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We have argued repeat-
edly that the public policy 
response to financial market 

distress is key to the markets 
making a sustainable recovery. In 
that regard, US Treasury Secretary 
Henry Paulson’s comments in mid 
November—that funds from the 
$700 billion Troubled Asset Relief 
Program (TARP) wouldn’t be used 
to buy bad debts, nor would he 
request more funds—was a policy 
mistake. The market, taking his 
comments to mean that policy was 

on hold until President-Elect Barack 
Obama takes office in January, sold 
off sharply.

Fortunately, the policy response 
went into high gear again a week 
later, and the early announcements 
from the president-elect have strongly 
reinforced that policy activism. The 
event marking the US government’s 
renewed, robust policy response was 
the aid package for Citigroup. It put 
in place a model that could poten-
tially be utilized for other banking 
situations, while clearly demonstrat-
ing that institutions essential to the 
functioning of the real economy will 
not only be preserved, but strength-
ened. That blueprint has three essen-

tial parts: balance sheet recapitaliza-
tion, loan guarantees and a separation 
of debt to effectively create a good 
bank/bad bank prototype.

To us, this has all the earmarks of 
the right public policy response—
rapid, robust and overwhelming—
needed to overcome market distress 
and shore up confidence. Further, 
it is the type of activist policy that 
we expect to see more of as the 
Obama administration takes over. 
Importantly, it also marks progress 
at what would otherwise be a policy 
interregnum, given that the US 
government is transitioning from 
one administration to another. In 
introducing his economic team, 

(continued on inside cover)

We expect policy responses to be 
rapid, robust and overwhelming

Welcome, President Obama
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President-Elect Obama also pledged to honor 
the commitments of the outgoing team.   

GooD in A CRisis. The selection of New 
York Fed President Timothy Geithner as the 
Treasury secretary was cheered mightily by the 
stock market. On the afternoon of Nov. 21, 
when news leaked, the beleaguered Dow Jones 
Industrial Average jumped nearly 500 points. 
Coupled with the market’s Nov. 24 rally on the 
Citigroup news, the US equity market had its 
best two-day showing since 1987. 

There is an old saying in Washington that 
“people are policy.” Geithner is an old hand in 
crisis management. So, too, is Larry Summers, 
who will head the White House Economic 
Council. Both are considered pragmatic and 
market-oriented. Also on board is former Fed 
Chairman Paul Volcker, who will head the new 
Economic Recovery Advisory Board. 

We expect a sizable fiscal stimulus package 
amounting to as much as 4% to 5% of GDP, 
bigger and more direct relief for homeowners 
facing foreclosure, explicit guarantees for Fannie 

Mae and Freddie Mac debt and congressional 
approval of the $350 billion second installment 
of TARP. Congress plans to begin drafting a 
stimulus plan on Jan. 3 for Obama’s signature on 
Inauguration Day. 

Meanwhile, other government rescue efforts 
are underway. A $200 billion Fed facility to im-
prove credit conditions in student loans, credit 
cards and auto loans—the Term Asset-Backed 
Securities Loan Facility—was announced on 
Nov. 25. On the same day, the Fed announced 
it would purchase up to $600 billion in debt is-
sued or backed by government-chartered finance 
companies to reduce the cost and increase the 
availability of credit for the housing market.

More interest rate cuts are on the way. We ex-
pect the Fed to lower rates to 0.5% from 1%, the 
European Central Bank to drop rates to 1% from 
3.25% and the Bank of England to cut rates to 
2% or less from 3%. China is also lowering rates.

In our view, some responses have been more 
effective than others. Arguably the most crucial 
of the policy responses thus far was the early Oc-
tober announcement of banking system recapi-
talizations and debt guarantees in the US, Europe 
and Asia. That coordinated action effectively 
dampened the risk of a systemic global banking 
failure, as the three-month US LIBOR rate de-
clined to 2.16% on Nov. 24 from 4.82% on Oct. 
10. In the US, that initiative meant allocating 
$250 billion of the $700 billion TARP to recapi-
talize banks. While the original intent of TARP 
was to buy bad debts, history shows that equity 
injections are a faster and better solution to bank-
ing crises. More recently, US Treasury Secretary 
Henry Paulson formally announced that TARP 
wouldn’t be used to buy bad debts; rather, the 
remaining approved funds would be deployed to 
help recapitalize nonbank financial institutions. 
While that move drew criticism, we think that it 
is a more effective use of government aid.

tHe FeD stePs uP. An equally dramatic 
response to the credit crisis is the ballooning of 

(continued from cover)
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US Equity Risk Premium
Global ex Japan Equity Risk Premium

A Premium on Risk The equity risk premium measures 
the extra return over risk-free assets that investors are 
demanding to invest in stocks. The higher the premium, 
the more attractive equities are said to be. 

Data Source: Bloomberg, Citi Global Investment Committee as of 13 
November 2008
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the Federal Reserve’s balance sheet. Because of 
various liquidity efforts, the balance sheet has 
grown to $2.2 trillion today, or 14% of GDP, 
from around $800 billion before the Lehman 
Brothers bankruptcy. The history of economic 
and financial crises strongly supports enlarg-
ing the public sector balance sheet to offset 
contraction in the private sector balance sheet. 
As an example of policy gone awry, it took the 
Bank of Japan (BOJ) 10 years in the 1990s to 
get its balance sheet large enough—30% of 
GDP—to offset the private sector’s balance 
sheet contraction. In the current situation, 
whether the Fed ultimately needs to take its 
balance sheet to 30% of GDP remains to be 
seen. The point is that unlike the BOJ in the 
1990s, we believe the Fed is committed to radi-
cally and correctly boosting its balance sheet in 
just a few months. Moreover, we believe this 
response is necessary, even though the action 
could present an inflation problem later.

