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MACRO STRATEGY

What’s Different This Time
Chief Investment Office Macro Strategy Team
The unprecedented coronavirus panic and economic shutdown have precipitated extreme
financial-market reactions only seen in previous crises such as in 2008–2009 and
1929–1933. For example, return correlations of large-capitalization stocks (Exhibit 1)
as measured by analysts at Empirical Research Partners rose to levels a bit above those
seen in the Great Financial Crisis (GFC) of 2008–2009 and only matched by those
observed at the beginning of the Great Depression. In short, the coronavirus selloff
compares with the other two greatest financial panics of the past 100 years. When
correlations are so high, it means there’s indiscriminate selling of everything—good and
bad—as in “throwing out the baby with the bathwater.”
Exhibit 1: Correlations Reveal Full Blown Panic.
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Note: Data represents detrended daily return correlations, measured over 21-day windows for large-capitalization stocks.
Computed as the deviation off the 10-year rolling average; capitalization-weighted data. Grey bars are recessions.
Sources: National Bureau of Economic Research; Empirical Research Partners. Data as of March 2020.

Inevitably, the enormity of what has happened in financial markets has prompted
comparisons with the aftermath of the Great Depression collapse. This has led some
prominent money managers and strategists to warn that “a prolonged period of hard
times and new lows in equity prices is ahead.” This is possible, but not necessarily
inevitable. The outcomes ahead will depend on the particular circumstances of our
current problems and, importantly, on how policymakers respond to them. When we
assess both the nature of the problem and the mitigation policies being applied,
we conclude that the coronavirus bear market will eventually turn out to be more
comparable to the 1987 bear market than that of the Great Depression.
The S&P 500 peaked at about 336 on August 25, 1987, and was relatively flat until early
October, when it began to fall and then collapsed on October 19, 1987, in the biggest
one-day percentage drop ever seen. Almost all the 33% decline occurred between
October 5 and October 19. Similarly, the S&P 500 recently peaked just shy of 3,400 in
the third week of February 2020 and fell to a low near 2,200 on March 23 for a decline
also of about 33%. Both declines were unusually fast, and, as shown in Exhibit 1, the high
correlation observed in 1987 also almost matches the correlation observed in the current
bear market, a key metric of widespread panic.
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Most economists predicted a recession would occur after the 1987 drop in equity
prices. Instead, a quick policy response and a strong underlying economy defied their
predictions and the secular bull market resumed, although it took the better part of the
next two years to set a fresh S&P 500 record high.
The 1987 experience was unusual in a couple of respects. First, most bear markets are
preludes to recessions. However, the 1987 drop, especially its speed, was caused by
new financial technology, in particular the use of “portfolio insurance,” which the Brady
Commission investigation of the crash primarily blamed for the unprecedented nature of
the October 19 collapse.
The 2020 stock-market collapse is similarly the result of a one-off factor rather than
reflecting a buildup of pre-recession weaknesses. The U.S. economy was strong when
the government response to the pandemic brought it to its knees. Indeed, the Atlanta
Fed’s GDPNow estimate for the first quarter was tracking around 3% up until the
middle of March. As in 1987, there was a specific, exogenous cause for the extremity
of the selloff. Moreover, the cause is clearly identifiable, and the conditions to stop its
negative impact are well understood: flatten and turn the case curve down and prevent a
recurrence through social distancing, testing, therapeutics and, eventually, a vaccine.
There is growing confidence about the timeline for cases in more countries, and
schedules for reopening are starting to emerge. As timeline uncertainty recedes, policies
to tide over household and small-business incomes have already been tailored to address
the labor-income and business-revenue shortfalls, essentially extending a bridge to the
other side. Without this bridge, defaults and bankruptcies would likely rise to systemic
levels, causing the kind of scenario that created the Great Depression.
