client’s investment portfolio to incorporate 
shorter‑term market insights.

Yield‑to‑Maturity (YTM) is the total return received on a bond 
or index of bonds when held to maturity. The total return 
includes both the payment of coupons and the return of the 
principal at maturity. 
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Disclosures 

In any instance where distribution of this communication (“Communication”) is subject to the rules of the US Commodity Futures Trading 
Commission (“CFTC”), this communication constitutes an invitation to consider entering into a derivatives transaction under US CFTC 
Regulations §§ 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any financial instrument. 

This Communication is prepared by Citi Private Bank (“CPB”), a business of Citigroup Inc. (“Citigroup”), which provides its clients access to a 
broad array of products and services available through Citigroup, its bank and non‑bank affiliates worldwide (collectively, “Citi”). Not all products 
and services are provided by all affiliates, or are available at all locations. 

This Communication is provided for information and discussion purposes only, at the recipient’s request. The recipient should notify 
CPB immediately should it at any time wish to cease being provided with such information. Unless otherwise indicated, any reference to a 
research report or research recommendation is not intended to represent the whole report and is not in itself considered a recommendation or 
research report. 

This Communication is provided for information and discussion purposes only, at the recipient’s request. The recipient should notify CPB 
immediately should it at any time wish to cease being provided with such information. Unless otherwise indicated, (i) it does not constitute an 
offer or recommendation to purchase or sell any security, financial instrument or other product or service, or to attract any funding or deposits, 
and (ii) it does not constitute a solicitation if it is not subject to the rules of the CFTC (but see discussion above regarding communication subject 
to CFTC rules) and (iii) it is not intended as an official confirmation of any transaction. 

Unless otherwise expressly indicated, this Communication does not take into account the investment objectives, risk profile or financial situation 
of any particular person and as such, investments mentioned in this document may not be suitable for all investors. Citi is not acting as an 
investment or other advisor, fiduciary or agent. The information contained herein is not intended to be an exhaustive discussion of the strategies 
or concepts mentioned herein or tax or legal advice. Recipients of this Communication should obtain advice based on their own individual 
circumstances from their own tax, financial, legal and other advisors about the risks and merits of any transaction before making an investment 
decision, and only make such decisions on the basis of their own objectives, experience, risk profile and resources. 

The information contained in this Communication is based on generally available information and, although obtained from sources believed by 
Citi to be reliable, its accuracy and completeness cannot be assured, and such information may be incomplete or condensed. Any assumptions or 
information contained in this Communication constitute a judgment only as of the date of this document or on any specified dates and is subject 
to change without notice. Insofar as this Communication may contain historical and forward looking information, past performance is neither 
a guarantee nor an indication of future results, and future results may not meet expectations due to a variety of economic, market and other 
factors. Further, any projections of potential risk or return are illustrative and should not be taken as limitations of the maximum possible loss 
or gain. Any prices, values or estimates provided in this Communication (other than those that are identified as being historical) are indicative 
only, may change without notice and do not represent firm quotes as to either price or size, nor reflect the value Citi may assign a security in 
its inventory. Forward looking information does not indicate a level at which Citi is prepared to do a trade and may not account for all relevant 
assumptions and future conditions. Actual conditions may vary substantially from estimates which could have a negative impact on the value of 
an instrument. 

Views, opinions and estimates expressed herein may differ from the opinions expressed by other Citi businesses or affiliates, and are not intended 
to be a forecast of future events, a guarantee of future results, or investment advice, and are subject to change without notice based on market 
and other conditions. Citi is under no duty to update this document and accepts no liability for any loss (whether direct, indirect or consequential) 
that may arise from any use of the information contained in or derived from this Communication.

Investments in financial instruments or other products carry significant risk, including the possible loss of the principal amount invested. Financial 
instruments or other products denominated in a foreign currency are subject to exchange rate fluctuations, which may have an adverse effect on 
the price or value of an investment in such products. This Communication does not purport to identify all risks or material considerations which 
may be associated with entering into any transaction. 

