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INVESTMENT THEMES IN 2021 
Light on the Horizon 
 
2020 was a year like no other. Normally that statement would invoke eye rolling and 
head shaking and grumblings about hyperbole and exaggeration. But 2020 is 
destined for the history books as an extraordinary year. Hopefully it will also be 
noted as a one-time event. The good news is we believe there is a light on the 
horizon with vaccinations starting to roll out and the worst economic scenarios 
forecast back in early 2020 failing to materialize.  

Citi GPS has published our Investment Themes report each January since 2012. 
We typically include a mix of economic and sector thematic pieces we feel are most 
relevant for the upcoming year. For 2021, we've deviated from this formula and only 
focus on articles looking at the economy and the inputs shaping it versus sector 
themes. Although there are still amazing things happening on a sector level, we feel 
the true driver of both thematics and sectors over the next 12 months will be 
whether and when the global economy can recover from COVID-19. Once we have 
a better handle on the general direction of the global economy, we will shift our 
focus back to the themes and technologies shaping the rest of the decade. 

Timetables for a return to pre-COVID-19 levels of GDP are stabilizing as vaccination 
programs have rolled out, but recovery will be asynchronous with advanced 
economies expected to recover sooner than emerging markets and sustained GDP 
momentum not expected until 2022. Massive fiscal policy measures during COVID-
19 have been costly, but a post-pandemic recovery requires fiscal stimulus beyond 
a life preserver. For emerging markets, virus spread remains a serious concern in 
the very near term and vaccinations aren't expected to create herd immunity in 
2021. But, the removal of 'Trumpian uncertainty' should help trade growth and 
capital inflows remain strong to the region. 

In Asia, 2021 looks to be a positive year for fundamentals and financial assets with 
countries like Philippines and Malaysia benefitting the most from a vaccine growth 
beta and China's economic growth should be driven by the return of consumption. 
However, some countries in the region are at risk of 'Japanification' as they face 
deflation, some economic scarring, and precautionary behavior by consumers. 
Structural changes are also expected with China's 'Beautiful China' campaign.  

Although trade had a tough year in 2020, goods and cargo rebounded after their 
initial deep contraction. Merchandise trade may only be a modest contributor to 
global growth in 2021 as robust business investment is needed for it to strengthen. 
On the services side, consumer services expenditure will likely remain sluggish until 
a vaccine is widely available. Global labor markets have also been significantly 
affected by the pandemic with unprecedented labor force exits and extensive 
furlough schemes. Unemployment rates may remain higher for longer as labor force 
participation normalizes and furlough schemes are dialed back and as many of the 
hardest hit sectors remain sluggish.  

Finally, we revisit the Global Bear Market Checklist, which we have included in the 
Investment Themes report for the past three years. It continues to tell us to buy the 
dips, despite rising to its highest level since 2009.  

We are pleased to present our Investment Themes for 2021, and we wish all 
readers of our Citi GPS series a healthy and safe year ahead. 

 
  

Kathleen Boyle, CFA 
Managing Editor, Citi GPS 
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Global Economics: The Road to 
Post-COVID-19 Normalization  
Our assessment of when economies will ‘return to pre-COVID-19 levels of GDP’ 
suggests the emergence of regional differences, with timelines for recovery being 
extended further into the horizon for many economies over the course of the 
pandemic (Figure 1). 

On the one hand, since the timetables for China, the U.S., and Japan remained 
unchanged (recovery expected in Q3-2020, Q2-2021, and H2-2022, respectively), 
about 50% of global GDP has been anchored throughout COVID-19. On the other 
hand, the timetable has moved further out for numerous other economies, thus 
tipping the global timetable into mid-year 2022. 

Among the advanced economies (AE), Europe is notable. In April, the euro area 
was projected to return to the pre-COVID-19 level of GDP in Q4-2021 — but that 
has been pushed out nearly a year (to Q3-2022) with the resurgence of the virus 
and lockdowns. Within the euro area, the timelines for Germany, France, and Italy 
have been pushed from Q3-2021 to Q1-2022, Q4-2022, and Q4-2024, respectively. 
For the U.K., it has been delayed nearly a year from Q3-2022 to Q2-2023. Given 
the importance of intra-European trade and economic activity, and the still-important 
trading relationships between the U.K. and Europe, this dispersion in the timetables 
to return to pre-COVID-19 levels within Europe is a headwind for recovery for all of 
them. 

Figure 1. Global: When Will GDP Return to the Pre-COVID-19 Level of GDP? 

 
Source: Citi Research 

 
Among regions, only emerging economies in Asia have tended to retain (or even 
move forward) their timings. In Latin America, the timelines for Brazil and Mexico 
have been deferred to Q2-2023 and Q2-2024 from mid-2022 and Q3-2023, 
respectively. In the Central and Eastern Europe region, most of the economies were 
projected to return to pre-COVID-19 levels of GDP by Q1-2022. This has been 
extended by a quarter to Q2-2022. The timelines for Russia, India, and South Africa 
have shifted to Q2-2022, Q1-2021 and Q4-2024 from Q1-2022, Q3-2020 and Q4-
2020, respectively. 
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Figure 2. Global: Timetable for Return to Pre-COVID-19 Levels of GDP (Number of Economies) 

 
Source: Citi Research 

 
Projections Appear to have Stabilized  

Projections for 2021 GDP stabilized in December, after a precipitous downgrade of 
30 basis points (bp) in each of the September and October projection vintages. The 
discovery of vaccines in November and the prospects for delivery in 2021 could put 
a floor under the 2021 global growth prospects, although how much these vaccines 
could boost growth in 2021 remains dependent on factors such as manufacturing 
and logistics, consumer and business behavior, and policymaker choices. 

Moreover, the timetable of a ‘return to pre-COVID-19 GDP’ does not include the 
recovery of the GDP lost from the January 2020 pre-COVID-19 trajectory of some 
3%. The asynchronous and delayed recovery timetable, even with reduced 
downside uncertainty, remains a headwind to the recovery of business investment 
and trade. It also undermines employment, which is not expected to return to pre-
COVID-19 strength until well beyond 2022. 

Signs of Services Normalization and GDP Momentum? 
A look at the three main components of activity sketch-out the prospects for 2021. 
First, there needs to be a normalization of consumer services from the collapse 
associated with COVID-19 fears, business reactions, and policies of containment. In 
this regard, prospects for vaccine deployment, acceptance, and outcomes are 
important. To support GDP growth going forward, business investment intentions 
need to recover and trade needs to move from its current deep contraction to be 
supportive of global growth. 

Consumer Services Contraction Continues 

Consumption as a share of GDP and consumption of services as a share of 
consumer expenditure generally increase with per capita income. Therefore it is not 
a surprise that pandemic fears and containment policies hit services hard and have 
particularly affected consumption and overall GDP more in the advanced 
economies than in the emerging markets (EM). The drop in the share of services in 
consumer expenditure ranged from nearly 5 percentage points for the Netherlands, 
Italy, and the U.K., to about 3 percentage points in the U.S. and advanced 
economies, to only about 1 percentage point in Canada. Notwithstanding second 
waves of the virus, Q3-2020 was less contractionary (on a year-over-year basis) 
than Q2-2020. 
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Note: Aggregate at market exchange rates 
Source: Citi Research 
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Consumer services expenditure in advanced economies contracted some 10% to 
30% in the second quarter of 2020 — the height of the COVID-19 pandemic — 
against historic year-over-year growth rates that were rarely negative. Despite a 
rebound in the third quarter, consumer services expenditure was still contracting by 
some 5% to 15% in the quarter. Based on a three-year average growth rate of 
spending on consumer services, the loss is some $250 billion. There is a very long 
way to go to normalize behavior in the dominant expenditure category of consumer 
services, and the lost spending may never be made up.  

Figure 4. Select AE: Share of Services in Household Consumption 
Expenditure (2019 - Q3-2020) 

 Figure 5. Select AE: Household Consumption Expenditure (2019 - Q3-
2020) 

 

 

 
Note: Data for NZ, Norway, and aggregate AE is not available for Q3-2020 
Source: OECD, IMF, Citi Research 

 Note: Data for NZ, Norway, and aggregate AE is not available for Q3-2020 
Source: OECD, IMF, Citi Research 

 
Business Investment Projects and Intentions Are Not Strong 

Business investment intention is a key barometer of future economic performance 
given its role in both the demand and the supply side of the economy. Demand for 
capital goods supports employment, and is important for trade because of long 
supply chains. Information technology and intangible capital underpin productivity 
growth, while a rising capital stock and innovation provide support for long-term 
potential growth. 

Projections for investment are improving, but still are not robust enough for 
investment to take its important role in driving global economic performance. 
Projections for the U.S. puts investment into positive territory, and Citi’s U.S. 
coverage universe shows a rebound in year-over-year growth in investment. 
Further, industrial profit is conducive to a capital expenditure upcycle in China and 
its surrounding countries. But outside of the U.S. and China, investment projections 
for other large economies (such as Japan) remain in contraction until late 2021. 

Trade Looks to Strengthen and Support Global Growth in 2021 

There are multiple perspectives gained from looking at trade data: (1) the growth or 
contraction in trade over time; (2) the relationship between trade growth and GDP 
growth; (3) the composition of trade across merchandise, business services, and 
transportation; (4) the evolution of an individual economy’s trade balance and its 
relationship to the economy’s GDP growth; and (5) the evolution of trade balances 
relative to global GDP growth.  
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What was the case for trade in 2020 and what are prospects going forward? First, 
going into 2020 trade growth was slowing on account of sluggish investment and 
the trade wars of 2019. During COVID-19, a deep V for merchandise trade was 
generated first by initial production and trade disruptions, but then by a rebound 
from the refilling of supply chains, the increase in trade in personal protective 
equipment (PPE) products and technology, as well as more robust demand for 
durables (especially autos) associated with fiscal policy support in advanced 
economies and the rotation away from consumer services (Figure 7). On the other 
hand, many types of services trade are weak, including tourism (Figure 8). 

For 2021, the leading indicator of the container throughput index suggests that 
merchandise trade will once again be expansionary (Figure 7). But, since some of 
the robust trade rebound comes from the consumer demand rotation away from 
services, when consumer demand normalizes back toward services, merchandise 
trade growth could moderate. Will services trade (such as tourism) recover to 
support faster overall trade growth? The strength and composition of trade growth in 
2021 between services and merchandise importantly relates back to the vaccine 
timetable.  

Figure 6. Global, AE & EM: Total Trade  
(2016-Sep20) 

 Figure 7. Global: Merchandise Trade  
and Container Throughput Index (2012-2020) 

 Figure 8. Select AE & EM: Total Tourist Arrivals  
(Jan–Aug2020) 

 

 

 

 

 
 
Source: CPB, Citi Research 

 Trade data as of Sep20; mma = monthly moving avg 
Source: CPB, RWI/ISL, Citi Research 

 Source: National Statistical Sources, Haver, Citi 
Research 

 
Is Financial Turbulence Ahead? 
An important factor affecting real-side growth through 2021 is the potential for 
financial turbulence, and the type of monetary policy response. Given the starting 
point of elevated equity index valuations, potential credit downgrades, and possible 
inflation surprises, there is a significant likelihood of financial turbulence in 2021. 

Financial Valuations Are Well Ahead of the Real-side Prospects 

By virtually all metrics, financial valuations are not consistent with the real-side 
metrics discussed above. Credit spreads have narrowed substantially back to pre-
COVID-19 territory (when they were viewed as extended even then), despite $3 
trillion in investment grade bonds that have negative outlooks. The MSCI earnings-
per-share is substantially higher than both the bottom-up consensus and the Citi 
top-down estimate. (Figure 9, Figure 10, and Figure 11) 
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Figure 9. U.S. and Euro Credit Spreads (1999-
Nov2020) 

 Figure 10. Potential Downgrades Falling  Figure 11. Global Equities and EPS 

 

 

 

 

 
 
 
Note: Last updated 11/22/2020, Data through 11/20/2020 
Source: Citi Research 

 Note: Data reflect index-eligible DMt bond with 
watch/outlook classifications at any of the three major 
agencies. Bonds may be counted in multiple categories. 
Source: Refinitiv, Bloomberg, Citi Research 

  
 
 
Source: MSCI, Factset Consensus data, Citi Research 

 
Catalysts for Financial Turbulence 

It is a challenge to identify in advance which policy pronouncements, economic 
data, or animal spirits could cause a bout of financial turbulence that might feed 
through to shake real-side data. Current projections offer two potential catalysts — 
a ramp-down of the pace of central bank net asset purchases (which might affect 
the dollar too) and an inflation surprise. 

Inflation rates are projected to be rather volatile in 2021 on account of the COVID-
19 legacy by itself. While there is little underlying support for sustained inflation 
(given that demand is not projected to return to the pre-COVID-19 level during 
2021), missing prices on account of lockdowns, and subsequent year-over-year 
base effects might surprise financial markets, especially in Q2-2021. Markets might 
take these base-driven inflation data as stronger than they appear to be given that 
GDP data will also look surprisingly strong (again due to base effects) in Q2-2021. 

Projections of the pace of G41 central bank purchases point to not only an overall 
slowing of the pace of purchases, but the slowing in net asset purchases happening 
at relatively different paces. Given net asset purchases are the principle avenue for 
monetary policy to affect the real economy, these patterns, and any modification of 
these patterns, could surprise markets no matter how hard central banks try to 
communicate in advance (Figure 12). 

Relatedly, the differential pace of slowing of net asset purchases by the Federal 
Reserve Board (FRB) in the U.S. versus the European Central Bank (ECB) may 
have relevance for the dollar. Although the consensus view is the dollar will 
depreciate in 2021, the Fed and ECB central bank dynamics of the past would imply 
support for a dollar appreciation vis-à-vis the euro. And there are other reasons to 
buck consensus on the dollar direction, which if it does not depreciate would have 
implications for other asset prices. 

                                                           
1 G4 central banks include the U.S. Federal Reserve, the European Central Bank (ECB), 
the Bank of England (BoE) and the Bank of Japan (BoJ). 
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Figure 12. G4: Central Bank Net Asset Purchases (2008-2021E)  Figure 13. Euro Area & U.S.: ECB-Fed Net Asset Purchases Gap vs 
USD/EUR (2005-2021E) 

 

 

 
Source: National Central Banks, Haver, Citi Research  Source: National Central Banks, Haver, Citi Research 

 
Cross-asset volatility indicators might provide a glimpse into which asset classes 
are likely to display financial turbulence. Equity markets and credit markets are 
currently displaying volatility higher than recent norms. These are asset classes that 
had directly or indirectly enjoyed the Federal Reserve backstop programs of private 
asset purchases. Although those programs were never fully drawn down, their 
termination at the end of 2020 might be noted by the markets. The foreign 
exchange (FX) volatility seems counter to the consensus view of dollar depreciation, 
for which there is some disagreement. Only rates seem quiescent; given 
uncertainties about inflation and the path of market expectations for rates, there 
could be a bumpy ride in 2021. 

Figure 14. Citi Global Cross-Asset Volatility Indices (2012 - Nov2020) 

 
Note: Last updated 11/26/2020, Data through 11/23/2020. Consists of indexed average implied volatility across a variety of major global benchmarks in each asset class.  
Source: Citi Research 

 
Sustained GDP Momentum Is Not Until 2022 
Although there is a clear improvement in global GDP growth in 2021 (it’s not hard to 
be better than 2020 — the deepest global recession in living memory), we don't see 
sustained momentum in the projections until 2022. Moreover, even with that 
momentum, there is still an estimated loss to GDP from the pre-COVID-19 trajectory 
of some 3%. Vaccine prospects are estimated to boost growth in 2022, but not so 
much in 2021. A faster timetable of deployment, acceptance, and behavioral 
response clearly would boost 2021 prospects, but face both logistical as well as 
financial hurdles, particularly in emerging markets. 
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Choppy Data Likely to Weigh on 2021 

GDP data in 2021 will be highly influenced by the COVID-19 shock of 2020, 
whether examined on a quarter-to-quarter or year-over-year basis (Figure 15 and 
Figure 16). It will be difficult to discern the timing of sustained stronger global growth 
and choppy data may yield a sense of uncertainty which is negative for private 
sector activity. 

However, as a sufficiently large number of economies accounting for a sufficiently 
large share of global growth move past the COVID-19-generated data volatility, the 
timetable for other economies will be brought forward. As an increasing set of 
economies grow, they support each other with cross-border positive spillovers of 
business investment and trade. An examination of GDP growth projections imply the 
middle of 2021 will look particularly strong, but that a coordinated growth profile is 
not in place until the end of 2020 and into 2022. 

Figure 15. Global, AE, EM: Real GDP Growth (% YoY), Q2-19-Q2-22E  Figure 16. Global, AE, EM: Real GDP Growth (%QoQ, SA), Q2-19-Q2-22E 

 

 

 
Source: Citi Research  Source: Citi Research 

 
With the current configuration of projections and policies, there could be a 
permanent loss in GDP of some 3% as growth is projected to be insufficiently strong 
over the projection horizon to make up for the lost activity during the COVID-19 
period. While this is less than the approximately 5% permanent loss in global GDP 
that occurred after the global financial crisis, it points to the continued need for 
policy to help catalyze the repair of consumer services in the private sector and 
boost business investment and employment. And, policies must avoid trade wars. 

One set of policies that can promote business investment — with both gains to 
demand and improvements to productivity and potential output — are climate 
policies. The relative price change associated with completing the market for carbon 
(e.g., internalizing the externalities) effectively requires changes in consumer and 
business behaviors. The change in relative prices promotes business investment 
rather than the use of central bank liquidity for buy-backs, M&A, and so on. 

