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3-year high. The V-shaped rebound in global manufacturing helped international trade
volume quickly return near pre-pandemic levels following its February to May 2020
decline. This benefited emerging-market (EM) industrial production, which is now close to
its pre-coronavirus level. Typical in the early stages of global synchronized expansions,
their swift cyclical rebound and currency appreciation against the dollar have boosted the
MSCI EM equity index up to fresh records in domestic currencies in recent weeks.
Even in the U.S., manufacturing output is less than 3% below its pre-pandemic level
compared to a 20% fall in April-May 2020. In contrast, it took four years for manufacturing
production to match its pre-recession peak after the 2001 recession, while never matching
it after the 2008/2009 Great Financial Crisis (GFC). The success of government policy in
stimulating the economy out of the early-pandemic crisis is also evident in better-thanexpected U.S. earnings reports and substantial recent upward revisions of analyst earnings
forecasts typical during manufacturing upcycles. While the U.S. manufacturing Institute for
Supply Management (ISM) Index may peak soon given its extremely high December level,
consistent with some moderation in earnings revisions and stabilization in TIPS breakeven
inflation expectations as the year progresses, we believe that it is likely to remain above
average, helped by a weakening dollar and positive lagged effects of global interest-rate
cuts around the world in 2020 still percolating through the U.S. and global economies.
Indeed, while the December payroll employment appeared very weak, job losses were
concentrated in shutdown food-and-drink places, more than offsetting big gains in
employment elsewhere. That demand for labor has otherwise remained broad-based,
consistent with strong eCommerce, construction, technology, business equipment
investment, healthcare and manufacturing conditions, is corroborated by a still-high
December employment diffusion index of 61% despite stricter coronavirus restrictions.
The housing sector, for example, which has a large multiplier effect on the economy,
currently remains a strong driver of growth. Home sales rose 25% year-over-year (YoY) in
November, quickly driving the supply of homes for sale down to new record lows. As
homebuilders scramble to keep up with demand, single-family home-building permits are
expected to continue to increase sharply in 2021, further supporting the economy.
Also, with extraordinarily elevated U.S. aggregate personal savings and average disposable
personal income up 9% YoY since the pandemic started (the biggest jump since the late
1980s), U.S. consumer spending remained above pre-pandemic levels in December and
seems to be picking up more steam as the new fiscal package filters through, according to
credit card data and surveys of retailers. The ongoing housing boom also creates
significant household wealth effects that are favorable for U.S. consumer spending this
year.
All of this has reflected in rising corporate revenues and profit margins, as well as
normalizing corporate credit spreads. As a result, business investment has also surprised
to the upside after a short and mild capital expenditures (capex) recession. New orders for
non-defense capital-goods orders ex-aircraft reached fresh records in November, while the
ISM manufacturing new orders sub-index touched a 17-year high in December, suggesting
sustained business investment strength into 2021, another positive for the economic
outlook. Putting it all together, we believe that U.S. real gross domestic product (GDP)
growth may turn out to be closer to 6% or 7% in 2021, a range unheard of in almost 40
years (compared to our estimate of a 4% to 5% growth before the latest round of fiscal
stimulus and dollar declines).
As noted above, financial markets have been pricing in the brightening growth and
emerging reflation trend in line with our expectations, with equity-market rallies to new
records, a drop in financial stress indicators to below-average levels, a surge in the
Commodity Research Bureau (CRB) Index to a three-year high, and sustained gains in TIPS
breakeven inflation expectations (now above 2%, the highest since mid-2018). Indeed, in
our view, and as discussed in recent reports, the Fed was more likely to succeed this time
around in fighting deflation for a number of reasons. These include the unusual nature of
the recession, the coordination of the massive fiscal-monetary policy response (which has
created a much more favorable environment for growth and inflation than in the post-GFC
expansion), and the decisive Fed intervention (including an epic surge in money supply and
forward guidance suggesting a zero-rate policy through at least 2022). New and promised
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additional government spending further cement the reflation trend, while a likely
slowdown in the globalization trend is also seen moderating the disinflationary forces of
the past three decades. Also important, the strong dollar appreciation of the decade
following the GFC was highly disinflationary. With a rapidly growing trade deficit and the
Fed now more willing to accommodate higher inflation, the dollar is likely to remain softer,
in our view. This would further nudge up the import price index after a two-year
downtrend, eliminating a key disinflation force.
Rapid U.S. money supply and GDP growth, a depreciating dollar, and rising commodity
prices are emblematic of early business cycles and represent the channels through which a
self-feeding positive synchronized global growth cycle develops. Indeed, the U.S. trade
deficit has been widening fast over the past year as strong U.S. consumer demand
overflowed into other economies abroad, helping boost their exports, international trade,
commodity prices, and manufacturers’ pricing power. U.S. corporate revenue growth and
profits (particularly from overseas activity) tend to greatly benefit in this environment, in
turn helping explain the rally in equity prices, narrowing credit spreads as well as the
subdued equity-market volatility. Against a background of meaningfully stronger growth
and reaccelerating inflation, it is not surprising to see Treasury yields starting to perk up.
That said, inflation generally responds slowly to changes in economic conditions, which in
turn respond with a lag to changes in monetary policy. This makes inflation a long-lagging
indicator that is likely to remain contained this year until inflation-suppressing forces
engendered by the pandemic fade, and the new strong aggregate demand and moneysupply environment becomes more dominant. For now, underlying macroeconomic forces
that typically lead average hourly earnings (AHE) growth (including high unemployment,
low labor-force participation rates, elevated uncertainty) still suggest a sharp slowdown in
AHE growth this year from its currently strong 5%+ YoY pace. Combined with prospects
for a higher productivity growth trend than seen in the post-GFC decade, as discussed in
past reports, this indicates contained unit labor costs and cost-push inflation. In addition,
rent-of-shelter inflation, which accounts for a large share of the consumer spending
basket (about 40% of “core” consumer price index (CPI)), looks poised to remain under
extreme downside pressure given the pandemic shock as well as its slow usual response
to changes in economic conditions. Overall, absent a breakdown in the dollar, we believe
that lagged headwinds from the pandemic dislocations will continue to keep inflation from
sustainably exceeding 2% this year, particularly “core” PCE inflation, which is likely to lag
CPI inflation.
In sum, the increase observed in TIPS implied inflation expectations, commodity prices,
Treasury yields and equity prices along with the narrowing credit spreads corroborate our
current view that the stimulus worked to prevent a self-reinforcing deflationary downward
spiral in the wake of the pandemic. In fact, while “core” PCE inflation is unlikely to exceed
2% on a sustained basis this year, the odds of inflation surpassing this threshold by late
2021 have increased with the dollar downtrend, solid aggregate consumer finances, strong
wealth effects, new fiscal support, as well as potential imminent drop in uncertainty and
normalization of economic activity as a result of expanding vaccinations. The biggest and
most direct government stimulus since WWII should also be expected to shorten the
typical length between stimulus and inflation to some extent. Absent appropriate Fed
policy adjustments, the prospect of unrestrained government spending in this context
increases inflation risks. After all, as past experience both here and abroad has shown,
unfettered money creation ultimately results in rapid erosion of a currency’s purchasing
power.
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GLOBAL MARKET VIEW