Structured products can be highly illiquid and are not suitable for all investors. Additional information can be found in the disclosure documents 
of the issuer for each respective structured product described herein. Investing in structured products is intended only for experienced and 
sophisticated investors who are willing and able to bear the high economic risks of such an investment. Investors should carefully review and 
consider potential risks before investing. 

OTC derivative transactions involve risk and are not suitable for all investors. Investment products are not insured, carry no bank or government 
guarantee and may lose value. Before entering into these transactions, you should: (i) ensure that you have obtained and considered relevant 
information from independent reliable sources concerning the financial, economic and political conditions of the relevant markets; (ii) determine 
that you have the necessary knowledge, sophistication and experience in financial, business and investment matters to be able to evaluate the 
risks involved, and that you are financially able to bear such risks; and (iii) determine, having considered the foregoing points, that capital markets 
transactions are suitable and appropriate for your financial, tax, business and investment objectives. 

This material may mention options regulated by the US Securities and Exchange Commission. Before buying or selling options you should obtain 
and review the current version of the Options Clearing Corporation booklet, Characteristics and Risks of Standardized Options. A copy of the 
booklet can be obtained upon request from Citigroup Global Markets Inc., 390 Greenwich Street, 3rd Floor, New York, NY 10013 or by clicking the 
following link, 

http://www.theocc.com/components/docs/riskstoc.pdf or 
http://www.theocc.com/components/docs/about/publications/november_2012_supplement.pdf 

If you buy options, the maximum loss is the premium. If you sell put options, the risk is the entire notional below the strike. If you sell call options, 
the risk is unlimited. The actual profit or loss from any trade will depend on the price at which the trades are executed. The prices used herein are 
historical and may not be available when you order is entered. Commissions and other transaction costs are not considered in these examples. 
Option trades in general and these trades in particular may not be appropriate for every investor. Unless noted otherwise, the source of all graphs 
and tables in this report is Citi. Because of the importance of tax considerations to all option transactions, the investor considering options should 
consult with his/her tax advisor as to how their tax situation is affected by the outcome of contemplated options transactions. 

http://www.theocc.com/components/docs/riskstoc.pdf
http://www.theocc.com/components/docs/about/publications/november_2012_supplement.pdf
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None of the financial instruments or other products mentioned in this Communication (unless expressly stated otherwise) is (i) insured by the 
Federal Deposit Insurance Corporation or any other governmental authority, or (ii) deposits or other obligations of, or guaranteed by, Citi or any 
other insured depository institution. 

Citi often acts as an issuer of financial instruments and other products, acts as a market maker and trades as principal in many different financial 
instruments and other products, and can be expected to perform or seek to perform investment banking and other services for the issuer of 
such financial instruments or other products. The author of this Communication may have discussed the information contained therein with 
others within or outside Citi, and the author and/ or such other Citi personnel may have already acted on the basis of this information (including 
by trading for Citi’s proprietary accounts or communicating the information contained herein to other customers of Citi). Citi, Citi’s personnel 
(including those with whom the author may have consulted in the preparation of this communication), and other customers of Citi may be long 
or short the financial instruments or other products referred to in this Communication, may have acquired such positions at prices and market 
conditions that are no longer available, and may have interests different from or adverse to your interests. 

IRS Circular 230 Disclosure: Citi and its employees are not in the business of providing, and do not provide, tax or legal advice to any taxpayer 
outside Citi. Any statement in this Communication regarding tax matters is not intended or written to be used, and cannot be used or relied upon, 
by any taxpayer for the purpose of avoiding tax penalties. Any such taxpayer should seek advice based on the taxpayer’s particular circumstances 
from an independent tax advisor.

Neither Citi nor any of its affiliates can accept responsibility for the tax treatment of any investment product, whether or not the investment is 
purchased by a trust or company administered by an affiliate of Citi. Citi assumes that, before making any commitment to invest, the investor and 
(where applicable, its beneficial owners) have taken whatever tax, legal or other advice the investor/beneficial owners consider necessary and 
have arranged to account for any tax lawfully due on the income or gains arising from any investment product provided by Citi. 