Vaccine Prospects Provide Strong Support, Possibly in 
2021 
The discovery of several different vaccines at the end of 2020 created substantial 
optimism for both saving lives and boosting growth. Some country economists had 
implicitly included some kind of resolution of the health aspects of the pandemic in 
the context of their 2021 and 2022 projections (either a vaccine, herd immunity, or 
the virus having run-its-course). The news of the discoveries in November made 
that prospect concrete and removed the potential downside scenarios of continued 
pandemic into 2021. 
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Using the assumption that about 80% Probability of Success (see footnote) of 
finding a vaccine was already embodied in the country economists’ forecasts for 
2021, the November discoveries add an additional boost of 10 basis points to global 
growth in 2021 and 60 basis points by 2022. The advanced economies get a 
marginal boost of 20 basis points in 2021 and an additional boost of 80 basis points 
in 2022. For emerging markets, there is no boost in 2021, partly because some 
economies had already contained the virus (as measured by mobility indicators 
among other factors) but also because the timetable to deploy the vaccine is 
expected to be slower for emerging markets. This group does get a vaccine boost to 
growth of 40 basis points in 2022.  

There is considerable uncertainty about various aspects of the vaccines, including 
manufacturing and logistics of delivery (which differ on account of the delivery 
devices and temperatures of transport) and deployment to the population and 
acceptance to take the vaccines (which in some populations could happen quickly 
but in others with more skepticism, as well as the number and timing of doses which 
varies). 

For the economic outcomes, also critical is the normalization of consumer behavior 
(a return to travel and entertainment, for example), a resumption of shuttered or 
low-operation business activities (which could take time if employees are scattered 
or skills eroded, or could be quick in some low-skill services), and a change in 
policies of containment (opening borders, for example). Accordingly, there are a 
range of possibilities for greater or lesser boosts to growth. 

The upside case for optimism shows an important boost to growth in 2021, 
particularly for advanced economies, which including the upside case for Emerging 
Market yields, could add 2 percentage points to global growth in 2021. 

Figure 17. Impact of Vaccine Scenarios on Global, AE & EM GDP Growth – Citi's October Forecast + Marginal Impact of November Vaccine News  

 
Note: Deviations from baseline in the referenced note differs from these calculations. These calculations incorporate the 80% Probability of Success in the initial boost to 
growth. 
Source: Citi Research 
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13 Questions for 2021 
At the end of 2020 we took a moment to jot down our predictions on what the 
biggest questions would be for 2021. We believe the outcome to the questions 
below will have a material impact on how accurate our global economic forecasts 
turn out to be. 

1. Finally a U.S. political resolution? 

After several weeks, the U.S. General Services Administration (GAO) authorized the 
start of the transition process for President-elect Biden, releasing funds and 
granting access to various agencies and departments. At the same time President-
elect Biden began naming his prospective cabinet with policy heavyweights likely to 
take key positions. President Trump finally conceded the election in early January 
paving the way for Joe Biden to become the 46th President of the United Sates 
come inauguration day on January 20, 2021. With this in mind, we believe a Biden 
presidency would likely look very different to that of President Trump, with a return 
to fully-staffed agencies, plus a focus on ‘green’ initiatives and infrastructure 
spending. Biden would return to a strategy of working with foreign allies and China 
would be kept at arms’ length. However, taxes and regulation might also increase.  

2. How will COVID-19 vaccine shape the economic recovery path? 

We expect vaccines to start lifting developed economies in the fourth quarter of 
2021 and for most emerging market economies in the first half of 2022 as the 
vaccine frontrunners start to be approved. Vaccine supply will be prioritized to the 
advanced economies, which has secured 85% of total bilateral pre-orders, with pre-
orders in several countries exceeding their populations. Targeted distribution to 
priority groups started in developed economies in December 2020, with supplies 
expected to broaden out in the second and third quarters of 2021 at the latest. 
Major populous emerging market economies may procure enough vaccines to meet 
their needs by the first half of 2022. Vaccination would generate a direct positive 
impact to the economies via normalization of mobility with a bigger positive impact 
in Europe. With mobility already having recovered in East Asia (including China) in 
mid-2020, the positive impact from vaccines would be smaller in the emerging 
market region. However, substantial obstacles to a successful vaccine rollout 
remain including cold-chain logistics and production capacity. One particular area of 
concern is the low rate of vaccine acceptance. The timing of herd immunity could be 
delayed if vaccine coverage is unable to reach the 70% mark. The timing of 
vaccinations will shape the path of economic recovery in 2021-2022. 

3. Has the risk of financial turbulence eased? 

While business investment collapsed in 2020, the liquidity spigot has been full on. 
Moreover, at the end of November, our equity Panic/Euphoria index rose and 
remained elevated in euphoria territory, generating a 100% historical probability of 
down markets in the next 12 months. There is also an expectation of further rotation 
from Growth to Value. But there is risk in viewing this as a big turning point. Rising 
U.S. yields, a 'risk-on' sentiment through the end of 2020 and a looming paradigm 
shift in the Fed’s emergency liquidity facilities are all playing a role in a remarkable 
bull flattening of credit curves in the U.S. investment grade market. Through a 
number of channels, traditional and new, central banks have been pushing liquidity 
into the marketplace.  
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At the end of September, Citi’s Leading Indicator of Global Growth — which looks at 
sentiment, financial conditions, and real activity data as key factors underlying 
prospects— showed financial conditions are the most recovered component. Credit 
growth has taken off while issuance of corporate debt is running at a torrid pace, 
ramping up firm balance sheets. But there are downsides. Conditions are not as 
loose as they have been the previous few years. Some investment grade issuers 
may experience a higher probability of a rating downgrade and some high yield 
issuers could experience a greater probability of default. But if credit isn’t going to 
business investment, where will it go? In the past, some has gone to financial uses, 
but with business conditions as they are, dividends and buybacks as well as 
investments are lower. It could be replaced by mergers & acquisitions. Some argue 
it could end with inflation, but analysis suggests this does not seem to be the case 
as it is hard to find support for broad-based and sustained inflationary pressures. 
Nevertheless, there could be an inflation surprise. And financial markets could be 
surprised by an inflation uptick.  

4. Will the dollar depreciate? 

The consensus view is that the dollar will depreciate in 2021. These narratives 
focus on: (1) a Biden Presidency with more fiscal support, a loose Fed, and a 
COVID-19 vaccine that collectively are negative for the dollar; and (2) a tsunami of 
foreign currency hedging as U.S. inflation expectations increase and the U.S. yield 
curve steepens. However, there are counterarguments also based on theory and 
data including: (1) stretched positioning, which may have already overshot a broad-
based dollar depreciation; (2) a projected narrowing of U.S.-EU inflation differentials 
that point to dollar appreciation vis-à-vis the euro; (3) a renminbi/dollar appreciation 
which is well wide of interest parity conditions, which if the renminbi depreciates 
could take some Asian currencies too; and (4) a tapering of the rate of Fed asset 
purchases, which along with more robust ECB asset purchases would tend towards 
dollar appreciation. On the other hand, should U.S. growth exceptionalism erode 
over 2021, the tendency would be toward dollar depreciation.  

5. Is the strength of the housing market sustainable? 

Housing has become an attractive alternative investment amid the central banks’ 
accommodative stance, which has resulted in record low real yields. Moreover, the 
supply-demand balance points to further house price increases in many economies 
with cheap financing driving up demand for those who can afford to borrow. A strong 
housing market is supportive of the real economy and is offsetting some of the 
COVID-19 related headwinds. However, the strength needs to be sustainable, as a 
housing burst could lead to a severe recession. Meanwhile, rising housing price 
inflation will not lead to higher consumer price inflation, as the statistical measures 
of CPI (Consumer Price Index) inflation include rental costs, not house prices. 
Consequently, housing and consumer price inflation can continue to diverge, as 
they have done during COVID-19. 

6. Finally policy change for climate change? 

With China, the largest carbon emitter in the world, recently committing to carbon 
neutrality by 2060, and the President-elect of the world’s second-largest emitter 
making combatting climate change a central part of his election platform, by 
committing to return to the Paris Agreement on climate change, 2021 may be a 
watershed year with respect to building a new political consensus around climate 
change. Together with the European Union (EU) and Japan, which have both 
committed to net zero greenhouse gas emissions by 2050, these four would make 
up over 50% of carbon emitters, according to data from the International Energy 
Agency (IEA).  
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Similar to ‘net zero’ targets among businesses, a global effort by governments to 
push forward more aggressive climate targets, both in levels of carbon emissions 
and timelines, at the national level could well lead to a fundamental rethinking of the 
policy landscape in terms of how countries’ climate incentive structures are thought 
out.  

7. High tide for big tech? 

Even before 2020, there has been significant attempts to regulate Big Tech, but 
these had mainly originated out of Europe. And it is not just the big economies 
taking on the tech giants. Australia in August 2020 imposed rules on Google and 
Facebook which required them to compensate media companies for using their 
content. In Europe, the Digital Services Tax will see greater regulation of Big Tech 
out of Europe. While it is clear President Trump has been vocal in his view about 
the power of Big Tech, particularly in the run-up to the election, it is not immediately 
obvious that President-elect Biden would change that tune. While it seems likely he 
will try to allow high-skilled immigration to return, which would please tech firms, 
during his presidential campaign he was particularly pointed in his criticism of 
platforms that allowed the posting and spreading of misinformation. And while there 
may not be a presidential-led effort against Big Tech, a House antitrust committee 
has been investigating market abuse by Big Tech for almost 19 months now. Of 
course the biggest news recently has been the regulation of Big Tech in China. In 
particular, the efforts seem targeted at the largest Chinese companies.  

8. China-U.S. relations redux? 

Under the Trump presidency, Sino-U.S. relations have sunk to the lowest levels 
since the diplomatic ties were established in 1979. The Trump administration has 
applied punitive measures against China attempting to decouple the two largest 
economies. Most alarmingly, geopolitical tensions have ratcheted up. It seems likely 
that a Biden administration would likely be less overly hostile, but China-U.S. 
relations are not expected to return to the pre-Trump environment. The multilateral 
approach espoused by Biden would likely lead to less punitive legislation against 
China, but would also likely be more broadly and consistently enforced. At the same 
time, China and the U.S. have mutual interests to underpin cooperation on climate 
change, non-proliferation, denuclearization on the Korean peninsula, and fighting 
global terrorism. If China continues to further open up to foreign participation in the 
economy, that should help ease Sino-U.S. economic tensions, assuming the 
absence of political hostilities. While continuing to view China as a strategic 
competitor, a new U.S. leader would likely look for a more nuanced balance 
between competition and cooperation. 

9. European economic divergence to continue? 

The initial assessment going into 2021 will be focused on COVID-19 but investors 
should remain vigilant about signs that the asymmetric impact of the COVID-19 
pandemic will challenge the cohesion of the European Union and eurozone. On our 
current forecasts, Spain’s economy, which suffered one of the deadliest outbreaks 
in Europe and is vulnerable due to its tourism exposure, is currently eight 
percentage points further way from normal than Germany. This gap is unlikely to 
close before the vaccine becomes the big leveler from summer 2021. Even if 
economies converge again eventually, the losses which accumulate in the 
meantime will show up in private and public balance sheets.  
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In the context of this divergence, any sign that (1) the EU will re-impose its strict 
fiscal rules, (2) member states water down the financial solidarity shown with the 
€672.5 billion Recovery Fund, or (3) the ECB hesitates in controlling the spreads 
between sovereign borrowing costs, risks disabling the most vulnerable member 
states’ fiscal policy just when monetary policy is at its lower bound. Economic 
divergence boosts the chances of an increase in anti-EU populists and the risk of a 
euro breakup. Recent vaccine approvals also suggests investors should start 
looking beyond COVID-19. In Europe, we think looking at politics is important, with 
the succession of Merkel, whether the Dutch re-elect the frugal Rutte, and who will 
challenge Macron (apart from Le Pen) in France in spring 2022. Another aspect 
worth watching will be growing signs of divergence in economic performance, if any, 
between the EU-27 and the U.K. post Brexit. 

10. More Brexit costs to come? 

Despite four years since the referendum to leave the European Union, Brexit, 
economically speaking, ‘went live' for the first time at the start of 2021. Most of the 
economic costs associated with Brexit are the result of additional non-tariff barriers 
that largely fall outside the scope of the conventional free trade agreement that was 
negotiated in the deal. With weak sterling precluding adjustment to date, and 
COVID-19 further hampering preparation, we think this implies substantial economic 
costs in 2021. Our estimate is a 2% hit to annual output compared to a scenario in 
which the U.K. remained in the Single Market and Customs Union.  

11. A Middle East reset? 

While President Trump has made some significant changes to U.S. policy in the 
Middle East, it seems likely that some kind of reset in the nature of the relations is in 
the offing. First, what is unlikely to change? President-elect Biden will likely continue 
the withdrawal of U.S. forces from Afghanistan. At the same time, domestic issues 
will likely be a central part of the administration’s focus, so the Middle East may not 
have the same focus as it did under President Trump. Biden’s commitment to 
multilateralism could lead to the return to JCPOA (the Joint Comprehensive Plan of 
Action on Iran's nuclear program) in some form. At the same time, in President-elect 
Biden, Israel is unlikely to have the same full unilateral support it had under the 
Trump administration, especially with regards to international agreements related to 
the Palestinians. Nevertheless, Biden is clearly supportive of the normalization of 
relations between Israel and its regional Arab neighbors via the “Abraham Accords”, 
and it is likely a Biden administration would encourage further peace treaties with 
neighboring countries. Previous arms sales to both Saudi Arabia and the UAE are 
likely to come under scrutiny given criticism of these deals agreed by the prior 
administration (source). Nevertheless, UAE-U.S. relations seem to be improving 
and Saudi Arabia will likely remain an important pillar of U.S. diplomacy in the 
region given its significant influence among its neighbors.  

12. Will Sub-Saharan Africa (SSA) face a potential debt crisis? 

There are increasing discussions about whether countries in Sub-Saharan Africa 
are on the verge of a debt crisis. Essentially, if one domino were to fall, would it set 
off a chain of defaults across the sub-region? In terms of gross government debt as 
a percent of GDP, SSA is not facing a crisis. Nevertheless, the debt level is still 
higher than before the debt write-offs under the HIPC/MDRI (Heavily Indebted Poor 
Countries/Multilateral Debt Relief) initiatives in the mid-2000s. Moreover, looking at 
the aggregate data does not mean there isn't a potential debt problem. This then 
raises the question of how it can be addressed.   

https://www.reuters.com/article/us-usa-saudi-arms/u-s-state-department-approves-potential-sale-of-3000-smart-bombs-to-saudi-arabia-idUSKBN29321O
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It is possible there is some kind of debt restructuring or re-profiling deals from 
Eurobond holders and the Chinese government. In parallel, the other critical policy 
debate will be over the pace of fiscal consolidation. In particular, policy will have to 
focus on revenue-led fiscal consolidation, because one very clear trend has been 
the decline in tax revenue collected as a share of GDP. Even under an optimistic 
scenario where GDP growth rebounds relatively robustly in SSA in 2021-22, the 
potential recovery of government revenue is still optimistic. However, crisis is often 
a good catalyst for policy change, so the question hanging over SSA in the coming 
years could well be whether the COVID-19 pandemic will be the catalyst for a much 
duller concern — tax reform? However, tax reform can also be politically difficult and 
depending on how the international debate on the burden of African debt plays out, 
debt rescheduling or re-profiling may ultimately prove the politically easier option.  

13. Latin America: Another year where politics will matter? 

2021 will be an eventful political year for Latin America. Presidential elections will 
take place in Chile, Ecuador, and Peru and the former will also embark in the 
process of drafting a new constitution. Chileans will first vote in local elections in 
April, in which members of the Constituent Assembly will also be elected. The 
Assembly will have up to 12 months to write a new constitution, which will then have 
to be ratified in a new referendum. A presidential first round and congressional 
election are also scheduled for November. In Ecuador, the presidential election will 
be sooner, with a first round scheduled for February and it seems likely to be a 
three-candidate race. The elections will be key not only because of the markedly 
different views the candidates have, but also given the fragile economic 
fundamentals which make the country particularly sensitive to a potential change in 
its economic policies. General elections are scheduled for Peru for April. Until then, 
the country will be run by interim President Francisco Sagasti. The recent 
confrontations between Congress and the executive and the impossibility to seek 
re-election at all levels likely mean relatively unknown candidates may emerge, 
though a clear list will not be available until early 2021. The main risk is that 
whoever wins does not have a relevant representation in Congress and that 
Congress continues to remain fragmented, meaning governability issues might 
endure into the next administration.  

 



 Citi GPS: Global Perspectives & Solutions January 2021   

 

© 2021 Citigroup 

18 

Global Fiscal Policy: From Life 
Preserver to Stimulus, When? 
The initiatives from fiscal policymakers during the COVID-19 pandemic have been 
aggressive and costly, but new and existing containment measures make it too 
early to withdraw the fiscal life preserver. The COVID-19-related fiscal actions add 
to an 18 percentage point rise in public debt globally, but the policies have “only” 
delivered a fiscal life preserver to households and firms (Figure 1). In other words, 
the policies help ensure that social activity and workplaces can return to normalcy 
when the pandemic is behind us, but they do not stimulate growth to recover the 
economic losses during the pandemic (Figure 2). 

Figure 18. AE, EM: Public Debt-to-GDP Ratios  Figure 19. Global: GDP Forecast and Pre-COVID-19 Trend 

 

 

 
Source: Haver, Citi Research  Source: Oxford Economics, Citi Research 

 
According to the IMF, fiscal measures (announced as of September 11, 2020) 
amount to $12 trillion globally, close to 12% of GDP, with half going to spending or 
forgone revenue and the other half to liquidity support. The size and composition of 
fiscal initiatives varies vastly with advanced economies and large emerging markets 
accounting for the substance of the global fiscal response. Most economies mainly 
focused the fiscal life preserver on households and employment, e.g., with 
additional unemployment compensation and furlough schemes that ensured a 
certain level of consumption despite the lockdowns (Figure 3). An important 
exception to this is China, where the fiscal effort concentrated on maintaining 
production. 