HiGH Risk PRemiums. Despite the 
unprecedented policy actions, equity investors 
are still unconvinced and risk aversion remains 
high. Just look at the US and global equity risk 
premiums (see chart). Both are higher now 
than anytime in the last 20 years. The equity 
risk premium gauges the excess return that in-
vestors are demanding for holding stocks rather 
than risk-free investments, which is similar to 
how corporate bonds trade with a spread or 
premium over Treasurys. 

Elevated equity risk premiums occur when 
investors lack confidence in the future, or in 
stocks in particular, for the long run. High risk 
premiums are associated with an undervalued 
stock market, and low risk premiums are associ-
ated with rich valuation. At the turn of the last 
century, when investors exuded much confidence 
in the stock market, risk premiums were unduly 
low. The opposite is true today. 

sentiment sHiFts. Of course, sentiment 
can change without warning. Today, high 

equity risk premiums are occurring alongside 
other sentiment measures that now show record 
levels of investor pessimism. The better known 
bull-to-bear surveys show an abnormally high 
percentage of bears. The VIX index, which 
measures anticipated stock market volatility, 
has, on average, been above 60 for the last two 
months, more than triple the long-term average. 
High degrees of bearishness and elevated volatil-
ity expectations have correlated more with the 
formation of market bottoms than tops. 

PRiCes leAD eARninGs. We believe Wall 
Street analysts’ earnings estimates for 2009 are 
too high. Still, that does not preclude a market 
recovery. Coming out of bear markets, prices 
go up faster than earnings, so the price/earn-
ings (P/E) ratios expand before earnings start 
to recover. The catalyst for a change in the P/E 
is a reduction in the equity risk premium. As 
risk aversion abates, the equity risk premium 
declines, and P/E ratios rise. Stocks are typical-
ly up 38% in the year after making a recession-
related bottom—and that gain is driven mainly 
by P/E expansion, as earnings are often lower 
than they were the prior year.

PoliCY leADs PRiCes. That situation 
happens because stocks are a leading economic 
indicator. In year two of post-recession ral-
lies, earnings growth turns positive, but P/E 
ratios stabilize or even contract, leading to 
more-normalized returns. The dynamic that 
routinely precedes the turnaround in stocks is 
accommodative public policy. At some point, 
investors gain confidence that the recession will 
not last forever and share prices are low enough 
to remove much of the future risk.

After the stock market starts to rise in earnest, 
companies gain confidence and begin hiring and 
spending anew in anticipation of better busi-
ness conditions, completing the cycle’s transition 
from vicious to virtuous. 
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infrastructure

For all the extraordinary efforts of US 
and global policymakers to address the 
financial and economic crises, the focus 

has been on financial liquidity rather than eco-
nomic stimulus. That is understandable, since 
economic growth cannot take place without 
a functioning financial system. Government 
deficit-financed spending has been used in the 
past to boost GDP growth in times of economic 
weakness, and the shape and scope of that pro-
gram remains to be seen. The billions marked 
for buying troubled assets do not apply here be-
cause it represents a swap of Treasury bonds for 
private-sector assets. Similarly, the actions taken 
by other authorities around the world have also 
been focused on financial liquidity rather than 
economic stimulus.

We believe one of the most effective ways to 
stimulate the economy is through infrastructure 
spending. A recent report by the Congressional 
Budget Office pointed out that infrastructure 
spending directly affects demand, because 
the government actually purchases goods and 
services from the private sector. The effect of 
such government purchases on the economy is 
different from the effect of government spend-
ing on transfer payments to people, such as un-
employment insurance benefits or food stamps. 
Transfer payments to people do not increase 
demand when the government provides income 
or benefits to people; instead, such payments 
increase demand only when the people receiv-
ing the payment increase their consumption by 
purchasing goods and services.

The usual knock on infrastructure spending 
is that it takes too long. The thinking goes that 
even if the money becomes available quickly, 
massive public works projects do not happen 
overnight. With a long lead time to plan and 
possibly years to complete, the impact from 
this sort of spending may not be felt when it is 
really needed—in the current recession. While 
this logic may have been true during the Great 

Depression, it simply does not apply today. 
Hundreds of billions of dollars of infra-

structure projects across America have already 
been approved but are sitting on the shelf due 
to funding shortfalls. To demonstrate that a 
considerable volume of preapproved projects 
exists, the Collaboratory for Research on Global 
Projects at Stanford University recently came 
up with an estimate of $15 to $20 billion in 
permitted, approved infrastructure projects 
throughout America that could be ready for 
financing within just 30 days.

The benefits from such spending on roads, 
bridges, tunnels and the like can be significant. 
According to US Department of Transportation 
(DOT) studies, $1 billion in transportation 
investment can create upward of 47,500 jobs. In 
addition, DOT estimates that every $1 billion 
invested in infrastructure generates twice that 
amount in economic activity. One reason for 
this is that the money spent on domestic infra-
structure is largely spent in the US. In contrast, 
when a consumer uses a tax rebate to buy an 
HDTV, it helps the retailer—but that TV was 
built abroad. 

The US is not alone in considering infrastruc-
ture as economic stimulus. China has recently 
announced a comprehensive stimulus package 
that places emphasis on infrastructure develop-
ment, including plans to step up the expansion 
of its railroads, highways and airports. The 
Mexican government is pushing for an emer-
gency spending authorization on roads, schools, 
housing, prisons and a new oil refinery to ease 
the country’s dependence on imported fuel. 

It’s important to note that for all the good 
infrastructure spending can do, it cannot cure 
the global economic woes on its own. For that, 
we need a fully functional financial system. 
We’re still waiting on that one. 

The above is an excerpt of a report titled “The 
Big Fix: Necessary and Sufficient.” Contact your 
Private Banker for the complete version.

infrastructure—the Other Big Fix 

by EdwArd M.  
KErsChnEr
Chief Investment Strategist
Citi Global Wealth Management
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At A GlAnCe

Base Case  
Below is a summary of  
the Global investment  
Committee’s base case for 
world economies. Unless noted, 
estimates are for 2009.

