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Insights

Bank failures: Unsettling but not

unusual
I

Every news item these days seems to be a “hair on fire” event, i.e., the
best or the worst ever seen in history! \We've joked that we're seeing an
unprecedented use of the word “unprecedented.”

Of course, a constant stream of extremes is not reality, but investors
are nonetheless faced with the difficult task of sifting true investment
information from the harrowing cries of impending doom.

Historically, investors have been better off remaining dispassionate and
objective during such hyperbolic periods. A clear-eyed review of history
and of fundamental data will likely be investors’ best guides to maintaining
portfolio sanity during these...ahem...unprecedented times.

The current bank failures are typical

The whole point to tightening monetary policy is to make banking less
profitable and discourage lending and risk-taking. The Fed raises the cost
of funding specifically to disintermediate the banking system and make
lending to the economy more expensive.

Raising interest rates effectively raises the entire economy’s hurdle

rate (i.e., the minimum required rate of return of a financial or capital
investment), which makes cash more attractive relative to longer-term
investments. That, in turn, curtails both financial and real investment.
Because funding becomes more expensive, lending growth slows, and
asset valuations decrease, marginal and poorly managed banks tend to fail
subsequent to the Fed tightening monetary policy.
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Insights | April 2023 The first major bank failure during my career was Continental lllinois in

1984. Continental lllinois was the 7th largest US bank at the time, and
their bailout initiated the phrase “too big to fail.” As financial theory might
have suggested, the bank'’s failure came after the Fed raised interest
rates (See Chart 1)

CHART 1:
Continental lllinois Failure and The Fed Fund Rate
(Apr. 19,1975 - Apr. 19, 2023)
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Source: Richard Bernstein Advisors LLC., Bloomberg Finance L.P.
The recent bank failures were caused by banks skewing their balance
sheets’ toward a single industry: technology-related loans. Continental
lllinois similarly over-extended by concentrating in energy and secondarily
in emerging markets. Also similar to recent failures, Continental lllinois
generally had very poor risk management overseeing a poorly diversified
portfolio. In addition, the FDIC's response to the 1984 failure was
analogous to the recent government response in that deposits were
guaranteed above the FDIC deposit ceiling, which was $100,000 in 1984
versus $250,000 today.

The recent bank failures, therefore, do not seem the least bit
unprecedented. Consider the following similarities between Continental
[llinois” failure in 1984 and the recent bank failures:

1) Significant single industry/region customer concentration.
2) Preceded by Fed tightening.

3) Depositors guaranteed above the FDIC ceiling.
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Insights | April 2023 Inverted yield curves are typically investors’ warning signal

Traditional banking has a relatively simple business model. Banks take
deposits and in return pay depositors a short-term interest rate. Banks
then use those deposits to make loans and get paid interest rates that
track with longer maturity rates along the yield curve. Because yield
curves tend to be positively sloped (i.e., long-term interest rates are
higher than short-term interest rates), banks’ loan profitability is directly
tied to the slope of the curve.

In theory, steeper yield curves provide greater incentive for banks to lend
because lending margins are greater, whereas inverted yield curves (i.e.,
short-term interest rates are higher than long-term interest rates) tend

to curtail lending because an increasing proportion of loans are either
unprofitable or not profitable enough to account for the risk of the loan.

Some investors describe the slope of the yield curve as an indicator of
future nominal economic growth, but it is actually more than simply an
indicator. The slope of the curve itself acts as a stimulator or regulator of
the economy by providing an incentive for the banking system to increase
or decrease lending. Steeper yield curves actually stimulate the economy,
whereas inverted ones slow the economy. Yield curves are more than
simply indicators; they are policy tools.

As one can see in Chart 2, the yield curve (defined as the spread
between the 10-Year T-Note and the 2-Year T-Note) inverted in July 2022.
Accordingly, we quickly reduced our regional bank exposure in July, and
then broadly moved to a significant underweight in November 2022 as
the yield curve reached historic levels of inversion.

