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As Americans watched an actual assault of the seat of democracy on January 6th, equity investors remained remarkably 
sanguine.  Even as members of Congress fled the chambers of government, markets were steady.  In the face of a 
negative jobs report, more daily COVID deaths than have ever been recorded in the US and an electorate where 34% of 
voters do not trust the accuracy of the US election results (NPR/Marist poll 12/9/20), the bull market continues.  And as it 
does so, many investors flush with cash are waiting for a correction to add to portfolios or are sure the bull market is 
over.   
 
President-elect Joe Biden is set to take office Jan. 20 with a razor-thin majority in Congress.  Expectations for further 
fiscal stimulus have risen as a result.  Though there is fear of new taxes, a goldilocks scenario where rates would rise 
modestly is being presumed.  Vaccine distribution is likely to be accelerated and the development of new vaccines to 
mitigate the risk of new variants will be accelerated too.  Many believe equity valuations appear too high, even assuming 
all of these assumptions become realities.   What are their fears and are they justified?  Thus, this Bulletin! 
 
Summary 
 

• World equities returned 35% in 2009 before the Global Financial Crisis had ended.  Then, many investors 
thought these returns marked “the end of recovery” in financial markets and assumed the rally was over. Global 
equities then then posted positive returns in 9 of the next 11 years.   

• From 2010-2020, those who waited in USD cash earned 6.0% cumulatively, but lost 14% after inflation. Those 
who invested in global equities (using the broadest measure) earned 180%.  US equity total returns from 2010-20 
were 322%, inclusive of a 34% drop within 2020. (*) 

• In 2021, we are at a different starting point than a decade ago.  The COVID recession continues.  Bond yields are 
dramatically lower and equity valuation are significantly higher than in 2009.   

• Are financial markets completely unhinged from reality?  Given the possibility of a correction, should investors 
sell into frothy markets and try to time a better entry point? 

• Being in or getting out of markets has a significant impact on portfolio returns.  In 2020, missing the top two 
days for US equities would have lowered returns by 19.3%.  The average for this “mistiming scenario” averages 
10.5% annually over the past two decades. (*) 

• In this Bulletin, we assess the level of economic improvement needed to justify future appreciation from these 
levels assuming central banks provide an environment of negative real interest rates deep into the coming 
expansion.   

CIO Strategy 
Bulletin 
 

January 10, 2021 



(*) These are calculated using the S&P 500 and MSCI All Country Ex-US indices, 1-month U.S. Treasury Bill returns for 
cash and the US Consumer Price Index for inflation.    
 
 

Irrational Exuberance or Reconstruction and Growth? 
 

Last week, chaos descended in the US capital as rioters attempted to stop the constitutional process of certifying the 

next US President.  US Democrats captured control of the Senate, making various tax increases possible within the next 

two years. Much of the world is homebound, awaiting vaccines and government support. US employment posted the first 

monthly decline since April. Despite this, world equity markets rose, as did long-term interest rates. Credit markets 

strengthened. 

 

Are financial markets completely unhinged from reality?  We do not think so.  Not if the economy improves sharply from a 

depressed 2020 while central banks keep to their word and provide negative real policy rates deep into the coming 

recovery (see figures 1-2).   

 

Figure 1: World Equities vs EPS 6-Months Ahead: Analyst 

Estimates for 2021 

Figure 2: US Fed Funds Rate and Fed Projections Through 
2023 

 

 

Source: Haver and FactSet as of Jan 8, 2021. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative 
purposes only and do not represent the performance of any specific investment. Past performance is no guarantee of future results. Real results 
may vary. All forecasts are expressions of opinion and are subject to change without notice and are not intended to be guarantees of future events. 
World Equities represented by MSCI All Country World.  

Industry analysts are forecasting a 26% rebound in EPS for world businesses in 2021. The slow starting point for 

vaccinations in early 2021 means it may take a bit longer than a year to reach their expected level.  Yet the gains they 

expect are reasonable, as is further growth beyond.  Adding to our confidence is strong and clear evidence that a 

rebound in industrial production and world trade is already underway. This makes particular sense given the impact that 

COVID has had on supply chains and inventories.  It is the typical post-recession recovery one would naturally expect 

(see figures 3-4).   