Affluent Consumers’ Pent-Up Demand to Drive Spending in 2021
Kathryn McDonald, CFA®, Vice President and Investment Strategist
One of the key reasons for our bullish call on equities, and recent tilt toward more cyclical
sector exposure, is a strong pent-up consumer demand cycle that we expect to gain
momentum in the second half of 2021. In prior reports we have outlined some of the key
forces behind this consumer pent-up demand cycle, including a historically high rate of
personal savings, a sharp rebound in wage and salary income, healthy household balance
sheets, and a housing and equity market boom lifting consumer net worth to all-time
highs. What’s more, the latest election results in Georgia increase the prospects for an
additional fiscal stimulus package, which BofA Global Research forecasts could amount to
$1 trillion and include another round of stimulus checks and extended unemployment
benefits.
In this context, the sharp rise in the savings rate has caused many analysts to compare the
current cycle to the post-WWII period. In a recent article, Morgan Housel of the
Collaborative Fund explains:
“The best comparison might be the late 1940s and 1950s. Then, as now, bank accounts were
stuffed full… And then, as now, a lot of that money couldn’t be spent because of war-time
rationing. After the war ended and life got on, the amount of pent-up demand for household
goods mixed with the prosperity of war-time employment and savings was simply
extraordinary. It’s what created the 1950s economic boom. Fewer than two million homes
were built from 1940 to 1945. Then seven million were built from 1945 to 1950. Commercial
car production was virtually nonexistent from 1942 to 1945 as assembly lines were converted
to build tanks and planes. Then 21 million cars were sold from 1945 to 1950.” 2
All in all, we believe 2021 could mark the sharpest consumer spending comeback in 40
years, with consumer spending growth pushing above 5.7% in real terms. 3 Given this
backdrop, and taking into account the narrative outlined in our prior reports on the causes
of consumer pent-up demand, we outline below what that spending might look like in the
years ahead and what the sector implications are.
Services Consumer Spending Gap
According to estimates from World Data Lab, the total decline in U.S. consumer spending
last year amounted to roughly $600 billion, with expenditures falling the most for food
services, transportation, health services, and recreation (Exhibit 1). By now, it’s well
understood that the coronavirus recession was heavily concentrated in services
industries—a unique feature of this crisis. While some of the lost services spending may
never be recovered (you can’t make up for lost haircuts, dentist appointments or vacation
days), we believe the propensity to consume after the crisis, especially by high-income
households, is likely to surge.