This Communication is for the sole and exclusive use of the intended recipients, and may contain information proprietary to Citi which may not 
be reproduced or circulated in whole or in part without Citi’s prior consent. The manner of circulation and distribution may be restricted by law 
or regulation in certain countries. Persons who come into possession of this document are required to inform themselves of, and to observe such 
restrictions. Citi accepts no liability whatsoever for the actions of third parties in this respect. Any unauthorized use, duplication, or disclosure of 
this document is prohibited by law and may result in prosecution. 

In Hong Kong, this document is issued by CPB operating through Citibank, N.A., Hong Kong branch, which is regulated by the Hong Kong Monetary 
Authority. Any questions in connection with the contents in this document should be directed to registered or licensed representatives of the 
aforementioned entity. 

In Singapore, this document is issued by CPB operating through Citibank, N.A., Singapore branch, which is regulated by the Monetary Authority 
of Singapore. Any questions in connection with the contents in this document should be directed to registered or licensed representatives of the 
aforementioned entity. 

Citibank N.A., London Branch (registered branch number BR001018), Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB, is 
authorised and regulated by the Office of the Comptroller of the Currency (USA) and authorised by the Prudential Regulation Authority. Subject 
to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of our 
regulation by the Prudential Regulation Authority are available from us on request. The contact number for Citibank N.A., London Branch is +44 
(0)20 7508 8000. 

Citibank Europe plc is authorised by the Central Bank of Ireland and by the Prudential Regulation Authority. It is subject to supervision by the 
Central Bank of Ireland, and subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority. Details 
about the extent of our authorisation and regulation by the Prudential Regulation Authority, and regulation by the Financial Conduct Authority 
are available from us on request. 

Citibank Europe plc, UK Branch is registered as a branch in the register of companies for England and Wales with registered number BR017844. 
Its registered address is Citigroup Centre, Canada Square, Canary Wharf, London E14 5LB. VAT No.: GB 429 6256 29. Citibank Europe plc is 
registered in Ireland with number 132781, with its registered office at 1 North Wall Quay, Dublin 1. Citibank Europe plc is regulated by the Central 
Bank of Ireland. Ultimately owned by Citigroup Inc., New York, USA. 

Citibank (Switzerland) AG, Prime Tower, Hardstrasse 201, P.O. Box, 8010 Zurich, is authorized and regulated by FINMA. 

Citibank NA Sioux Falls, Geneva Branch, 16 Quai du General Guisan, PO Box 3946, CH‑1211 Geneva 3 is authorized and regulated by FINMA. 

Citibank NA Sioux Falls, Zurich Branch, Prime Tower, Hardstrasse 201, P.O. Box, 8010 Zurich is authorized and regulated by FINMA. 

In Jersey, this document is communicated by Citibank N.A., Jersey Branch which has its registered address at PO Box 104, 38 Esplanade, St 
Helier, Jersey JE4 8QB. Citibank N.A., Jersey Branch is regulated by the Jersey Financial Services Commission. Citibank N.A. Jersey Branch is 
a participant in the Jersey Bank Depositors Compensation Scheme. The Scheme offers protection for eligible deposits of up to £50,000. The 
maximum total amount of compensation is capped at £100,000,000 in any 5 year period. Full details of the Scheme and banking groups covered 
are available on the States of Jersey website www.gov.je/dcs, or on request. 

In the United Arab Emirates and Bahrain Citi Private Bank operates as part of Citibank, N.A. 

In South Africa, Financial Service Provider, FSP 30513. 

In Canada, Citi Private Bank is a division of Citibank Canada, a Schedule II Canadian chartered bank. Certain investment products are made 
available through Citibank Canada Investment Funds Limited (“CCIFL”), a wholly owned subsidiary of Citibank Canada. Investment Products 
are subject to investment risk, including possible loss of principal amount invested. Investment Products are not insured by the CDIC, FDIC or 
depository insurance regime of any jurisdiction and are not guaranteed by Citigroup or any affiliate thereof. 

This document is for information purposes only and does not constitute an offer to sell or a solicitation of an offer to buy any securities to any 
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person in any jurisdiction. The information set out herein may be subject to updating, completion, revision, verification and amendment and such 
information may change materially. 

