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Aha! Interest rates do matter.

Investors have been spoiled by the trend in falling long-term interest
rates over the past 40 years, and have only occasionally had to worry
about equity strategies for a rising rate environment. The economic
backdrop may now be changing, but investors seem hesitant to alter their
investment strategies.

During the early-1990s, we were among the first researchers to
investigate “equity duration”, or equities’ sensitivity to changes in interest
rates. Long-term interest rates have always been a critical factor for
valuation, but equity duration was a more advanced concept in that it not
only looked at interest rates, but also the relationship between earnings,
interest rates, and the interaction between the two.

Long-term interest rates have started to increase as the Fed extricates
itself from cornering the long-term Treasury market. Yet, up to very
recently, investors have been relatively hesitant to sell the longest-duration
equities. Technology, venture capital, cryptocurrencies, innovation, and
disruption are all long-duration strategies that performed very well as
long-term interest rates fell. It seems unrealistic to expect the biggest
beneficiaries of falling interest rates to outperform as interest rates rise.
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What is duration?

Duration is a measure of price’s sensitivity to interest rates measured

in years. For example, a 30-year zero-coupon bond has a duration of 30
years because all of the return is received in year 30 when principal is
received. A 30-year coupon paying bond would have a shorter duration
because coupon payments would be received during each year until the
principal is returned in year 30. Currently, the 30-year coupon paying
government note has a duration of about 23 years versus the 30-year
duration of the zero.

Shorter duration bonds should have less interest-rate sensitivity than
would longer-duration bonds. All things being equal, a bond with a 30-
year duration should move up or down 30% for every one-percentage
point move in interest rates. A 30-year zero coupon bond would likely
outperform the coupon-paying equivalent during periods of falling interest
rates, and vice versa.

Chart 1 shows the duration effect on performance so far during 2022

of zero coupon bonds of varying maturities. Chart 2 shows a similar
comparison between the 30-year zero coupon bonds and current 30-year
coupon bond.

CHART 1:
US Treasury Zero- Coupon Bond Performance
(12/31/2021 - 1/24/2022)

Source: Bloomberg Finance L.P. For Index descriptors, see “Index Descriptions” at end of document.
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CHART 2:
30 Year US Treasury Zero-Coupon vs. 30 Year Treasury Bond Performance
(12/31/2021 - 1/24/2022)

Source: Bloomberg Finance L.P. For Index descriptors, see “Index Descriptions” at end of document.

How does duration apply to equities?

Our research during the 1990s highlighted a way to theoretically
measure the interest rate sensitivity within equities. Unlike fixed-
income, which as the name implies pays fixed rates of interest, equity
cash flows can vary immensely and must be estimated. Analysts’
estimates for near-term and longer-term growth rates can be used to
sketch expected future cash flows.

Such analyses suggest higher dividend paying stocks (like Utilities) have
shorter durations because of their higher near-term dividend payments,
whereas growth stocks (like Technology) have longer durations because
of the lack of dividends but an anticipated long-term return.

However, investors must account for the correlation between interest
rates and earnings. The earnings and cash flows of cyclical stocks are
often positively correlated with interest rates because their earnings

are economically sensitive. Interest rates tend to rise as the economy
strengthens, but so do the earnings of cyclical stocks. Interest rates
generally fall as the economy weakens, but so do the earnings of cyclical
stocks.

Thus, the durations of cyclical stocks will change, sometimes
significantly, as interest rates increase or decrease. Because earnings
and cash flow estimates for cyclical industries tend to increase as interest
rates increase, cyclical stocks’ durations will incrementally shorten as
rates increase. On the other hand, cyclical earnings and cash flow
estimates decrease as rates decrease. However, the earnings and cash
flow estimates for stable or long-term growth companies don't tend to
change as much when interest rates change because their cash flows are
relatively unaffected by the overall economy.
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A simple measure of equity duration is a PE ratio. A PE ratio of 5, within
this simple model, suggests today's price equates to b5 years of earnings,
whereas a PE ratio of 30 suggests today's price equates to 30 years of
earnings.