 

Figure 3: IMF Estimate of World Trade Growth vs Global 

EPS 
Figure 4: US Goods Consumption vs Production 

  

Source: Haver as of Jan 8, 2021. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes 
only and do not represent the performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. All 
forecasts are expressions of opinion and are subject to change without notice and are not intended to be guarantees of future events.  

 

-12

-8

-4

0

4

8

12

-16

-12

-8

-4

0

4

8

'98 '01 '04 '07 '10 '13 '16 '19

Y
e
a
r-

to
-Y

e
a
r 

P
e
rc

e
n
t 

C
h
a
n
g
e

Y
e
a
r-

to
-Y

e
a
r 

P
e
rc

e
n
t 

C
h
a
n
g
e

Recession Real Inventories (Left) Goods Consumption (Right)



A broader recovery beyond the goods producing sectors awaits following large scale vaccinations. Evidence for this type 

of bold recovery can be seen in China.  After sharply limiting COVID infections with social restrictions, China’s large and 

growing services sector now looks much like it did prior to the pandemic.  This points the way for much broadening 

expansions in other Western economies once vaccines have been deployed this year (see figures 5-6).   

 

Figure 5: China Domestic Air Travel Figure 6: US Domestic Air Travel 

 

 

Source: Haver as of Jan 8, 2021.  

 

Of course, asset price gains cannot permanently outpace future improvements in the economy without consequence.   

Yet, if vaccine distribution accelerates and governments do not reverse stimulus measures, why should we doubt that 

global growth will be strong and well in excess of what is implied by 1% fixed income yields? (see figures 7-8).   

  

Figure 7: Global Dividend Yield vs Global Bond Yield (%) Figure 8: Dividends Grow, Fixed Income Doesn’t 

 

 

Source: Haver and Factset as of Jan 8, 2021.  

Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the 
performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. 

 

   

Why Investors Say They Are “Sidelined”  

Reason 1: Politics 
 

Investors cite a wide range of reasons why they would rather keep cash levels high or their portfolios underinvested. One 

is political risk (and geopolitical vulnerability) facing the US before the January 20th inauguration of President-elect Biden.  

 

Yet as figure 9 shows, very rarely have political shocks changed the direction of the economy. Looking back through the 

US involvement in World War II, only twice did a political shock catalyze a lasting downturn.  This included World War II 

itself, but also the Arab oil embargo of 1974, a time when the world was highly vulnerable to energy shortages.  Only 

these two events precipitated deep recessions, with double-digit equity market declines continuing after 90 days (see 

summary table at bottom for simplicity). 
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Figure 9: Twenty Political and Geo-Political Shocks, Current and Subsequent Market Returns 

 

Source: Haver Analytics and Factset as of Jan 6, 2021. Indices are unmanaged. An investor cannot invest directly in an index. They are 
shown for illustrative purposes only and do not represent the performance of any specific investment. Past performance is no guarantee of 
future results. Real results may vary. Initial reaction defined as the % change from day before event to end of the shock.  

 

Reason 2: The Policies of Democrats are “Bad” for the Economy 
 
President Trump used campaign events in Georgia to focus on his un-proven claims of voter fraud in November and as 
he did so, polling data for the two Republican Senate candidates fell (please see our CIO bulletin of December 13). The 
state of Georgia then elected two Democrat Senators for the first time since 1976.  This paved the way for the unification 
of the House, Senate and Presidency under Democrat control by the narrowest of majorities. As President-elect Biden 
enters office, Democrats will control the legislative agenda, nominations for judges, cabinet and committee chairs for at 
least the next two years.  
 
In the immediate future, we would expect a Biden-led government to prioritize a strong COVID response. An 
improvement in the nation’s healthcare response will likely coincide with emergency economic relief spending, beyond 
the $900 billion approved in December. 
 