Those looking for a Great-Depression scenario this time around are essentially predicting
that these policies will fail to prevent a proliferation of defaults and an extended
recession or even depression. These concerns are evident in the relative performance of
the equities of companies perceived to have higher bankruptcy risk. Empirical Research
analysts find that so far this year the relative returns of companies with high and low
bankruptcy risk showed the biggest differential in performance compared to any year
since 1965.
The answer to the question of whether there will be a lower low and an extended
recession largely depends on the effectiveness of policies to bridge the financing
gap over the shutdown period and allow the economy to reopen in a still favorable
environment for renewed growth. Interestingly, in the Blue Chip Survey of Economic
Forecasters, 87% of economists responded right before the passage of the Coronavirus
Aid, Relief, and Economic Security Act (“CARES Act”) that they were doubtful that these
policies would be effective. Yet, when we analyze the policy response, it is clear that
it has benefited from the lessons learned both from the Great Depression and the
GFC. Indeed, it’s fair to say that the GFC, bad as it was, was not as bad as the Great
Depression, precisely because of the lessons learned from that traumatic experience.
Similarly, we doubt that the current recession will be as bad as the GFC, precisely
because of the lessons learned from that experience.
The GFC unfolded in stages over more than a year, as did the policy response. The collapse
of Lehman Brothers was the catalyst for the deepest phase of the crisis, and it occurred
nine months into the recession. The coronavirus pandemic effect manifested in just two
months. In record time, the biggest ever financial response was also set in motion to
bridge the shutdown period. A second response is likely soon as the shortcomings of the
first response and the need for extended benefits become apparent. This is designed,
and will be bolstered as needed, to preclude the wave of bankruptcies and defaults that
would create the bearish outcome some expect. Unlike the fiscal response to the GFC, this
intervention is not spread out over a decade. It is bigger, quicker, and designed to directly
help the specific parts of the economy that are the source of the problem. In the GFC,
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housing was never directly addressed, and banks were left to recover over many years even
though they were at the epicenter of the crisis. In this case, money is being put directly
where it is needed to bridge the gap. If more is needed, more will come.
Finally, the Fed learned from the Great Depression and then learned more from the GFC.
As a result, it had emergency response programs on the shelf and brought them out
immediately for this crisis. The specifics of the current crisis mean that problems were
more concentrated outside of the banking sector compared to the GFC. The Fed, together
with a strong banking sector, makes it possible to address the problems, and the results
are encouraging. Pro-growth economic policies in place prior to the onset of the pandemic
are also a positive for a quick return to growth compared to the post-GFC period.
This crisis will also provide lessons for dealing with the next crisis. Importantly, fiscal
policy can be more directly and efficiently applied using the private financial system to
get money directly to people instead of looking for shovel-ready projects. Businesses can
use direct support to maintain operations instead of creating government make-work
projects and bridges to nowhere.
These differences between prior crises and the current one suggest those waiting for
the other shoe to drop may be “waiting for Godot.” 1 If the money in the CARES Act gets
distributed over the next few weeks and the economy begins to reopen as the pandemic
gets under control, the train will “leave the station” and the coronavirus bear market will
turn out to be just a pause in a secular bull market, just as the 1987 crash proved to be.
Finally, there is the old expression “don’t fight the Fed.” As the expansion reignites, the
Fed has pledged to maintain an accommodative policy for the indefinite future. Thus,
until inflation becomes a problem, fiscal and monetary policies can work together to
support economic growth. The deflationary shock from coronavirus has pushed that day
of reckoning off into the future. In the meantime, the power of well-applied policy should
help the economy return to growth sooner rather than later.
GLOBAL MARKET VIEW

