
 CIO REPORTS

The Weekly Letter

Merrill Lynch Wealth Management makes available products and services offered by Merrill Lynch, Pierce, Fenner & Smith Incorporated 
(MLPF&S), a registered broker-dealer and Member SIPC, and other subsidiaries of Bank of America Corporation (BofA Corp.).
Investment products:

Are Not FDIC Insured Are Not Bank Guaranteed May Lose Value

© 2017 Bank of America Corporation. All rights reserved.

APRIL 4, 2017

GWIM Chief Investment Office

GWIM Investment 
Strategy Committee

Recent Publications

Weekly Letter
Unicorns Exist
Oil’s Balancing Act
Housing rises
R(E)nergized (M)arkets

Monthly Letter
Too Much Growling and Howling

ISC Viewpoint
The Madness of March

 Will the BAT fly?: A Republican proposal to tax imports and subsidize exports as part of a 
broader overhaul of U.S. corporate income taxes has left corporate America intensely divided. The 
measure is seen as potentially hurting companies and consumers that buy a lot of imports while 
benefiting export-oriented companies and their workers. Its fate is unclear as it could be dropped 
from the tax reform proposal.

 Markets in Review: Equities rose last week, with the S&P 500 adding 0.8% and international 
equities, as represented by the MSCI EAFE Index, remaining flat. Bond prices gained, with the  
10-year Treasury yield at 2.39%, down from 2.41% on Friday of the prior week. Commodities 
overall, as measured by the Bloomberg Commodity Index, added 1.0% as WTI crude rose 5.5% 
to $50.60, while gold appreciated by 0.5% to $1,249.40 per ounce. 

 Looking Ahead: Investors look forward to minutes of a Federal Open Market Committee meeting 
for further insight regarding monetary accommodation. Markets have interpreted the March rate 
hike as a “dovish hike.” In addition, employment data is expected to remain strong. In the Eurozone, 
Markit is set to report its final March Composite Purchasing Managers Index (PMI). (See page 3.). 

Will the BAT fly?
In the wake of their failure to overhaul Obamacare, 
Republicans have turned their attention to tax reform, 
including at least one component that’s left corporate America 
intensely divided, the “border-adjustment tax” (BAT). We’re 
addressing this controversial component of the leading tax 
reform proposal since we believe that in whatever form it may 
crystallize, if it does at all, it has the potential to impact many 
aspects of the U.S. economy. They include its competitiveness, 
productivity and consumer purchasing power, as well as 
corporate earnings and equity valuations. It could also redefine 
relationships between the U.S. and its global trading partners 
and lead to new configurations of global supply chains.

The BAT exempts exports from corporate taxes while taxing 
imports. It puts an end to corporations deducting the cost 
of imports for tax purposes, while allowing them to exclude 
export revenues. 

The Republicans’ broader tax reform blueprint also calls for a 
reduction in the U.S. marginal corporate tax rate from 35%, 
the highest among countries in the Organization for Economic 
Co-operation and Development (OECD), to 20%. At that rate, 
the border-adjustment provision would impose a 20% duty on 
imports and create a 20% tax subsidy for exports.

Selling points
Supporters of the BAT say it would create a favorable and 
competitive tax framework for American companies. It would 
introduce reciprocity to the U.S. tax system. Among the 34 OECD 
member countries, the U.S. is one of only seven without a border 
adjustment tax, and the only one with no value-added tax (VAT).

Another incentive for implementing border tax adjustments 
is the expectation that increased tax receipts would help pay 
for the cost of a corporate tax cut. The lower corporate tax 
rate would not only encourage U.S. firms to favor domestic 
operations, but also attract foreign investment. That new 
foreign capital could lead to increased productivity, wages 
and standards of living in America.

The dollar effect
In theory, the U.S. dollar exchange rate should adjust 
immediately to offset the full extent of the BAT. A tax on 
imports would lead to fewer U.S. purchases from abroad, 
reducing the supply of dollars to foreigners. Meanwhile, an 
export subsidy would raise demand for U.S. dollars as foreigners 
would need the American currency to purchase more U.S. 
goods. By some estimates, a 20% tax on imports and a 20% 
export subsidy could cause the dollar to appreciate by as much 
as 25%, making imports cheaper and exports more expensive, 
offsetting any impact of the tax on the overall trade balance.1

http://www.sipc.org/
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/GWIMCIOWeeklyLetter03282017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/GWIMCIOWeeklyLetter03212017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/GWIMCIOWeeklyLetter03142017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/GWIMCIOWeeklyLetter03072017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/CIOMonthlyLetterMarch2017MLWM.pdf
http://resourcecentral.bankofamerica.com/CIODocuments/GWIM%20ISC%20CIO%20Viewpoint%20March%202017.pdf


CIO REPORTS • The Weekly Letter� 2

A much stronger U.S. dollar would have several unintended 
adverse consequences. It would make U.S. households poorer 
by lowering the value of the $20 trillion in foreign assets 
they hold. It would reduce the value of U.S. corporations’ 
profits earned abroad, currently $400 billion. It would threaten 
stability in emerging markets countries that hold a large 
amount of dollar-denominated debt. Also, given the import-
dependent U.S. oil market, the price of crude would surge, 
leaving consumers to pick up the tab.2

The practical implications of a border tax, however, remain 
unseen, and many analysts question the premise of a full 
adjustment to the exchange rate. For example, BofA Merrill 
Lynch (BofAML) Global Research does not expect the dollar to 
appreciate as much as politicians and academics predict, due to 
the reasons cited above and because trading in currency markets 
dwarfs real economic activity.3 But if the amount of dollar 
appreciation does not come as expected or if it is not immediate, 
companies could pass the costs of higher import prices on to 
consumers, causing a disproportionate strain on the lower class.