GDP Growth 
us: -0.6%, from 1.2% in 2008

euro Zone: -0.2%, from 1.1% 
in 2008 

Japan: -0.3%, from 1.6%  
in 2008 

uk: -1.1%, from 1.0% in 2008 

Developing economies: 4.5%, 
from 6.1% in 2008 

inflation 
us: 1.0%, from 4.5% in 2008

euro Zone: 2.1%, from 3.4% 
in 2008

Japan: 0.4%, from 1.6% in 
2008 

uk: 2.8%, from 3.7% in 2008

monetary Policy 
the us Federal Reserve:  
likely to lower rate 50 basis 
points by mid 2009 

the european Central Bank: 
likely to lower rate 225 basis 
points by mid 2009

the Bank of Japan:  
likely to lower rate 20 basis 
points by mid 2009 

the Bank of england:  
likely to lower rate at least 100 
basis points by mid 2009

 Hedge Funds & Managed Futures
RelAtive WeiGHt  
WitHin HeDGe FunDs BenCHmARk inDex

Relative Value/Event Driven NEUTRAL HFRX Blend*

Equity Long/Short NEUTRAL HFRX Equity Hedge

Managed Futures/Macro NEUTRAL HFRX Macro and CISDM CTA

*  Consists of: Convertible Arbitrage, Distressed Securities, Merger Arbitrage, Fixed Income-Corporate and Equity Market  
Neutral indexes.   Arrows indicate change from previous month.

investment outlook 
the following table summarizes our tactical (short-term) adjustments to our strategic portfolios, which 
represent the blend of asset classes we believe are best suited, over the long run, for achieving maximum 
return for various levels of risk tolerance. in our tactical recommendations, we identify which subasset 
classes to overweight or underweight within each global asset class.  

Vis-à-vis the strategic allocation: Overweight means up to 10% greater; Neutral: no change to the strategic allocation;  
Underweight: up to 10% below.

RelAtive WeiGHt BenCHmARk inDex

Global Equities OVERWEIGHT MSCI All Country World

Global Bonds UNDERWEIGHT Barclays Capital Multiverse (hedged)

Hedge Funds & Managed Futures NEUTRAL HFRX Global Hedge Fund

Cash NEUTRAL Three-Month LIBOR

 Equities
RelAtive WeiGHt  
WitHin eQuities BenCHmARk inDex

Developed Market Large & Mid Cap UNDERWEIGHT MSCI World Large Cap

United States overWeIGHT S&P 500

Europe ex UK UNDerWeIGHT MSCI Europe ex UK Large Cap

United Kingdom UNDerWeIGHT MSCI UK Large Cap

Japan UNDerWeIGHT MSCI Japan Large Cap

Asia Pacific ex Japan NeUTrAL MSCI Pacific ex Japan Large Cap

Developed Market Small Cap OVERWEIGHT MSCI World Small Cap

Emerging Markets OVERWEIGHT MSCI Emerging Markets

DECEMBER 2008  Citi PRivatE Bank 5

 Currencies

Based on 12-month horizon. o = +/- 5% change from current level; + = greater than 5% expected appreciation; – = greater than 5% expected depreciation. 
  Arrows indicate change from previous month.

vs. US vs. Japan vs. Euro vs. Canada vs. Australia vs. UK vs. China vs. Brazil vs. Mexico

US $

Japan ¥

Euro ¤

Canada  

Australia

UK £

China  

Brazil

Mexico

 Bonds
RelAtive WeiGHt  
WitHin BonDs BenCHmARk inDex

Investment Grade NEUTRAL Barclays Capital Global Aggregate

Government UNDerWeIGHT Barclays Capital Global Government

Corporate overWeIGHT Barclays Capital Global Corporate

Securitized NeUTrAL Barclays Capital Global Securitized

High Yield NEUTRAL Barclays Capital Global High Yield

Emerging Markets NEUTRAL Barclays Capital Global Emg. Mkts.

Inflation Protected NEUTRAL Barclays Capital Global Inflation-
Linked

At a Glance 
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equities
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S&P 500 Earnings per Share ($)

Hoping for a sustainable rally follow-
ing the presidential election, equity 
investors have thus far been disap-

pointed, as the same fears and uncertainties 
that have plagued the market for months 
continue with no respite. A continuing cycle 
of declining asset prices, deleveraging and 
fund redemptions has sent market indexes to 
levels not seen since April 1997. 

The recently concluded third-quarter earn-
ings reporting season offers a glimpse of just 
how difficult the business environment has 
become and shows how limited visibility is 
for corporate managers heading into the New 
Year. Although declining oil prices have put a 
few more dollars back in consumers’ pockets 
and provided some relief for corporations on 
the cost front, it has not been a panacea and 
is, in large part, symptomatic of a slowing 
global economy. Recent data consistently 
point to rising unemployment and weak 

housing and retail sales results. Moreover, 
concerns for the health of the financial system 
continue to weigh heavily on investors. Add 
to this a rapidly rising dollar, which has more 
than offset any raw material cost relief for 
many multinational corporations, and inves-
tors are left with few safe havens. 

exAmine WHAt is knoWn. Given the ex-
treme uncertainty about the economy and the 
capital markets, we find it useful to examine 
what is certain: the current level of the stock 
market. From this piece of information, we 
can tell a great deal about investors’ expecta-
tions. For instance, on Nov. 24, the Standard 
& Poor’s 500 index closed at 852. At this 
level, it’s fair to say that expectations about 
earnings are extremely low. In fact, it implies 
an earnings level below $45 per share for the 
stocks in the S&P 500, applying a trailing 
price/earnings ratio of 19, the market’s average 
for the past 30 years. Citi economists forecast 
$64 in S&P 500 operating earnings, before 
write-offs, for the S&P 500 in 2009. Apply-
ing the average multiple on that suggests a 
value of 1216. That is not a forecast, but it 
does imply that current market expectations 
incorporate an extremely pessimistic profits 
scenario. In our view, it is reasonable to use a 
30-year average P/E in this exercise, unless the 
tremendous policy response to the current cri-
sis gives rise to a sustained inflationary period 
and lower P/E multiples.  