However, the global initiative is not fiscal stimulus and the economic losses during 
the pandemic have not been recovered. The lack of a net boost to economic activity 
reflects: (1) the nature of the fiscal initiatives, which aim mostly at supporting a 
certain level of consumption and ensuring that businesses stay afloat; (2) the 
lockdowns, which prevent consumers from spending and businesses from 
producing or servicing customers; and (3) the elevated uncertainty, which reduces 
investment appetite and lifts precautionary savings, whereby large shares of the 
fiscal support does not circulate in the economy. Put differently, the multipliers on 
the COVID-19-related fiscal measures are extremely low and are not initiating 
strong economic activity. 
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Fiscal policy needs to follow the stages of the pandemic to increase the likelihood 
that economic losses during the pandemic will be recovered. For economies — 
especially Europe and also the U.S. — where the new COVID-19 waves are 
resulting in new lockdown measures, there cannot yet be fiscal stimulus. Instead, 
2021 will, to some degree, be more of the same on the fiscal front, with policies 
focusing on ensuring that workplaces and social activity can return to normalcy after 
the pandemic. However, other economies, especially in Asia, have made further 
progress towards ending the spread of the virus, implying fiscal actions can move 
towards the next stage and begin to stimulate post-COVID-19 economic activity. In 
the meantime, when social distancing measures are eased gradually, it is important 
that the fiscal life preservers are not withdrawn too early. 

COVID-19 vaccinations will not compensate for fiscal easing although they could 
start lifting economies in advanced economies in late-2021 and in most emerging 
markets in the first half of 2022. A vaccine would have a positive economic impact, 
as it will normalize mobility that has tightened strongly on health risks and 
subsequent lockdowns. However, downside risks remain and relate, in particular, to 
low vaccine acceptance rates and the potential lack of belief in the vaccine efficacy 
with slow normalization of behavior amid continued health concerns. Moreover, a 
full recovery of cross-border tourism-related activities may take a long time, with the 
International Air Transport Association expecting global passenger traffic staying 
below pre-COVID-19 levels until 2024. 

In contrast to the vaccine, fiscal stimulus delivers not only an economic rebound, 
but a boost of growth that recovers previous losses.2 The latter follows if growth 
rises meaningfully above its potential, which is unlikely due to the vaccine alone, but 
it could follow from fiscal easing focusing on the right policy choices. Without fiscal 
stimulus, when the pandemic is brought under control for good, the risk remains that 
the recession will recast into a long period of slow growth; rising inequalities; and 
diminished prospects for living standards. 

Micro Decisions with Macro Consequences 
We illustrate the necessity for fiscal stimulus after the pandemic with a micro 
framework highlighting macroeconomic consequences.  

 From the business perspective: It is an optimal individual decision to reduce 
investment; lay off workers; or close a shop as the collapse in consumer activity 
due to the lockdowns reduces revenue and necessitates cost reduction. But one 
firm’s slashed expenditures is another firm’s weakening sales and aggregating 
the individual decisions yields an economic downturn that is socially suboptimal 
and worse for the individual too; laid-off workers without income will not return to 
consumer activity and bankrupt businesses will not hire once the pandemic 
passes. Hence, the macro consequences of what, at the micro-firm level, is a 
reasonable decision cannot be avoided without fiscal policy involvement. 

 From the perspective of households: The loss and gain to an individual is 
based structured in terms of getting sick or realizing that you are not going to get 
sick. To find out if you're sick involves testing which is administered by the 
government and, ultimately, a vaccine distributed by the government. Hence, an 
individual can only reach the good part of the distribution of the loss-function 
(realizing you are not going to get sick) with support from the government.  
 

                                                           
2 A rebound means just getting back to pre-COVID-19 days, while a recovery means 
making up lost revenue. 

As progress is made against the virus, fiscal 
policy needs to move from acting as a life 
preserver towards stimulating post-COVID-
19 economic activity 

Vaccines will help lifting economies but 
downside risks remain and full cross-border 
tourism-related activity may not fully recover 
until 2024 

Fiscal easing focusing on the right policy 
choices will deliver an economic rebound 
plus boost growth such that previous losses 
are recovered 
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From the perspective of society, knowing the individual test results are critical to 
limit the spread of the virus via quarantine. Thus, micro actions to avoid the bad 
part of the distribution (getting sick) means the macro outcomes are less bad too, 
but they require public involvement.  

Post-pandemic, the elevated economic uncertainty likely persists whereby cautious 
micro decisions will hold back a macro optimal recovery. A safe, effective, accepted, 
and believed vaccine will, without doubt, reduce uncertainty markedly, but it alone is 
unlikely to boost consumer spending meaningfully and encourage strong business 
investment (Figure 20 and Figure 21). Instead, the rise in debt, especially among 
low-income households and non-financial corporates, implies it can be individually 
optimal to deleverage rather than to spend and invest, when the economic situation 
improves. But this holds back the economic recovery and has suboptimal macro 
consequences. 

It is important to note there is a dual equilibrium post-pandemic — policy 
inducement can move micro decisions from the bad to the good macroeconomic 
outcome. In the bad equilibrium, there is a negative micro-based feedback 
mechanism which slows down macroeconomic activity, but the good equilibrium has 
a positive micro-driven circle resulting in stronger macroeconomic growth. Fiscal 
and monetary policy can help catalyze individual confidence to get to the positive 
feedback equilibrium; firstly, a continued accommodative monetary policy, with low 
debt servicing costs, reduces the individual need for deleveraging, and secondly, a 
fiscal commitment to support strong growth improves sentiment3 among households 
and firms and leaves a belief in future growth, which encourages spending and 
investment (especially in IT) rather than deleveraging. 

Fiscal and monetary policy need to create the belief that the future will be better in 
order to support the micro choices leading to the stronger macroeconomic situation 
and avoid the negative feedback equilibrium. Below we discuss how the right fiscal 
policy choices can catalyze private sector activity and reduce the risk of the 
negative, self-fulfilling feedback loop. 

Figure 20. AE: Uncertainty and Growth in Business Investment  Figure 21. AE, EM: Consumer Confidence 

 

 

 
Note: Q4-2020 value for uncertainty is data for October only.  
Source: National Statistics, Citi Research 

 Note: Dotted lines show long-term averages (2000-2020) 
Source: National Statistics, Citi Research 

 

                                                           
3 Fiscal easing could raise uncertainty about the economic outlook, if it leads to concerns 
about how the government will pay off the new debt. But this again brings back the fiscal-
monetary policy coordination, as low government funding costs help reduce debt 
sustainability concerns. 
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Public Investment Multipliers Are Particularly High When 
Economic Uncertainty Is Elevated 
Strong global growth and post-pandemic recovery require an improvement in 
business and consumer sentiment. As discussed above, a confidence boost is 
required to ensure that individually optimal micro decision don’t lead to suboptimal 
macroeconomic outcomes — fiscal easing can help deliver the necessary boost to 
confidence. The need for stronger sentiment also reflects the fact that no amount of 
public money can create sustainable growth. Instead, an improvement in confidence 
is crucial in reinforcing the private sector response to fiscal easing. We argue the 
global economy needs a catalyst for private sector investment that renews the 
capital stock, supports employment, as well as powers innovation and productivity 
growth. However, our analysis shows we are currently far away from that outcome.  

Meanwhile, record-high public debt limits the room for further fiscal support and 
implies that fiscal choices need to focus even more on instruments with high 
multipliers in order to deliver more with less. Fiscal multipliers have been extremely 
low during the pandemic due to the nature of the fiscal initiatives, the restrictions to 
consumers and business activity, and the high degree of uncertainty. However, 
when virus-related restrictions are removed governments will have a wide range of 
tools at their disposal. Economies will be able to circulate public money, which, in 
itself, will improve the fiscal multipliers considerably and fiscal easing can help 
reduce uncertainty, which will also improve the degree to which the public money is 
circulated in the economy. More generally, fiscal multipliers depend on: (1) the 
cyclical situation; (2) the structural characteristics; and (3) the fiscal instruments. 
More than ever, it is important that priority is given to the fiscal tools with the highest 
‘return’ in terms of driving an economic recovery and help to reduce debt ratios.  

Figure 22. Structural Characteristics Affecting Fiscal Multipliers  Figure 23. Conjectural Characteristics Affecting Fiscal Multipliers 
Structural Factors Affecting Fiscal Multipliers 
Trade openness (-): Open economies tend to have lower multipliers, as the demand 
leakage through imports is more pronounced. 
 
Labor market rigidity (+): Countries with rigid labor markets have larger multipliers if 
it reduces wage flexibility, as this tends to amplify the output response.  
 
Size of automatic fiscal stabilizers (-): Large automatic stabilizers reduce 
discretionary fiscal multipliers, as the automatic response offsets part of the 
discretionary fiscal policy change.  
 
Exchange rate regime (-): Flexible exchange rate regimes tend to lower multipliers 
as they offset the initial discretionary fiscal policy change. 
 
Government debt levels (-): High debt levels reduce multipliers as they are likely to 
have negative credibility and confidence effects on demand and interest rates. 
 
Public expenditure management and revenue administration (+): Inefficient 
collection of taxes and expenditure limit multipliers. 

 

 Conjectural Factors Affecting Fiscal Multipliers 
State of the business cycle (-): Fiscal multipliers are generally larger in downturns 
than in expansions, which could reflect asymmetric supply constraints. 
 
Degree of monetary accommodation (-): Multipliers can potentially be larger, when 
the use/transmission of monetary policy is impaired.  

 

Source: Citi Research  Source: Citi Research 

 
  

An improvement in confidence is crucial in 
reinforcing the private sector response to 
fiscal easing 

Fiscal choices need to focus on instruments 
with high multipliers to drive economic 
recovery and reduce debt ratios 



 Citi GPS: Global Perspectives & Solutions January 2021   

 

© 2021 Citigroup 

22 

Importantly, investment multipliers are particularly high under elevated uncertainty. A 
high degree of economic uncertainty leaves a depressed appetite among 
businesses for new investment, but public investment acts as a catalyst for private 
investment, as fiscal actions can boost confidence and thereby foster investment 
from businesses that might otherwise remain cautious in their decisions. The IMF 
estimates4 that an increase in public investment equivalent to 1% of GDP, in both 
advanced economies and emerging markets, can boost GDP by 2.7% after two 
years in periods of high uncertainty, compared with a rise of 0.6% when the level of 
uncertainty is not accounted for. Private investment would be boosted by 10% after 
two years under high uncertainty and employment would increase by 1.2% over two 
years in periods of uncertainty. Considered differently, a public investment boost of 
1% of GDP would create between 20 and 33 million jobs in advanced economies 
and emerging markets5, when the indirect economic effects of an investment 
stimulus are included. 

However, cash constraints and high corporate debt in light of the economic effects 
of the pandemic could lower the investment multiplier. According to the IMF6, boosts 
to public investment increase private investment less when firms are financially 
constrained. Hence, coordination between fiscal and monetary policy, with the latter 
focusing on liquidity provisions to firms, helps improve the fiscal multipliers. The IMF 
also found a statistical insignificant fiscal multiplier when firms are highly leveraged, 
as the fiscal money is devoted to pay back debt instead of to investment. As a 
result, private debt resolution seems needed to strengthen the fiscal policy’s ability 
to support the economy, while preserving long-term productivity growth, if focused 
on vulnerable but viable firms. The finding again points to the need for fiscal and 
monetary policy coordination, as low interest rates make debt reduction easier, but 
the loose monetary policy then also pushes out the reckoning of zombie firms.  

Fiscal Multipliers Are High When Fiscal and Monetary 
Policy Work Together 
The very accommodative monetary policy is creating fiscal space despite high 
public debt levels. The presence of central banks in government bond markets are 
keeping yields low and, for many economies, the main financier of government 
issuance is currently the central bank (Figure 24 &Figure 25). Added to this, 
upcoming policy choices could strengthen how monetary policy empowers fiscal 
policy even further. This follows as the world’s largest central banks are moving 
gradually towards yield curve control (YCC). The monetary policy tool has limited 
direct effectiveness when the yield curve is already flat. However, it provides scope 
for the coordination of fiscal and monetary policy and a Modern Monetary Theory 
(MMT) policy framework, as it implies central banks buy government bonds to 
anchor yields, irrespective of the amount of public issuance, and does so 
indefinitely. Our European economists already interpret the ECB’s quantitative 
easing (QE) purchases as a loose form of yield curve and spread control and 
expect further steps toward the policy tool, while the BoE is also moving further to 
YYC. If the BoJ, the ECB, and the BoE all do YCC in some form, the probability of 
the Fed also embarking on the policy tool goes up. 

                                                           
4 The IMF’s Fiscal Monitor has an empirical exercise covering 72 advanced economies 
and emerging markets with data on economic uncertainty regarding GDP forecasts, 
proxied by disagreement among forecasters, in order to shed light on how the fiscal 
multiplier depends on economic uncertainty. 
5 The employment estimates follow from using the 10-90% confidence interval. 
6 Estimates from the IMF are based on data for about 400,000 individual firms in eight 
sectors, covering 26 AEs and 23 emerging market and developing economies. 
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Some emerging market central banks have embraced investors’ new tolerance for 
monetary policy support. The experience of emerging market central banks, with 
regards to government bond purchases, is entirely different from the situation in 
advanced economies, but the accommodative monetary policy in advanced 
economies has allowed emerging market central banks to embark on new monetary 
policy tools. Previously, such measures would have led to capital outflow, but steep 
yield curves in emerging markets have allowed for central bank intervention in the 
bond market. However, in economies where borrowing costs or access to financing 
impose constraints, record-high public debt limits the room for further fiscal support. 

Fiscal multipliers are generally larger, when monetary policy is at the zero lower 
bound or when the transmission of monetary policy is impaired. Added to this, a 
monetized fiscal stimulus can be quite effective in delivering high fiscal multipliers. 
This follows, mainly, for two reasons: 

 First, the monetary support avoids the crowding-out effects of interest-sensitive 
spending through higher yields, at least as long as inflation expectations remain 
anchored. This follows as low government funding costs, which are ensured by 
central banks, limit debt sustainability concerns and market participants’ 
requirements for higher risk premia in response to fiscal easing. 

 Second, fully monetized fiscal easing avoids ‘Ricardian equivalence’ behavior, 
where households and firms scale back spending in anticipation of future tax 
increases to repay the debt. This reflects that credibility around the medium-term 
fiscal framework and debt sustainability become less relevant when the fiscal 
easing is fully monetized. 

Figure 24. Selected AE: Government Debt Held by Central Banks  Figure 25. Selected EM: Central Bank Purchase as % of Public Debt 

 

 

 
Source: Haver, National Central Banks, Citi Research  Source: Citi Research 
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Emerging Markets: The Good and 
Bad of Post-COVID-19 
There may well be good news for emerging markets in 2021, but the longer-term 
investment case for this asset class remains a bit fragile, in our view. If EM can 
move beyond the currently grim virus-related news from various countries where 
new waves of infections are evident — Brazil, Malaysia, Indonesia, South Africa, to 
name a few — there are indeed things to look forward to in 2021, thanks to (1) the 
impact of COVID-19 vaccines; (2) the end of Trumpian uncertainty; and (3) the 
generally strong outlook for capital flows to emerging markets. However, we believe 
EM’s pre-COVID-19 low-growth problem now has new drivers, namely the surge in 
public sector debt burdens, and a reluctance to tighten belts at the sovereign level. 
This year’s increase in EM public debt ramps up a trend that’s been evident in the 
past decade, but now the problem is accentuated by foreign investors’ loss of 
appetite for local currency bonds in many countries. As a consequence of these 
pressures, we see more dollar borrowing, more financial repression, and more 
experimental use of central bank balance sheets in EM; all of which steadily 
increase EM risk.  

In the very near term, the spreading of the virus remains a very serious concern in 
EM. Figure 26 shows that the number of confirmed cases of coronavirus infections 
in EM keeps increasing, and the rebound in the number of COVID-19-related 
deaths demonstrates that this is not merely the result of increased testing. Figure 27 
shows that this is certainly the case for some of the largest — and in some cases 
more fragile — emerging economies.  

Figure 26. EM Sees a Continued Increase in New Cases and Deaths…  Figure 27. …Led by Some of the Largest Emerging Economies 

 

 

 
Source: WHO, Citi Research  Source: WHO, Citi Research 

 
Moreover, EMs are unlikely to achieve any form of herd immunity through 
vaccinations in 2021, while developed markets have better prospects. Developed 
markets have secured about 85% of total bilateral pre-orders for vaccines. In many 
EMs, vaccine supply may fall short of demand in 2021 although some smaller, open 
economies might secure enough supply through bilateral deals to achieve herd 
immunity in late 2021. A few major EMs with domestically developed vaccines like 
China, India, and Russia could possibly achieve this by mid-2022. But others, 
especially lower-income EM with strained fiscal resources and limited capacity for 
domestic production, may have to rely on the COVAX facility for supply.7  

                                                           
7 The COVAX facility aims to provide 2 billion doses of COVID-19 vaccines by the end of 
2021 for low- and middle-income economies. The COVAX facility is part of COVAX, a 
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This would delay the lifting of restrictions in EM relative to DM, especially as some 
EMs might face the prospect of a second winter with the virus. As social distancing, 
rather than virus prevalence, is what will determine the shape and timing of a 
recovery in the early stages, EM faces the possibility of negative growth differentials 
towards DM. Moreover, DMs are not only likely to end social distancing at an earlier 
stage, but also benefit from an earlier reduction in uncertainty about the timing of 
this. In other words, the confidence intervals about the timing of the end of social 
distancing in DM will become increasingly narrow, but stay wider in EM. 