CHART 2:
Slope of the Yield Curve
(Apr. 25,1970 — Apr. 19, 2023)
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Source: Richard Bernstein Advisors LLC., Bloomberg Finance
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The Fed is not the only central bank currently tightening monetary
policy and causing an inverted yield curve. Chart 3 shows the proportion
through time of countries that we follow that have inverted yield curves.
Recently, the proportion hit an all-time high, indicating that global central
banks are trying to hinder credit creation on a global scale.

CHART 3:
Percent of Countries with Inverted Yield Curves (10s2s)
(Jan. 31,1995 Apr. 17,2023)
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Source: Richard Bernstein Advisors LLC., Bloomberg Finance L.P.

You can lead a horse to water, but you can’t make it lend

It is well known there are considerable lags between the Federal Reserve
setting monetary policy and when that policy changes banks’ lending
policies and when lending stimulates or slows the economy. Central
banks can only set policy, and can't actually control bank behavior.

For example, banks’ lending growth tends to be the strongest toward
the end of the cycle because the economy is stronger and lending risks
are perceived to be less. Banks, sometimes imprudently, continue to
take excessive risk despite the Fed tightening monetary policy. At the
beginning of cycles, banks perceive risk to be greater than it actually is
and are overly hesitant to lend.

The lags are evident in banks' stock prices. Table 1 shows the
performance of Regional Bank stocks during the 3, 6, and 12 months
after the yield curve has historically inverted. The stocks perform
relatively well over the subsequent 3 and 6 months because business
remains strong. However, by 12 months after inversion, the excessive risk
taking begins to affect the bank stocks and they generally underperform.

In fact, Regional Bank stocks tend to underperform 75% of the time
during the 12-month periods after the yield curve inverts. Because the
yield curve inverted in July 2022, the recent underperformance of the
Regional Banks seems to fit the historical norm.
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TABLE 1:
Initial Inverted Yield Curves and Subsequent Regional Bank Performance

Dow Jones US Select Regional Banks Index
Subsequent Total Return Performance Relative to the S&P 500°

Following Initial 2-10s Yield Curve Inversion

Yield Curve Inversion Subs 3mos Subs 6 Mos Subs 12 mos
Jun-98 -4.2% -7.5% -19.3%
Feb-00 21.4% 19.9% 56.6%
Dec-05 -0.2% 2.1% -0.9%
Aug-19 6.7% -5.9% -40.3%
Jul-22 2.1% 1.9% ??
Average 5.1% 2.1% -1.0%
Median 2.1% 1.9% -10.1%
Best 21.4% 19.9% 56.6%
Worst -4.2% -7.5% -40.3%
Probability of Underperformance 40% 40% 75%

Source: Richard Bernstein Advisors LLC., Bloomberg Finance L.P.

Don't fret. Investors seem aware of the risks

At RBA, we try to balance economic and profit fundamentals with
investor sentiment. The greatest investment opportunities tend to be
when profits and liquidity fundamentals are improving yet investors

are too scared to take advantage of the assets that benefit from that
fundamental improvement. Vice versa, we try to avoid situations in which
fundamentals are deteriorating yet investors don’t care.

The bank stocks appear to be a combination of these factors. Profits

and liquidity fundamentals are still deteriorating, but investors seem
aware. Chart 4 shows recent results of the Bank of America Global Fund
Managers Survey. According to their survey, fund managers’ portfolios
are underweighted bank stocks more than any other group, and they now
view a bank credit crunch as the biggest tail risk.

This suggests that the risks are well known. If fundamentals do improve,
then it could imply a stronger weight in the sector might be appropriate.
For the time being, however, we feel comfortable with our sizable
underweight.
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CHART 4:

Bank of America Global Fund Managers Survey Sector Positioning
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Source: BofA Global Research

Don’t get caught in the constant hyperbole

Henny Penny (a.k.a Chicken Little) is perhaps the most famous hyperbolic
news person, but many have claimed in various forms that the end

is near. Today's Henny Pennies decry the end of banking, the end of
capitalism, or the end of virtually anything. That's not reality. This isn't the
first banking crisis in US history and it won't be the last.