Not all investors read the market the same 
way. The accompanying table is an easy way 
to test other assumptions about earnings, 
P/E ratios and the level of the S&P 500. For 
example, even with an earnings forecast of 
$55 per share and a P/E of 17, the implied 
value of the S&P 500 is 935, still well above 
the Nov. 24 price. Take earnings up to $70 
and, even with a 17 P/E, the S&P 500 weighs 
in at nearly 1200. 

What is the Market telling Us about Earnings?

message in the market This table estimates a value 
for the S&P 500 based on various earnings scenarios 
and how much investors will pay for those earnings, or 
the price/earnings ratio.

by MArshALL KAPLAn
Senior Equity Strategist 
Smith Barney Private Client  
Investment Strategy  

by wiLLiAM MAnn
European Equity Strategist 
Smith Barney Private Client 
Investment Strategy

Data Source: Smith Barney Private Client Investment Strategy 
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This is only one of many analytical indica-
tors pointing to an undervalued stock market. 
Consider the popular “Fed model.” That 
metric starts with the earnings yield of the 
stock market, which is the forecasted S&P 
500 earnings divided by the current level of 
the S&P 500, or the inverse of the P/E ratio. 
The model then compares the earnings yield 
to the yield on the 10-year US Treasury note. 
When the earnings yield is higher than the 
bond yield, stocks are considered underval-
ued. By using $53 for a forecast—an average 
of the last 10 years’ earnings—the earnings 
yield is 6.5%. That’s double the 10-year US 
Treasury yield, which, under the Fed model, 
deems stocks to be attractive.

tHink lonG teRm. The precipitous 
decline in equity prices this year has few 
comparisons in the post-World War II period. 
Although we can point to a number of rea-
sons why the market may be undervalued if 
an investor is willing to look across the valley 
of the current recession and take a long-
term perspective, it has become increasingly 
difficult to do so given the historic levels of 
volatility and dour economic data. As one 
approaches the precipice, it becomes harder 
to stop looking down into the valley of bad 
news and start looking across—toward a more 
stable and profitable period for the market. 

We believe investors will be much better 
served by focusing on some of the longer-
term opportunities developing in high-quality 
stocks than by getting overwhelmed by the 
incessant barrage of negative news. A mix of 
above-average-yielding stocks offering strong, 
free cash flow; healthy balance sheets with no 
meaningful levels of debt coming due over the 
near term; and stable earnings outlooks might 
be just what investors need to ride out the 
bear market. 

ACRoss tHe PonD. What’s wreaking 
havoc in US equity markets is doing much the 
same in Europe. The broad-based DJ STOXX 
600, Europe’s equivalent to the S&P 500, is 
trading close to five-year lows. Major mac-
roeconomic headwinds and poor sentiment, 
combined with technical selling pressures from 
deleveraging and fund redemptions, have cre-
ated an atmosphere that keeps most buyers on 
the sidelines.

At this point, many traditional valuation 
and sentiment indicators point toward better 
times for stocks; that fact has thus far failed 
to reassure investors and stabilize the market. 
One compelling statistic is that the dividend 
yield on European equities is well above the 
yield on 10-year government bonds for the 
first time in a half-century. 

Still, we believe traditional valuation 
metrics should not be ignored—and they 
suggest there is longer-term value in the 
European market. At just 7.4 times consensus 
2009 earnings forecasts—levels not seen since 
the mid 1980s—we can make the case that 
the pan-European equity market is already 
discounting a significant amount of bad news. 
At current levels, the market seems to be 
telling us is that it expects earnings to fall by 
approximately 50%. If that’s the case, the P/E 
would climb to nearly 15, roughly the average 
of the last 20 years.

In Europe, we continue to recommend 
that investors avoid highly leveraged sectors, 
notably the banks. We acknowledge that there 
has been a broad repricing of risk that has 
spared almost no one; however, we believe 
investors will be better served over the long 
term by focusing on companies that possess 
solid, free cash flow, stable dividends and 
limited need to access the capital markets to 
raise cash or roll maturing debt. 
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Chart Book

 the loonie Flies low   stressed-out euro Yields

Because Canada is a 
major commodity producer, 
the foreign exchange value 
of the Canadian dollar 
is especially sensitive to 
export commodity prices. 
the above chart plots the 
path of the “loonie,” the 
nickname for the Cana-
dian dollar, along with the 
Bank of Canada Commod-
ity index ex Energy. not 
surprisingly, they follow a 
similar path.

We show commodities 
without including energy 
because energy prices are 
often a double-edged sword 
for the loonie. While high 
oil and gas prices directly 

help Canada’s trade bal-
ance, they also tend to 
depress us and global 
growth. And if us growth 
falters, so does Canada’s, 
since the us is its north-
ern neighbor’s largest 
trading partner.

While the Canadian dol-
lar may react to changes 
in energy prices over 
the short term, it is the 
nonenergy commodity 
prices—foods, metals and 
forest products—that are 
a better determinant of its 
value over the longer term. 
as long as global growth is 
weak, the loonie will be fly-
ing at a lower altitude.

During the past several 
years, the larger “core” Euro 
Zone countries, such as 
Germany and France, have 
funded their national debt 
with lower interest rates 
than their smaller coun-
terparts, such as italy and 
Greece. Still, as recently as 
mid summer, the difference 
between these representa-
tive Euro Zone government 
bond yields was fairly 
narrow. Yields on 10-year 
government bonds ranged 
from 4.66% in Germany to 
5.17% in italy and 5.27% in 
Greece.