2
See Collaborative Fund, “Two Worlds: So Much Prosperity, So Much Skepticism,”
January 7, 2021.
3 See CIO Capital Market Outlook 11/30/2020 “U.S. Consumer Locked and Loaded for 2021”.
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Exhibit 1: Change in U.S. Sectoral Spending Patterns in 2020.
Food & beverages (off-premises consumption)
Housing, utilities and fuels
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Communication
Education
Clothing, footwear and related services
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Sources: Brookings Institution; Bureau of Economic Analysis; World Data Lab Projections for Q4 2020. Data as of December 2020.

Affluent Consumers Driving Demand
As shown in Exhibit 2A, consumers in the highest income quartile pulled back on spending
the most in 2020, suggesting that much of the consumer pent-up demand will initially
come from affluent consumers. Looking at Exhibit 2b, we see that the highest-income
consumers tend to spend disproportionately on leisure, housing, autos, travel and other
services. High-income U.S. households make up 39% of total U.S. aggregate spending, but
they represent 55% of spending on lodging, 63% of entertainment fees and admissions,
and 48% of public transport expenses.
Exhibit 2: Affluent Consumers Have Pulled Back Their Spending the Most.
A: Percent change in consumer spending compared to
January 2020 levels.

B: Affluent Consumers Drive Spending in Leisure, Housing,
Autos, Travel and Other Services.
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Personal services (e.g., day care,
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Housekeeping supplies
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Cars and trucks, used
Gasoline, other fuels, and motor oil
Maintenance and repairs
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charges
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Public and other transportation
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services
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Toys, hobbies, and playground
equipment
Other entertainment equipment and
services
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Tobacco products and smoking
supplies
Addendum:
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Average household income before
taxes