What a Year It Has Been
Kirsten Cabacungan, Investment Analyst
Nick Giorgi, CFA® Vice President, Investment Strategist
The severe uncertainty and acute economic effects of the coronavirus are reflected in
major market moves unfolding at blinding speed. Valuation multiples, for example, nearly
made a round trip from lofty pre-crisis levels to severely depressed levels and back within
just one month. From its February peak, the forward price-to-earnings (P/E) multiple for the
S&P 500 fell nearly 30% to a low of 13.3x, cratering from the 90th percentile to the 17th
percentile.2 But valuations have sauntered back, and, as of April 8, the forward multiple
trades at 17.6x, sitting above the historical average of 15.7x. The sheer speed of these
moves reflects just how vulnerable these markets are to new information.
What’s priced into the market? The answer is imprecise but the substantial and abrupt
decline in global equities is consistent with an abrupt recession brought about by the
exogenous shock of economies shutting down in an effort to contain the medical crisis.
Negative headlines piled up as Saudi/Russian tensions contributed to multidecade lows
for crude oil, unemployment claims surged beyond historical highs, and analysts rushed
to mark down forecasts. At the market low on March 23, the equity risk premium hit its
1

2

Waiting for Godot is a play by Samuel Beckett, in which two characters wait for the arrival of someone named Godot who
never arrives.
Dating back to 2000.

Chartered Financial Analyst® and CFA® are registered trademarks owned by CFA Institute.
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99th percentile, and other measures of valuation sat very close to extreme historical
ranges, illustrating a preponderance of negativity.
The S&P 500 has since retraced nearly 50% of its lows, and valuation metrics have
likewise drifted higher but still remain attractive compared to bond yields. The
twin efforts of coordinated fiscal and monetary policy and some green shoots for
containment have improved the backdrop. With that said, there is no telling if the final
bottom is in. To draw from history, trailing P/Es troughed at wide ranges (11x-18x)
during prior bear markets, while markets bottomed at an average multiple of 13x to 14x
to their actual trough earnings, according to BofA Global Research. While the S&P 500
has touched the range for trough multiples, it’s the uncertainty of corporate earnings this
year, which makes it near impossible to call a bottom, although we’d suggest lower price
levels represent an opportunity to “re-risk” allocations.
Exhibit 2: Valuation Multiple Percentiles Fell Close To Their Historic Lows But
Have Since Moved Up Closer To February.
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Given the large uncertainty associated with this unprecedented health crisis, any signs
that case numbers are climbing or that post-containment waves of infections loom
could lead investors to assign lower valuation multiples to equity indices once again.
Alternatively, positive developments on the medical front coupled with significant
stimulus measures could shift investor focus away from plunging economics in the
near term and toward 2021, where expectations for a U-shaped recovery form on the
horizon and should support higher multiples and earnings. Going forward, certain secular
trends including lower for longer interest rates, which decrease borrowing costs, and
the technological revolution across sectors, which can help to minimize volatility within
earnings and margins, help support valuation premiums relative to past periods.
What is sentiment telling us?
Valuation powers stock returns over the long run, with predictive power approaching 90%
over a 10-year time period, but over the short-term markets may deviate significantly away
from “fair value” and are often influenced by momentum and sentiment, both powerful forces
that reflect underlying market psychology. In the midst of a major correction prompted by a
medical and economic crisis, it comes as no surprise that sentiment is currently very weak.
At the moment, nearly all global equity markets are trading below their 200-day moving
averages, and investors pulled a combined $348 billion out of bonds and equities while
moving $658 billion into cash during the month of March, according to BofA Global Research.
In addition, average fund manager cash holdings have popped to 5.1%, and various investor
surveys, including Investors’ Intelligence Bull/Bear Ratio, indicate a surging proportion
of negative views. These represent extreme indications of bearishness. The massive
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uncertainties pertaining to the coronavirus outbreak underpin these concerns, but the
concentrated buildup of bearishness could quickly unwind if positive developments emerge.
Correlations, dispersion and factors can help differentiate returns
Diversification can be a powerful tool, but in times of severe market stress, correlations
across some assets tend to spike as investors seek out liquidity. For example, correlations
between U.S., European and Emerging Market (EM) equities surged through the market
calamity of the first quarter. The year-to-date correlation between the S&P 500 and the
MSCI Emerging Markets hit 0.97 on April 6, after averaging 0.65 in 2019. A similar spike
has occurred across market caps and within indices. According to Empirical Research
Partners, the three-week rolling daily return correlation for large-cap U.S. equities is near a
90-year high. Greater diversification benefits have been found across broader asset class
exposures, as less risky assets including the U.S. dollar, gold and Treasuries have somewhat
counterbalanced equity movement. The ICE BofA Treasury Index has enjoyed a -0.86 average
correlation to the S&P 500 this year, while gold has offered no patterned relationship.
Correlations illustrate the patterns of directional price movement, but dispersion describes
the degree of price movement. Dispersion thus far in 2020 has been massive and could
present a major opportunity for skilled active managers. The standard deviation between
S&P 500 sectors is approximately 11% this year, meaning that there’s been a wide
disparity in average performance amongst sectors, and the performance spread between
the best-performing sector (Tech) and worst performing sector (Energy) in Q1 was almost
equal to the largest sector ranges over each of the past three full years. Market cap and
style differentials have also stood out. The year-to-date dispersion of Russell 1000 equities
over Russell 2000, and Russell 3000 Growth relative to Value, amounts to annualized (make
actualized instead of annualized) performance differentials of approximately 51% and 48%,
respectively, favoring Large Cap and Growth. Finally, valuation spreads between individual
large-cap equities, intra-sectoral, and across regions all reside near historic highs. These
many measures of difference illustrate a wider range of performance outcomes and a
greater opportunity set for active managers.
In addition to active management, gaining exposure to the right factors can add to
active returns. Quality, Minimum Volatility and Momentum factors have outperformed
the broader market in each month this year, whereas the Value factor has lagged. The
performance durability of these factors across both periods of market stress and surge
is notable (Exhibit 3). Quality and Momentum have significantly led the broad benchmark
since 2017, while High Dividend and Value have lagged. We expect Quality could likely
continue to benefit as companies with sustainable earnings growth and strong balance
sheets should better manage heightened periods of uncertainty.
Exhibit 3: Quality, Min Vol, and Momentum Have Outperformed the Broader Index
Each Month.
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Portfolio strategy
Market bottoms are impossible to predict, but valuation levels are attractive for investors
with a longer time horizon. Bearish investor sentiment suggests more upside than
downside for stocks. Active managers can potentially take advantage of the wider
opportunity set, and we believe tilting portfolios toward High Quality and Growth will be
accretive in the current environment. As such, our conviction in U.S. Large Cap’s has risen
relative to international equities recently.
THOUGHT OF THE WEEK

