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Portfolio Considerations

The U.S. economy shows early signs
of reaccelerating, consumers remain
healthy, corporate profits turning
higher and monetary policy is pivoting
from tightening to easing. We
continue to favor both stocks and
bonds overall. This month we made
tactical adjustments designed to
increase our exposure to areas that
are more correlated with easier
financial conditions in the coming
year by raising Equities to slight
overweight from neutral—funded the
increase in Equities from exposure to
areas of richness in Fixed Income;
increasing small capitalization shares
to slight overweight from neutral with
a tilt toward value in this asset class;
and, increasing our exposure to
cyclical Equity sectors.
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MACRO STRATEGY
Yield Curve Inversions, Now and Then
Chief Investment Office, Macro Strategy Team

Signs that the economy is picking up in 2024 despite an unusually long stretch of negative
signals from the Conference Board's Leading Economic Indicator (LEI) have caused many
forecasters to lose faith in the value of the index, which, despite its past accuracy, has
been predicting a recession that never materialized. Prominent among the LEI's 10
components is the slope of the yield curve, which measures the difference between the
10-year Treasury note yield and the federal funds rate on overnight deposits. This
component successfully predicted recessions in the past when the short-term funds rate
exceeded the longer-term Treasury rate and gets the largest weight in the LEI.

Since this signal has proven false this time around, it's natural to ask why, and what's
different this time? Basically, as with many historical empirical relationships, different
macroeconomic environments can change what are incorrectly assumed to be fixed
correlations or relationships between variables. A recent example is the correlation
between stock and bond returns. Before the low inflation, secular stagnation, global
savings glut era that characterized the prepandemic period for a couple of decades, stock
and bond return correlations were generally positive. This relationship reversed during the
roughly two decades before the pandemic, giving rise to the popularity of the risk-parity
approach to portfolio management, where equity market selloffs were mitigated by rising
bond prices and falling interest rates when recession fears dominated asset markets. The
higher risk of deflation in low-structural inflation environments gives bonds an added
benefit over Equities in risk off episodes.

After World War Il (WWII) but prior to the low inflation, secular stagnation era, the risk of
deflation was not an issue, as inflation routinely averaged over 3%, making bonds much
less attractive compared to Equities and making the correlation between stock and bond
returns more persistently positive. With higher inflation the rule since the pandemic policy
shift, that positive correlation has returned, undermining the basis for the risk-parity
approach to portfolio allocation. This structural shift to higher inflation has caused a
severe bear market in bonds in countries that have adopted the new higher inflation
policies.

Likewise, the view that a yield-curve inversion signals an impending recession is based on
the post-WWII experience in the U.S,, which is characterized by persistent inflation with
very little deflation risk and relatively moderate fluctuations in nominal gross domestic
product (GDP) growth, with much less time spent in recessions because of proactive
monetary and fiscal policies. This was not the case before WWII, when inflation was
generally offset by deflation, causing money to hold its value over the long term, while the
economy spent a much higher proportion of time in recession, with much greater volatility
in nominal GDP.

A look at the yield curve that includes this broader spectrum of economic experience
illustrates a more complex set of possibilities that create yield-curve inversions besides a
slide into recession. This expanded view of the yield curve includes the possibility of
inversions predicting recessions but also the possibility of inversions predicting just
declining inflation or even deflation.

For example, if the long-term outlook is for persistent deflation, then a long-term bond will
gain real value over time, and long-term yields should be lower than shorter yields, other
things equal. In fact, this was the case in the second half of the 19th century in the U.S,
as persistent deflation kept the yield curve inverted for much of the time despite an
economy that managed to grow on the back of tremendous improvement in technology
and productivity.

Investment Implications

A rising fiscal burden and higher
real interest rates favor companies
with high-quality balance sheets
and low leverage, as rising
refinancing costs squeeze profit
margins.
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Thus, the view that an inverted yield curve predicts recessions is more aptly applied to a
world where inflation remains persistent and relatively contained along with moderate
fluctuations in growth. More specifically, the yield curve anticipates whether nominal GDP
is likely to rise or fall. In a stable inflation environment, falling nominal GDP growth is more
likely to reflect falling real growth, and hence a recessionary outcome.

This brings us to the post-pandemic experience, which, because of massive monetary and
fiscal stimulus, saw the fastest, biggest jump in both inflation and real growth since WWII.
As such, it was outside the set of economic data that made economists believe an
inverted yield curve means a recession is coming. Seen in the more general context of
history, however, the inverted yield curve did accurately predict the big decline in nominal
growth from well over 10% at the peak to about 5% more recently. Inflation and growth
have fallen by half, or more, from their peaks. However, because growth was so far above
trend, it had room to fall by half yet still remain relatively healthy.

