
As we move later into the year, our work suggests the economy will 
prove more resilient than currently feared. Indeed, the Citi U.S. 
Economic Surprise Index, which measures how economic reports come 
in relative to expectations, has declined sharply but now is depressed 
and at an area that has tended to be followed by positive economic 
surprises.

Our research also shows that the economically-sensitive areas of the 
equity market already reflect the summer slowdown. 

 This is evident by the substantial underperformance of many of the 
cyclical sectors of the market over recent months. 

 Likewise, over the past three months, cyclical sectors have seen 
among the most dramatic fund outflows of the past 10 years.

 These trends indicate investor expectations have been reset 
sharply lower. We view this as a positive sign for these sectors 
given markets are all about how data comes in relative to expectations 
as opposed to whether data is good or bad on an absolute basis.

Concern #2 – The Federal Reserve taper 
On the margin, the Federal Reserve (Fed) is set to be less 
accommodative, but this has been well telegraphed. 

Importantly, we expect the central bank will begin reducing its monthly 
asset purchases late this year through mid-next year. That said, the Fed 
will still be increasing its balance sheet (just at a slower pace), likely 
to the tune of $300 to $400 billion, well into the middle of next year. 
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What happened?

After seven months of gains, equity markets have been choppier mid-way 
through September. This is actually quite normal from a historical 
seasonal standpoint, though the ongoing carousel of concerns continues.  

In this note, we provide perspective on three of the top concerns on 
investors’ minds, and why despite these issues and a bumpier near-
term path, we remain overweight equities.

Concern #1 – Peak economic growth

After the economy sharply rebounded during the past year, growth 
slowed over the summer. This downtick was primarily caused by 
ongoing supply constraints and the resurgence of COVID-19 trends due 
to the Delta variant. Yet, our view is that economic growth has more 
likely been deferred rather than lost. 

The good news is we are seeing signs that the Delta strain is peaking, 
though we acknowledge this remains tenuous. And, while supply 
constraints linger, the rebuilding of depleted inventories should add 
to growth next year, buffering the economy.

Indeed, our macro team recently pushed off a quarter point of economic 
growth from 2021 into 2022 as activities—such as large gatherings and 
returning to offices—are delayed. We now expect roughly 6.2% U.S. 
economic growth for this year and a healthy 4.5% pace next year, 
which would still be about double the pre-pandemic trend.
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We are not suggesting that taxes don’t matter. Instead, our works shows 
that taxes are only one of many factors that influence market returns. 
Moreover, the business cycle tends to overwhelm tax policy. 

Stocks have risen 85% of the time on a one-year basis during 
economic expansions, and even with a change in the tax code, we still 
view recession risks as low over the next year.

Additionally, the path of the coronavirus will likely have a more significant 
impact on the performance of the economy, markets, and sectors over 
the next year than shifts in tax policy.

That said, based on the current tax proposals, the S&P 500 is estimated 
to see a haircut of around 5% to next year’s earnings. However, this 
would not be a complete surprise to investors, and stocks still appear 
attractive relative to fixed income and cash.  

This can be viewed through the lens of the equity risk premium, a metric 
that compares the valuation of stocks to bonds, which is at a level that 
has historically corresponded with stocks outperforming bonds on a 
12-month basis. 

Bottom line

The carousel of concerns continues to turn. And, while many of the 
aforementioned factors are likely to lead to a continuation of a choppier 
market backdrop, the weight of the evidence in our work suggests the 
path of least resistance for the market over the next 12-months remains 
higher, albeit at a moderating pace. Accordingly, we remain overweight 
equities. 
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The economy is also in a much stronger position relative to the last taper 
in 2013, with the economy growing this year and next year at more than 
double the 2% pace seen back then.

Notably, the S&P 500 climbed about 10% during the taper that began 
in December of 2013 and lasted through October of 2014.

Concern #3 – The potential for higher taxes

While the tax picture is far from clear, the consensus is centered on the 
corporate tax rate rising closer to 25% from the current 21% today and an 
increase in capital gains for those earning over $400k to 25% from 20%. 
(With the current 3.8% net investment income tax, the capital gains tax 
rate would be 28.8%).

When we analyze the historical impact of tax policy on market returns 
and economic growth, we fail to find a consistent relationship. 

For example, despite extremely high taxes, the 1950s had the best stock 
market returns of the past 70 years as well as a robust economic 
environment, aided by the post-WWII boom.

Conversely, despite very low taxes, the 2000s were beset by the 
aftermath of the bursting of the technology bubble, record high valuation 
levels, and the 2008 global financial crisis.

More recently, despite a tax increase in 2013, stocks rose more than 
30%. Conversely, in 2018, despite tax cuts, stocks dropped about 
4%.

(continued)



Stocks in a seasonally-choppier period

Although stocks bucked the typical seasonal weakness in August, the choppier action witnessed so far in September is more consistent with the historical 
tendency. 