Aggregate
Spending, All
Consumers (Bil $)
8,333
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Percent of Total
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Low-income consumers defined as consumers living in zip codes with low (bottom quartile) median income; middle -income consumers are the middle two quartiles; high-income is the top quartile.
Sources: (Exhibit A) Opportunity Insights; tracktherecovery.org. (Exhibit B) Bureau of Labor Statistics, Consumer Expenditures Survey 2019. Data as of January 3, 2021. Short term shown to illustrate more
recent trend.
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At the other end of the spectrum, low- and middle-income consumers, supported by fiscal
stimulus, managed to increase their spending 2.8% since the beginning of last year.
According to a Fed survey, consumers receiving stimulus transfer payments last year
allocated a relatively high portion (about 70%) of their stimulus checks toward saving and
paying down debt. When asked about the intended use of a second round of stimulus
payments, households indicated they would spend just 14% on essential items and 7% on
non-essential items. 4 But as progress is made on the vaccine distribution, and as highincome consumers ramp up spending on travel, restaurants and other services, jobs in
these industries should recover, increasing consumer confidence and unleashing further
spending by low-income and middle-class households—a virtuous cycle.
Drawing upon the China Experience
China’s return to normal has seen a surge in domestic travel, although international travel
remains weak. Auto sales have also been particularly strong. At the end of last year, sales
in consumer staples goods and electronics had stalled, while demand for autos, cosmetics
and jewelry had bounced back at a much quicker pace. Consumer services for indoor
consumption, such as movie theatre trips, were slower to recover but are now returning to
pre-pandemic levels.
Sector Implications
In the following two Exhibits (3A and 3B), we break down consumer spending into four
potential categories depending on (1) the level of virus disruption and (2) the relative
importance of affluent consumers in overall sector spending. We find that the industries
with the strongest pent-up demand potential in 2021 are those most battered by the
coronavirus restrictions in 2020 and highly leveraged to wealthy consumers. As shown in
Exhibit 3B, markets started pricing in positive vaccine announcements in November,
though returns for the year for sectors most leveraged to the vaccine-led recovery still lag
behind the coronavirus beneficiaries.
Exhibit 3A: Consumer Demand and Equity Returns
A: Pent-up Consumer Demand Spectrum
HIGH
<--- Share of High-Income Consumers in Total Spending ---> LOW
High
I. Depressed Due to Coronavirus Restrictions +
II. Depressed Due to Coronavirus Restrictions +
Coronavirus Relatively High Reliance on Affluent Consumers
Relatively Low Reliance on Affluent Consumers
Impact
High Pent-Up Demand Sectors: Travel, Leisure, Gaming,
Personal Care Products/Servicesm Oil & Gas, Rented
Restaurants, Luxury Goods
Dwellings, Tobacco Products, Healthcare
III. Minimal or Positive Coronavirus Impact + Relatively
Low
Coronavirus High Reliance on Affluent Consumers
Impact
Consumer Discretionary Goods, Housing, Autos (New),
Alcoholic Beverages, Household Furnishings/Equipment

IV: Minimal or Positive Coronavirus Impact + Relatively
Low Reliance on Affluent Consumers
Consumer Staples, Food at Home, Autos (Used), Consumer
Electronic Goods and Services

Sources: Chief Investment Office. Data as of January 13, 2021. Short term performance shown to illustrate more recent trend. Past performance is no guarantee of future results.

4

See Federal Reserve Bank of New York, "How Have Households Used Their Stimulus Payments and How Would
They Spend the Next?" October 13, 2020.
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Exhibit 3B: Consumer Demand and Equity Returns
B: Sub-Industry Returns: S&P 1500
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Sources: Bloomberg. Data as of January 13, 2021. Short term performance shown to illustrate more recent trend. Past performance is no guarantee of future results.

That said, the diagrams above fail to fully incorporate the structural forces that are
permanently shifting consumer spending behavior over the long run. For instance, as
videoconferencing and telework replaced in-person meetings during the pandemic,
business travel may take many years to recover. The housing market, though relatively
unscathed during the crisis, should continue to be supported by structural consumer pentup demand from millennials and the shift to remote work. The transition to clean energy
should continue to disrupt traditional oil producers. And brick-and-mortar retail will likely
lose market share to online shopping outlets long after the pandemic. In other words,
long-term investors should always consider cyclical factors alongside structural themes.
The Bottom Line: Upside surprises to the level of pent-up consumer spending should
continue to support equities into 2021, especially in those sectors that are more leveraged
to the business cycle and a vaccine-led recovery. As a result, we believe investors should
consider adding cyclical exposure to their portfolios to position for a stronger-thanexpected consumer recovery in the year ahead.
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THOUGHT OF THE WEEK