This lesson from the post-pandemic experience should spur economists to better
understand that generalizations about indicators without regard to the underlying reasons
why they work make surprises more likely, where indicators fail to predict the anticipated
effect because the conditions under which they work are not in place. That seems to be
the case with the yield curve, which did accurately forecast the massive slowing of
nominal GDP, both its inflation and real components, but without a resultant recession
because the slowing was from such an elevated peak. Based on the experience since
1945, the slowing would have been consistent with a recession, but not from the
unprecedented levels of the pandemic boom.

An inverted yield curve means that nominal GDP growth is expected to slow. If nominal
GDP growth fluctuates in a stable range with relatively steady inflation, this implies the
slowdown would be mainly in real growth, making the risk of recession significant. If,
however, the range of nominal GDP growth and inflation fluctuations is much wider, as
prior to WWII in the U.S,, then a much broader set of possibilities is implied by an inverted
yield curve. Nominal GDP growth can drop without a recession when there is scope for big
declines in either its inflation and/or real growth components, without real growth going
negative as in recessions. This appears to be what happened in the post-pandemic
economy, with its much wider fluctuations in both real growth and inflation.

Over the past year, nominal rates on one- to two-year Treasury maturities are flat despite
a roughly three-quarter-point rise in the overnight funds rate since last winter. These
shorter-term rates are priced for Fed easing over the next year or two. Longer maturity
rates, however, have increased about a half percentage point over the past 12 months,
both nominal and real rates in the Treasury Inflation Protected Securities market.
Essentially, the market has priced in little change in inflation expectations, but about 50 to
75 bps of real rate increases over the longer term.

This bear steepening in real and nominal rates not coincidentally has happened as fiscal
stimulus and the outlook for the U.S. budget deficit have increased dramatically over the
past year despite a fully employed economy. This new, more aggressive use of fiscal policy
to prop up economic growth helped the U.S. economy avoid recession in 2023 and
continues to buoy growth in 2024. Faster growth gained by increased fiscal borrowing not
surprisingly is being priced into the yield curve, with bigger consequences for the future
while keeping the present economy looking good.
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MARKET VIEW

Renewable Energy Equities: What Next After the Boom and Bust?

Ehiwario Efeyini, Director and Senior Market Strategy Analyst

The clean energy economy has been a major focus for global investors over recent years,
particularly since the 2015 UN Framework Convention on Climate Change (COP21) in Paris
established the most comprehensive climate deal of any reached over decades of international
negotiations. But after a strong post-pandemic run-up, clean energy-linked equity markets have
performed poorly. The MSCI Global Alternative Energy Index—primarily composed of renewable
project developers and equipment suppliers in the U.S,, Europe and Asia—more than tripled
between its pandemic low of March 2020 and its price highs of January 2021. But it has since
given up virtually all of those gains, falling by over 50% from its peak of three years ago. We
view the global transition toward a clean energy future as still very much in progress, driven by
emissions reduction policies at the local, national and international levels, growing energy
security needs (particularly in Europe) and the falling cost of renewable energy hardware and
generation. But a range of factors has led to volatility and steep price declines for related
equity markets over recent years.

The backdrop for the initial phase of the price slump in early 2021 was one of extreme
overvaluation. Market expectations for a significant increase in alternative energy investment
following the election of President Biden in November 2020 drove a 40% price increase and 10
times price-earnings multiple expansion from 29x to 39x in the two months following the
election result. This was immediately followed by a period of rapidly rising inflation from early
2021, which saw bond yields begin to increase from their pandemic lows as expectations for
monetary policy tightening started to grow before the Fed delivered its first interest rate hike in
March 2022. Renewable energy developers build out project infrastructure (primarily solar and
wind farms) and then sell the power they generate to utilities or end-users. Reliance on debt
financing therefore means that borrowing costs are a key factor in renewable project viability.
Higher rates are a fundamental headwind for investor returns, due to both a higher cost of
funding new equipment purchases and a lower present value of existing projects.

Steep declines in natural gas prices then compounded weakness in the sector from the second
half of 2022. Lower fossil fuel prices make renewables less competitive and reduce the rates
that developers can charge for their generated power. And the 70%-plus decline in wholesale
natural gas prices in the year following their 2022 peak came alongside another major downleg
for alternative energy Equities. Then in 2023, depressed natural gas prices and additional rate
increases were joined by an economic slowdown in China that exerted yet further downward
pressure on the clean energy sector. China accounts for the largest share of global renewable
energy consumption (29%) and has by far the largest share of global capacity in wind (41%)
and solar (37%) power generation, according to the Energy Institute Statistical Review of
World Energy. Following its post-pandemic reopening in late 2022, a relapse in economic
growth in China in 2023 (annualized GDP growth in Q2 of that year dipped below 3%)
therefore came as an additional headwind for renewable energy Equities, which essentially fell
back to prepandemic levels by year-end (Exhibit 1).