In the nearer term, EM can look forwards to the end of ‘Trumpian uncertainty’, which 
had both direct and indirect negative effects on trade. The main cost to EM of the 
Trump presidency was the injection of uncertainty into the global investment and 
trade cycles. As a result, trade growth has already, since 2012, been exceptionally 
low relative to global GDP growth. This uncertainty likely worked in two ways. One 
is direct: the Trump administration made it expensive and risky to invest in 
geographically spread supply chains. One is indirect: since uncertainty is the enemy 
of investment, and since investment supports global trade, the Trump effect on 
investment helped to squeeze trade growth. Although the end of Trumpian 
uncertainty is undeniably supportive for global investment and trade growth, 
advisers to the incoming Biden administration have expressed views which 
underpin the idea that a kind of economic nationalism is probably here to stay.8  

Figure 28. Uncertainty Increased Dramatically during the Trump Years  Figure 29. Trade Growth Fell to Unprecedented Levels vs. GDP Growth 

 

 

 
Source: Ahir, H, N Bloom, and D Furceri (2018), “World Uncertainty Index”, Stanford, 
Citi Research 

 Source: Haver Analytics, Citi Research 

 
In addition to less uncertainty, EM can look forward to strong capital flows: EM has 
low financing needs, rising reserves, and relatively cheap currencies. Capital flows 
to EM are, or course, the consequence of both ‘push’ and ‘pull’ factors. In 2020, the 
dominant ‘push’ factor was the collapse of U.S. yields. Largely as a result of this, 
issuance of foreign exchange-denominated bonds in 2020 was big (Figure 30) — 
reaching record volumes in dollar terms. This is particularly surprising considering 
the collapse in EM’s current account deficit in 2020 has reduced their overall 
external borrowing requirement.  

  
                                                           
global collaboration to accelerate access to COVID-19 vaccines and is led by GAVI the 
Vaccine Alliance, the Coalition for Epidemic Preparedness Innovations (CEPI), and the 
World Health Organization (WHO). 
8 See an article co-authored by Jake Sullivan, President-elect Biden’s nominee for 
Secretary of State here: https://foreignpolicy.com/2020/02/07/america-needs-a-new-
economic-philosophy-foreign-policy-experts-can-help/. 

0

10,000

20,000

30,000

40,000

50,000

60,000

2000 2004 2008 2012 2016 2020

World Uncertainty Index

-10
-8
-6
-4
-2
0
2
4
6

Q1-12 Q1-13 Q1-14 Q1-15 Q1-16 Q1-17 Q1-18 Q1-19 Q1-20

(ppts) Trade Growth Minus GDP Growth

Global DM EM

The end of Trumpian uncertainty is a 
positive but economic nationalism will not 
entirely disappear from the White House 

In addition to less uncertainty, EM can look 
forward to strong capital flows 



 Citi GPS: Global Perspectives & Solutions January 2021   

 

© 2021 Citigroup 

26 

Increased borrowing, despite the fact that EMs financing requirements are 
declining, probably suggests that ‘push’ factors have been the dominant driver of 
capital markets activity. The decline in EM borrowing requirements are proxied in 
Figure 31 and reflect that the collapse of imports which resulted from declining 
social mobility in 2020 was generally larger than the decline in exports.  

For EM ex-north Asia, Q2-2020 saw an overall current account surplus of 0.2% of 
GDP, roughly the same size as the peak surplus that existed in the aftermath of the 
global financial crisis. The appearance of this current account surplus, together with 
high the high volume of capital inflows, arithmetically leads to reserves 
accumulation in 2020, particularly in Asia and particularly among manufacturing 
exporters.  

Figure 30. Record-breaking EM Foreign Exchange Denominated Bond 
Issuance 

 Figure 31. EM’s Improving Capital Account Surplus Means it Doesn’t 
Need a Revival in Capital Inflows 

 

 

 
Source: Bondradar, Citi Research (Cut-off date is November 25, 2020)  Source: Haver Analytics, Citi Research 

 
The combination of rising reserves and a current account surplus makes EM a 
marginally more attractive place for the world’s funds. On the grounds that ‘lenders 
prefer borrowers who don’t need to borrow’, foreign creditors will like the fact that 
EM’s current account deficits have disappeared, and the increase in foreign 
exchange reserves improves these countries’ risk profile to some extent. In addition, 
the fact that currencies can hardly be considered to be over-valued is another factor 
that is likely to make the asset class relatively attractive going into 2021.  

Yet, one feature of the EM asset class in 2020 has been investors’ reluctance to 
hold local debt. We think this reluctance might well be structural. In March 2020, 
non-resident portfolio flows to EM turned negative and EM lost $90 billion in only 
one month according to the Institute for International Finance (IIF), but far the 
largest outflow on record for this database. The recovery since has been uneven 
across asset classes. Debt-related flows have recovered their March loss but 
investors did not return to EM debt across the board, with investors instead 
preferring to hold EM debt in hard currency rather than local currency. It is likely 
investors will hold some more local bonds again as global financial conditions are 
likely to remain accommodative for a long time. DM central banks are likely to keep 
a lid on bond yields and even engage in hybrid forms of deficit monetization. 
Coupled with a recovery in global risk appetite, this should generate further inflows 
into EM assets, including local currency bonds.  
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Figure 32. EM Lost $90 Billion in Non-Resident Portfolio Flows in March  Figure 33. Most Have Been Recovered But in Hard Currency Bonds 

 

 

 
Source: Haver Analytics, Citi Research  Source: Haver Analytics, Citi Research 

 
We are skeptical about how much beyond mean reversion this recovery will last. 
Most of our caution about flows into local-currency bond markets is related to EM-
specific pull factors, or the possible lack thereof. Our research shows the 
importance of economic surprises in pulling capital towards local currency bonds 
relative to hard currency bonds. Strong inflows into local currency bonds are even 
more associated with positive economic surprise. However, pre-pandemic, we were 
of the view that EM growth potential was overestimated and it is difficult to see how 
the pandemic might not have further worsened this situation. Crucially, lower 
potential growth might lead to lower equilibrium exchange rates and if investors 
come to a similar conclusion, EM might find it difficult to attract flows into local 
currency bonds.  

Public Debt and Economic Scarring 
The huge increase in public sector debt stocks is among the most important 
economic legacies of the pandemic. The question is whether this will further 
magnify EM’s structural growth problem. Academic and institutional literature on 
whether high public debt has negative effects on growth has not come to a 
consensus on this, but many studies find thresholds somewhere between 75% and 
100% of GDP above which debt starts weighing on growth. Government interest 
rate payments relative to GDP are set to increase in most of EM. This might 
displace other, more efficient government spending, and even more so if interest 
rates were to rise.  

EM’s limited ability to tolerate growing public domestic debt burdens is at odds with 
the growing resistance to ‘belt-tightening’ that now seems evident. It is obviously 
true that in a crisis like the one we’ve had this year, policymakers shouldn’t be belt 
tightening, but should instead seek to finance whatever size of deficit is needed to 
cope with the emergency. That said, we think there might be an anti-belt tightening 
zeitgeist, both in DM and EM that is also reflected in communication and 
publications by the (usually) fiscally conservative institutions like the IMF. 
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If governments want to run big deficits but foreigners remain shy to buy local bonds, 
we see three trends in the future that will help square the circle. 

 The first trend is likely to be a greater reliance on borrowing in foreign exchange 
versus borrowing in local currency. With the ‘push’ factor of collapsing nominal 
and real yields in the U.S. continuing, creditor’s demand for higher-yielding dollar 
assets will remain strong. From a debtor’s perspective, issuing foreign exchange-
denominated debt might well seem increasingly attractive if domestic yields stay 
high, making foreign borrowing seem more cost-effective. 

 The second trend will be a revival of financial repression, in which banks are 
encouraged by suasion and regulation to own more government debt. This would 
ensure that local banks’ balance sheets are available to absorb large amount of 
government bond issuance. 

 Finally, we think it is worth anticipating further loss of purity in the distinction 
between fiscal and monetary policy in EM, with inflation being the constraint. 
Fiscal dominance — a situation in which the central bank’s balance sheet is 
available to east the government’s budget constraint — is more likely under 
circumstances where public debt is high and inflation is low. Since this is the 
world in which we think we are in, investors should be prepared for more 
sustained challenges to the ‘Washington Consensus’ that has dominated EM 
policymaking for the last three decades. In other words, beyond the certainties 
offered by low U.S. yields, an end to COVID-19, and a Biden administration that 
emphasizes rules-based multilateralism, there are still plenty of uncertainties.  
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Asia Economics: Five Themes 
We see 2021 as a positive year for fundamentals and financial assets in Asia. 
Vaccination rollout will be upon us, even though developed markets may get it 
before much of emerging markets. Alongside protracted central bank 
accommodation and reduced volatility of U.S.-China relations, we expect a positive 
risk tone to Asian financial markets in 2021. In the next few pages, we outline five 
key macro themes that will impact Asia’s financial markets in 2021. First, the 
vaccine growth beta will be the dominant theme, and while more developed Asia will 
likely be able to vaccinate their population earlier, it will be South (east) Asia led by 
the Philippines and Malaysia that may benefit the most, while China will likely be the 
vaccine underperformer. Second, reflation themes may not mean significantly rising 
rates, we think a number of economies face Japanification risks, leading to an 
aversion to foreign exchange outperformance and an opportunity to fade upward 
rates moves. Third, buoyant capital inflows and foreign exchange appreciation 
pressures will likely lead to stepped-up foreign exchange intervention, capital flow 
measures, and macroprudential tightening. Fourth, structural reforms could catalyze 
capacity additions and new supply chain beneficiaries, particularly Indonesia. And 
last, Chinese growth next year will be more consumption-driven, aided by 
supportive policies driving the internal circular economics ethos.  

Theme #1: Vaccine Rollout and Growth Beta to Asia 

Translating effective and safe vaccines to mass inoculations and building herd 
immunity face at least two important hurdles: (1) production of both the vaccine 
itself and the associated tools needed to store and administer the vaccines; and (2) 
public acceptance of immunization and government’s organizational capacity to 
deliver on mass vaccination programs once the public is willing. Cold-chain logistics 
and two-dose regimens add complications to this delivery capacity, especially in 
emerging economies.  

We expect some form of herd immunity could be achieved in developed markets 
and the advanced Asian economies in 2021. Emerging markets will likely need to 
wait until 2022. In Asia, we expect Japan, Australia, and the likes of Hong Kong 
(and we suspect Singapore) can secure and administer these vaccines fairly 
efficiently by the second half of 2021. Poorer nations like Bangladesh or the 
Philippines, which are not major pharmaceutical production hubs (unlike India), will 
remain relatively behind in the queue, and likely face capacity constraints to 
administer mass inoculations.  

This “DM before EM” sequence might fail in cases where vaccine acceptance rates 
are low. In Asia it is fairly high. We think vaccine acceptance is linked closely with 
public trust in government institutions and in their safety and efficacy. If there is one 
perhaps rather oversimplified lesson from the COVID-19 episode, it’s that Asia-Pac 
has arguably demonstrated greater acceptance of public health measures than 
some economies in the West, notably when it comes to ubiquitous mask wearing 
and social distancing protocols. Ipsos’s second survey of global attitudes towards a 
COVID-19 vaccine somewhat bears this out, where outside of Japan, vaccine 
acceptance for COVID-19 is relatively high among Asia-Pac economies in their 
sample, in contrast to the U.S. or Europe (Figure 34). 
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Figure 34. How Soon After the COVID-19 Vaccine Becomes Available and the Vaccine is 
Available to All, Would You Become Vaccinated? 

 
Note: Global attitudes on a COVID-19 vaccine, Ipsos survey for the World Economic Forum (conducted in October 
8-15, 2020) 
Source: Ipsos, Citi Research 

 

We think an important key to assessing the direct ‘growth beta’ of varying countries 
to vaccine deployment is linking mobility to GDP growth. Analysis we did in the 
second and third quarter of 2020 showed that a quarterly change in our social 
distancing index (average of four mobility measures in the Google COVID-19 
Mobility Report) explains 88% of the variance of actual GDP growth (% QoQ 
seasonally adjusted annual rate) in 22 of the economies we looked at. We think the 
positive impact of vaccinations will be bigger in economies where mobility has been 
persistently weak. We assume the average mobility in October-November 2020 as 
the pre-vaccine mobility that will be sustained prior to achieving some herd 
immunity via vaccination in 2021-2202 to assess the GDP growth impact. 

Our methodological approach has at least four shortcomings: the observed mobility 
for October-November may not be the baseline, there may be a bigger lag in cross-
border mobility than we assume; we don’t capture indirect positive spillovers from 
vaccinations through trade; and we don’t capture those spillovers from a rebound in 
commodity prices.  

Despite these shortcomings, we think we can capture the relative ranking of growth 
response to the vaccine: Philippines and Malaysia benefit the most in Asia. As 
Figure 36 shows, India (IN) and Indonesia (ID) are in the middle of the pack as their 
mobility has improved notwithstanding persistent virus prevalence. In fact, one 
seroprevalence study estimates the COVID-19 infection rate for slum and non-slum 
population in Mumbai is already relatively high at 54.1% and 16.1%, respectively. 
Depending on how long this confers immunity, by the time mass vaccinations are 
rolled out in India, the share of the population that have developed antibodies will 
likely be much higher, lowering the vaccine growth beta.  

China is seen as having among the lowest growth beta to the vaccines, along with 
neighboring North Asia. This is also illustrated in Figure 36. China’s low response is 
simply the result of domestic mobility already having normalized significantly after 
several months of effective virus suppression. These is still a question of how the 
Chinese vaccine will be distributed, but it is less likely China will need to pursue 
mass vaccinations domestically. 
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Instead, China may use its targeted 1.8-1.9 billion of vaccine production targets 
(assuming they are all successful) elsewhere for vaccine diplomacy efforts in 2021.9 
Thus, vaccine rollout and achieving herd immunity in less populous emerging 
markets may move in tandem with developed markets, possibly in the Middle East, 
for example.  

Figure 35. In Our Base Case, COVID-19 Vaccination Could Raise Global 
GDP Growth by 0.7ppt in 2021 and 3.0ppt in 2022 

 Figure 36. We Estimate the Positive Impact of Vaccination on Economic 
Growth Would be Smaller in Northeast Asia vs. South (east) Asia 

 

 

 
Note: Oxford Economics’ Global Economic Model is used. We assume the positive 
impact in our estimation is a marginal change from an economic scenario with no 
improvement in mobility. 
Source: Citi Research 

 Note: Oxford Economics’ Global Economic Model is used. We assume the positive 
impact in our estimation is a marginal change from an economic scenario with no 
improvement in mobility. 
Source: Citi Research 

 
Theme #2: Japanification to Haunt Some Asia Pacific Economies 

With a reflation narrative gathering pace with the vaccine, the question arises 
whether we will see a sustained rise in yields/steeper curves amid rising inflation 
expectations that one would associate with economic recovery. While inflation is 
expected to pick up for many economies, we believe the underlying inflationary 
pressure will remain benign at historically low levels for a while. Some of the factors 
suppressing Asian inflation are structural and precede the pandemic. Globalization, 
the IT revolution, and automation with the proliferation of scalable technologies that 
tend to be deflationary are some of the important drivers. And while food inflation 
has historically been an important source of inflation volatility in EM Asia, even this 
may be in secular decline aided by changes in government procurement and pricing 
policies, water infrastructure improvements, and the adoption of smart farming 
methods.  

But some of the factors that will drag down inflation/inflation expectations are 
directly borne by the lasting economic scars of the pandemic. We think COVID-19 
and the rapid digitization that accompanied it could be viewed as a significant 
deflationary shock to the more labor-intensive services sector, displacing workers, 
and leaving capital stock idle in transport, tourism, retail/commercial, 
sports/entertainment etc. These labor market dislocations will likely take a while to 
recover, and coupled with Asia’s relatively more stingy social safety nets, could lead 
to persistent precautionary spending and investment behavior after the initial pent-
up demand surge is released post-vaccine.10 

                                                           
9 Cohen, J., "With global push for COVID-19 vaccines, China aims to win friends and cut 
deals", Science Magazine, November 25, 2020. 
10 O. Jorda et al. “Long Run Economic Consequences of Pandemics”, Federal Reserve 
Bank San Francisco Working Paper no. 2020-09 (June 2020). 
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Figure 37. Employment Share in Services (%) 

 
Source: Haver Analytics, World Bank, CEIC, Citi Research 

 
This then brings us to the risk of a more widespread predicament of Japanification 
in Asia-Pacific. Japanification is a term to connote the condition of prolonged 
anemic growth, low inflation, and low interest rates used to characterize much of 
Japan’s economic predicament since the bursting of the asset bubble in the early 
1990s. This has been attributed largely to two major drivers. The first relates to 
Japan’s diminished potential growth weighed against significant balance sheet 
weakness. The asset price and capital misallocation in Japan prior to the bust was 
significant, and economic drag was compounded by Japan’s rapidly aging 
population. Others argued that Japan’s lost decade was attributed to policy 
mistakes including the failure to ease adequately during the 1991-94 period and 
contractionary fiscal policy for much of the 1990s. 

Higher-income Asian economies are prime candidates for Japanification, especially 
Australia, Hong Kong, Singapore, Korea, and Taiwan. Among the five, we think 
Taiwan and Korea are able to effectively delay Japanification through investment 
and productivity growth, while aggressive policy responses in Australia may also 
help it stave off the risk for now. However, we expect Japanification will haunt Hong 
Kong and Singapore more. Both are very highly service-dependent economies hard 
hit by the pandemic, with Hong Kong already facing further headwinds from geo- 
and local political challenges. A delayed recovery in international travel will likely 
extend Hong Kong’s economic pain and investment growth has collapsed and is 
expected to be persistently contractionary in 2021. Prospects for reviving future 
investment there will hinge largely on the resumption of mainland China investment 
and public infrastructure which isn’t forthcoming in 2021. Singapore is expected to 
post positive investment growth in 2021, aided by digitization boosting its 
information & communication technology (ICT) sector and Chinese tech firm 
relocation, but this is not expected to offset even 60% of the real investment loss in 
2020.  