As figure 10 shows, support to individuals in 2020 proved to provide highly effective short-term economic stimulus.  By 
comparison, US corporate tax reduction in 2018 were largely matched dollar-for-dollar by increased share repurchases 
(see figure 11).  While we believe the corporate tax cut had some lasting positive effects on US competitiveness, the 
overall pace of US expansion and business investment growth in 2018-2019 was not appreciably faster than earlier in 
the recovery. 
 

Figure 10: US Consumer Spending, Wages and Income 

Including Government Transfer Payments 

Figure 11: US Corporate Tax Collections and Share 
Repurchases 

 

 

Note: Shaded regions are recessions. 

Source: Haver and Factset as of Jan 8, 2021.  

https://www.privatebank.citibank.com/ivc/docs/quadrant/CIOBulletin121320.pdf


 
 
This brings us to the crux of why investors fear a market drop.  Biden campaigned on plans to repeal significant elements 
of the 2018 tax cuts.   In our view, that is not realistic.  Every piece of legislation will come down to what the 50th Senator 
is willing to stomach, meaning moderates and progressives will be forced to find common ground. We believe this 
Democratic Senate would prefer to raise the corporate tax rate from 21 percent to around 25 percent or increase taxes 
on wealthier individuals rather than impose industry specific taxes or to attempt a tax unrealized capital gains (a wealth 
tax).   
 
We believe Biden will want to make sure the economy is on better footing before doing anything that could potentially 
slow it down.  Thus, only modestly higher corporate taxes, individual income and capital gains taxes and other structural 
changes to tax policy are likely to be considered within the next two years.  All else constant, a higher corporate tax rate 
will discretely lower the value of US corporate equities.  But nothing is constant as figures 1-6 illustrated.   
 
So, let’s look more deeply at the negative bias toward Democrats relative to economic growth.   Let’s look at the results 
of Democratic administrations and policies relative to those of Republican administrations.   
 
Figure 12 shows Presidents from Democratic party have presided over stronger average US economic growth rates 
(+3.6% vs +2.3%) and higher average US equity returns (+10.2% vs +5.5% annualized).  This result does not prove that 
higher taxes and greater regulation boost the pace of economic growth and returns.    But it does illustrate important 
business cycle effects.  Evidence suggests that there is an historic bias to elect Democrat presidents soon after 
recessions when the economy is depressed and to elect Republicans closer to the end of long expansions.  Trump and 
Biden conform entirely to that norm.  (Note that Carter and Reagan in 1976/1980 provide the contrary example). 
 
The equity return data under Democrat Presidents and Republicans are not even close.  For reasons peculiar to current 
circumstances - such as the decade long streak of US outperformance - returns under Biden are unlikely to match those 
of earlier Democrats (and at least one Republican) that enjoyed sharp rallies from business cycle troughs.  But fearing a 
collapse merely because a Democrat occupies the White House is clearly out of line with history and the policies we 
anticipate.  
 

Figure 12: US Growth and Asset Returns Post World War II for Each President and Party 

 

Source: Haver Analytics as of Jan 6, 2021. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for 
illustrative purposes only and do not represent the performance of any specific investment. Past performance is no guarantee of future results. 
Real results may vary. 

 

Reason 3: Fear Markets Have Already Risen Too Much 
Is zero yield cash amid 2% (and rising) inflation enticing? (see figure 13).  It may seem so given that the US public holds 

16% of its financial assets in cash equivalents.  Our own data suggests that more than half of ultra-high-net-worth 

investors globally have portfolio cash allocations of more than 25% at the start of 2021.   

 

Perhaps those holding cash missed most of the gains in equity markets in 2020?  But should they assume that losses for 

investors in 2021 are likely?  Our answer is no.  That said, we cannot expect a repeat of last year’s returns, particularly 



for the equities that benefited from the COVID shock (see figure 14). US technology shares were a particularly strong 

contributor, providing the solutions to shift much of the world’s economic activity into a digital rather than “in person” 

experience. 