A Variety of Factors Are Manufacturing Bullishness for Industrials
Emily Avioli, Assistant Vice President and Investment Strategist
Nick Giorgi, CFA®, Vice President and Investment Strategist
The pandemic led to an abrupt downturn in global economic activity, hitting the Industrial
sector particularly hard, which shed approximately 43% in market value in early 2020.
However, as the economy inches closer to recovery, a growing number of indicators
suggests that the darkest days for Industrials have passed, and investors are beginning to
take note.
Industrials are particularly economically sensitive and tend to perform best in the early
stages of the business cycle. Current conditions suggest an upturn has begun with room
to run, given the steady rise in global manufacturing PMI since July and with the U.S. ISM
PMI sitting above 60 (Exhibit 4). Industrials also tend to outperform after market bottoms,
outpacing the S&P 500 by an average of 18% in the first 18 months after index troughs,
and then leading by 11% over the following three years, according to BofA Global
Research. Moreover, the fundamental outlook for Industrials is improving, with rising
earnings revisions leading the current consensus expectations for 2021 sales growth of
8.9% and earnings growth of 20.5%, according to Factset.
Exhibit 4: Industrial Outperformance Often Coincides with Rising PMIs.
ISM U.S. Manufacturing Purchasing Managers' Index
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Sources: Chief Investment Office; Bloomberg. Data as of January 11, 2021. Past performance is no guarantee of future results.

A sooner-than-expected recovery in China’s economy has pulled higher global trade and
commodity prices, providing another boost to the sector. In addition, a historically
accommodative monetary policy backdrop and a weaker U.S. dollar should continue to
support nominal growth and cyclical areas of the market such as Industrials as well as
Financials and materials. Finally, fiscal policy could be a positive catalyst. The Presidentelect Biden administration’s fiscal agenda is likely to have a particular focus on boosting
U.S. manufacturing, infrastructure spending and the Green economy, which should brighten
the prospects for Industrials.
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1.20

1.25

108

108

105

103

103

103

100

46

29

40

44

40

46

47
















U.S. dollar/Japanese yen, end
period











Oil ($/barrel, avg. of period, WTI**)











*Many products that pursue Alternative Investment strategies,
specifically Private Equity and Hedge Funds, are available only
to pre-qualified clients.
CIO asset class views are relative to the CIO Strategic Asset
Allocation (SAA) of a multi-asset portfolio.
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The forecasts in the table above are the base line view from BofA Global Research. The Global Wealth & Investment Management
(GWIM) Investment Strategy Committee (ISC) may make adjustments to this view over the course of the year and can express
upside/downside to these forecasts. Historical data is sourced from Bloomberg, FactSet, and Haver Analytics.
Past performance is no guarantee of future results. There can be no assurance that the forecasts will be achieved.
Economic or financial forecasts are inherently limited and should not be relied on as indicators of future
investment performance.
A = Actual. E/* = Estimate. S&P 500 represents the year-end target for 2021. **West Texas Intermediate.
Sources: BofA Global Research; GWIM ISC as of January 15, 2021.
BofA Global Research is research produced by BofA Securities, Inc. (“BofAS”) and/or one or more of its affiliates. BofAS is
a registered broker-dealer, Member SIPC, and wholly owned subsidiary of Bank of America Corporation.