Thailand is a candidate for “premature” Japanification" as policy inadequacies could 
keep growth below potential. Thailand should have higher potential growth from 
productivity gains through technology catch-up and sector reallocation away from 
agriculture, notwithstanding its own premature aging profile. But a very conservative 
policy framework, bouts of political instability, insufficient economic and education 
reforms, and more competitive neighbors siphoning foreign direct investment 
appear to have dampened investment prospects.  
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Theme 3: Strong Capital Inflows Will Put Asian Central Banks on the 
Defensive 

We see three factors supporting Asian foreign exchange appreciation pressures in 
2021, which in turn will lead to increased foreign exchange intervention that may 
raise eyebrows in the U.S., and stepped up capital flow management and 
macroprudential policies.  

First, sustained accommodative monetary policies in the U.S., alongside positive 
risk sentiment fueled by vaccine optimism, will sustain secular U.S. dollar weakness 
and support capital inflows into Asia. Positioning and flows into local markets in 
emerging market economies (outside of a secular rise in China) and equities still 
look relatively light, and a risk rally could further fuel inflows into this asset class.  

Figure 38. U.S. Dollar Real Effective Exchange Rate (US REER) Looks 
Historically Expensive and Has Likely Peaked 

 Figure 39. Select Asia: Net Foreign Inflows in Local Currency Debt 

 

 

 
Source: Haver, Fed, BIS, OECD, Citi Research  Source: Bloomberg, CEIC, Citi Research 

 
Second, earlier steps towards monetary policy normalization in parts of Asia, well 
ahead of the Fed and other developed market central banks, could further support 
Asian foreign exchange. Growth rebounded much earlier in North Asia, and many 
economies do not have the same flexibility to maintain extended monetary 
accommodation due either to concerns about inflation, financial, or external stability 
considerations. This will become particularly challenging for EM Asia with has 
shallower and less liquid markets, is susceptible to excessive foreign exchange 
volatility at a time when we don’t expect the Fed to lift the short term policy rate until 
2023, and the use of forward guidance and longer duration bond purchases will 
anchor the long end of the U.S. yield curve. We think the major Asian economies —
China, Korea, Pakistan, Indonesia and possibly India — will need to start the path 
towards monetary policy normalization earlier than the Fed, for different reasons. 
These range from concerns over property prices, high levels of leverage, or robust 
credit growth. 
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Third, Asia’s current account balances may remain strong — or even improve in 
some cases amid the sequencing of the vaccine rollout potentially impacting major 
export markets in develop economies before it hits domestic economies in emerging 
markets. Thus, recovery in imports may continue to lag export recovery in a number 
of Asian markets. In the case of China, the services deficit may also remain low as 
we think overseas travel will stay very subdued in 2021 and not really meaningfully 
pick up until 2022. 

How will Asian central banks react to currency appreciation pressure? Will they 
mitigate the pressure via a combination of 'subnormal interest rates', foreign 
exchange intervention, capital flow measures, or macroprudential policies to curb 
financial stability risks? While there is certainly scope to absorb more foreign 
exchange appreciation as the fundamental backdrop improves, we think capital 
flows, which are influenced by global liquidity and ‘risk-on’, will raise policymaker’s 
concerns over excessive foreign exchange volatility/appreciation and risks to 
financial stability by boosting asset prices and resource misallocation, as well as 
undermining the desired stance of monetary policy. While exchange rate pass-
through on inflation (i.e., the threat of driving down already low inflation) is 
estimated to have diminished, adverse trade competitiveness considerations on 
outsized appreciation, via import/export prices and corporate profits, will likely be a 
concern especially given the still nascent economic recovery.11 We see three 
options for Asian central banks: 

 Keep rates ‘subnormally’ low: This will likely be prevalent and justifiable in 
many cases — as we think inflation risks are muted given the substantial slack in 
labor markets. We regard central banks in good 'virus-suppressors’ of North Asia 
— i.e., Vietnam and Taiwan — as candidates where foreign exchange 
appreciation pressure amid the low U.S. rate environment will likely delay policy 
normalization beyond what fundamentals would suggest.  

 Net foreign exchange interventions: This will likely persist in 2021 and may 
raise some geopolitical issues, as 2020 was already a year of significant post-
COVID-19 net foreign exchange intervention accompanying a notoriously absent 
U.S. Treasury bi-annual foreign exchange report. This could cause some 
currency skirmish with the U.S. in 2021.  

 Capital flow management policies: This is getting greater policy recognition as 
an important part of the policy toolkit. We think officials will trade carefully on 
measures that deter inflow, especially the likes of China that has been opening 
up its capital account in a bid to advance the renminbi internationalization and 
develop its capital markets.  

Finally, we should expect to see more macroprudential policy measures, especially 
on housing if favorable capital flow trends persist. The low rate, ample liquidity, and 
risk-on environment threatens to further fuel asset prices in some property markets 
that had barely corrected at the height of COVID-19 , and continued their ascent. 
This will complicate policymaking at a time when inequality is high, job markets 
remain soft, and housing affordability will remain a public concern. China, Korea, 
Taiwan, and even Singapore are prime candidates here.  

                                                           
11 We pointed out in July that the consensus view, visibly endorsed by the IMF, is 
increasingly moving away from capital market openness and exchange rate flexibility and 
instead, advocating for integrated policy framework where foreign exchange 
interventions, capital flow and macro prudential measures may be more desirable to 
preserve monetary policy independence.  

Figure 40. Trends in Asia's Current Accounts 

 
Source: CEIC, Haver, Citi Research 
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Theme #4: Supply Chain Shifts: Resuming from COVID-19 Disruptions 
amidst Reform Catalysts 

The COVID-19 pandemic accelerated supply chain shifts via trade diversion in 
2020, and structural reforms could catalyze capacity additions and new 
beneficiaries from 2021-2022, especially in Indonesia. The same economies that 
benefited from trade diversion in 2018-19 — Vietnam, Thailand, Malaysia, 
Singapore, and Taiwan — continued to do so in 2020 at an accelerated pace, as 
firms sought to reduce over-reliance on Chinese suppliers. Even as trade diversion 
accelerated, supply chain shifts deepening towards capacity additions were delayed 
by the COVID-19 recession. Importantly, signs of diversification in supply chain 
shifts have emerged, in terms of geographies and sectors. 

With earlier structural drivers still intact, broadening and deepening of supply chain 
diversification could resume or strengthen into 2021-22, catalyzed by two important 
reforms in 2020. At the regional level RCEP (Regional Comprehensive Economic 
Partnership) could catalyze supply chain diversification in at least two aspects.  

 First, through provisions to promote foreign direct investment by (1) improving 
market access; (2) granting most-favored nation (MFN) treatment to RCEP 
members; and (3) strengthening intellectual property rights framework. While 
difficult to quantify, RCEP could also further bind ASEAN close to China, 
potentially spurring more diversified Chinese investments into ASEAN, including 
under the Belt and Road Initiative.  

 Second, RCEP facilitates intra-regional trade by lowering transactions costs, 
which will encourage companies to source more inputs and produce more within 
RCEP. These include eliminating most tariffs, simplifying customs procedures, 
and establishing common Rule of Origin. Despite China’s scale and scope as a 
production base, lower barriers to trade could increase ASEAN’s attractiveness 
as an alternative production hub for exports, given the latter’s lower costs and 
continued tensions between the U.S. and China.  

Gains from RCEP could be complemented at the national level by domestic reforms 
that reduce barriers to foreign direct investment, with Indonesia’s Omnibus Law in 
October a prime example. Broadly, the law aims to reduce policy uncertainties, 
improve the business environment, and provide regulatory frameworks for 
investments into new industries. These reforms could facilitate Indonesia’s 
integration into regional supply chains through foreign direct investment in several 
sectors. Integration of Indonesia into ASEAN’s export-oriented supply chain could 
also help exports in the rest of ASEAN. Indonesia’s global value chain integration is 
low compared to regional peers and could increase as a by-product of reduced 
foreign direct investment restriction in export-oriented industries. This could spur 
Indonesia’s imports of intermediate goods, and RCEP members could see stronger 
gains given their higher import market shares, led by China, Singapore, Japan, and 
Thailand.  

Theme #5: China’s Consumption Catch-Up 

We expect consumption to be the leading driver of growth in China in 2021, a sharp 
reversal from the trend in 2020 when household consumption acted as a drag. On 
the demand side, monetary easing and fiscal stimulus have exerted a direct boost 
to investment, but consumer spending turned out to be most vulnerable. In 2020, 
the government didn’t offer broad-based stimulus on a comparable scale as the 
personal income tax cut in 2019 to spur consumption.  
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Thus, for the first time ever recorded, final consumption (household + government) 
will be a drag to GDP in 2020, with consumer services being hit more and 
recovering more slowly than goods consumption and within goods, consumer 
staples as well as medicine proving more resilient than discretionary production  

At the macro level, we see consumption as the main engine for growth in 2021, 
contributing 6 percentage points to the 8.2% projected year-over-year growth in 
2021 vs. a decline of 1.4 percentage points in 2020. Government consumption 
should exhibit smaller swings but household consumption will likely catch up rapidly, 
posting double-digit growth.  

Retail sales are set for decade-high growth in 2021. We forecast retail sales growth 
to jump from -4.1% year-over-year in 2020 to 16.5% year-over-year in 2021, the 
highest reading since 2011. We believe consumer services and discretionary 
products will see a stronger sales rebound than consumer staples. What is driving 
our optimism, over the Chinese consumer?  

First, COVID-19 vaccines are expected to generate a more pronounced boost to 
consumer services. The government is planning to expand China’s vaccine 
production capacity from 610 million doses this year to well above 1 billion doses in 
2021. China may not be able to achieve herd immunity until early 2022, but the wide 
availability of effective vaccines would greatly facilitate the prevention and control of 
COVID-19. Together with active public health policies, vaccination could allow much 
faster resocialization and consumer services like catering, tourism, travel, and 
entertainment as well as benefitting from the further normalization of mobility.  

Second, labor market conditions and income growth are expected to catch up with 
the overall recovery. The surveyed unemployment rate has pulled back from the 
peak of 6.2% to 5.3% in October vs. the pre-COVID-19 level of 5.2% in December 
2019. China did not suffer the same degree of labor market scarring as other 
economies, and accelerating services recovery ahead should lend stronger support 
to employment. A tighter labor market would then translate into higher income 
growth.  

Third, pro-cyclical spending tendency would help unleash pent-up demand. Families 
not only earned less but also saved more in 2020. With improving economic, 
employment, and public health prospects, this should lessen the precautionary 
motive and boost confidence for households to pursue delayed consumption in 
2021. Given the continued cross-border travel bans and China’s better domestic 
control over COVID-19, the pent-up demand for outbound tourism and spending 
would be increasingly substituted by domestic purchase of high-end goods and 
services.  

Fourth, we expect more government support in targeted sectors which is already 
underway. Key sectors highlighted by the Cabinet in their ‘domestic demand 
expansion strategy’ include automobiles, home appliance, furniture, and home 
decoration services, catering, low-tier markets, and internet plus tourism.  

Finally, and more importantly, we expect real progress in structural reforms toward 
building a consumer society. At the heart of dual circulation is a rebalancing toward 
consumption and we believe the effort to implement the 14th Five-Year Plan will be 
significantly front-end loaded. Most relevant to households, we think reforms in 
China's system of household registration (Hukou) which will accelerate the process 
for migrating workers to settle down in cities and become urban cities, a broadening 
of a pilot scheme to marketize rural housing plots and the plans to ensure home 
price stability.   
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Global Commodities: Curb Your 
Enthusiasm 
Vaccine frenzy through most of the month of November, especially but not only for 
oil, supplanted China frenzy, which boosted industrial metals prices earlier in the 
year providing froth to markets and a pull back. This now sets the stage for a more 
durable rally for most, but not all commodities, with a crescendo toward year-end 
2021. 

Several themes color expectations for 2021, as the year opens with a bifurcated 
global economy, pitting exuberant economic and pandemic recovery in East Asia, 
especially China, against sagging economic growth in most of the rest of the 
Northern Hemisphere as the pandemic expands, probably through winter, before 
reaching a natural turning point. By mid-year enough vaccine material is likely to be 
available to facilitate a further rebound in global growth, a closing of the two years-
on-year gap (2021 vs. 2019) in the level of growth around the world and a rebound 
in trade.  

Even as the commodities complex looks likely to enter a period of potential pause 
this winter, the outlook across commodities looks robust for 2021, sustained by 
tightening market conditions across the industrial metals complex with a more 
neutral tinge for some metals, given investor exuberance as 2020 entered the fourth 
quarter, especially for copper. 

Oil is geopolitically tenuous largely because of the huge spare capacity in the 
system and political disputes at the core of the OPEC+ producer group. Even if 
discipline is maintained into 2021, we believe the disagreements between the UAE 
and Saudi Arabia over production policy, which have simmered since the middle of 
2020, could re-emerge at any time. The last time the producers were in 
disagreement over production policy (March 2020), prices plunged by 25% pretty 
quickly and that risk looms for 2021. The latest OPEC+ agreement allows the 
industry to recover, but problems could ignite later. It would be difficult to hold the 
producer group together, when the UAE has an expanding production capacity and 
crude contracts to promote, and when Russia’s commitment is less than solid. 

While commodity-intensive growth in China alone will not likely be able to pull all 
commodities out of the doldrums, the Middle Kingdom’s centrality to commodities in 
general can go a long way. To be sure, the Chinese economy is far less commodity-
intensive than it was during the roughly 20 years of frenetic urbanization and fixed 
asset investment that ended around a decade ago. However, it remains the case 
that China is a disproportionately large buyer of commodities. In 2020, security 
concerns in Beijing are unleashing a new spurt in strategic stockpiling. This should 
see demand increase across commodities, countering any decline induced by 
changes in fixed asset investment or industrial production. A major issue is timing of 
purchases. Historically, Chinese authorities have been careful to time State 
Reserves Bureau (SRB) purchase for periods of relatively low prices relative to 
marginal producer costs. However, this past year has seen buying of copper at 
relatively high price levels.  

A continued rebound in commodity prices should attract investor flows as the year 
progresses. Tightening markets should also tighten term structure, inducing greater 
passive inflows to take advantage of growing backwardation and positive roll 
returns. Gold might lose its magnetism and oil could be vulnerable to geopolitics.  
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Chinese stockpiling in a market that is structurally tightening, should help assure 
limited downside to timespreads, especially in industrial metals and PGMs 
(platinum-group metals), and facilitate substantial upside to timespreads across 
commodities. OPEC+ discipline should reinforce this in oil as well, facilitating 
investors flows into commodities through the year ahead. Bloomberg reports the 
Chinese government targets holding oil stockpiles equivalent to 90 days of net 
imports, eventually expanding to 180 days, including commercial reserves. If China 
targets only 90 days of import-cover by the end of the 14th Five Year Plan vs. the 
current 25 days of cover, China would import over 700 million barrels (mbbl) of 
additional crude oil in total or 390,000 barrels per day (390 kb/d), based on average. 
Any acceleration in meeting a 180-day target would be even more aggressive. 
China’s strategic copper purchases could mop up any surplus in the global market, 
raising prices. Reports of SRB buying have tended to occur when prices have been 
low relative to marginal production costs, with the potential exception being the 
most recent round of reported buying. Cobalt, rare earth metals, and row crops are 
also likely under the radar of strategic stockpiling.  

Financial flows have had a noteworthy impact on commodities at various times in 
2020, particularly on gold, copper, and oil, and these will have reverberations in 
markets in 2021 and beyond. Structural longs dominated the gold market and 
commodities investor flows through much of 2019 and 2020, but in the middle of the 
fourth quarter of 2020, speculators were targeting an end to the bull cycle.  

As commodity prices rebounded from the March/April 2020 troughs, retail and 
institutional commodities assets under management (AUM) also recovered steadily 
across passive indices, exchange traded funds (ETFs) and active fund holdings, 
after dropping below $400 billion in March 2020 for the first time since the fourth 
quarter of 2018. We estimate total commodities AUM at ~$590 billion by the end of 
November 2020. Our model shows that cumulative 2020 year-to-date net inflows to 
commodity ETFs and index projects totaled $80.3 billion by late November. With the 
help of strong gold inflows, precious metals still account for the vast majority (77%, 
or ~$61.9 billion) of the net inflows, while other sectors are also catching up 
particularly in recent months.  

Financial flows and ESG issues are likely to play major roles in commodities 
through 2021 and into 2022. We expect term structures across most commodities to 
strengthen over 2021, with backwardation becoming more dominant for energy, 
industrial metals, agricultural commodities and PGMs. Structure plus higher flat 
prices for most commodities should trigger positive flows in the sector. Meanwhile 
Environmental, Social and Governance (ESG) issues should provide headwinds for 
oil and gas and tailwinds for many metals.  

Energy 
COVID-19 and its lasting impacts, the latest oil price crash, and the beginning of a 
decades-long energy transition could converge to drive a major restructuring of the 
oil sector throughout 2021 and beyond. 

Even with the economic and oil demand recovery post-COVID-19, there looks to be 
a structural break in demand for jet fuel and gasoline given business travel and 
remote work trends. Refineries, already under pressure from over capacity, need to 
shift product yields in response, even as an energy transition presents further 
product slate challenges.  
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But the very structure of the industry is being challenged, with an oversupplied 
refining sector requiring rationalization. In addition, challenges to the focus of the 
upstream sector are leading to rapid consolidation to the ‘integrated’ oil company 
model and to a new focus on ‘energy as a whole’, including integration of the power 
sector into what had been until now a focus on exploitation. 

Global climate policy is at an inflection point. More and more net zero targets or 
climate commitments are being announced by countries, as well as companies. 
These targets range from economy-wide ones, to ones focused on the power 
sector. Some are for road transportation too, including internal combustion engine 
vehicle targets (as a percent of sales or percent of fleet) by certain dates. Low-
carbon fuel standard (LCFS)-like policies may emerge too. International 
organizations including the ICAO (International Civil Aviation Organization) and IMO 
(International Maritime Organization) continue to address aviation and shipping de-
carbonization targets. Europe and the OECD (Organization for Economic Co-
operation & Development) are moving quickly towards net zero targets. China has 
set ambitious long-term goals in its latest Five Year Plan, which provide a clear top-
down signal, but near-term measures still look gradual. India and other emerging 
markets may be laggards on climate policy, where transportation is growing 
strongly. But the U.S. rejoining the Paris Accord, and Biden’s climate plan, could 
herald major changes domestically in the U.S. as well as in terms of international 
climate diplomacy, particularly vis-à-vis China. 