 

Figure 13: US Treasury 2-Year Nominal Yield vs 2-Year 
Expected Inflation Rate (TIPS Break Even) 

Figure 14: Performance divergence between Citi “stay at 
home” and “leave your home” baskets 

 

 

Source: Factset, Haver Analytics and Bloomberg as of Jan 6, 2021. Indices are unmanaged. An investor cannot invest directly in an index. They are 
shown for illustrative purposes only and do not represent the performance of any specific investment. Past performance is no guarantee of future 
results. Real results may vary. Note: “Stay at Home” basket includes names identified to benefit from COVID-related disruptions and a shift to 
working from home. “Leave Your Home” basket includes Citi Research Buy and Neutral Rated US names in the following sub-industries: Banks, 
Industrial Conglomerate, Machinery, Oil Gas & Consumable Fuel, Textiles Apparel & Luxury Goods, Energy Equipment & Services, Hotels 
Restaurants & Leisure, Building Products, Retail REITs, Construction & Engineering, Leisure Products, Airlines, Multiline Retail. 

 

Like other national markets, US stocks fall some of the time (see figure 15).  But investors who stay paralyzed by the 

possibility of a loss give up powerful long-term return possibilities.  After the global financial crisis ended, equities surged 

in 2009, running ahead of the broad economic recovery that was to come.  Many investors saw 2009’s 27% annual 

return in the S&P 500 and 42% return for non-US stocks as the end of the recovery. US (S&P 500) and global equities 

(MSCI All Country World) then went on to provide positive returns in 9 of the following 11 years. (This is roughly the 

same share of time that economies spent expanding.)  Since the end of the 2009 economic contraction, US equity total 

returns were 410%, non-US returns 253%, while USD cash returned 6% (Inflation was a cumulative 20% in that time). 

 

Figure 15: Frequency of US Equity Market (S&P 500) 
Corrections by Size 

 

 

Source: Factset and Haver Analytics as of Jan 6, 2021. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for 
illustrative purposes only and do not represent the performance of any specific investment. Past performance is no guarantee of future results. Real 
results may vary. 

 

 
Watching the S&P 500 also misses the true opportunity.  As we discussed last week (see CIO Strategy Bulletin | New 

Year, New Economic Cycle, New Opportunities), sectors such as Financials and Real Estate lagged US markets by 20 

percentage points and have a strong recovery outlook in a post-COVID scenario.   
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Now is particularly unusual time to see recovery at an end point.  COVID, an exogenous health threat, generated a year 

of severe economic contraction. The virus alone appears responsible for sidelining 4 million (or about 3%) of US workers 

from even seeking a job.  Covid’s end will allow “potential” economic growth to recover.  On the demand side, 

policymakers are monetizing and spending record shares of GDP to bridge over the catastrophe.   

 

Looking forward, we are much more optimistic about non-US equities that, based on price, have not eclipsed their old 

record highs (see figure 16).  The US dollar’s large net gain and rising US equity valuations over the past decade left the 

entire rest of the world with a “minority stake” of global equity market capitalization (see figure 17).  This is likely to shift 

back to a meaningful degree in the coming decade, given markedly different valuations for the majority of the world’s 

businesses. 

 

The UK, for example, is likely to face its last substantial macro crisis with the immediate challenges of COVID. As this 

ends, it will emerge from its five-year Brexit divorce with a far more certain future.  UK equities trade at just over 14X 

expected EPS this year with a 3.5% dividend yield. The UK pound’s nominal value has dropped more than 7% against 

the US dollar since the Brexit saga began and could contribute positively to international investor returns in a recovery.   

 

In emerging markets, Brazil’s equity market is off 24% in USD terms since the end of 2019, with COVID’s impact the 

singular driver.  Southeast Asian markets dropped 10% last year, despite the most favorable long-term development 

prospects in the world (please see Bulletin of December 20 - US Stimulus, UK Fear and Asia’s Post-Covid Ascent).  

Regional Asian markets are likely to snap back with a health solution to COVID during the coming year. We see them 

providing long-term growth opportunities beyond. 

 
Figure 16: US Equities, Developed Non-US and Emerging 
Markets Total Return Indexes 

 
Figure 17: US share of Global Market Capitalization vs US 
Trade Weighted Dollar 

 

 

Source: Factset and Haver Analytics as of Jan 6, 2021. Indices are unmanaged. An investor cannot invest directly in an index. They are shown for 
illustrative purposes only and do not represent the performance of any specific investment. Past performance is no guarantee of future results. Real 
results may vary. 