Investors who listen to Henny Penny seem likely to both over-assess
the risks within the market and miss future opportunities. Rather than
structuring portfolios against any risk that could ever occur, the key to
rational investing is following an intellectually sound and well-tested
investment process.
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INDEX DESCRIPTIONS:

The following descriptions, while believed to be accurate, are in some cases
abbreviated versions of more detailed or comprehensive definitions available from
the sponsors or originators of the respective indices. Anyone interested in such
further details is free to consult each such sponsor’s or originator’s website.

The past performance of an index is not a guarantee of future results.

Each index reflects an unmanaged universe of securities without any deduction for advisory
fees or other expenses that would reduce actual returns, as well as the reinvestment of all
income and dividends. An actual investment in the securities included in the index would
require an investor to incur transaction costs, which would lower the performance results.
Indices are not actively managed and investors cannot invest directly in the indices.

S&P 500°: S&P 500°Index: The S&P 500” Index is an unmanaged, capitalization-
weighted index designed to measure the performance of the broad US economy
through changes in the aggregate market value of 500 stocks representing all major
industries.
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About Richard Bernstein Advisors

Richard Bernstein Advisors LLC is an investment manager focusing

on long-only, global equity and asset allocation investment strategies.
RBA runs ETF asset allocation SMA portfolios at leading wirehouses,
independent broker/dealers, TAMPS and on select RIA platforms.
Additionally, RBA partners with several firms including Eaton Vance
Corporation and First Trust Portfolios LP, and currently has $15.7 billion
collectively under management and advisement as of March 31, 2023.
RBA acts as sub-advisor for the Eaton Vance Richard Bernstein Equity
Strategy Fund, the Eaton Vance Richard Bernstein All-Asset Strategy
Fund and also offers income and unique theme-oriented unit trusts
through First Trust. RBA is also the index provider for the First Trust
RBA American Industrial Renaissance ETF. RBA's investment insights
as well as further information about the firm and products can be found
at www.RBAdvisors.com.

Nothing contained herein constitutes tax, legal, insurance or investment advice, or the
recommendation of or an offer to sell, or the solicitation of an offer to buy or invest in any investment
product, vehicle, service or instrument. Such an offer or solicitation may only be made by delivery to
a prospective investor of formal offering materials, including subscription or account documents or
forms, which include detailed discussions of the terms of the respective product, vehicle, service or
instrument, including the principal risk factors that might impact such a purchase or investment, and
which should be reviewed carefully by any such investor before making the decision to invest. RBA
information may include statements concerning financial market trends and/or individual stocks, and
are based on current market conditions, which will fluctuate and may be superseded by subsequent
market events or for other reasons. Historic market trends are not reliable indicators of actual future
market behavior or future performance of any particular investment which may differ materially,

and should not be relied upon as such. The investment strategy and broad themes discussed

herein may be inappropriate for investors depending on their specific investment objectives and
financial situation. Information contained in the material has been obtained from sources believed
to be reliable, but not guaranteed. You should note that the materials are provided “as is” without
any express or implied warranties. Past performance is not a guarantee of future results. All
investments involve a degree of risk, including the risk of loss. No part of RBA's materials may be
reproduced in any form, or referred to in any other publication, without express written permission
from RBA. Links to appearances and articles by Richard Bernstein, whether in the press, on
television or otherwise, are provided for informational purposes only and in no way should be
considered a recommendation of any particular investment product, vehicle, service or instrument
or the rendering of investment advice, which must always be evaluated by a prospective investor

in consultation with his or her own financial adviser and in light of his or her own circumstances,
including the investor’s investment horizon, appetite for risk, and ability to withstand a potential loss
of some or all of an investment’s value. Investing is subject to market risks. Investors acknowledge
and accept the potential loss of some or all of an investment's value. Views represented are

subject to change at the sole discretion of Richard Bernstein Advisors LLC. Richard Bernstein
Advisors LLC does not undertake to advise you of any changes in the views expressed herein.
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