U.S. Bank Dividends
Chief Investment Office Equity Strategy Team
We believe that the largest U.S. banks will likely not have to suspend dividends for a few
reasons. First and foremost is the Fed's annual stress test, which a foreign bank is yet to
pass. Under the severely adverse scenario, banks need enough capital to absorb a 10%
unemployment rate; -8% real gross domestic product (GDP); a -50% decline in equity
markets; a 70-handle on the VIX; a-25% shock to residential real estate; and a -35% hit
to commercial real estate while continuing to pay dividends on its common stock. That
equates to $410 billion in aggregate losses and appears that bank dividends should not
be suspended. Second, dividends represent only about a third of the capital returned to
U.S. shareholders—approximately two-thirds comes in the form of share repurchases.
U.S. banks shutting off share buybacks (as they have through the second quarter) makes
a much bigger impact on capital levels vs. suspending dividends, which would be largely
symbolic. By contrast, for European banks, dividends are the lion’s share of capital return,
so it’s more accretive to capital to turn off dividends in their case. Lastly, given the large
amount of pensions and retirement funds that make up the banks’ investor base, shutting
off the dividend would really be harmful to the most vulnerable when they are already
hurting and in need of income. Politically, the issue of share buybacks has been much
more of a “hot button” than dividends, even for the president. We expect any change to
capital return policy will be addressed, as it generally has, through this year’s stress test.
Submissions were due on April 6, and we typically get results by mid-to-late June.
Exhibit 4: Banks 2019 Comprehensive Capital Analysis and Review (CCAR) Capital
Return Plans.
Share Buybacks
Dividends