Incoming regulations in the U.S. with a Biden Administration pose great 
uncertainties. What can be done by executive action and regulation vs. legislation? 
Domestically, executive actions and regulations could impact development on 
Federal lands and water; address flaring and methane leakage; lead to slower 
approvals for interstate pipelines and ports on stricter environmental assessments; 
and withhold approval for the Keystone XL pipeline across the U.S.-Canada 
international border. Prospects for U.S. carbon tax and/or carbon border adjustment 
could require legislation and there could be bipartisan interest in this. Extending tax 
credits that support carbon capture and storage for projects starting in 2024 and 
later could be achievable, helping to decarbonize heavy industry, petrochemicals 
facilities, oil refineries, ethanol producers, etc.  

All of this as the U.S. shale sector is navigating the recent oil price crash against a 
pre-existing capital discipline narrative. Oil majors, and petro-states, need to evolve 
too in this market environment, amid a still-prickly geopolitical environment.  

 Oil sector restructuring in the wake of COVID-19, and the energy transition: 
U.S. shale was already dealing with the capital discipline narrative since the 2014 
oil price crash, and now COVID-19. Bankruptcies and consolidation are on the 
rise. Meanwhile de-carbonization pathways are shaping the coming decade, and 
the oil sector faces significant challenges — and opportunities. 
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Figure 41. U.S. Oil Rig Count by Company Type, end-Dec 2019  Figure 42. U.S. Oil Rig Count By Company Type, end-Sept 2020 

 

 

 
Source: Enverus, Citi Research  Source: Citi Research 

 
 OPEC+ continues to manage production monthly, but cracks may be 

showing: Based on official production figures and cargo tracking flows from 
December 2020, OPEC+ production between May and December 2020 was 
disciplined, yet ~20 million barrels (m bbls) above the agreed quota output. Saudi 
Arabia carried the heavier burden, while compliance among non-OPEC countries 
was poor. Compliance could slip further during the third round of tapers. Though 
OPEC+ may be hailing market share victory over the U.S. and non-OPEC+ 
producers in 2020-21, the U.S. remains in a strong position with technological 
innovation and falling costs, and market drivers largely, though not entirely, 
isolated from government policy. Meanwhile, peaking oil demand remains a 
challenge. 

 Geopolitical supply risks remain: Geopolitical uncertainties loom over the oil 
market in the near future and could easily swing the balance in either direction. 
Libya has been a bearish factor, but in the past disappointing production from 
Iran, Iraq, Nigeria, and Venezuela exacerbated the supply issues just as demand 
was recovering, overheating the market.   

 Oil break evens have fallen: Since 2014, OPEC, first alone and then OPEC+, 
have grappled with the trade-off between price and revenue versus volume. U.S. 
shale, deepwater, and oil sands have also seen dramatic reductions in cost, 
causing the world’s lowest cost producers to find a way to survive and flourish in 
an age of peaking demand and energy abundance. 
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Figure 43. Oil Breakevens by Project Type  Figure 44. Oil Breakevens for Selected Countries 

 

 

 
Source: Citi Research  Note: 2021 is before fiscal/other actions, 2022 is after fiscal/other actions 

Source: IMF, Citi Research 

 
China’s Decarbonization Campaign Likely to Swing 
Commodity Balances 
China’s decabonization campaign may be disruptive to the commodity markets over 
the next 1-3 years if it turns out to be a replay of the 2017-19 “war on air pollution”, 
where energy-intensive sectors are subject to major cost hikes and administrative 
shutdowns. Accelerated energy transition should benefit metals demand. 

Following President Xi’s pledge for carbon neutrality by 2060, the 14th Five-Year 
Plan reiterated China’s commitment to peak carbon emission around 2030, which 
requires energy-intensive sectors, such as steelmaking and non-ferrous smelting, to 
see peak emission sooner. China will also likely unveil a nationwide emission 
trading scheme in 2021. While the rules for setting emission caps could be lax in the 
initial years, rising carbon prices over time should help transform energy-intensive 
sectors via closures and/or increasing investment for carbon reduction.  

Accelerated electric vehicle penetration and renewable buildout should benefit 
metals demand. China has targeted a 25% share of electric vehicles in car sales by 
2025 and has aimed at raising wind power generation by 50GW per year through 
2025. Copper and aluminum demand should benefit from higher intensity in electric 
vehicles, solar, and wind facilities relative to their fossil fuel counterparts.  

Figure 45. China’s Heavy Industries Likely Subject to Imminent Decarbonization Pressure 

 
Source: WIND, BNEF, Citi Research 
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Will Labor Markets Recover? 
Even through global labor markets received somewhat less attention in 2020 than 
the record-breaking GDP contraction and rebound numbers, they were significantly 
affected by the pandemic. Due to unprecedented exits from the labor force and 
extensive furloughing schemes, the impact on labor markets has been more severe 
than the headline global unemployment rate suggests in most countries. These 
dynamics will have implications for global labor markets in 2021 and beyond. We 
expect the unemployment rate in most economies to remain above pre-pandemic 
levels until at least 2022, and in some until as long as 2024. The heterogeneous 
impact of the pandemic on different sectors could lead to structural unemployment, 
further supporting the notion of a slow and protracted recovery of labor markets. 
This could result in long-term unemployment, which is detrimental for worker's skills, 
productivity, and wages. Policy support was crucial for global labor markets in 2020. 
This will likely be scaled back in 2021, but continue to play a prominent role in the 
labor market recovery. 

Global Labor Markets Were Significantly Affected by the 
Pandemic in 2020 
Amid record-breaking GDP contraction and rebound numbers, the impact of the 
pandemic on labor markets has been somewhat overlooked by financial markets, 
especially since the official unemployment statistics did not show a significant 
deterioration in most economies. But in fact, global labor markets were hard-hit by 
the pandemic, and the consequences will be borne in 2021 and beyond. Policy 
support of labor markets has been instrumental in cushioning that hit and will likely 
remain important in 2021. 

Considering just the headline unemployment rate (UR) number in 2020 is 
misleading. There are two key reasons why the impact on labor markets has been 
more severe than the headline unemployed rate suggests in most countries. First, 
the exit of workers from the labor force into inactivity has been unprecedented, 
which is not captured in the unemployment rate. Second, the extensive use of 
government support schemes (i.e., furloughs) has masked the true number of 
individuals who were out of work during the pandemic. We correct for these two 
factors and arrive at the shadow unemployment rate, which indicates inactive and 
furloughed workers and gives a more nuanced picture of the global labor markets 
during the pandemic.12  

                                                           
12 For inactive workers, we include workers outside of the labor force in excess of the 
level reached in 4Q 2019. This is an approximation to capture workers who exited the 
labor force due to the pandemic. For Furloughs, several sources are used. For the U.K., 
Citi estimates based on CHRS data, plus ONS LFS data on the number of temporary 
away from work, and ONC BICS data on the return of furloughed workers. For Italy, 
furloughed hours as a percent of total hours worked. For Germany, data are ifo 
estimates. For Japan, employed workers not at work are used. For Australia, people 
working fewer than usual hours, or no hours at all, for economic reasons.  

Igor Cesarec 
Global Economics 
 
Catherine L Mann 
Global Chief Economist 

Global labor markets were hard-hit by the 
pandemic 

Headline unemployment numbers are 
misleading as (1) workers moved from labor 
force to inactivity and (2) governments 
provided extensive support schemes 
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Figure 46. Shadow UR Including Inactive and Furloughed Workers is 
Significantly Above the Official UR in Most Economies (Q3-2020) 

 Figure 47. Shadow UR Decreased Since the Q2 2020 Peak in Most 
Economies  

 

 

 
Source: Citi Research, National Statistical Agencies  Source: Citi Research, National Statistical Agencies 

 
The shadow unemployment rate shows that the pandemic has had a more serious 
impact on labor markets than is obvious at first glance. The situation has improved 
and shadow unemployment rates have come down since the second quarter of 
2020 when lockdowns were the strictest. However, the difference between the 
shadow and the official unemployment rate remained between 5 and 15 percentage 
points in most economies for which we have data. In only a handful of economies 
(Japan, Korea, the U.S., and China), the difference is less than 2.5 percentage 
points.  

Labor Market Dynamics in 2020 Will Have Implications for 
2021 and Beyond 
Understanding what happened to global labor markets in 2020 is important, 
because it has implications for the outlook in 2021 and beyond. First, in the likely 
case that participation rates slowly recover back to the pre-pandemic trend and 
workers move from inactivity back into the labor force, this will keep global 
unemployment rates higher for longer. This can have consequences beyond labor 
markets: for example, it would put additional strain on already-stretched fiscal 
budgets through automatic stabilizers such as universal income. 

If participation rates do not recover, this would lead to a permanent erosion of 
production capacity and undo years of progress towards higher labor force 
participation in many economies. While the participation rates could recover quickly, 
this is unlikely in our view, given that the overall state of economic activity remains 
sluggish into 2021. Additionally, for as long as the pandemic is not overcome, 
factors such as childcare could keep some workers out of the labor force. 
Participation rates typically adjust very slowly in normal times and we have seen 
only limited evidence of a rapid recovery in participation rates to date.  

Second, while policy support of labor markets will persist into 2021, it is likely to be 
dialed back compared to 2020, especially as COVID-19 vaccines become widely 
available. While this is a positive development, as it would mean policy support is 
needed to a lesser extent, it will likely drive workers into unemployment or out of the 
labor force as it is not clear that the hardest-hit sectors of the economy will recover 
quickly enough to absorb furloughed workers.  
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could lead to permanent erosion in 
production capacity… 
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Figure 48. Labor Force Participation Rates Plummeted in Q2 and Only 
Partially Rebounded in Q3 

 Figure 49. UR Forecast Were Revised Down Slightly Since our October 
Forecast Round (dashed line), but UR is Likely to Stay Above Pre-
Pandemic Levels Throughout the Forecast Period 

 

 

 

 
Source: Citi Research, National Statistical Agencies 

 Note: Solid line is current forecast, dashed line is the October 2020 forecast vintage. 
Source: Citi Research, National Statistical Agencies 

 
While the unemployment rate was not an accurate gauge for the state of labor 
markets in 2020, it will become increasingly important to watch in 2021 as 
participation rates gradually improve and furlough schemes are scaled back. 
Consistent with the above-mentioned factors, we expect the global unemployment 
rate in 2021 and 2022 will remain 1.0-1.5 percentage points above the 2019 level, 
pushed up primarily by developed economies, which are expected to remain 1.5-2.0 
percentage points above pre-pandemic levels. In all developed economies except 
Italy, the unemployment rate will likely remain above the pre-pandemic level in both 
2021 and 2022. The outlook is somewhat more mixed for emerging economies. 
There are some bright spots, such as China and Korea, for which little adverse 
effect is expected. But many other economies, such as Mexico, Indonesia, and 
Poland, are not likely to see a return to pre-pandemic unemployment rate during the 
forecast horizon.  

While the outlook for global labor markets clearly remains challenging, there is a 
silver lining: the outlook has improved slightly at the end of 2020. Our country 
economists forecast for 2021 unemployment rates have been revised down only by 
a few tenths of a percentage point from their October forecasts, primarily for 
developed economies.  

Figure 50. All But One Develop Economy Likely to Experience UR 
Above Pre-Pandemic Level for the Next 2 Years 

 Figure 51. Outlook for UR is Mixed Across Emerging Economies  

 

 

 
Source: Citi Research, National Statistical Agencies  Source: Citi Research, National Statistical Agencies 
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Structural Unemployment to Contribute to Labor Markets' 
Protracted Recovery 
Earlier in 2020, we pointed out considerable heterogeneity in how labor markets in 
different sectors responded to the pandemic. Even after the strictest lockdowns 
ended, employment in many of the hardest-hit sectors remains sluggish, for 
instance in the U.S. This is likely to continue into 2021, as the sectors that are 
reliant on extensive social contact will only start significantly picking up after an 
effective vaccine is approved, distributed, and used by a large enough share of the 
population.  

This means the potential for the rise of structural unemployment in 2021, where 
there is a mismatch between skills the unemployed workers have and skills that are 
required by employers. Workers need to re-train and acquire new skills in order to 
be able to work in sectors where labor demand is relatively stronger. There is 
currently evidence of structural unemployment in the U.S.: while the vacancy rate 
has recovered to pre-pandemic levels, the unemployment rate remains elevated. 
This typically indicates a skills mismatch as employers are seeking workers, but 
struggle to find suitable candidates in the pool of unemployed workers.13 

Structural unemployment typically keeps the unemployment rate higher for longer. 
Estimates show that industry mismatch can explain up to a third of the increase in 
the unemployment rate in the U.S. during the Great Recession. Therefore, the 
evidence of existing structural unemployment does not bode well for the prospects 
for labor markets in 2021 and add to the concern of their slow and protracted 
recovery. 

Figure 52. U.S. Sectors Classified as Rebounding, Sluggish, and 
Resilient 

 Figure 53. U.S. UR Remains Elevated Even as the Vacancy Rate 
Recovers to Pre-Pandemic Levels 

 

 

 
Note: The size of the bubble represents the share of total employment of that sector. 
The two bubbles in the bottom left represent the two leisure sectors: accommodation & 
food and arts, entertainment & recreation. While their bubble size are representative of 
the share, their position is not representative of the contraction in employment. Their 
actual position would be further in the southwest direction, and placing them there 
would impair the readability of the chart.   
Source: Citi Research, BLS 

 Source: Citi Research, BLS 

 

                                                           
13 In other words, this would be a shift in the Beveridge curve, the negative relationship 
between the job vacancy rate and the unemployment rate. Such shifts are attributed to 
structural factors.  
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Employment may remain sluggish in the 
hardest-hit sectors into 2021, which could 
lead to a rise in structural unemployment 

In addition, a skills mismatch may be 
developing in places like the U.S. 
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Long-term Unemployment Could be Notable Feature of 
2021 
The protracted recovery path of global labor markets will likely result in a higher 
share of discouraged workers and long-term unemployed. For example, in the U.S., 
the share of workers who have been unemployed by 15+ weeks is near an all-time 
high and the number of workers unemployed for 27+ weeks is at a level comparable 
to Q1-2009 and rising.  

Longer absence from work tends to be detrimental to workers. Skills erosion and a 
decline in human capital often means that even after re-entering employment, 
workers' productivity is lower. Studies also show their re-employment wage tends to 
be lower. All these factors can result in an increase in precautionary savings and 
subdued consumption by workers, the evidence of which is highlighted by our Asia 
economists, even for countries that were quick to rebound from the COVID-19 
crisis, such as China.  

Figure 54. Share of U.S. Unemployment (15+ wks) Near All-Time High  Figure 55. Number of U.S. Workers Unemployed for 27+ Weeks Rising 

 

 

 
Source: Citi Research, BLS  Source: Citi Research, BLS 

 
Policy Support Was Important in 2020, Will Likely be 
Scaled Back in 2021 
Global labor markets fared better in 2020 than what most economists had initially 
expected when the pandemic started. Policy support played a crucial role in that. As 
detailed above, the unemployment rate likely would have been several percentage 
points higher in many countries had it not been for extensive furloughing schemes 
implemented by governments.  

However, furlough schemes were only part of the overall packages that 
governments with sufficient fiscal space implemented to support their labor markets 
and economies in general. For example, governments offered extended and 
enhanced unemployment insurance, wage subsidies to employers and/or 
employees, social security payment holidays, selective tax cuts, investment 
subsidies, limitations on firing, interest-free loans, public job creation, non-cash 
transfers etc.  

  

0

10

20

30

40

50

60

70

Jan-00 Apr-03 Jul-06 Oct-09 Jan-13 Apr-16 Jul-19

Sh
ar

e 
of

 u
ne

m
pl

oy
ed

 (%
)

0

1

2

3

4

5

6

7

8

Jan-07 Jul-09 Jan-12 Jul-14 Jan-17 Jul-19

N
o.

 o
f p

eo
pl

e 
(m

n)

Long-term unemployment is a risk for 2021, 
as is skills erosion for workers 

Extensive furloughing schemes kept the 
unemployment rate from soaring in 2020 
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Continued policy support of labor markets is likely in 2021 as economies continue to 
grapple with the pandemic. We expect many of the labor market support programs 
implemented in 2020 to continue in 2021 but likely at a smaller scale. This is due to 
three reasons. First, despite the severity of the current second wave of the 
pandemic, lockdowns tend to be more business-friendly than during the first wave in 
the spring of 2020. We expect this to be the case in 2021 as well, which should 
translate into less of a need to provide support to workers. Second, as vaccines 
become more readily available it will become more difficult to justify continued 
support of labor markets in their current form. Third, some countries might find that 
they have very limited fiscal space left for continued labor market support, and could 
therefore scale it back.  

 

We expect many of the labor market support 
programs implemented in 2020 to continue 
in 2021 but on a smaller scale 
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Will Trade be an Engine of Growth? 
Trade data can be examined through multiple lenses: (1) the growth or contraction 
in trade over time; (2) the dynamics of emerging markets vs. advanced economies 
in trade flows and imbalances; (3) the elasticity of trade to GDP growth; (4) the 
relative importance of domestic demand versus trade in an economy’s GDP growth; 
and (5) the evolution of economies’ trade balances relative to global GDP growth.  

Because of the asynchronous geographical track of the pandemic and its 
disproportionate effect on services (accentuated by policy-induced limitations on 
mobility), COVID-19 has affected all aspects of trade as it relates to an economy’s 
own GDP and global GDP. It is helpful to look back at the past, and to look at 2020, 
to consider forward whether trade can be an engine of growth in 2021.  