 

Reconstruction and Growth (OR What to Do About Fear) 
If economic recovery, historically normal valuations and near 3% average dividend yields on non-US equity markets still 

present unattractive risks, there are a variety of fixed-income-heavy portfolio options with lower return expectations 

detailed in our Quadrant and NAM Strategy Bulletin.  For example, we hold a full allocation to municipal bonds for US-

taxed investors who can take advantage of favorable tax treatment.  Some global investors may want to consider euro 

high yield corporates an opportunity where outright negative yields dominate the region.  US high yield debt is closely 

correlated to small cap equity, and we would overweight one or the other depending on risk tolerance.  Tailored capital 

markets products also offer fixed-income substitutes. 

 

Among investment grade bonds in the US, only long-duration municipals offer yields that can roughly hold purchasing 

power steady (see figure 18). Certain regional credit opportunities are more attractively priced, particularly in higher 

taxed US states.  Yet the longer-duration muni bonds are highly price sensitive if Treasury yields rise, albeit less than the 
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US Treasury market itself.  As such, we see muni holdings as an attractive pairing to reduce risks in portfolios that hold 

both equities and bonds. 

 

Figure 18: Taxable Equivalent Yield of US Municipal Bonds and Investment Grade Corporate 

Bonds By Duration 

 

Source: Haver Analytics as of Jan 6, 2021. Indices are unmanaged. An investor cannot invest directly in an index. 
They are shown for illustrative purposes only and do not represent the performance of any specific investment. 
Past performance is no guarantee of future results. Real results may vary. 

 

Relative to history, the valuation of various capital markets strategies offers some more compelling risk/reward 

opportunities that can mitigate equity risk and generate income.  Unusually, as interest rates have plunged and equity 

markets recovered, equity implied volatility has stayed historically high. This is because risk hedges have remained in 

high demand. As figure 19 illustrates, if one were willing to buy the S&P 500 after a drop of 20%, the return (yield) to be 

so-obligated is roughly 4%.  For investors underweight US equities and wanting to reallocate only after a rare large drop, 

this one-year yield is unusually high relative to cash yields. 

 

More aggressively, getting exposure to attractive long-term growth opportunities such as our Citi Private Bank 

“Unstoppable Trends” can also be achieved using higher implied volatility (see figure 20 and Outlook 2021 under 

Unstoppable Trends). These can be higher risk, higher reward strategies.  In sum, the historically rich level of expected 

volatility means higher potential incomes than most bond market options. This is even while reallocating for long-term 

growth opportunities.  

 

Figure 19: 1-Year S&P 500 Implied Volatility 20% below 
current spot price vs 1-Year US Treasury Bill yield (%) 

Figure 20: 6-Month Implied Volatility for 10% below current 
Spot Price: Citi Thematic Baskets and S&P 500 

 

 

Source: Factset, Haver Analytics and Citi Research as of Jan 6, 2021. Indices are unmanaged. An investor cannot invest directly in an index. They 
are shown for illustrative purposes only and do not represent the performance of any specific investment. Past performance is no guarantee of 
future results. Real results may vary. 

https://www.privatebank.citibank.com/outlook-c.html


Conclusion: 

We believe portfolios should be fully invested, with balance between asset classes, shifting to exploit relative value 

and growth opportunities which favor equities over safer fixed income.  This is not some argument that we have 

entered a new era where equity market corrections never occur or volatility has been banished.  It’s a recognition of a 

strong policy backdrop and world economy set to recover from an exogenous shock. Stark divergences remain in 

markets in how fully a positive outcome is priced in. 

 

Investors who thought they could “miss the recession” by timing markets last year generally missed the recovery that 

followed. Like the decade following 2009, we see an enduring new expansion.  Many investors risk repeating the most 

common mistake of the post Global Financial Crisis period waiting on the sidelines for the next recession when one 

has just transpired. 
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