A standard axiom of investing is PE ratios expand as interest rates fall
and, ignoring cyclical earnings growth, a stock with a PE of 30 will tend
to outperform a stock with a PE of 5 when interest rates fall just as a
30-year zero-coupon bond will outperform a 5-year zero. The reverse
tends to be true when interest rates increase.

Charts 3 and 4 show the relationship between the 10-year T-bond yield
and the S&P 500° Technology and S&P 500° Energy Indices over the
past 5 years. Certainly interest rates are not the only variable affecting
the pricing and the valuation of either sector, but the charts indicate that
the longer-duration Technology sector has greater interest-rate sensitivity
than does the shorter-duration Energy sector.

CHART 3:
S&P 500° Technology vs. 10-Year Treasury Yield
(1/25/2017 - 1/25/2022)

ey

SSINFT T
At 13:48 02716.92 H 2716.92 L 2627.02 Prev 2717.30
Dep Indep Actions -  Edit - [4 Regression Analysis
Data Data ¥ [ Linear e on FEITEN -
=i 01252022 ) o 12/27/2010 ERELY o IR Local |

5Y Max Monthly ¥ =3 Transformations o

3 Track . Annotate . Zoom & Select (3 Copy

¥ - -LLATI90 X+ 25990660

Source: Bloomberg Finance L.P.
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CHART 4:
S&P 500° Energy vs. 10-Year Treasury Yield
(1/25/2017 —1/25/2022)
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Chart 5 shows the dividend yields of S&P 500° Sectors. Only the super
growth-oriented sectors, like Communication Services, Technology, and
Consumer Discretionary, currently have lower dividend yields than the
S&P 500°. It is highly likely that those sectors’ performances will be
hurt more than the higher yielding sectors if interest rates do continue to
trend upward.

CHART 5:
S&P 500° Sectors by Dividend Yield
(as of 1/24/2022)
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Negative convexity: Earnings estimates falling as rates rise

As mentioned, equity duration can change significantly because of the
interaction between earnings and interest rates, i.e., cyclical earnings
tend to accelerate during economic environments that cause interest
rates to rise. In a fixed-income sense, that would be called “positive
convexity.”

Currently, it appears as though earnings expectations for growth stocks
might be too optimistic, and it could be that growth stock earnings
decelerate as interest rates rise. That would be called “negative
convexity.”

The table below, from BofA Equity and Quantitative Strategy, shows
various bottom-up fundamental forecasts for economic sectors. Several
points may be worth considering:

1. Bottom-up estimates tend to be optimistic.

2. The growth rate for the Technology sector for 2022 is only 9%,
which is considerably slower than that for other sectors.

3. The long-term growth rate forecast for the Technology sector
presently ranks only 6™ of the 11 sectors. Most investors probably
think it's either 1%t or 2",

4. The equity duration of the 2 highest p/e sectors, (i.e. perceived high
“growth”) is substantially more than that of stable or cyclical ones.
As such, it again suggests that these sector returns could be inferior
if interest rates do continue to increase.

TABLE 1:
BofA US Equity and Quantitative Strategy Universe
Sector/Industry Factor Evaluation

Communication Senvices 56 1201 151 m 4 50 103 183 484 06
Uilities. 60 259 95 76 19 57 066 194 27 29
Redl Estate 100 321 a1 a4 03 W6 085 52 333 25