As the financial and 
economic crisis engulfed 
europe and the european 
Central Bank began to 
cut policy rates, govern-
ment bond yields came 
down. But the range in 

those yields has become 
much wider. Germany and 
France still have the lowest 
borrowing costs, at 3.65% 
and 3.96%, respectively. On 
the other hand, the yield on 
Greek government bonds, at 
5.07%, has barely budged, 
leading to a widening of the 
range to 142 basis points in 
november of this year from 
61 basis points in July.

the wider dispersion 
in Euro Zone government 
bond yields, in part, reflects 
market expectations about 
each nation’s underlying 
economic strength. the 
market is also incorporating 
expected increased issu-
ance of government bonds 
to finance the recapitaliza-
tion of banks, bailouts and 
guarantees made to their 
banking systems.

Yields on 10-Year european Government Bonds

Data Source: Bank of Canada, Bloomberg as of 12 November 2008 Data Source: Bloomberg as of 18 November 2008
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 melting metal
oeCD + Big 6 leading indicator and HRC steel Price per 
ton in us Dollars

Annual Returns of s&P 500 or Functional equivalent

Data Source: OECD, Metal Bulletin as of 19 November 2008 Data Source: Citi Investment Research as of 21 November 2008

0

10

20

30

40

50

60

70

0%
 to

 1
0

%

Fr
eq

ue
nc

y 
(n

um
be

r o
f y

ea
rs

)

-5
0%

 to
 -4

0%

-4
0%

 to
 -3

0%

-3
0%

 to
 -2

0%

-2
0%

 to
 -1

0%

-1
0%

 to
 0

%

10
%

 to
 2

0%

20
%

 to
 3

0%

30
%

 to
 4

0%

40
%

 to
 5

0%

50
%

 to
 6

0%0

200

400

600

800

1000

$1200

90

95

100

105

110

115

120

Ja
n 

‘0
0

Ja
n 

‘0
2

Ja
n 

‘0
4

Ja
n 

‘0
6

Ja
n 

‘0
8

OECD + Big 6 
Leading Indicator (right scale)

Steel $US/Ton (left scale)

 An improbable Year  

Steel prices were 
already enjoying a substan-
tial six-year rally when they 
went into steep ascent early 
this year. the HRC price 
per ton (a common indus-
try benchmark) was $520 
in January and shot up to 
$1125 by mid year. 

the bulls made their 
case on the facts that iron 
ore, coal and scrap prices 
were rising; China’s demand 
for steel would hold up no 
matter what; and, thanks 
to industry consolidation, 
steelmakers would still have 
pricing power in a downturn. 
Yet all during the run-up, the 
OECD + Big 6 Leading indi-
cator, which tries to divine 
where the global economy 
is heading, was in a marked 
decline. now steel is under 
$800 a ton.

Julian Bu, who follows 
the global steel indus-
try for Citi investment 
Research, thinks the bear 
market for steel has just 
begun. among his reasons: 
China is now an exporter 
rather than an importer; 
with oil prices down, Gulf 
States’ building plans may 
be put on hold; and techno-
logical advances are making 
it easier to build new steel-
making capacity. 

What’s more, while 
industry consolidation is 
underway, Bu says pricing 
power is a distant dream. 
that is because the 10  
largest producers account 
for only 25% of global sup-
ply. He and his global steel 
colleagues are forecasting 
$450 to $550 for next year, 
and $400 in 2010.

the above chart was 
built by taking 207 years of 
US stock market returns, as 
measured by the Standard 
& Poor’s 500 or its equiva-
lent, and grouping them. the 
largest group is made up of 
the years in which the S&P 
500 returns were between 
0% and 10%—about 30% 
of the time. the chart also 
shows the 38 years in which 
the market was up 10% to 
20% and the 35 years in 
which the range was 0% to 
-10%. add up all of them and 
about 65% of the returns 
are between -10% and 20%. 
Going from -20% to 30% 
accounts for about 88% of 
market outcomes. 

What about 2008? 
tobias Levkovich, Citi’s 
chief US equity strategist, 

recently lowered his year-
end S&P 500 forecast to 
850, which would bring the 
return to -42%. that result 
would make 2008 only the 
second year in the -50% to 
-40% bracket. the other 
year is 1931. 

Going into 2008, there 
was a better than 99.5% 
probability that such a 
disastrous return would 
not occur, says levkovich. 
it’s just this sort of statistic 
that investors often use to 
make portfolio decisions, 
so it’s understandable why 
so many are so puzzled by, 
and distraught with, actual 
results. What we’re seeing 
is, in meteorological terms, a 
200-year flood—a Hurricane 
katrina for the stock market. 
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Fixed income

The near-frozen fixed income markets 
are starting to thaw. Wholesale bank-
funding pressures have eased sub-

stantially and money market conditions have 
improved, as seen in declining LIBOR rates and 
narrowing relationship spreads. For example, 
one-month and three-month US LIBOR rates 
have declined by more than 300 basis points and 
250 basis points, respectively, since their Oct. 10 
peak. The three-month LIBOR-to-OIS spread, 
an important gauge of cash scarcity and per-
ceived counterparty risks, has fallen from a high 
of 364 basis points to about 160 basis points.  

Corporations also have better access to unse-
cured short-term funding in the commercial pa-
per (CP) market thanks to the Federal Reserve’s 
special-purpose facility that purchases 90-day 
CP from bank and nonbank issuers. Yields have 
declined dramatically. For example, top-rated 
yields on 90-day CP, which peaked at 4.42% 
on Oct. 10, are currently around 2.14%. The 
launch of a program to backstop money market 
funds should also shore up this market. The 
stabilization of money markets at this stage is 

critical, in our view. It will both help companies 
get through their year-end funding pressures 
and send out a signal that the financial markets, 
if far from robust, are not deteriorating further.

investoRs’ Risk AveRsion. With some 
stability in the short-term markets, fixed income 
investors are now focusing on economic fun-
damentals. Poor economic readings are driving 
investors toward the safe haven of Treasury debt. 
As a result, short-term Treasurys have rallied and 
the yield curve has steepened further. As exam-
ples, four-week T-bill yields are near zero and the 
two-year note is below 1.25%. Futures markets 
are currently discounting another 50-basis-point 
rate cut for the upcoming Dec. 16 Fed policy 
meeting, which is in line with our expectations.