Source: Federal Reserve as of June 2019.
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MARKETS IN REVIEW

Equities

Fixed Income1
Total Return in USD (%)
WTD
MTD
YTD
12.7
8.3
-16.3
10.6
5.9
-8.9
12.1
8.0
-13.2
18.6
9.9
-22.7
18.5
8.2
-25.0
11.0
6.5
-15.9
8.3
3.2
-20.3
6.8
4.7
-20.0

Current
23,719.37
8,153.58
2,789.82
1,586.37
1,246.73
1,971.96
1,610.25
888.16

DJIA
NASDAQ
S&P 500
S&P 400 Mid Cap
Russell 2000
MSCI World
MSCI EAFE
MSCI Emerging Markets

S&P 500 Sector Returns
Real Estate
Materials
Financials
Utilities
Consumer Discretionary
Energy
Industrials
Information Technology
Communication Services
Healthcare
Consumer Staples

21.2%
20.7%
19.1%
17.6%

Commodities
Bloomberg Commodity
WTI Crude $/Barrel2
Gold Spot $/Ounce2

5.0%
5%

10%

15%

90 Day Yield
2 Year Yield
10 Year Yield
30 Year Yield

Current
0.19
0.23
0.72
1.34

20%

Total Return in USD (%)
WTD
MTD
YTD
0.7
1.0
4.4
-0.4
-0.1
4.0
1.7
0.0
-0.7
0.6
0.8
4.0
3.0
2.7
-1.0
5.3
3.2
-9.9
Prior
Week End
0.06
0.23
0.59
1.21

Prior
Month End
0.06
0.25
0.67
1.32

2019
Year End
1.54
1.57
1.92
2.39

Commodities & Currencies

13.8%
13.2%
12.3%
10.6%
10.2%
9.4%
0%

Corporate & Government
Agencies
Municipals
U.S. Investment Grade Credit
International
High Yield

Current
1.57
0.90
2.01
1.47
3.05
8.48

25%

Currencies
EUR/USD
USD/JPY
USD/CNH

Current
135.39
22.76
1,696.65
Current
1.09
108.47
7.05

Total Return in USD (%)
WTD
MTD
YTD
2.1
2.6
-21.3
-19.7
11.1
-62.7
4.7
7.6
11.8
Prior
Prior
2019
Week End Month End Year End
1.08
1.10
1.12
108.55
107.54
108.61
7.11
7.09
6.96

Source: Bloomberg, Factset.Total Returns from the period of 04/06/20 to 04/10/20. Bloomberg Barclays Indices.1 Spot price returns.2 All data as of the 04/10/20 close.
Past performance is no guarantee of future results.

Asset Class Weightings (as of 04/08/2020)
UnderOverNeutral
weight
weight

Global Equities

Economic and Market Forecasts (as of 04/10/20)
Q3 2019A Q4 2019A
Real global GDP (% y/y annualized)

2019A

Q1 2020A Q2 2020E

2020E

–

–

2.9

–

–

-2.7

U.S. Large Cap Growth

Real U.S. GDP (% q/q annualized)

2.1

2.1

2.3

-7.0*

-30.0

-6.0

U.S. Large Cap Value

CPI inflation (% y/y)

1.8

2.0

1.8

2.1

-0.2

0.7

Core CPI inflation (% y/y)

2.3

2.3

2.2

2.2

0.9

1.4

Unemployment rate (%)

3.6

3.5

3.7

3.8

15.6

10.6

Fed funds rate, end period (%)

1.90

1.55

1.55

0.08

0.13

0.13

10-year Treasury, end period (%)