Index Definitions
Securities indexes assume reinvestment of all distributions and interest payments. Indexes are unmanaged and do not take into account fees or expenses. It is not possible to invest directly in an
index. Indexes are all based in dollars.
S&P 500 Index includes a representative sample of 500 leading companies in leading industries of the U.S. economy. Although the index focuses on the large-cap segment of the market, with
approximately 75% coverage of U.S. equities, it is also an ideal proxy for the total market.
S&P Commodity Research Bureau (CRB) Index measures the aggregated price direction of various commodity sectors, and is designed to isolate and reveal the directional movement of prices in
overall commodity trades.
MSCI Emerging Markets Index is an index used to measure equity market performance in global emerging markets.
Employment diffusion index is calculated by taking the percent reporting increases and subtracting the percentage reporting decreases.
Import and export price indexes measure changes in the price of goods and services in international trade.
Consumer Price Index (CPI) is an aggregate of prices paid by urban consumers for a typical basket of goods, excluding food and energy. This measurement, known as "Core CPI," is widely used by
economists because food and energy have very volatile prices.
Personal Consumption Expenditure (PCE) Index measure is the component statistic for consumption in gross domestic product collected by the United States Bureau of Economic Analysis.
Institute for Supply Management (ISM) manufacturing index, also known as the purchasing managers' index (PMI), is a monthly indicator of U.S. economic activity based on a survey of
purchasing managers at more than 300 manufacturing firms.

Important Disclosures
This material does not take into account a client’s particular investment objectives, financial situations, or needs and is not intended as a recommendation, offer, or solicitation for the purchase or
sale of any security or investment strategy. Merrill offers a broad range of brokerage, investment advisory (including financial planning) and other services. There are important differences between
brokerage and investment advisory services, including the type of advice and assistance provided, the fees charged, and the rights and obligations of the parties. It is important to understand the
differences, particularly when determining which service or services to select. For more information about these services and their differences, speak with your Merrill financial advisor
Investing involves risk, including the possible loss of principal. Past performance is no guarantee of future results.
Bank of America, Merrill, their affiliates, and advisors do not provide legal, tax, or accounting advice. Clients should consult their legal and/or tax advisors before making any financial decisions.
The Chief Investment Office (CIO) provides thought leadership on wealth management, investment strategy and global markets; portfolio management solutions; due diligence; and solutions
oversight and data analytics. CIO viewpoints are developed for Bank of America Private Bank, a division of Bank of America, N.A., (“Bank of America”) and Merrill Lynch, Pierce, Fenner & Smith
Incorporated (“MLPF&S” or “Merrill”), a registered broker-dealer, registered investment adviser and a wholly owned subsidiary of Bank of America Corporation ("BofA Corp."). This information should
not be construed as investment advice and is subject to change. It is provided for informational purposes only and is not intended to be either a specific offer by Bank of America, Merrill or any
affiliate to sell or provide, or a specific invitation for a consumer to apply for, any particular retail financial product or service that may be available.
The Global Wealth & Investment Management Investment Strategy Committee (GWIM ISC) is responsible for developing and coordinating recommendations for short-term and long-term
investment strategy and market views encompassing markets, economic indicators, asset classes and other market-related projections affecting GWIM.
All recommendations must be considered in the context of an individual investor’s goals, time horizon, liquidity needs and risk tolerance. Not all recommendations will be in the best interest of all
investors.
Asset allocation, diversification and rebalancing do not ensure a profit or protect against loss in declining markets.
Investments have varying degrees of risk. Some of the risks involved with equity securities include the possibility that the value of the stocks may fluctuate in response to events specific to the
companies or markets, as well as economic, political or social events in the U.S. or abroad. Investments in foreign securities involve special risks, including foreign currency risk and the possibility of
substantial volatility due to adverse political, economic or other developments. These risks are magnified for investments made in emerging markets. Investments in a certain industry or sector
may pose additional risk due to lack of diversification and sector concentration. There are special risks associated with an investment in commodities, including market price fluctuations, regulatory
changes, interest rate changes, credit risk, economic changes and the impact of adverse political or financial factors. Investing in fixed-income securities may involve certain risks, including the
credit quality of individual issuers, possible prepayments, market or economic developments, and yields and share price fluctuations due to changes in interest rates.
© 2021 Bank of America Corporation. All rights reserved.
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