Exhibit 1: The Boom and Bust In Renewable Energy Equities.

Investment Implications

After a challenging few years for
renewable energy equity markets,
lower inflation and an eventual
shift toward interest rate cuts in
2024 should be supportive for the
sector. Renewable project
developers should also benefit
from structural growth in demand
volumes, as well as national policy
implementation. In the meantime,
other market segments related to
the green transition such as
balance of system components
and key commodity groups should
also benefit from this ongoing
shift in the energy mix.
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Sources: MSCI; Bloomberg; Chief Investment Office. Data as of January 2024. Past performance is no guarantee of future results. Please refer to index definitions at the end of this

report. It is not possible to invest directly in an index.
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Cyclical forces have clearly then played a key role in the underperformance of the alternative
energy sector in recent years. But a further structural impediment in the form of growing
backlogs of new capacity yet to be integrated into the grid has also been a major hurdle for
project developers. This so-called “interconnection queue” refers to the number of projects
awaiting approval by regional grid operators who must first assess the ability of the
transmission network to absorb new sources of power generation. According to the U.S.
Department of Energy’s University of California Berkeley Lab, over 1,250 gigawatts (GW) of
zero-carbon generating capacity was awaiting interconnection approval in 2022 comprised
of some 947 GW of solar and 300 GW of wind power, in addition to close to 700 GW of
storage capacity (Exhibit 2). Interconnection wait times have also been rising. The median
period from a connection request by a renewable developer to commercial operation
increased from less than two years for projects built in 2000 to 2007 to almost four years
for those built in 2018 to 2022, and five years for projects built in 2022. This trend has also
dampened investor returns for the sector as a whole.

Exhibit 2: A Growing Interconnection Queue Remains A Structural Headwind for Renewable Energy Equities.
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Source: U.S. Department of Energy University of California Berkeley Lab. Data as of 2022.

So, what should investors expect over the period ahead? Just as higher inflation and interest
rates have held back the alternative energy indexes since 2021, ongoing disinflation and an
eventual shift toward interest rate cuts in 2024 should be supportive. Renewable project
developers should also benefit from structural growth in wind and solar power demand
volumes as the longer-term drivers of clean energy demand from policy, energy security and
falling costs persist. On the policy front, the 2022 U.S. Inflation Reduction Act will provide
some $380 billion in subsidies and credits for renewable energy production, green
infrastructure and clean energy equipment manufacturing over the next decade. And perhaps
at least as important, any potential future regulatory reform to shorten the interconnection
queue and reduce approval times would also buoy returns in the sector by increasing sales of
generated power for project developers.

In the meantime, other market segments related to the green transition should also benefit
from this ongoing shift in the energy mix. Key growth areas in our view should include
suppliers of solar modules and wind turbines, as well as providers of balance of system
components such as batteries, power optimizers and inverters. Developers of electrolyzers
and fuel cells should benefit from growth in green hydrogen for energy storage and use in
industrial applications such as steelmaking and fertilizer production, in addition to
commercial transportation segments such as heavy-duty trucks and forklifts. And the
commodities used to build renewable energy hardware and batteries such as copper, nickel,
lithium, graphite and cobalt are also likely to perform well over the longer term, improving
terms of trade for producer countries. At the same time, providers of smart grid features
such as demand-response and vehicle-to-grid systems should benefit as greater volumes of
alternative energy are connected to the power grid. And makers of industrial cables for long-
distance power transmission and grid connections from renewable sources should also be
well positioned, particularly against the backdrop of a growing interconnection queue. As we
look further out into the green transition, providers of negative emissions technologies such
as carbon capture, utilization and storage are also likely to become more mainstream as
countries look to reach their net-zero targets.
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THOUGHT OF THE WEEK
U.S.-China De-Risking: A Closer Look

Ariana Chiu, Wealth Management Analyst

Much has been made of America’s declining imports from China—and for good reason.
Since hitting a peak of 21.6% in 2017, China’s share of total U.S. imports fell to just
13.9% in 2023', with Mexico, too much media hype, now the number one supplier of U.S.
imports.