Winners and losers 
If dollar appreciation does not fully offset the subsidy on 
exports or tax on imports, many companies may have to 
reconsider their global supply chains and business strategies. 

BofAML Global Research believes that the border adjustment tax 
would hurt companies and consumers that buy a lot of imports 
and benefit export-oriented companies and their workers.4 Think 
U.S. auto manufacturers that rely heavily on vehicles imported 
from Mexico or parts procured from China for U.S. assembly. 
Retailers, from department stores to apparel companies, also 
would be severely affected; in an industry where disruptive players 
have already driven down prices, further margin compression or 
higher prices for consumers may be in store. 

On the other hand, a border-adjustable tax system would be 
a boon to U.S.-based global exporters whose manufacturing 
operations have a large value-add component. These global 
exporters have arguably the most to gain from a border-
adjusted tax. Multinationals with intellectual property (IP)-
intensive business models stand to benefit the most, specifically 
those in software, media, pharmaceuticals and biotech along 
with IP-intensive industrial firms. Net exporters in agriculture, 
energy, chemicals and materials are also potential winners. 

There are some 
intra-industry 
divisions on the tax 
reform measure. 
While some U.S. 
oil producers 
stand to benefit 
from the border 
tax and a higher 
U.S. dollar, just the 
opposite could be 
true for refiners 
that rely heavily 
on imported crude. 
Retail gasoline sellers have come out against the proposal. 

Momentum is waning
Although tax reform is one of the top agenda items for the 
new administration, support for the border-adjustment tax has 
recently lost momentum. Senate Republicans and some of 
President Donald Trump’s advisory team have voiced concerns 
over the concept. Deficit hawks may have trouble getting behind 
the overall business tax plan, which is projected to reduce 
federal revenue by more than $1.2 trillion in the first 10 years.5 
Other opponents of the levy claim it is essentially a tax on 
consumers being used to fund tax breaks for corporations. 

What’s more, the border adjustments may be incompatible with 
World Trade Organization (WTO) rules. While the WTO allows 
border adjustments for value-added-tax regimes, the Republican 
blueprint may be viewed as an income-based tax system. 

BofAML Global Research believes that a 5% VAT would be 
WTO-compliant, revenue-neutral, and less disruptive than a BAT, 
providing all the benefits of a BAT and none of its drawbacks6.

Whether Trump sticks with a tariff-based approach or adopts 
the border-adjusted tax is up for debate. BofAML Global 
Research believes that after the stalled healthcare reform, 
tax reform has become the government’s policy priority with 
a higher probability of being accomplished this year, but a lot 
of uncertainty remaining over the final form.  What’s certain 
is that tax reform and “fair” trade proposals will continue to 
prompt debate in the investment community. Stay tuned.

	 1	 Martin Feldstein for Project Syndicate, “The Shape of U.S. Tax Reform,” January 30, 2017.
	 2	 Financial Times, “Why a U.S. border adjustment tax would matter for the oil price,” January 31, 2017.
	 3	 BofAML Global Research, “Cause and Effect: New lease on life for Trump trades,” March 28, 2017.
	 4	 BofAML Global Research, “Ethanomics: Legislative logjam,” March 14, 2017.
	 5	 Peterson Institute for International Economics, “Lessons for U.S. Business Tax Reform from International Tax Rates,” January 2017.
	 6	 BofAML Global Research, “Cause and Effect: New lease on life for Trump trades,” March 28, 2017.

Exhibit 1: Sector EPS impact from 
border adjustment tax (20% rate)
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Markets in Review

Looking Ahead

Equities
Total Return in USD (%)

Level WTD MTD YTD
DJIA 20,663.2 0.3 -0.6 5.2

NASDAQ 5,911.7 1.4 1.6 10.1

S&P 500 2,362.7 0.8 0.1 6.1

S&P 400 Mid Cap 1,719.7 1.5 -0.4 3.9

Russell 2000 1,385.9 2.4 0.1 2.5

MSCI World 1,853.7 0.5 1.1 6.4

MSCI EAFE 1,793.0 0.0 2.8 7.2

MSCI Emerging Mkts 958.4 -1.1 2.5 11.4

Fixed Income
Total Return in USD (%)

Yield (%) WTD MTD YTD
ML US Broad Market 2.57 0.1 0.0 0.9

ML 10-Year US Treasury 2.39 0.1 0.0 0.9

ML US Muni Master 2.48 0.2 0.2 1.4

ML US IG Corp Master 3.35 0.1 -0.1 1.4

ML US HY Corp Master 5.90 0.9 -0.2 2.7

Commodities & Currencies
Total Return in USD (%)

Level WTD MTD YTD
Bloomberg Commodity 172.8 1.0 -2.7 -2.3

WTI Crude $/Barrel1 50.6 5.5 -6.3 -5.8

Gold Spot $/Ounce1 1,249.4 0.5 0.1 8.4

Level Current
Prior  

Week End
Prior 

Month End
2016 

Year End
EUR/USD 1.07 1.08 1.05 1.05

USD/JPY 111.39 111.34 116.96 116.96

Source: Bloomberg.1 Spot price returns. All data as of last Friday’s close. 
Past performance is no guarantee of future results.

