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Insights

Is the safe haven still safe?

T

safe

Treasury bonds have long been considered the financial markets
haven” asset. That remains generally true, but investors should appreciate
the risk of default is causing the financial markets to re-assess Treasuries’
superiority as a safe haven relative to other assets.

There is plenty of blame to be shared in Washington, DC, so one should
not consider this report as some sort of a political statement. However,
investors need to be dispassionate in their asset valuations, and it seems
as though investors are somewhat sanguine regarding the possibility of
the world's safe haven no longer being quite as safe.

The current environment seems full of pseudo-safe assets:
cryptocurrencies, smaller growth companies, and private equity and debt
might be prime examples. So, Treasuries remain quite safe compared to
these imposters.

The risk of a US default should nonetheless be fully appreciated. The
markets re-priced Treasuries to account for the downgrade of US debt
by Standard & Poors in 2011. The cost to the US government has more
consistently been between 100-200 bps higher yield relative to German
Bunds than it was prior to the downgrade (see Chart 1).

In other words, the 10-year T-note yield has carried a consistent risk
premium to German Bunds since the downgrade of US government

debt in 2011. Because all US debt prices off US Treasuries’ yields, the
downgrade and subsequent increased risk premium means US corporate,

municipal, and mortgage debt has also had an imbedded risk premium and

higher associated interest costs.
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Insights | March 2023 One should not downplay the potential damage of a growing risk
premium despite generally lower absolute interest rates. US rates
actually fell in absolute terms after the US downgrade because the
economy weakened. The chart points out, however, that the US
nonetheless experienced relatively higher rates which ultimately
detracted from US competitiveness.

CHART 1:
US 10-Year Treasuries vs German 10-Year Bunds: Yield Spread
(Dec. 31,1993 — Mar. 27, 2023)
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Source: Richard Bernstein Advisors LLC. Bloomberg Finance L.P.

Credit default swaps (CDS) are market-traded insurance against default.
Bonds considered more likely to default have higher credit default swap
costs. CDS is priced in basis points (bps), so a CDS spread of 100 bps for
a bond suggests the costs to insure against default will cost 100bps. The
bond buyer agrees to pay the insurer 100bps in exchange for protection
against the bond defaulting.

The US government 1-year CDS spread (i.e., insuring against default
in the forthcoming year) is now higher than it was when US debt
was downgraded in 2011 (see Chart 2), which suggests the markets
feel the risk of default is higher than it was in 2011, and another US
debt downgrade would likely further increase interest costs to the US
government and to the overall US economy.
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CHART 2:
CDS spread: US Government 1-Year
(Dec. 31,2008 — Mar. 24, 2023)
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US government riskier than Financials?

Despite all the attention currently paid to the Financial sector’s problems,
CDS spreads currently suggest a US default is more likely than are senior
investment grade bonds issued by financial companies.

Chart 3 compares CDS spread for the US government with those of
Senior Investment Grade (IG) Financial sector bonds. At this point in
time, the CDS spread for the US government is almost twice that of
Senior |G Financial bonds.

CHART 3:
CDS spreads: US Government 1-Year vs Senior IG Financial Sector Bonds
(Dec. 31,2017 — Mar. 24, 2023)
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Reality bites

Investors seem shocked by the recent bank failures, but there could be a
significantly more meaningful financial event looming.

The notion that 2011’s near-default was a non-event has proven
totally false. Of course, financing costs would have been much
higher if there actually had been an extended government default,
but the US economy has nonetheless paid higher interest costs
and experienced slower growth because of 2011’s fiasco.

Investors should appreciate another near-default or actual default
could similarly result in a meaningful secular relative increase

in US relative interest costs and slower US relative economic
competitiveness and growth.

We remain overweight long-term Treasuries based on our view that
US nominal growth will slow through time, as a hedge against more
economically-sensitive equities, and the structural difficulties of holding
German Bunds.

However, US Treasuries are clearly not the same safe haven asset they
were prior to 2011's downgrade of US debt, and we fully recognize a US
government default could not only further jeopardize Treasuries’ status,
but could also result in still higher relative US interest costs and the
associated further loss in global competitiveness.
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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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