The demand for safety and liquidity has thus 
far trumped concerns about oncoming supply. 
After all, more-ambitious government spending 
initiatives, combined with the lower tax receipts 
of a recessionary economy, should produce 
greater debt financing needs. Citi estimates that 
net supply in Treasurys is likely to range from 
$800 billion to $1.6 trillion. 

In fact, investors’ overwhelming sentiment 
for safe-haven vehicles has generated valuations 
that are discounting extreme outcomes, from 
deflation in the TIPS (inflation-linked) market 
to a spike in defaults in high-grade sectors. In 
recent months, spreads across all fixed income 
markets widened more than had ever previ-
ously been recorded. The result: Year-to-date 
total returns (through Nov. 26) are -11% for 
investment-grade and -32% for high yield 
corporate bonds; US Treasurys are up over 9% 
in the comparable period. 

While recent performance has been impres-
sive and risk aversion may persist near-term, 
the Treasury sector appears rich, in our view—
especially relative to other developed sovereign 
markets and opportunities in other high-quality 
sectors. Additionally, once concerns about the 
economic downturn recede, the curve should 

Short-term Markets thaw, But ... 
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inflation insurance As the bond market worries about 
deflation, the break-even rates on US inflation-indexed secu-
rities, also known as TIPS, have plummeted. That means 
investors give up little or no yield to get inflation protection.  

Data Source: The Yield Book as of 19 November 2008

by MiChAEL brAndEs
Senior Fixed Income Strategist 
Smith Barney Private Client  
Investment Strategy 

by sTEvE rEiCh
Economics Research
Citi Global Wealth Management 
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begin to flatten and yields should rise. With that 
said, no amount of Treasury supply will push 
yields higher if the economy is still in recession. 

inFlAtion HeDGe. In the TIPS market, the 
shift from inflation to deflation fears has led to 
sharply lower prices. Indeed, real yields on short-
to-intermediate-term TIPS have risen above 
nominal Treasurys, producing negative break-
even rates. While we expect inflation to deceler-
ate next year to as low as 1%, we do not expect 
deflation. Thus, for bond investors seeking to 
hedge portfolios against inflation, we believe that 
the recent sell-off in TIPS has created attractive 
valuations and a good entry point. 

neAR-teRm Risks. As attractive as some 
bond-sector valuations are, we are cautious 
about the technical backdrop in the taxable and 
tax-exempt fixed income markets. For example, 
broad deleveraging, low liquidity and forced 
selling related to fund redemptions are driv-
ing the markets, and these factors aren’t likely 
to materially abate before the year ends. For 
bond investors with a long-term view who are 
mindful of these near-term risks, however, we 
think that a number of attractive opportuni-
ties are available in high-quality sectors, such as 
investment-grade corporate bonds.

tAx-exemPt oPPoRtunities. We also 
believe that US investors should consider the 
municipal sector, which will become more 
compelling if marginal income tax rates rise in 
the future. Despite continuing negative news on 
state budgets, credit spreads in the muni market 
have tightened, with AAA yields declining and 
new issues generally well bid. We expect state 
leaders to make difficult choices in spending 
cuts and union negotiations, and in some cases, 
tax and fee increases. This will also set the stage 
for state and local governments to make the case 
for federal assistance. 

We also anticipate that yields as a percentage 
of taxable benchmarks will remain higher than 
historical norms. With that said, they should 

decline on stronger-quality credits. Addition-
ally, the recent decline in short-term yields is 
fostering lower intermediate-term yields, which 
supports the case for purchasing longer-dated 
maturities. We remain constructive regarding 
the tax-exempt market and favor highly rated 
longer maturities, as well as newly issued state 
housing bonds, AA hospital issuers and, for risk-
tolerant investors, short-average-life tobacco-
settlement securities.

euRo BonDs RAllY. European govern-
ment bond prices are up. The rally has sent 
euro-denominated two-year government bond 
yields down about 140 basis points since the 
start of September. We expect that the Euro-
pean Central Bank will take policy rates to 1%, 
which provides better values in the short end of 
the yield curve. The long end of the Euro Zone 
government bond curve has also rallied signifi-
cantly, with yields driven by falling inflation 
expectations and slowing economic growth. 
These bonds have also benefitted from the flight-
to-safety trend. 

Gilt APPReCiAtion. Like Euro Zone 
bonds, yields on UK gilts are rapidly declin-
ing. Long-term gilts have more potential for 
price appreciation because yields are at higher 
levels. Two-year gilts trade at all-time lows, 
with yields dipping below 2% as the markets 
are pricing in more aggressive easing from the 
Bank of England. Forecasts for lower inflation 
and weaker growth boosted the long end of the 
gilt curve, dropping the yield on 10-year gilts to 
multidecade lows. 

JAPAn neARs ZeRo. The Bank of Japan 
cut its policy rate by 20 basis points to 0.3% on 
Oct. 30, and we think another 20 basis points 
of rate cutting is in the offing. That would take 
the policy rate to 0.1% by mid 2009. Domestic 
purchases should remain steady, as the rising yen 
and market volatility favor government bonds. 
In our view, the better values are in the long end 
of the yield curve. 

Short-term Markets thaw, But ... 



12 DECEMBER 2008 • Citi PRivatE Bank

Hedge Funds

The global capital markets remained 
under severe stress in October, which 
will go down as the worst month on 

record for the industry. The HFRX Global 
Hedge Fund Index finished down 9.3% for 
the month and down 19.8% for the year to 
date. Even so, hedge funds, as an asset class, 
outperformed the S&P 500 by 14.2 percent-
age points. Despite this, the industry has not 
delivered the absolute returns that investors 
crave, nor is there any reason to believe that 
November will be any different. 