Citigroup, its affiliates and any of the officers, directors, employees, representatives or agents shall not be held liable for any direct, indirect, 
incidental, special, or consequential damages, including loss of profits, arising out of the use of information contained herein, including through 
errors whether caused by negligence or otherwise. 
CCIFL is not currently a member, and does not intend to become a member of the Mutual Fund Dealers Association of Canada (“MFDA”); 
consequently, clients of CCIFL will not have available to them investor protection benefits that would otherwise derive from membership of CCIFL 
in the MFDA, including coverage under any investor protection plan for clients of members of the MFDA. 

Citi Private Bank is a business of Citigroup Inc. (“Citigroup”), which provides its clients access to a broad array of products and services available 
through bank and nonbank affiliates of Citigroup. Not all products and services are provided by all affiliates or are available at all locations. In the 
US, brokerage products and services are provided by Citigroup Global Markets Inc. (“CGMI”) member SIPC. Accounts carried by Pershing LLC, 
member FINRA, NYSE, SIPC. CGMI and Citibank, N.A. are affiliated companies under the common control of Citigroup. Outside the US, brokerage 
products and services are provided by other Citigroup affiliates. Investment Management services (including portfolio management) are available 
through CGMI, Citibank, N.A. and other affiliated advisory businesses. 

Citi Trust is the business name for a wide range of personal trust and estate management and related services provided by Citigroup Inc. or its 
affiliates to individuals, families and charitable entities throughout the world. Not all products and services are provided by all affiliates or are 
available at all locations. For US clients, trust services are provided by one of the following entities: Citibank, N.A., Citicorp Trust South Dakota 
or Citicorp Trust Delaware, N.A. For clients who are neither residents nor citizens of the US, trust services are provided by one of the following 
entities: Cititrust Private Trust (Cayman) Limited, Cititrust Private Trust Zurich GmbH, Cititrust (Bahamas) Limited, Cititrust (Cayman) Limited, 
Cititrust (Jersey) Limited, Cititrust (Singapore) Limited, Cititrust (Switzerland) Limited or Citicorp Trust Delaware, N.A. The service providers are 
referred to collectively as Citi Trust. Cititrust (Jersey) Limited, whose contact details are P.O. Box 728, 38 Esplanade, St. Helier, Jersey JE4 8ZT, 
Channel Islands, telephone number +44 1534 608000, is licensed by the Jersey Financial Services Commission for the conduct of Trust Company 
Business. 

The views expressed in this document by the Global Investment Committee do not constitute research, investment advice or trade recommendations, 
and are not tailored to meet the individual investment circumstances or objectives of any investor. Recipients of this document should not rely on 
the views expressed or the information included in this document as the primary basis for any investment decision. Investors are urged to consult 
with their financial advisors before buying or selling securities. 

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general, as prevailing interest 
rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer’s credit rating, or creditworthiness, causes a 
bond’s price to decline. High yield bonds are subject to additional risks such as increased risk of default and greater volatility because of the lower 
credit quality of the issues. Finally, bonds can be subject to prepayment risk. When interest rates fall, an issuer may choose to borrow money at 
a lower interest rate, while paying off its previously issued bonds. As a consequence, underlying bonds will lose the interest payments from the 
investment and will be forced to reinvest in a market where prevailing interest rates are lower than when the initial investment was made.

International investing may not be for everyone. There may be additional risk associated with international investing, including foreign, economic, 
political, monetary and/or legal factors, changing currency exchange rates, foreign taxes, and differences in financial and accounting standards. 
The possibility that adverse political events, financial problems, or natural disasters in a country or region will cause investments in that country 
or region to lose value. The risks of investing in emerging or developing markets can be substantially greater than the risks of investing in 
developed markets. 

Alternative investments referenced in this report are speculative and entail significant risks that can include losses due to leveraging or other 
speculative investment practices, lack of liquidity, volatility of returns, restrictions on transferring interests in the fund, potential lack of 
diversification, absence of information regarding valuations and pricing, complex tax structures and delays in tax reporting, less regulation and 
higher fees than mutual funds and advisor risk. Asset allocation does not assure a profit or protect against a loss in declining financial markets. 