Data Source: Truist IAG, FactSet

Past performance does not guarantee future results
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Setting up for positive economic surprises later this year 

After the economy sharply rebounded over the past year, growth slowed over the summer. Yet, our view is that economic growth has more likely been 
deferred rather than lost. The Citi U.S. Economic Surprise Index, which measures how economic reports come in relative to expectations, has declined 
sharply but is now depressed and at an area that has tended to be followed by positive economic surprises.

Data Source: Truist IAG, FactSet

Past performance does not guarantee future results
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More signs that the Delta strain is peaking 

The rate of nation-wide COVID-19 hospitalizations for the past seven days has crested. Similarly, the state-level percentage of COVID-19 hospitalizations 
has stabilized in all of the hotspot states and appears to have peaked in Florida and Louisiana. 
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Data Source: Truist IAG, Bloomberg, U.S. Department of Health & Human Services, data through 
September 14, 2021. 7-day moving average (DMA). 
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Rebuilding of depleted inventories and massive order backlogs are tailwinds 
for economic growth
Business inventories, by nearly any measure, remain well below pre-pandemic levels. For example, retail inventories are below 2019 levels despite retail 
sales having surged more than 17% above pre-pandemic levels. Similarly, the Institute for Supply Management (ISM) Customers’ Inventories Index 
remains near the lowest level in over 20 years.

Data Source: Truist IAG, Bloomberg, U.S. Census Bureau (left chart), Institute for Supply Management 
(ISM, right chart); monthly data through July 2021
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Economically-sensitive areas of the market already reflect slowdown

Over the past three months, cyclical sectors have seen among the most dramatic fund outflows of the past 10 years. These trends indicate investor 
expectations have been reset sharply lower. We view this as a positive sign for these sectors given markets are all about how data comes in relative to 
expectations as opposed to whether data is good or bad on an absolute basis. 

Data Source Truist IAG, FactSet
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Stocks rose during the last Fed tapering period

We expect the central bank will begin reducing its monthly asset purchases late this year through mid-next year. That said, the Fed will still be increasing 
its balance sheet (just at a slower pace), likely to the tune of $300 to $400 billion, well into the middle of next year. Notably, the S&P 500 climbed about 
10% during the taper that began in December of 2013 and lasted through October of 2014.

Data Source Truist IAG, FactSet

Past performance does not guarantee future results
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Relationship between taxes, the stock market, and the economy is tenuous

Tax policy should not be viewed in a vacuum. When we analyze the historical impact of tax policy on market returns and economic growth, we fail to 
find a consistent relationship. For example, despite extremely high taxes, the 1950s had the best stock market returns of the past 70 years as well as a 
robust economic environment, aided by the post-WWII boom. Conversely, despite very low taxes, the 2000s were beset by the aftermath of the bursting 
of the technology bubble, record high valuation levels, and the 2008 global financial crisis. 

Data Source: Truist IAG, Tax Policy Center, Strategas, Haver, Morningstar. Past performance does not guarantee future results. 

Strong market returns, 
despite high tax rates

Weak market returns, 
despite low tax rates

Average – Tax rates, GDP, and S&P 500 return by decade

Decades Corporate top 
tax rate

Individual top
tax rate

Capital gains
top tax rate

Dividend top 
tax rate

Real GDP 
growth

S&P 500 10-
year annualized 

total return
1950s 50.9% 90.5% 25.0% 91.0% 4.2% 19.3%
1960s 50.8% 80.3% 25.4% 80.3% 4.5% 7.8%
1970s 47.9% 70.2% 36.0% 70.2% 3.2% 5.9%
1980s 43.0% 48.4% 23.6% 48.4% 3.1% 17.6%
1990s 34.7% 36.7% 26.0% 37.0% 3.2% 18.2%
2000s 35.0% 36.2% 16.8% 23.4% 1.9% -1.0%
2010s 32.2% 37.7% 21.2% 21.2% 2.3% 13.6%

Average 42.1% 57.1% 24.9% 53.1% 3.2% 11.6%
Current 21.0% 37.0% 23.8% 23.8% - -



Stocks rose in 2013, despite a tax hike, and fell in 2018, despite a tax cut
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Data Source: Truist IAG, FactSet. Past performance does not guarantee future results. 

Despite a tax increase in 2013, stocks rose more 
than 30%. Conversely, in 2018, despite tax cuts, 
stocks were down about 4%.

We are not suggesting that taxes don’t matter. 
Instead, our work shows that taxes are only one of 
many factors that influence market returns. Moreover, 
the business cycle tends to overwhelm tax policy. 
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The business cycle tends to be the dominant driver of market returns

Stocks have risen 85% of the time on a one-year basis during economic expansions, and even with a change in the tax code, we still view recession risks 
as low over the next year.

Data Source: Truist IAG, Haver. Recessions are represented by the shaded areas.

Past performance does not guarantee future results
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Stocks still appear attractive on a relative basis

Even if we see a haircut to earnings due to higher corporate taxes, the equity risk premium, a metric that compares the valuation of stocks to bonds, 
remains at a level that has historically corresponded with stocks outperforming bonds on a 12-month basis.
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