Pre-COVID-19 Trade Basics of Relevance for COVID-19 
Analysis 
Trade growth has been moderating over the last decade, with the share of trade in 
global GDP stagnating since around the time of the financial crisis. Below that top 
line, there is some differentiation of relevance given the nature of the pandemic, and 
the potential for a post-COVID-19 trade recovery. 

 Trade basics #1 – Types of Flows: Merchandise trade flows continue to 
dominate overall trade flows, although services trade was growing a bit faster 
(Figure 56). Services trade by emerging markets was growing modestly faster 
than services trade by advanced economies; however, services as a share of 
total trade in advanced economies (at about 25%) is higher than in emerging 
markets.14 Emerging markets systematically run trade deficits in services 
whereas advanced economies run trade surpluses.  

– Bottom line of relevance for COVID-19 analysis: Merchandise trade is still the 
biggest component of trade for both advanced economies and emerging 
markets, but services trade is more important for advanced economies. Given 
the positive net export position, import compressions associated with COVID-
19 consumer services and border containment measures will 
disproportionately affect advanced economies.  

Figure 56. Global: Trade in Goods & Services (2005-2019)  Figure 57. AE, EM: Services Trade & Share of Services Total Trade , 
(2005-2019) 

 

 

 
Source: IMF, UNCTAD, Citi Research  Source: IMF, UNCTAD, Citi Research 

                                                           
14 The dramatic increase in the services share in emerging markets since mid-decade is 
in part due to a definitional classification of manufacturing-on-contract as a service.  
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 Trade Basics #2 – Services: Within services, travel services (such as business 
and personal health, education, and tourism) and transport (cargo and people) 
account for about half of all cross-border activity. Other cross-border services, 
including construction, various financial services, various telecommunications 
and information services, charges for use of intellectual property, and other 
services account for the other half. Much of these data at the global level are only 
available annually.  

– Bottom line relevance to COVID-19 analysis: Although transport services and 
travel services are a large share of overall services — and therefore likely to 
be significantly affected by supply chain disruptions and border closures — the 
lack of high frequency and disaggregated data means the COVID-19 impact 
will be difficult to track.  

 Trade Basics #3 – Trade Imbalances: Trade imbalances for some countries are 
large and persistent. The U.S. and U.K. tend to run merchandise trade deficits 
that are not offset by services trade surpluses. China runs a merchandise trade 
surplus that is not offset by a services trade deficit. The euro area runs a trade 
surplus in both merchandise and services. The U.S, China, and the euro area 
have overall imbalances that are large relative to global GDP. 

– Bottom line relevance to COVID-19 analysis: Tracking the U.S., China, and 
euro area’s COVID-19-related changes in imbalances will be most relevant for 
global GDP, although COVID-19 certainly will matter for the dynamics of trade 
and GDP for individual economies. 

COVID-19 Impacts Trade Flows, but Differentially 
Trade was in contraction at the start of the COVID-19 year on account of the U.S. 
trade wars in 2019. But, with those wars on pause at the start of the year, it looked 
like trade would support the pivot to synchronous global growth. COVID-19 changed 
all that, but in particular ways. 

Figure 58. Global, AE, EM: Total Trade ( 2016 – Sep 2020) 

 
 

Source: CPB, Citi Research 
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COVID-19 vs. Global Financial Crisis  

The top line impact of COVID-19 on trade was disruption of supply chains for 
goods, and COVID-19 fears and border closures that limited the movement of 
people. Total trade collapsed, but about the same extent as in the global financial 
crisis (Figure 58). The COVID-19 trade rebound has been quicker than in the 
financial crisis in part because trade financing did not dry up and in part because 
industrial production and demand for consumer goods have rebounded quicker 
following unprecedented policy support.  

Although detailed services trade data are not available monthly, an examination of 
the decomposition of trade flows in the global financial crisis and through the end of 
2019 offers a basis for comparison with the more granular but incomplete trade data 
available during the COVID-19 year. During the financial crisis, services trade fell by 
only about half as much as merchandise trade (about 12% vs. 25% contraction). 
The relative shares of merchandise and services implied that overall trade 
contracted by around 22%. Going into the COVID-19 year, trade flows showed no 
growth overall, but merchandise trade was contracting while services trade was 
barely positive. 

Against that historical backdrop, the dynamics of merchandise trade and services 
trade have diverged over the course of the COVID-19 year, mirroring what has 
occurred in the domestic context. Because the services trade data are not available 
with sufficient granularity to track the components, other data are needed to 
evaluate the COVID-19 experience.  

Merchandise Trade Rebound  

Merchandise trade has rebounded along with the cargo services, which is needed 
to move goods. This is consistent with the revival of retail sales (boosted in the 
advanced economies in particular by policies to support consumer incomes) and a 
partial rebound in industrial production (which nevertheless remains in contraction). 
Although air cargo is still below pre-COVID-19 activity in most parts of the world, the 
leading indicator of the container throughput index for September is finally in 
expansion, presaging a continued revival of merchandise trade and cargo services 
in 2021. 

Services Moribund 

On the other hand, travel services for business and personal reasons continue in 
deep contraction with little improvement over the course of the year in many 
economies and with arrested rebounds in other economies as COVID-19 fears 
escalated and border closures continued or resumed. Passenger load factors might 
have improved somewhat, but this is because airplanes have been taken out of 
service. Tourism data presents the more accurate and very sober picture, with most 
non-European markets essentially closed. The summer revival of European travel is 
now being reversed. The moribund state of international business and consumer 
travel is consistent with the domestic data on the state of consumer services that 
depend on proximity. Until such time as COVID-19 fears, consumer and business 
behavior, and policies of containment change, trade in these kinds of services are 
not likely to recover.  

  

Trade during COVID-19 fell as much as 
during the global financial crisis but 
rebounded quicker 

Merchandise trade has rebounded along 
with the cargo services 

Travel services for business and personal 
reasons continue in deep contraction  
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Substitution Within Services Trade: In-person vs. Virtual Meetings 

A very complex area of cross-border services is telecommunications, where the 
substitution of physical travel with virtual communications has played out over the 
COVID-19 year. Prospects going forward, assessing the data, and valuing trade 
flows is very challenging. The financial value and volume of physical travel and 
related activities are moderately well tracked by trade data. However, the financial 
value and volume of communications services is less well measured and even the 
concept of how to measure value is somewhat unclear.  

Virtually no telecommunications services has unit pricing or volume — there is no 
pay-by-the-packet to match revenue-passenger-mile. IT hardware and software 
exhibit economies of scale in usage — there is no pay-by-use of virtual meeting 
software comparable to pay-per-room for a conference — again challenging the unit 
concept. Therefore, while the narrative of substitution of activities within services 
trade is a certainty, what it means for cross–border trade data is much less clear.  

Prospects for Trade and Global Growth in 2021 
How does trade interact with the domestic economy to augment or offset domestic 
production and demand? How do those imbalances affect prospects for global 
growth? 

Looking at trade data from the perspective of an individual economy, running a 
trade surplus implies that the economy’s GDP growth is coming less from domestic 
demand and more by depending on global demand to buy domestic output. 
Conversely, if an individual economy is running a trade deficit this implies its own 
domestic demand is the driver of GDP growth and net imports are needed to 
augment domestic production to satisfy that demand.  

Looking at trade data from a global perspective, surplus economies that run smaller 
(larger) surpluses are increasingly (decreasingly) dependent on global demand to 
support their own GDP growth, and in that sense are a drag on (augment to) global 
growth. Deficit economies that run wider (narrower) deficits, on the other and are 
increasingly supporting (extracting from) global GDP growth by drawing in imports 
(reducing net imports) from other economies.  

The 2020 story: China was expected to run a larger trade surplus than other large 
economies and thus extract from overall global growth (although those net exports 
contributed to China’s own GDP growth). India and the U.K. were trending towards 
an arithmetic15 boost to domestic growth (but an extraction from global growth) by 
running smaller trade deficits. On the other hand, the smaller surplus in the euro 
area and Japan tended to contribute to global growth. 

The 2021 story: What do projections suggest for trade dynamics and growth 
dynamics for 2021? Relative to 2020, the trade tables are expected to turn in 2021. 
China’s surplus is expected to shrink while the U.S., U.K., and Indian deficits are 
expected to widen and the euro area surplus is expected to increase again as trade 
and global growth picks up. In short, the smaller surplus in China and the larger 
deficit in the U.S. (both economies are expected to be the earliest to return to pre-
COVID-19 GDP) are set to support global growth in 2021. A rising euro area surplus 
will be a headwind to global growth, but that rising surplus will assist euro area 
economies in the struggle to regain their pre-COVID level of GDP.  

                                                           
15 By arithmetic, the point is that the domestic economic conditions are so weak that 
imports fall, which arithmetically boosts GDP growth calculations.  

Substitution within services trade is a 
certainty, but what it means for cross-border 
trade data is less clear 

Running a trade surplus implies an 
economy’s GDP growth is coming less from 
domestic demand and more by depending 
on global demand to buy domestic output. 

Trade tables are expected to turn in 2021 
with a smaller surplus in China and a larger 
deficit in the U.S. set to support global 
growth  
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Figure 59. Select AE: Merchandise Trade Balance (2019) and Change in 
Trade Balance (2020E vs. 2021E) 

 Figure 60. Select EM: Merchandise Trade Balance (2019) and Change in 
Trade Balance (2020E vs. 2021E) 

 

 

 
Note: Comparing 2021 to 2020, economies in the upper 2 quadrants add to global 
demand either by running larger trade deficits (northwest quadrant) or smaller 
surpluses (northeast quadrant). Economies in the lower 2 quadrants subtract from 
global GDP either by running smaller deficits (southwest quadrant) or by running larger 
surpluses (southeast quadrant). Bubble size determined nominal GDP. 
Source: IMF, Oxford Economics, Citi Research 

 Note: Comparing 2021 to 2020, economies in the upper 2 quadrants add to global 
demand either by running larger trade deficits (northwest quadrant) or smaller 
surpluses (northeast quadrant). Economies in the lower 2 quadrants subtract from 
global GDP either by running smaller deficits (southwest quadrant) or by running larger 
surpluses (southeast quadrant). Bubble size determined nominal GDP. 
Source: IMF, Oxford Economics, Citi Research 

 
Vaccine Boost to Trade in 2021? 
The discovery of a vaccine in November 2020 is projected to boost global GDP from 
our October baseline by 10 basis points in 2021 and 60 basis points in 2022. So the 
vaccine is unlikely to make much of a difference for trade in 2021, with merchandise 
trade stronger, but services trade remaining weak.  

However, an optimistic vaccine scenario — characterized by robust manufacture 
and delivery logistics, widespread deployment and acceptance by populations, a 
rapid normalization of consumer behavior and expenditures, a speedy resumption 
of business activities, and a pervasive change in border policies — could boost 
2021 global growth by a notable 2 percentage points. This could be a game-
changer for trade, particularly services.  

In previous analysis, we outlined the different paths for ‘play’ vs, ‘work’ sectors and 
the relative importance of those two broad sectoral classifications for economies 
and the relative importance of different economies for those classifications. 
Businesses within the ‘play’ sectors include hotels and restaurants, air travel, and 
arts, entertainment, and personal services. Based loosely on this sector-by-
economy analysis, and the average growth rates for services trade, a return to 
services-oriented growth by China, the U.S., and particularly Europe could boost 
service trade back to its historical average growth rates of 8% for emerging markets 
and 5% for advanced economies,  
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Vaccine discovery expected to boost global 
GDP from our October baseline by 10bp in 
2021 and 60bp in 2022… 

… but an optimistic vaccine scenario could 
add 2 percentage points to 2021 global 
growth 
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China's Long March Toward a Low-
Carbon Economy 
China has made serious efforts in pollution control and environmental production 
during the 13th Five Year Plan (FYP) period (2016-20). It was a question whether 
the green push by the 14th FYP (2021-25) would soften given what has been 
already been achieved. President Xi’s recent pledge of China’s goal for carbon 
neutrality by 2060 further clears the doubts over policy direction. Past the point of 
no return, China will only redouble its efforts towards a Beautiful China. Below, we 
outline our expectations on environmental policy and its economic implication for 
the next five years and beyond.  

Goals, Plans, and Actions 
China has met most of the 13th FYP environmental targets earlier than expected. 
Due to the once-in-a-century pandemic, the 13th FYP is set to become the only one 
that fails the growth objective in the past three decades. Spending in R&D, 2.23% of 
GDP in 2019, also appears unlikely to rise above the target of 2.5% by 2022. In 
contrast, the government has made enough progress to deliver 69% of its promises 
on green development ahead of schedule. The “Blue Sky Battle” is a notable 
example of the actions China has taken. Years of efforts including reductions in 
steel and other industrial capacity, reducing reliance on coal, promoting new electric 
vehicles (NEVs) and cleaner transportation, shoring up air pollution warning 
systems, and increasing inspections of businesses for pollution infractions, have 
translated into better air quality in Northern China. Major cities, including Beijing, 
enjoyed remarkable declines in PM2.5 concentration from 2015 to 2019, especially 
in the winter months. And the hard data improvement is in line with perceptions of 
residents and visitors. By the end of 2020, China’s environmental achievements will 
exceed all the mandatory targets set by the 13th FYP. 

The 14th FYP will not compromise on environmental protection. On the one hand, 
the political will to clean up the environment and green the economy is as strong as 
ever before. President Xi’s theory that “green mountains and blue waters are 
mountains of gold and silver” was written into the Communist Party of China’s 
(CPCs) Party Constitution in 2017. The CPC then moved to launch the initiative to 
“basically achieve” the goal of building a Beautiful China by 2035. Externally, China 
is determined to fulfill the UN’s 2030 Agenda for Sustainable Development and its 
Nationally Determined Contribution (NDC) under the Paris Agreement. Both internal 
drivers and global missions have pushed the environmental campaign beyond the 
point of no return. 

On the other hand, as China grows into a high-income economy (with GDP per 
capita of $10,276 in 2019), both the government and the public are becoming more 
amenable to paying the price for a better environment. The Environmental Kuznets 
Curve (EKC) theory and empirics suggest environmental degradation tends to ease 
after average income reaches a certain level over the course of development. For 
example, if not the total, China’s carbon emissions per capita already seems to 
show signs of peaking along the EKC. Together, as key priorities, we expect the 14th 
FYP to continue addressing prominent environmental problems such as air, water, 
and soil pollution and promoting green development via eco-friendly government, 
families, schools, and communities.  

Xiangrong Yu 
Senior China Economist 
 
Li-Gang Liu 
China Chief Economist 
 
 

By the end of 2020, China's environmental 
achievements will exceed all the mandatory 
targets set by the 13th Five-Year Plan 

The 14th Five-Year Plan will not compromise 
on environmental protection 

As China grows into a high-income 
economy, the public is more amenable to 
pay the price or a better environment 
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Figure 61. Progress in Fulfillment of the 13th FYP and Forecasts for the 14th FYP Targets on Environmental Protection 

Indicators on Resources and Environment in the 13th and 14th Five-Year Plans 
  Actual 13th FYP Target Completion as of 2019 14th FYP Target Est  

Indicator 

 

2015 2020 
Avg Growth 

(5yr Cum Chg) 2019 
Avg Growth 

(5yr Cum Chg) 2025 

Avg Growth 
(5yr Cum 

Chg) 
Indicator 

Type 
Arable land (hectare mn)  124.3 124.3 0 N/A N/A >123  O 
Increase in construction land (hectare mn) - - <2.17 - 0.98^  <1.8 O 
Reduction in water use per unit of GDP (%) - - 23 - 25.8*  25 O 
Reduction in energy consumption per unit of GDP (%) - - 15 - 13.7  13 O 
Non-fossil energy (% of primary energy consumption) 12 15 3 15.3 3.2 18  O 
Reduction in CO2 emissions per unit of GDP (%) - - 18 - 17.2  18 O 
Forest Growth  Forest coverage (%) 21.66 23.04 1.38 22.96 1.33 >23.5  O 

 Forest growing stock (m3 bn) 15.1 16.5 1.4 17.6 2.4 >18  O 
Air Quality  Good days in prefectural+ cities (% of 

year) 
76.7 >80 - 82  >85  O 

 PM2.5 reduction in prefectural+ cities (%) - - 18 - 23.1  15 O 
Surface Water Quality Grade III or better (%) 66 >70 - 74.9  >80  O 

 Worse than Grade V (%) 9.7 <5 - 3.4  <3  O 
Reduction in major  Chemical oxygen demand - - 10 - 54.0^  10 O 
pollutant emissions Ammoniacal nitrogen - - 10 - 39.3^  10 O 

 Sulfur dioxide - - 15 - 52.9^  15 O 
 Nitrogen dioxide - - 15 - 32.0^  15 O 

 

Source: Citi Research, Note: A = Anticipatory; O = Obligatory; * = 2019; ^ = 2017; Green color = Target already achieved. 

 
Figure 62. Beijing Experienced Remarkable Declines in PM2.5 
Concentration from 2015 to 2019, Especially in Winter Months 

 Figure 63. China’s Carbon Emissions Per Capita Seem to be Peaking 
Along the Environmental Kuznets Curve  

 

 

 
Source: CEIC, Citi Research  Source: World Bank, Citi Research 

 
However, the focus will likely shift away from cutting capacity in polluting and 
carbon-intensive industries to developing a low-carbon economy. The 13th FYP 
focused on eliminating hazardous pollutants. Other than closures of polluting plants, 
the government pushed forward decapacity in heavy industries, including coal, 
steel, non-ferrous metals, and cement. It also ordered the surviving firms to install 
scrubbers and upgrade pollutant-processing capacity. And the execution of 
environmental policies has proved to be ultra-strict. Going forward, when reductions 
of below-standard capacity come to an end, the move to develop low-carbon 
industries and clean energy will pick up. For example, China’s NDC aimed for non-
fossil fuels to account for about 20% of primary energy consumption by 2030, and 
toward that, we expect the 14th FYP to target 18% by 2025. After shutting down 
“backward” coal power plants, however, China now still has over 250GW of coal-
fired stations under development. Renewables will then have to expand faster in 
order to meet the energy mix target.  
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We believe the new FYP will still set binding targets on energy intensity and carbon 
intensity and pledge to increase consumption from non-fossil sources. We should 
see more construction of hydropower and nuclear projects, steady development of 
wind and solar energy and better control of coal production, giving prominence of 
efficient and clean facilities.  