REITS 

REITs are subject to special risk considerations similar to those associated with the direct ownership of real estate. Real estate valuations may be 
subject to factors such as changing general and local economic, financial, competitive, and environmental conditions. REITs may not be suitable 
for every investor. Dividend income from REITs will generally not be treated as qualified dividend income and therefore will not be eligible for 
reduced rates of taxation. There may be additional risk associated with international investing, including foreign, economic, political, monetary 
and/or legal factors, changing currency exchange rates, foreign taxes, and differences in financial and accounting standards. 

Master Limited Partnership 

• Energy Related MLPs May Exhibit High Volatility. While not historically very volatile, in certain market environments Energy Related MLPS 
may exhibit high volatility. 

• Changes in Regulatory or Tax Treatment of Energy Related MLPs. If the IRS changes the current tax treatment of the master limited 
partnerships included in the Basket of Energy Related MLPs thereby subjecting them to higher rates of taxation, or if other regulatory 
authorities enact regulations which negatively affect the ability of the master limited partnerships to generate income or distribute dividends 
to holders of common units, the return on the Notes, if any, could be dramatically reduced. 

• Concentration Risk. Investment in a basket of Energy Related MLPs may expose the investor to concentration risk due to industry, 
geographical, political, and regulatory concentration. 

• The price and dividends paid by Energy Related MLPs may be affected by a number of factors, including: 
• Worldwide and domestic supplies of, and demand for, crude oil, natural gas, natural gas liquids, hydrocarbon products and refined products; 
• Changes in tax or other laws affecting MLPs generally; 
• Regulatory changes affecting pipeline fees and other regulatory fees in the energy sector; 
• The effects of political events and government regulation; 
• The impact of direct government intervention, such as embargos; 
• Changes in fiscal, monetary and exchange control programs: 
• Changes in the relative prices of competing energy products; 



• Changes in the output and trade of oil and other energy producers; 
• Changes in environmental and weather conditions; 
• The impact of environment laws and regulations and technological changes affecting the cost of producing and processing, and the demand 

for, energy products; 
• Decreased supply of hydrocarbon products available to be processed due to fewer discoveries of new hydrocarbon reserves, short‑ or 

long‑term supply distributions or otherwise; 
• Risks of regulatory actions and/or litigation, including as a result of leaks, explosions or other accidents relating to energy products; 
• Uncertainty or instability resulting from an escalation or additional outbreak of armed hostilities or further acts of terrorism in the United 

States or elsewhere; 
• General economic and geopolitical conditions in the United States and worldwide. 

Mortgage‑backed securities (“MBS”), which include collateralized mortgage obligations (“CMOs”), also referred to as real estate mortgage 
investment conduits (“REMICs”), may not be suitable for all investors. There is the possibility of early return of principal due to mortgage 
prepayments, which can reduce expected yield and result in reinvestment risk. Conversely, return of principal may be slower than initial 
prepayment speed assumptions, extending the average life of the security up to its listed maturity date (also referred to as extension risk). 

Additionally, the underlying collateral supporting non‑Agency MBS may default on principal and interest payments. In certain cases, this could 
cause the income stream of the security to decline and result in loss of principal. Further, an insufficient level of credit support may result in 
a downgrade of a mortgage bond’s credit rating and lead to a higher probability of principal loss and increased price volatility. Investments in 
subordinated MBS involve greater credit risk of default than the senior classes of the same issue. Default risk may be pronounced in cases where 
the MBS security is secured by, or evidencing an interest in, a relatively small or less diverse pool of underlying mortgage loans. 

MBS are also sensitive to interest rate changes which can negatively impact the market value of the security. During times of heightened volatility, 
MBS can experience greater levels of illiquidity and larger price movements. Price volatility may also occur from other factors including, but 
not limited to, prepayments, future prepayment expectations, credit concerns, underlying collateral performance and technical changes in the 
market. 

Please read offering documents and/or prospectus information carefully for the risks associated with the particular MBS security you are 
purchasing. 
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