BofA Merrill Lynch Global Research  
Key Year-End Forecasts

S&P 500 Outlook 2017 E

Target 2,450

EPS $129.00 

Real Gross Domestic Product 2017 E

Global 3.5%

U.S. 2.1%

Euro Area 1.5%

Emerging Markets 4.6%

U.S. Interest Rates  2017 E

Fed Funds (eop) 1.38%

10-Year T-Note (eop) 2.85%

Commodities 2017 E

Gold ($/oz-period average) $1,286

WTI Crude Oil ($/bbl-eop) $59.00 

All data as of last Friday’s close. 

Upcoming Economic Releases

�� On Wednesday the Federal Reserve releases its Open Market 
Committee minutes. The market will be looking for signs that Fed 
members may skew more hawkish or dovish than believed after their 
March rate hike. Since the hike, Treasury yields have moved lower 
along with the dollar as expectations for a quicker pace of tightening 
have been reduced.

�� On Friday, the Bureau of Labor Statistics will report the seasonally 
adjusted March change in U.S. nonfarm payrolls. BofAML Global 
Research expects job growth of 200,000, while the consensus is a 
bit lower at 174,000. Both estimates are below February’s gain of 
235,000. Job growth has remained strong and incoming March data 
indicates another solid month for the labor market.

�� On Friday in the Eurozone, Markit will release its final Eurozone 
Composite Purchasing Manager’s Index (PMI) for March. BofAML 
Global Research projects a reading of 56.7, a multi-year high, as 
manufacturing has recently picked up within the region.

Trailing Economic Releases

�� The Bureau of Economic Analysis revised growth in U.S. gross 
domestic product for the fourth quarter of 2016 to 2.1% quarter-
over-quarter, surprising to the upside and exceeding BofAML Global 
Research’s expectation of 2.0%. The growth was 0.2% above the 
third-quarter’s, driven largely by stronger consumption growth 
concentrated within services.

�� The University of Michigan reported consumer sentiment for March 
at a level of 96.9, just trailing the BofAML Global Research projection 
of 97.0 and down from a February level of 97.6. Consumer confidence 
remains very high, bolstered by improving wage growth. 

�� Eurostat reported a rise in its advance Core Consumer Price Index 
(CPI) for March of 0.7% year-over-year, in line with BofAML Global 
Research expectations. This represents a slight downtick from 
February’s gain of 0.9%.

S&P 500 Sector Returns (as of last Friday’s market close)
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The opinions expressed are those of the Global Wealth & Investment Management (GWIM) Chief Investment Office only and are subject to change. While some of the information included 
draws upon research published by BofA Merrill Lynch Global Research, this information is neither reviewed nor approved by BofA Merrill Lynch Global Research. This information and any 
discussion should not be construed as a personalized and individual recommendation, which should be based on your investment objectives, risk tolerance, and financial situation and 
needs. This information and any discussion also is not intended as a specific offer by Merrill Lynch, its affiliates, or any related entity to sell or provide, or a specific invitation for a consumer 
to apply for, any particular retail financial product or service. Investments and opinions are subject to change due to market conditions and the opinions and guidance may not be profitable 
or realized. Any information presented in connection with BofA Merrill Lynch Global Research is general in nature and is not intended to provide personal investment advice. The information 
does not take into account the specific investment objectives, financial situation and particular needs of any specific person who may receive it. Investors should understand that statements 
regarding future prospects may not be realized.

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.

Asset allocation, diversification dollar cost averaging and rebalancing do not ensure a profit or protect against loss in declining markets.

Neither Merrill Lynch nor any of its affiliates or financial advisors provide legal, tax or accounting advice. You should consult your legal and/or tax advisors before making any 
financial decisions. The investments discussed have varying degrees of risk. Some of the risks involved with equities 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. Bonds are subject to interest rate, 
inflation and credit risks. Investments in high-yield bonds may be subject to greater market fluctuations and risk of loss of income and principal than securities in higher rated 
categories. 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. Investments in real estate securities can be subject to fluctuations in the value of the underlying properties, the effect of economic 
conditions on real estate values, changes in interest rates, and risk related to renting properties, such as rental defaults. 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. Income from investing in municipal bonds is generally exempt from federal and state taxes for residents of the issuing state. While the interest income is tax exempt, 
any capital gains distributed are taxable to the investor. Income for some investors may be subject to the federal alternative minimum tax (AMT).

Past performance is no guarantee of future results.
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