The largest hedge fund losses are in the 
convertible arbitrage category. As measured 
by the HFRX Convertible Arbitrage Index, 
the sector was decimated. It finished down a 
record 34.7% for the month and has a -50.7% 
return for the year to date. That strategy typi-
cally goes long convertible bonds and hedges 
by shorting equities; however, the hedges did 
not save them from the damage in the corpo-
rate bond market. The leverage in the portfo-
lios hurt as well. 

tHe YeAR’s leADeR. The winning category 
so far this year has been systematic macro. 
Such funds focus on model-driven futures 
trading. Not only did they escape the severe 
downward pressure in the markets, but they 
were also up sharply for the month—6.5% 
according to the HFRI Macro: Systematic 
Diversified Index. That index is up nearly 15% 
year to date.

PullinG out. Hedge fund investors 
continue to make significant withdrawals. The 
redemption process now underway is expected 
to continue into the next year. We anticipate 
industry assets will decline to around $1.25 
trillion, a loss of around $750 billion from the 
peak earlier this year. With follow-through in 
the first part of 2009, that figure could rise to 
$1 trillion. As redemption dates near, we would 
expect some managers, especially those that 
operate in less-liquid markets, to take steps to 
slow or even suspend redemptions, as permitted 
in their offering documents. The right to take 
this action, while not viewed in a positive light 
by most investors, is designed to allow for an 
orderly unwinding of a fund’s positions. 

ConsoliDAtion BRinGs oPPoRtunitY. 
The dislocations and the inefficiencies created 
by current market events should lead to some 
attractive trading opportunities, in our view. 
The decline in amount of capital compet-
ing for ideas, closing of a number of trading 
desks, consolidation in the industry and an 
overall lack of interest in anything considered 
risky should improve the environment for 
those willing to remain calm and focused. 
Still, returns for the remainder of the year are 
expected to stay volatile and under pressure 
as the deleveraging and redemption processes 
play out. The potential for gains from any 
bounce in equities could be limited, as the de-
leveraging process leads many funds to reduce 
their risk exposures. 

the Worst Month on Record—So Far 
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Bear Attack In recent years, strong returns and robust 
investor demand swelled hedge fund assets to nearly $2 
trillion. Now, assets are shrinking because of negative 
returns and investors withdrawing their money.   

Data Source: Hedge Fund Research as of 30 September 2008

by rAy noLTE
Chief Executive Officer 
Hedge Fund Management Group 
Citi Alternative Investments
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by Arun MoTiAnEy
Director  
Macroeconomic Research  
Citi Global Wealth Management

Owing to a deteriorating economy, the 
US budget deficit for the fiscal year 
ending Sept. 30 hit $455 billion, up 

from $161 billion in fiscal 2007. Factor in the 
added costs for the financial rescue plan and an 
expected fiscal stimulus program, and we have 
a fiscal 2009 deficit that could top $1 trillion.  

What is the impact of financing such a 
deficit? It used to be argued that even when 
the monetary authority is fully committed 
to price stability—as presumably the Federal 
Reserve and all the other major central banks 
are—a highly indebted fiscal authority could 
produce a high-inflation outcome. In other 
words, a government will be tempted to reduce 
the real value of its nominal debt by raising the 
general price level, regardless of the actions of 
the monetary authority. However, unlike many 
nations, the US government has little control 
over prices and, except for setting the mini-
mum wage, little say about wages, either.

BAllooninG oBliGAtions. Worries 
about US fiscal solvency have been accumulat-
ing for some time. The latest ballooning of 
the budget deficit is especially troublesome 
because it adds to the widening gap between 
the government’s future revenues and its future 
obligations to retirees. Now to this worrisome 
trend we must add the surge in actual and 
contingent obligations associated with rescues 
of the mortgage-finance, money market and 
banking sectors, which can only steepen the 
path of government debt.

Thus far, the markets have not been worried 
about US inflation. It is not evident in the 
market for inflation-indexed bonds, or in the 
currency markets. The dollar, in fact, has been 
strengthening throughout the crisis. After all, 
the dollar is the premier reserve currency of the 
world monetary system, the currency used far 
more than any other for invoicing trade and 
debt between parties, neither of which need be 

American. But dollars have to be held in some 
instrument, and US government debt is the 
preferred form. 

This “natural” demand for US govern-
ment debt has financed an overwhelming part 
of the US current-account deficit, of which 
the fiscal deficit is just a component. Hence, 
the consequences of any “inflation bias” will 
not appear directly as higher interest rates as 
a result of competing with other demands 
for funds. Instead, it will come from higher 
inflation expectations among domestic inves-
tors, via a weakening US dollar, which foreign 
investors will wish to counter by demanding 
higher yields.

A PRemium on liQuiDitY. However, we 
are not there just yet. At this time of financial 
stress there is unparalleled liquidity in the US 
Treasury market. This has its hazards. Liquid-
ity premium can soon mutate into the basis 
of a Ponzi scheme. Investors seeking US debt 
may be doing so not for its intrinsic worth 
as a default risk-free asset but for its liquid-
ity attributes. As with any Ponzi scheme, this 
approach requires that future investors buy 
out current investors and that someone else is 
holding the investment beyond the short term. 
The belief among debt investors is that they 
will not be the ones holding the paper when 
its value gets eroded.

How will this play out in the long run? Un-
less there is a change in the US government’s 
future debt obligations, we can conclude that 
there will be a run on government bonds, 
inflicting large capital losses on the investors 
slowest to respond. These will most likely be 
the foreign central banks, which, stung by this 
experience, will begin the search for alterna-
tives to the dollar and US government bonds 
as reserve assets of choice. However, that is still 
a ways away. In the near term, the liquidity 
premium trumps a trillion-dollar deficit. 

Does a trillion-Dollar Deficit Matter?