305 a7
13 -2
187 18

(as of 12/31/2021)
Valuation Analysis Expectation Analysis
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‘Economic Sectors
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Materials n 284 101 ns 17 380 09 144 3y 17 4 5 6 5 6 180 03 4
Industrials 167 736 104 123 19 %5 115 24 455 13 6 5 6 4 6 166 197 k]
Consumer Discretionary 210 1337 93 128 35 456 120 127 789 05 5 5 5 6 6 419 131 %
Consumer Staples 64 557 93 88 os 384 79 2 539 23 6 5 4 2 6 o n 6
Health Care m 1306 108 97 11 136 088 07 518 13 5 6 3 5 133 -] 4
Financials 162 8% m 123 12 333 115 133 168 21 [ 5 4 4 161 &2 4
Information Technology 207 nn 101 ns 14 02 106 302 1089 [} 8 4 4 5 a4 3 Jﬂ_
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Source: BofA US Equity and Quant Strategy as published in BofA
Global Research Quantitative Profiles, January 14th, 2022.
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Interest rates do matter

The concept of equity duration helps to explain why certain sectors
outperform or underperform during periods of rising or falling interest
rates.

Investors have been spoiled by decades of falling interest rates. If that
trend ends, then it seems unlikely that the long-term growth leadership
will continue. Investors might consider looking at shorter-duration equity
strategies to help buffer any trend in rising rates.
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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.

Indexes are not available for direct investment.

S&P 500°: The S&P 500° Index is an unmanaged, capitalization-weighted
index designed to measure the performance of the broad US market. The
index includes 500 leading companies covering approximately 80% of
available market capitalization.

Sector/Industries: Sector/industry references in this report are in
accordance with the Global Industry Classification Standard (GICS®)
developed by MSCI Barra and Standard & Poor's.

30 Year US Treasury Zero Coupon Bond: ICE® BofA US 30 Year Constant
Maturity STRIP Index (S030) ICE BofA US 30 Year Constant Maturity
STRIP Index tracks the performance of a single synthetic US Treasury
STRIP purchased at the beginning of the month, held for one month, and
then sold at the end of the month with the proceeds rolled into a new
instrument. Therefore, on the purchase date, the bond has a maturity
exactly equal to the stated maturity of the index, and at the point it is sold it
is one month short of the index stated maturity. The synthetic STRIP has a
zero coupon, a purchase yield equal to the yield of the corresponding point
on the coupon STRIP curve, and a purchase price which is derived from
the purchase yield. The coupon STRIP curve is fitted from the observed
prices of all outstanding US Treasury coupon STRIPs. Each day thereafter,
the instrument is priced by discounting its cash flow at the current day's
coupon STRIP curve, while taking account of the passage of time. At the
end of the month, the security is sold and the proceeds are rolled into a
new instrument with a maturity equal to the stated maturity of the index.

20 Year US Treasury Zero Coupon Bond: ICE® BofA US 20 Year Constant
Maturity STRIP Index (S020) ICE BofA US 20 Year Constant Maturity
STRIP Index tracks the performance of a single synthetic US Treasury
STRIP purchased at the beginning of the month, held for one month, and
then sold at the end of the month with the proceeds rolled into a new
instrument. Therefore, on the purchase date, the bond has a maturity
exactly equal to the stated maturity of the index, and at the point it is sold
it is one month short of the index stated maturity. The synthetic STRIP has
a zero coupon, a purchase yield equal to the yield of the corresponding
point on the coupon STRIP curve, and a purchase price which is derived
from the purchase yield. The coupon STRIP curve is fitted from the
observed prices of all outstanding US Treasury coupon STRIPs. Each day
thereafter, the instrument is priced by discounting its cash flow at the
current day’s coupon STRIP curve, while taking account of the passage of
time. At the end of the month, the security is sold and the proceeds are
rolled into a new instrument with a maturity equal to the stated maturity
of the index. 30 Year Constant Maturity STRIP Index (S030) ICE BofA US
30 Year Constant Maturity STRIP Index tracks the performance of a single
synthetic US Treasury STRIP purchased at the beginning of the month, held
for one month, and then sold at the end of the month with the proceeds
rolled into a new instrument. Therefore, on the purchase date, the bond
has a maturity exactly equal to the stated maturity of the index, and at

