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Don't Speculate on Speculation

The stock market rally so far this year seems based largely on speculation
rather than fundamentals. Investors appear hopeful the Federal Reserve
will soon return to a policy of cheap and abundant liquidity while ignoring
the Fed's repeated warnings to the contrary.

Speculation and bubbles require significant liquidity. Economic
fundamentals do not point to the Fed soon changing course and easing
credit conditions or lowering interest rates and have more recently argued
the exact opposite: the Fed could stay tighter for longer than investors
currently expect.

Accordingly, we continue to be defensively positioned within our
portfolios, rather than loading up on those assets most likely to fizzle out.
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Insights | February 2023 Liquidity is a cornerstone of bubbles

We have repeatedly highlighted our five characteristics of a
financial bubble. The cryptocurrency and tech/innovation/disruption
outperformance during 2020-21 fit all five of these characteristics.

b Characteristics of a Financial Bubble

1. Increased liquidity

2. Increased use of leverage

3. Democratization of the market
4. Increased turnover/volume

5. Increased new issues

The recent bubble in technology/innovation/disruption/cryptocurrencies
was undoubtedly fueled at least in part by the Fed's immense liquidity
injection into the economy in response to the pandemic (See Chart 1).
M2 growth peaked at 27%, which was the highest in modern history
and put US monetary growth on par with Peru’s. Fiscal stimulus provided
additional liquidity via emergency payments.

Because businesses were slow to utilize the capital and consumers
were not using services, the extreme amounts of liquidity basically had
nowhere to go except into savings. That huge pool of excess savings
quickly spurred a financial bubble.

CHART 1:
US Money Supply (M2) Growth YoY
(Feb. 1960 — Dec.2022)

Source: Bloomberg Finance LP.
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Liquidity is now being drained

However, the Fed and other central banks have begun a concerted effort
to withdraw liquidity from the global economy. Chart 1 shows US M2
growth has recently turned negative for the first time in modern history.
Chart 2 highlights that 44% of global yield curves are now inverted,
which is slightly below the recent 30-year record.

Inverted yield curves tend to reasonably forecast tighter monetary
conditions because yield curves are a proxy for lending margins. Most
financial institutions take in deposits and pay short-term interest rates on
those deposits and lend receiving longer-term interest rates. VWhen yield
curves are positively sloped it suggests lending is profitable, i.e., longer-
term lending rates are higher than the shorter-term cost of funds.

Inverted yield curves suggest lending is unprofitable because the cost of
funding is higher than the interest rate received from lending. Accordingly,
lending begins to shut down and liquidity begins to contract.

Today'’s global liquidity withdrawal is considerably larger than was 2000's
that ended the Technology Bubble and 2008’s which ended the housing

bubble. It appears to be a bad time to speculate based on central banks’
efforts.

CHART 2:
Percent of Countries with Inverted Yield Curves
(Mar. 1995 — Jan. 2023)
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Insights | February 2023 The “Fed Put” is dead.

Our recent opinion column in the Financial Times outlined our view that
the so-called “Fed Put” is dead (End the Fed Put (rbadvisors.com)).

The Fed could easily rush to the rescue when financial market volatility
spiked because expanding globalization and secular disinflation gave
them confidence that injecting liquidity into the economy would not
cause inflation. Investors’ behavior adapted to the Fed's repeated safety
net, and systematically increased their risk taking.

However, with inflation well above the Fed’s 2% target and the labor
markets historically tight, the Fed no longer has the flexibility to save the
day for financial market participants. We believe The Fed Put is dead.

Chart 3 shows how the Fed's flexibility is now constrained. From 1995
until the pandemic, CPI-based inflation averaged 2.2% remarkably close
to the Fed's 2% target. Since the pandemic’s massive monetary and
fiscal stimulus, however, inflation has been well-above their target.

It would appear that either significant deflation or an extended period
of low inflation is necessary to return to the 2% average inflation rate.
Neither suggests speculation would be profitable.

If 2% average inflation is achieved through a period of actual deflation
that implies a broad range of companies would go bankrupt, which would
undoubtedly include more speculative companies with weaker balance
sheets. Absent some period of significantly improved productivity or
trade cooperation breaking out, an extended period of low inflation
implies tighter monetary policy and higher interest rates for considerably
longer than is currently anticipated.

CHART 3:
US Inflation
(Dec. 1995 — Jan. 2023)

US CPI Urban Consumers YoY NSA Last Price 6.4

Average CPI = 2.2%

Source: Richard Bernstein Advisors LLC, Bloomberg Finance L.P.
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Insights | February 2023 Corporate cash flows coming under pressure

It has historically been more profitable to speculate when corporate cash
flows were improving than when they were deteriorating, and cash flows
are increasingly under pressure.

Chart 4 shows the S&P 500° profits cycle and RBA's forecast for
earnings growth over the next four quarters. We are not currently
forecasting a deep profits recession, but we do think earnings and cash
flows could suffer during 2023.

CHART 4:
S&P 500° Reported Y/Y Trailing GAAP EPS Growth
(Dec. 2010 — Dec. 2022)
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Source: Richard Bernstein Advisors LLC., S&P Global, Bloomberg Finance LP., Factset. Q4 data is
preliminary.

How do we know the rally isn’t fundamentally based? Look
at Cryptos.

Some have argued that the year-to-date rally in more speculative issues

is a fundamental shift from value to growth. The near-50% year-to-date

rally in Bitcoin and other cryptocurrencies leads us to strongly doubt that
is the case.

Cryptocurrencies seem a bellwether of speculation. There is absolutely
nothing fundamentally based about cryptocurrencies’ performance.
Cryptocurrencies appreciate solely on the notion that other speculators
will buy them in the future at higher prices. (See our earlier report on
the cryptocurrency markets, Cryptocurrencies: It's just Candy Crush
(rbadvisors.com))

The rally in cryptocurrencies, as well as in meme stocks and profitless
companies, suggests speculation rather than true economic or profit
fundamentals have been driving performance. See Chart 5.
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II'lSightS February 2023 CHART 5:

Bitcoin Performance
(Feb. 21,2022 — Feb. 21, 2023)
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Volatility signals leadership change but investors rarely
embrace that change.

Equity market volatility generally signals a change in leadership. Equity
market leadership is comprised of the stocks best-suited for a particular
economic environment, i.e., they perform the best. Volatility occurs
when those stocks start to underperform as the economy changes. A
new leadership group begins to appear that is better suited for the new
environment.

Despite this recurring “changing of the guard”, investors rarely embrace
the changes that volatility signals. Instead, they cling to the old leadership
hoping for a return to form. The speculative rally so far this year seems a
perfect example of investors' denial of a changing economy.

Our portfolios remain defensively positioned away from more speculative
sectors like Technology, Communications, and Consumer Discretionary.
We view the opportunities outside the US to be quite broad because
most countries are far less concentrated in these three sectors.
Technology, Communications, and Consumer Discretionary still comprise
about 45% of the US market. Among developed markets only the
Netherlands is more concentrated in these sectors.

Longer-term we continue to see a shift from “cute wiener dogs in the
metaverse” to real productive assets, and we remain more positive
on cyclical sectors such as Energy, Materials, and Industrials than we
normally might be at this point in the cycle.
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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 $14.6 billion
collectively under management and advisement as of December 31,
2022. 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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