1.66

1.92

1.92

0.67

0.50

1.00

S&P 500 end period

2977

3231

3231

2585

–

2600

42

42

163.0

34*

25.0

115

Euro/U.S. dollar, end period

1.09

1.12

1.12

1.10

1.02

1.05

U.S. Investment Grade Tax Exempt

U.S. dollar/Japanese yen, end period

108

109

109

108

105

103

U.S. High Yield Tax Exempt

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

56

57

57

46

20

32

U.S. Small Cap Growth
U.S. Small Cap Value
International Developed
Emerging Markets
Global Fixed Income
U.S. Governments
U.S. Mortgages

S&P earnings ($/share)

U.S. Corporates
High Yield

International Fixed Income
Alternative Investments*

see CIO Asset Class Views

Hedge Funds
Private Equity
Real Assets
Cash
*M
 any products that pursue Alternative Investment strategies,
specifically Private Equity and Hedge Funds, are available only to prequalified clients.
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The forecasts in the table above are the base line view from BofA Global Research team. 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.
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 a fair value estimate for 2020. **West Texas Intermediate.
Sources: BofA Global Research; GWIM ISC as of April 10, 2020.
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 is a stock market index that tracks the stocks of 500 large-cap U.S. companies. It represents the stock market's performance by reporting the risks and returns of the biggest companies.
Chicago Board Options Exchange's CBOE Volatility Index (VIX) is a popular measure of the stock market's expectation of volatility based on S&P 500 index options.
ICE BofA Treasury Index is an unmanaged index that tracks the performance of the direct sovereign debt of the U.S.
MSCI Emerging Markets Index stands for Morgan Stanley Capital International (MSCI), and is an index used to measure equity market performance in global emerging markets.

Important Disclosures
This material was prepared by the Chief Investment Office (CIO) and is not a publication of BofA Global Research. The views expressed are those of the CIO only and are subject to change.
This information should not be construed as investment advice. It is presented for information purposes only and is not intended to be either a specific offer by any Merrill or Bank of America
entity 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.
Global Wealth & Investment Management (GWIM) is a division of Bank of America Corporation. The CIO, which provides investment strategies, due diligence, portfolio construction guidance
and wealth management solutions for GWIM clients, is part of the Investment Solutions Group (ISG) of GWIM.
Investing involves risk, including the possible loss of principal. No investment program is risk-free, and a systematic investing plan does not ensure a profit or protect against a loss in
declining markets. Any investment plan should be subject to periodic review for changes in your individual circumstances, including changes in market conditions and your financial ability to
continue purchases.
Companies may reduce or eliminate dividend payment to shareholders. Historically, dividends make up a large percentage of stocks’ total return.
Economic or financial forecasts are inherently limited and should not be relied on as indicators of future investment performance.
It is not possible to invest directly in an index.
Asset allocation, diversification, dollar cost averaging and rebalancing do not ensure a profit or protect against loss in declining markets. Dollar cost averaging involves continual investment in
securities regardless of fluctuating price levels; you should consider your willingness to continue purchasing during periods of high or low price levels.
Past performance is no guarantee of future results.
Merrill, Bank of America, their affiliates and advisors do not provide legal, tax or accounting advice. You should consult your legal and/or tax advisors before making any
financial decisions.
Neither Bank of America nor its affiliates provide healthcare advice.
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. When interest rates go up, bond prices typically drop, and vice versa. Treasury bills are less volatile than longer-term fixed income securities and are guaranteed as to timely payment of
principal and interest by the U.S. government.
Merrill Private Wealth Management is a division of MLPF&S that offers a broad array of personalized wealth management products and services. Both brokerage and investment advisory
services (including financial planning) are offered by the Private Wealth Advisors through MLPF&S. The nature and degree of advice and assistance provided, the fees charged, and client rights
and Merrill’s obligations will differ among these services. The banking, credit and trust services sold by Merrill’s Private Wealth Advisors are offered by licensed banks and trust companies,
including Bank of America, N.A., Member FDIC, and other affiliated banks.
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