the point it is sold it is one month short of the index stated maturity. The
synthetic STRIP has a zero coupon, a purchase yield equal to the yield of
the corresponding point on the coupon STRIP curve, and a purchase price
which is derived from the purchase yield. The coupon STRIP curve is fitted
from the observed prices of all outstanding US Treasury coupon STRIPs.
Each day thereafter, the instrument is priced by discounting its cash flow at
the current day’'s coupon STRIP curve, while taking account of the passage
of time. At the end of the month, the security is sold and the proceeds are
rolled into a new instrument with a maturity equal to the stated maturity of
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the index.

10 Year US Treasury Zero Coupon Bond: ICE® BofA US 10 Year Constant
Maturity STRIP Index (S010) ICE BofA US 10 Year Constant Maturity

STRIP Index tracks the performance of a single synthetic US Treasury
STRIP purchased at the beginning of the month, held for one month, and
then sold at the end of the month with the proceeds rolled into a new
instrument. Therefore, on the purchase date, the bond has a maturity
exactly equal to the stated maturity of the index, and at the point it is sold it
is one month short of the index stated maturity. The synthetic STRIP has a
zero coupon, a purchase yield equal to the yield of the corresponding point
on the coupon STRIP curve, and a purchase price which is derived from
the purchase yield. The coupon STRIP curve is fitted from the observed
prices of all outstanding US Treasury coupon STRIPs. Each day thereafter,
the instrument is priced by discounting its cash flow at the current day’s
coupon STRIP curve, while taking account of the passage of time. At the
end of the month, the security is sold and the proceeds are rolled into a
new instrument with a maturity equal to the stated maturity of the index.

5 Year US Treasury Zero Coupon Bond: ICE® BofA US 5 Year Constant
Maturity STRIP Index (S005) ICE BofA US 5 Year Constant Maturity

STRIP Index tracks the performance of a single synthetic US Treasury
STRIP purchased at the beginning of the month, held for one month, and
then sold at the end of the month with the proceeds rolled into a new
instrument. Therefore, on the purchase date, the bond has a maturity
exactly equal to the stated maturity of the index, and at the point it is sold it
is one month short of the index stated maturity. The synthetic STRIP has a
zero coupon, a purchase yield equal to the yield of the corresponding point
on the coupon STRIP curve, and a purchase price which is derived from
the purchase yield. The coupon STRIP curve is fitted from the observed
prices of all outstanding US Treasury coupon STRIPs. Each day thereafter,
the instrument is priced by discounting its cash flow at the current day’s
coupon STRIP curve, while taking account of the passage of time. At the
end of the month, the security is sold and the proceeds are rolled into a
new instrument with a maturity equal to the stated maturity of the index.

3 Year US Treasury Zero Coupon Bond: ICE® BofA US 3 Year Constant
Maturity STRIP Index (S003) ICE BofA US 3Year Constant Maturity

STRIP Index tracks the performance of a single synthetic US Treasury
STRIP purchased at the beginning of the month, held for one month, and
then sold at the end of the month with the proceeds rolled into a new
instrument. Therefore, on the purchase date, the bond has a maturity
exactly equal to the stated maturity of the index, and at the point it is sold it
is one month short of the index stated maturity. The synthetic STRIP has a
zero coupon, a purchase yield equal to the yield of the corresponding point
on the coupon STRIP curve, and a purchase price which is derived from
the purchase yield. The coupon STRIP curve is fitted from the observed
prices of all outstanding US Treasury coupon STRIPs. Each day thereafter,
the instrument is priced by discounting its cash flow at the current day’s
coupon STRIP curve, while taking account of the passage of time. At the
end of the month, the security is sold and the proceeds are rolled into a
new instrument with a maturity equal to the stated maturity of the index.
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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 December 31,
2021. 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.

© Copyright 2022 Richard Bernstein Advisors LLC. All rights reserved.
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