Perspectives
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Q&A

Thomas D. Gallagher, who keeps a sharp 
eye on the nation’s capital and the politi-
cians who populate it, picked Barack 

Obama as the likely winner of the presidential 
election in these pages six months ago. Now, we’re 
checking in with Gallagher on what to expect 
from the president-elect and the expanded Demo-
cratic majority in Congress. Gallagher heads the 
Washington office of International Strategy and 
Investment Group, a firm which specializes in 
economic and political research. In addition, he is 
a member of Citi’s Global Investment Committee.
 
We have a severe financial crisis, and President 
Bush and President-Elect Obama don’t agree on 
a fiscal stimulus package or aid for the auto in-
dustry. Nothing is going to happen on this front 
until Jan. 20. Is this going to be an additional 
problem for the markets and the economy?
This leaves a policy vacuum, but that’s both a 
problem and an opportunity. If you go back 
to 1932 and 1933, there was a four-month 
gap between the election and inauguration. 
President Herbert Hoover, who lost the elec-
tion to Franklin D. Roosevelt, solicited the 
president-elect’s help on a banking bill. FDR 
declined because his cooperation would have 
tainted and constrained him. At the time, 
Hoover was perhaps the most disliked man in 
America. 

Of course, the economy would clearly 
benefit from fiscal stimulus now, but there’s 
no question that we’ll get it in January. The 
advantage of waiting is that President Obama 
has bigger majorities in Congress and a man-
date for change. He can be bolder and more 
creative than if he had to work something out 
with Bush. 
 
What kind of fiscal package do you expect to 
see from Obama?
First, there will be a tax rebate, which, in ag-

gregate, will amount to 2% to 4% of GDP—
maybe even more. In comparison, the rebate 
we got earlier in the year was about 1% of 
GDP. Then I’d expect to see higher federal 
spending for infrastructure projects, increased 
unemployment benefits, extra aid to state and 
local governments, and homeowner relief. 
 

Will that include tax increases?
I believe so. Obama said in the campaign he 
would raise taxes on those with incomes over 
$250,000. The exact details of how he will do 
that are not known. Raising some taxes will 
also send an important signal to the bond 
market, which is worried about the higher bor-
rowing costs to pay for the stimulus program 
and the financial bailout.
 

Will they raise the 15% maximum tax on 
capital gains and qualified dividends?
They will probably go to 20% maximum, but 
not until 2010 or, given the recent leaks from 
the transition team, in 2011.
 

What about the Alternative Minimum Tax?
Congress may continue to patch it with one-
year fixes, just as was done in recent years. But 
longer term, I think they’ll fix the AMT as part 
of a larger tax bill. The Obama administration 
won’t let the AMT go unaddressed indefinitely.
 

Treasury Secretary Henry Paulson sold the 
$700 billion TARP program to a reluctant 
public and Congress as a way to rid banks’ 
balance sheets of bad mortgages. Then he 
switched plans and instead injected capital 
into the banks, but that hasn’t produced any 
noticeable loan activity. Do you think the 
Obama administration will return to the 
original plan?
I think Obama will revisit it and maybe come 
back to this in a different way. But the capital 
injections can work if the banks use the capital 
to cushion the writedowns needed to put a 

Sizing Up Obama’s Policy and Politics 

ThoMAs d. GALLAGhEr
Senior Managing Director  
International Strategy and  
Investment Group 
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credible value on their troubled assets. Once 
the balance sheets are cleaned up, it will be 
easier for the banks to raise private capital and 
use that money to make loans. 
 

What steps will Obama take to bolster the 
housing market?
He will probably use some carrot-and-stick  
approach to encourage lenders to negotiate 
with homeowners to stave off foreclosures. 
Maybe that can be done with tax credits.

Another step would be to give explicit gov-
ernment guarantees to Fannie Mae and Freddie 
Mac debt. That would lower their borrowing 
costs, thus lowering mortgage rates, which 
haven’t really come down since the government 
put the two companies into conservatorship.
 

Do you think the new administration will 
seek more regulation for the markets and the 
financial services industry?
Sure, but I don’t think that’s at the top of the 
agenda. A fiscal stimulus package and banking 
rescue comes first. The first order of business 
is to put out the fire, and then you rebuild the 
house, hopefully in a fireproof way.
 

One reason why there was no stimulus 
package in November was because the Bush 
administration wanted the Democrats to 
approve a bilateral trade agreement with 
Colombia, which democrats oppose. Do you 
think the Obama administration will be more 
protectionist?
Trade policy was the dog that didn’t bark dur-
ing the general election campaign. Obama had 
reason to ramp up the protectionist rhetoric, 
but he didn’t. Most of what he said about trade 
policy was during the primaries. 

I don’t think much will happen on trade in 
the first year in office—it’s not a top priority. 
I don’t foresee Obama pursuing an aggressive 
protectionist policy because it would under-

mine the multilateral approach to foreign 
policy that he has advocated.
 

Some in politics and the media say that Obama 
and the Democrats will move too far to the left 
in their policies. Do you share that view?
We have a center-left Congress, but I think 
it will stay more toward the center than the 
left. Look at the experience of Bill Clinton. 
He campaigned in 1992 as a centrist “new” 
Democrat, but governed more like an old-
time liberal Democrat. He got taken to the 
woodshed in the 1994 mid-term elections 
when the Democrats lost control of Congress. 
The Democrats don’t want that to happen 
again. And keep in mind, too, that one-third 
of the Democrats in the House of Representa-
tives were elected from districts that voted for 
George Bush in 2004. That will keep them 
from going too far to the left. 
 

Do you think the outcome of the election 
signals some once-in-a-generation change in 
the political landscape?
The ’08 election really is the reverse of the ’80 
election. Just as Ronald Reagan’s landslide in 
1980 accelerated the drive to more limited 
government, the results of 2008 accelerate the 
move toward more activist government. In 
America, you see long swings in the role that 
government plays in the economy. The govern-
ment tries to fill unmet needs, as in the 1930s, 
but then excesses build up, and you get a swing 
back in the other direction of less involvement. 
Now we’re back to the government filling 
unmet needs. 
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