Yet as we have noted in the past, the aggregate decline in U.S. imports from China hides
the fact that in several important areas, U.S. dependence on China has actually grown. This
is particularly true in the areas China calls the “New Three” (electric vehicles, lithium-ion
batteries, and renewables). Take electric vehicles, for example. Graphite accounts for over
30% of an electric vehicles’ (EV) weight, and in 2023, 70% of U.S. graphite imports came
from China versus 39% in 2018. Similarly, China’s share of U.S. lithium-ion battery imports
rose from 47% to over 70% between 2018 and 2023. The same cannot be said of the
“Old Three” (furniture, clothing, household appliances), industries that China previously
championed. Indeed, as Exhibits 3A and 3B highlight, while the U.S. has weaned itself off
t-shirts and toasters from China, de-risking has been anything but equal. Finding an
alternative source of graphite will be a different ballgame from shifting clothing
production to Vietnam.

So yes, China’s role as the “factory to the world” is being recast as firms diversify and “de-
risk” their global supply chains. But remember that, for now, China remains the factory
most strategically optimized for technologies of the future. Add to this China’s status as
reigning “refinery to the world,” and the message becomes clear: When it comes to critical
resources to power America’s green transition, and to support the U.S. semiconductor and
defense sectors, think more, not less, dependence on China.

The inconvenient truth is that America’s technological aspirations remain deeply reliant on
China. And while the U.S. and its allies are serious about diversifying their supply chains,
efforts to de-risk won't be cheap and won’t happen overnight. Headlines may harp on
China’s dethroning in 2023, but these transitions will take time, a great deal of capital, and
the political will to overcome environmental concerns.

All of the above is a reminder that geopolitical risks—namely souring U.S.-China
relations—remain a key consideration when it comes to portfolio construction and
expected market returns. There is a great deal at stake as the “de-risking” debate swirls
and gathers more traction as the 2024 election approaches.

Exhibit 3: U.S. Imports From China: Out With The Old, In With The New.

Investment Implications

The state of U.S.-China relations,
and its importance in the 2024
election, remain top of mind.
Meanwhile, diversifying supply
chains from China will take time.
Importantly for investors, multiyear
efforts to “de-risk” will also require
significant spending. Expected
beneficiaries include renewable
infrastructure, artificial
intelligence, and defense—all with
a bias toward U.S. assets.

3A) “De-Risking” is Happening in the “Old Three”...

Percent of U.S. Imports from China = 2018 = 2019 = 2020 Percent of U.S. Imports from China
80% = 2021 u 2022 = 2023 80% "
70% 70%

60%
50%
40%
30%
20%
10%

0%

60%
50%
40%
30%
20%
10%

0%
Furniture Clothing Appliances Graphite

Lithium-ion Batteries

3B) ...But What About “New Three” Industries?

= 2018 = 2019 = 2020
= 2021 = 2022 = 2023

o
~

Wind Turbines

Source: US. Census Bureau. Data as of February 7, 2024.

T USS. Census Bureau. Data as of February 7, 2024.

6 of 8 February 20, 2024 - Capital Market Outlook

RETURN TO FIRST PAGE



MARKETS IN REVIEW

Equities
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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 U.S. dollars.

S&P 500 Index is a stock market index tracking the stock performance of 500 of the largest companies listed on stock exchanges in the United States.

Conference Board’s Leading Economic Indicator (LEI) is an American economic leading indicator intended to forecast future economic activity. It is calculated by The Conference Board, a non-
governmental organization, which determines the value of the index from the values of ten key variables.

MSCI Global Alternative Energy Index includes developed and emerging market large, mid and small cap companies that derive 50% or more of their revenues from products and services in
Alternative energy.
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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.

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.

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 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.").

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.

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.

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. Small cap and mid cap companies pose special risks, including possible illiquidity and greater price volatility
than funds consisting of larger, more established companies. 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. Bonds are subject to
interest rate, inflation and credit risks. Investments in foreign securities (including ADRs) 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 commaodities, including market
price fluctuations, regulatory changes, interest rate changes, credit risk, economic changes and the impact of adverse political or financial factors.

Alternative Investments are speculative and involve a high degree of risk.

Alternative investments are intended for qualified investors only. Alternative Investments such as derivatives, hedge funds, private equity funds, and funds of funds can result in higher retumn
potential but also higher loss potential. Changes in economic conditions or other circumstances may adversely affect your investments. Before you invest in alternative investments, you should
consider your overall financial situation, how much money you have to invest, your need for liquidity and your tolerance for risk.

Nonfinancial assets, such as closely-held businesses, real estate, fine art, oil, gas and mineral properties, and timber, farm and ranch land, are complex in nature and involve risks including total loss
of value. Special risk considerations include natural events (for example, earthquakes or fires), complex tax considerations, and lack of liquidity. Nonfinancial assets are not in the best interest of all
investors. Always consult with your independent attorney, tax advisor, investment manager, and insurance agent for final recommendations and before changing or implementing any financial, tax,
or estate planning strategy.

© 2024 Bank of America Corporation. All rights reserved.
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