Long Way to Go Beyond the 14th FYP 
Despite the efforts, China remains the largest consumer of primary energy, 
accounting for nearly 30% of global carbon emissions. China’s environmental 
quality is still significantly lower than that implied by its income level (Figure 64). In 
September 2020, President Xi announced that China will strengthen its NDC 
targets, peak emissions before 2030, and aims to achieve carbon neutrality before 
2060. In addition to the goal on energy structure, by 2030 CO2 emissions per unit of 
GDP should fall by 60-65% from the 2005 levels and the amount of forest reserves 
should increase by about 4.5 billion cubic meters from 2005.  

The government will need to match its words with actions. We should see China 
taking more actions in strategic planning, energy policy, industrial policy, 
construction & transportation, lifestyle, scientific research, social participation, and 
international cooperation in years or even decades to come. In any case, China’s 
march towards a low-carbon economy is inevitable, and it will reshape the country’s 
development model, overall economy, and key sectors — from coal mining to 
financial services — profoundly.  

Figure 64. China’s Environment Quality Significantly Lower than Implied by Income Level 

 
Source: Yale University, Citi Research 
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Economic Implications 
We believe the redoubled efforts to build a Beautiful China will bring deep changes 
to the Chinese economy on multiple fronts: 

 A golden opportunity for clean energy: Much of China’s pollution and carbon 
emissions are a result of its heavy coal use, which still accounted for 57.7% of 
total energy consumption as of 2019. Adding 18.9% oil and 8.1% gas, fossil fuels 
were responsible for 84.7% of the energy mix in 2019. Renewable growth has 
outpaced fossil fuels significantly over the past three decades. The discrepancy 
will certainly need to continue in order to meet the 2030 and 2060 targets for 
carbon emissions. We further see a chance for the absolute amount of fossil 
energy consumption to peak during the 14th FYP period, pending policy 
implementation. The sharp contrast is that renewables will enjoy both a share 
expansion within the energy mix and long-term growth in real demand along with 
China’s economic rise. In addition, given the coal-to-gas switching and the 
domestic gas shortage, China will also likely remain one of the largest importers 
of natural gas via LNG (liquefied natural gas) and pipeline purchases.  

 An extra reason for industrial upgrading: Both domestic and external 
challenges make industrial upgrading an essential key to sustain China’s growth. 
In the meantime, high value-added and innovation-driven sectors tend to be less 
carbon-intensive. To engineer a low-carbon trajectory, the government may have 
to curb capacity expansion in traditional materials sectors and heavy industries. 
The market may also discourage capital expenditure investment in sensitive 
sectors via improved pricing of potential environmental risks. On the other hand, 
eco-friendly sectors like advanced manufacturing and modern services, as well 
as clean energy technologies, are set to attract more policy support and financial 
resources. In particular, services made up 53.9% of China’s GDP in 2019, and 
we expect the share to further rise to around 60% by 2025. 

 A catalyst for further consolidation of carbon-intensive sectors: The lower 
tolerance for pollution has already led to shut-downs of non-compliant or illegal 
small-scale plants and factories. The surviving players, who tend to be bigger 
and cleaner, enjoy better prices and profitability. Merging state-owned enterprises 
(SOEs) as a way to reduce capacity, further adds to sector consolidation. Due to 
the supply-side reform and the anti-pollution drive, the concentration ratio CR10 
(i.e., the market share of the 10 largest firms) has increased from 34.2% in 2015 
to 36.6% in 2019 in the steel sector and from 51.1% to 57.2% in cement 
(measured by clinker capacity). The governments decapacity plans targeted 60% 
and 70% for the CR10 in steel and cement, respectively, by 2020. The slow 
progress thus far only suggests a greater push ahead for consolidation in these 
sectors. In any case, when extensive expansion becomes more constrained, 
internal competition will have to intensify and industrial concentration will be a 
natural result. 

 An indispensable transition toward cleaner transport structure: China has 
become the world’s largest auto market since 2009. Its freight traffic also 
dominantly depends on road networks (73% in 2009), much more than on railway 
(9.2%) and water (15.9%). There is no question that China will move to contain 
pollutant emissions from new motor vehicles, a major source of air pollution, by 
continuously upgrading emission standards, and continuing its green overhaul to 
address issues like overloading and dust-raising by trucks. Further, NEVs will 
remain a priority in order to combat pollution and reduce reliance on imported oil. 
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According to the Ministry of Industry and Information Technology’s (MIIT) draft 
plan (2021-2035), China wants about 25% of new cars sold by 2025 to be 
electrified, up from around 5% in 2019. While facing pressure to reduce 
handouts, the government can still play a key role to facilitate the sector’s 
transition from being policy driven to market led, for example, by developing NEV 
charging infrastructure. Finally, the government has been taking measures to 
shift freight from roads to rail and waterway networks, resulting in an obvious 
decline in road freight volumes in 2019. In addition to high-speed rail, China is 
set to expand its investment to raise its rail capacity.  

 A strong start for green finance: China’s green finance, defined by the 
People’s Bank of China (PBoC) as financial services provided for economic 
activities that are supportive of environmental improvement, climate change 
mitigation, and more efficient resource utilization, has enjoyed policy tailwinds 
from the beginning. In September 2016, the PBoC promulgated Guidelines for 
Establishing the Green Financial System — the first time any nation’s central 
bank had issued such guidelines. As host of the G20 in 2016, the Chinese 
government launched a Green Finance Study Group and included the topic of 
green finance in G20 communiques for the first time. Since then, a wide range of 
“green” instruments, including green bonds, loans, shares, development funds, 
and insurance products, have been used to finance investments in renewable 
energy projects, water treatment plants, recycling facilities, and mass transit, 
among others. Perhaps the greatest amount of green finance activity in China 
has been in the areas of green bonds. All types of issuers (government, policy 
banks, financial institutions, corporates, ABS, etc.) raised around RMB189 billion 
($29bn) by selling green bonds in 2019. The proceeds were mainly used for 
clean transport (26%), renewables (27%), and pollution prevention & control 
(15%). As of October 2020, outstanding green bonds totaled RMB877 billion 
($134bn), equivalent to around 2% of Chinese government bonds. Green credit 
is another important part of China’s green finance landscape. The balance of 
green loans stood at around RMB11 trillion ($1.7trn) at the end of Q2-2020, up 
16.3% year-over-year, and was responsible for 6.7% of all loans outstanding. 
Along with the rise of a low-carbon economy, China’s green finance industry is 
becoming too big for investors to ignore. 

Overall, we think investment opportunities lie in the structural changes brought by 
China’s march towards a low-carbon economy: (1) significant investment in clean 
energy and renewables, and to a lesser extent, expansion of natural gas production 
and imports; (2) continued growth of eco-friendly technologies, advanced 
manufacturing, and modern services; (3) further consolidation of traditional 
materials and high-carbon sectors; (4) indispensable rise of electric vehicles and 
infrastructure development for NEVs and rail freight; and (5) take-off of green 
finance. Of course, the environmental campaign should be inflationary over the 
medium term, Consumers and corporates as well as investors will need to adapt to 
a potential long rise of environmental costs in China. 
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Global Equity Strategy: Looking 
Through the Lockdowns 
Citi strategists’ market targets imply an uninspiring 2% increase in the MSCI AC 
World Index over 2021. Within that, we forecast the best returns in the U.K., 
Australia, and Emerging Markets. Overall, we would prefer to buy into future dips as 
advised by our Global Bear Market Checklist (still only 8/18 red flags). 

Earnings Recovery 
In the near term, the global economy will be held back by further lockdowns. But 
vaccine roll-outs should drive a rebound over the year. Citi economists forecast a 
5.0% increase in global GDP in 2021, following a 3.9% contraction in 2020. 

This should underpin a recovery in corporate profits. The bottom-up analyst 
consensus forecasts a 26% rise in MSCI AC World earnings per share (EPS) over 
2021, after a likely 14% fall in 2020. Top-down we are more cautious, expecting a 
25% gain in 2021 after a 20% contraction in 2020. Those markets where EPS fell 
most in 2020 should see the biggest recoveries in 2021.  

Valuation and Sentiment 
Much of this may already be priced in. The MSCI AC World currently trades on 20x 
consensus 2021 EPS, well above the long-term median of 15x. Of the major 
markets, the U.S. looks most expensive on 23x, with the U.K. cheapest on 14x. 
While high valuations are a concern, they can be justified by ultra-low interest rates. 
Indeed. All the major developed equity markets trade on a dividend yield well above 
their local government bond yield. Continued purchases by central banks are likely 
to keep bond yields low and credit spreads tight.  

As for sentiment we defer to Citi’s Panic/Euphoria index. This is currently in 
'Euphoric' territory, suggesting potential corrections to come. We would buy into any 
dips, as advised by our Global Bear Market Checklist. This registers 8/18 red flags, 
so rising but still well below levels reached at previous unsustainable market peaks. 
The U.S. market registers the most red flags (9.5/18). Europe (5/18) and EM 
(6.5/18) look less frothy. 

Themes; Weaker U.S. Dollar, Value Rotation, ESG 
Citi foreign exchange strategists expect the U.S. fiscal deficit to put further 
downward pressure on the U.S. dollar. This is usually helpful for emerging market 
equities and commodity stocks.  

Rising yields are often associated with value rotation across global equity markets, 
as we saw following the vaccine announcements in November. Higher yields should 
help the big value sectors, such as Financials and Energy while growth and 
defensive sectors may lag. Markets with big weightings in Value sectors (U.K.) my 
finally start to outperform more growth-oriented markets (U.S.). 

Many equity funds have seen unrelenting outflows in recent years. ESG 
(Environmental, Social & Corporate Governance) funds have defied this trend and 
we expect inflows to continue to 2021. This may favor sectors and markets with 
better ESG rankings and could be a drag on those which rank worse.  

Robert Buckland 
Chief Global Equity Strategist 
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Global Bear Market Checklist – Still Wants to Buy the Dips 
Our Global Bear Market Checklist is not intended to be a market timing too. Instead, 
it is designed to advise on what to do when the inevitable dips come along. It does 
that by measuring how excessive the previous peak was. The more frothy, the less 
inclined the Bear Market Checklist is to buy into the ensuing dip.  

We include 18 factors that sent warning signs at the peak of previous bull markets. 
We shade those that look similar to 2000 and 2007 in red. Those that are nearly 
there are shaded amber. Those that seem fine are left as white. This is not a strict 
quantitative model. We also cast a qualitative eye over the outputs. We compare 
the current market indicators to those that, with hindsight were flashing sell in 2000 
and 2007.  

Our Global Bear Market Checklist shows 5.5/18 red flags at the market top in 
February. It always wanted to buy the March dip because, unlike after the 2000 and 
2007 peaks, it didn’t see much froth to be cleared out.  

Following the latest rally, there are now 8/18 red flags on our Global Bear Market 
Checklist. That’s the highest number since 2009, but still tells us to buy the next dip. 
It looks frothier in the U.S. (9.5 red flags), than in Europe (5 red flags). 

Figure 66. Global Bear Market Checklist 

     Start of Proper Bear Markets Global  Global   U.S.  Europe 
 Mar-00  Oct-07   February Market 

Peak 
12/31/2020    12/31/2020   12/31/2020  

Global Equity Valuations              
Trailing Price/Earnings (P/E) 33  17   19  27   32  22 
Forward Price/Earnings 24  14   16  20   23  17 
Dividend Yield 1.3  2.1   2.4  1.8   1.5  2.4 
Cyclically-Adjusted P/E (CAPE) 48  30   24  27   36  19 
Global Equity Risk Premium 1.0%  3.3%   6.3%  5.1%   5.3%  6.4% 

              
U.S. Yield Curve (10Y minus 2Y, in basis points) -50bp  0   13bp  80bp   80bp  17bp 

              
Sentiment              
Global Analyst Bullishness (Standard Deviation) 1.7  1.0   0.3  1.6   0.7  0.8 
US Panic Euphoria Model 1.09  0.42   0.49  1.3   1.3  1.3 
Global Equity Fund Flows (3yr as % of Mkt Cap) 2.9%  0.7%   0.0%  -0.5%   -1.5%  -1.8% 

              
Corporate Behavior              
Global Capital Expenditure Growth (YoY) 8% (1999) 11% (2007) 0% (2020e) 4% (2021e) 7% (2021e) 9% (2021e) 
Mergers &Acquisitions (Previous 12m as % of Mkt Cap) 11.4%  8.1%   4.4%  4.0%   3.7%  4.2% 
Initial Public Offerings (IPOs)  
(Previous 12m as % of DM Mkt Cap) 

0.70%  0.40%   0.17%  0.33%   0.44%  0.16% 

              
Profitability              
Global Return on Equity (RoE) 12.2%  16.1%   12.6%  10.0%   14.0%  9.0% 
Global Earnings per Share (EPS) ($, % from previous peak)  35%  117%   13%  -9%   38%  -38% 

              
Balance Sheets / Credit Markets             
Asset/Equity (U.S. Financials) 16x  16x   10x  10x   10x  17x 
Net Debt/EBITDA (U.S. ex Financials) 1.8x  1.4x   1.6x  1.9x   1.9x  2.4x 
U.S. High Yield Bond Spread 600bp  600bp   480bp  435bp   435bp  390bp 
U.S. Investment Grade Bond Spread 175bp  175bp   121bp  111bp   111bp  94bp 

              
# of Sell Signals 17.5/18 13/18   5.5/18  8/18   9.5/18  5/18 
 

Source: Citi Research 

 
 
 

Figure 65. MSCI ACWI vs. Global BMC 

 
Source: Citi Research 
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Equity Valuations: PEs Not Stretched  Figure 67. Global EPS Growth Forecasts  Figure 68. Global EPS Forecasts (Level) 

EPS forecast were slashed in the first half of 2020, 
but have been upgraded in recent months as 
economies stabilized. The bottom-up analyst 
consensus now expects global EPS to contract by 
14% in 2020 followed by a 26% rebound in 2021. 
This implies end-2021 EPS 8% above pre-COVID-
19 levels.  

 

 

 

 
  Source: Citi Research, Factset Consensus Data  Source: Citi Research, Factset Consensus Data 

 
Top-down EPS: -20% in 2020, +25% in 2021  Figure 69. EPS: 2021E vs. 2019  Figure 70. Drop in Global Sector EPS 

Top-down we are more cautious in every region. 
Overall, we expect global EPS to drop 20% in 2020 
and rise 25% in 2021. Nevertheless, this EPS 
outcome in 2020 has been resilient given the 
collapse in the global economy. It is also 
impressive compared to the 57% EPS contraction 
seen during the Global Financial Crisis. Amongst 
the traditional cyclical sectors, Materials and IT 
EPS have been especially robust. 

 

 

 

 
  Source: Citi Research, Datastream, MSCI  Source: Citi Research, Factset Consensus, MSCI 

 
12-month Forward P/E: 20x vs 15x Median  Figure 71. MSCI ACWI 12month Forward P/E  Figure 72. Consensus 2021 P/E 

The MSCI AC World index is currently trading on 
20x 2021 consensus EPS, well above its long-term 
median of 15x. 2021 P/Es are lowest in Emerging 
Markets (15x) and the U.K. (14x). They are highest 
in the U.S. (23x) and Europe x-U.K. (18x). 

 

 

 

 
  Source: Citi Research, Datastream, MSCI  Source: Citi Research, Factset Consensus, MSCI 

 
Reality: COVID-19 Still a Big Concern  Figure 73. COVID-19 Cases  Figure 74. Change to 2021 EPS Forecasts 

COVID-19 has not been defeated, with many 
economies going back into lockdown. Vaccine roll-
outs are likely to take considerable time and there 
will be many obstacles along the way. We worry 
that new lockdowns will drive a resumption of EPS 
downgrades. If that happens, the markets and 
sectors that have already seen the biggest 
downgrades will again be most at risk.  

 

 

 

 
  Source: Citi Research, Datastream  Source: Citi Research, Datastream. EMBI Global 
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Hope: Drives Value Rotation…  Figure 75. Weight of Value Sectors  Figure 76. Weight of Value Sectors EM* 

Despite ongoing concerns about the impact of 
COVID-19, vaccine announcements drove rotation 
across global equity markets. 2020’s worst 
performers suddenly became the best performers. 
Traditional value/cyclical sectors such as Energy 
and Banks led the way. Growth sectors lagged. 
Markets with high exposure to value such as the 
U.K., Russia, and Brazil rallied most. We think this 
rotation can continue in 2021 if bond yields keep 
rising.  .  

 

 

 

 

  Source: Citi Research, MSCI, Factset  Source: Citi Research, MSCI, Factset 

 
…Associated with Higher Bond Yields   Figure 77. Cyc/Def Equities & U.S. Break-evens  Figure 78. Global IT Rel Driven by Real Yields 

Higher nominal yields help Financial stocks. Higher 
break-evens favor other cyclicals. Higher real 
yields hold back the performance of IT and other 
growth trades. For value rotation to continue, we 
need to see higher nominal break-evens and real 
yields.  
  

 

 

 

 
  Source: Citi Research, Datastream  Source: Citi Research, Datastream 

 
…But Markets Go Up Whatever   Figure 79. U.S. vs. RoW & ACWI  Figure 80. Growth vs. Value & ACWI 

Relative performance (U.S vs. Rest of World, 
Growth vs. Value) has changed recently, but the 
direction of markets (up) has not. This feels very 
different to March/April when the direction of global 
equities shifted violently but leadership did not. We 
expect recent trends to continue in 2021. 
Quantitative easing may keep beta volatility down, 
but periodic bursts of alpha volatility will continue. 
  

 

 

 

 
  Source: Citi Research, Datastream  Source: Citi Research, Datastream 
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