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The definition of “capital
preservation” is changing

It's been easy being a “capital preservation” investor for a long time. One
simply had to invest in income-producing investments and ride the trend
of falling long-term interest rates. Investors could get income AND total
return with relatively low volatility. VWhat could be better?

However, the trend in long-term interest rates might be changing and,
if that happens, it implies the definition of “capital preservation” could
significantly change. Finding a single investment that provides income,
total return, and low volatility might become very difficult.

Rates follow nominal GDP

Long-term interest rates generally follow the trend growth of the
nominal economy (i.e., real growth plus inflation), and the US's 40-
year economic deceleration has caused a 40-year secular decrease
in long-term interest rates and a 40-year bond bull market.

Chart 1 shows how the secular slowdown in US growth has dragged
down interest rates. The chart compares the 3-year trend of nominal
GDP growth to the 10-year T-Note yield. Lower trend growth was
probably the primary factor fueling the bond bull market.

Prior to the 1980's inflation-fighting Federal Reserve, there was
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rose. Nominal GDP growth pulled rates up during the 1960s and
1970s, which may be relevant to today’'s markets. It appears that
the pandemic and not trend growth led to last year’s interest rate
decline. Prior to the pandemic it appears nominal growth stopped
decreasing and rates accordingly started to trade in a band. If
nominal growth starts to accelerate, then it would follow longer
term interest rates should also increase.

Current median consensus forecasts for nominal GDP are about
8% for 2021 and 5% for 2022'. If those forecasts prove true, then
long-term interest rates seem poised to increase and today’s capital
preservation strategies, which rely heavily on fixed-income, might
be inappropriate.

CHART 1:
Interest Rates vs. Nominal GDP
(Jan 1960 — Mar 2021)

10-Year T-Note vs. Nominal GDP Trend

Source: Bloomberg Finance L.P.

Capital Preservation in the 1960s and 1970s

If nominal growth could conceivably mimic the characteristics of the
1960s or 1970s, it may be worth understanding what asset classes
actually provided a greater degree of capital preservation during those
periods. Charts 2 and 3 show risk/return characteristics for various asset
classes for the decade of the 1960s and the 1970s. Importantly, risk is
defined in these charts as the probability of a loss among rolling 12-month
periods rather than the typical standard deviation risk measure because
capital preservation strategies are supposed to specifically limit downside
risk.

There are several interesting points in these charts:

» Holding cash was beneficial and duration was penalized as interest
rates rose. T-bills provided more downside protection than did

Richard " Median Real GDP Consensus forecast plus Median CPl Consensus
Bernstein forecast for CY 2021 and CY 2022. Source: Factset.
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corporate and government bonds and also outperformed bonds
during both the 1960s and the 1970s. Cash was the only asset
class to provide consistent downside protection during the two
decades.

» Small stocks significantly outperformed bonds and provided
slightly more downside protection. Although small stocks
were hardly a riskless investment, they were indeed superior to
bonds in both decades.

» Even large cap stocks had negative return less often than did
bonds.

» Gold? did not perform well during the 1960s, but performed
exceptionally well during the 1970s. Gold was the best
performing asset class during the 1970s and bonds gave
negative returns almost twice as often as did gold.

» If the definition of capital preservation is maintaining the
purchasing power of the portfolio, then bonds were a terrible
asset class during both the 1960s and the 1970s because the
average return was less than the average inflation rate.

CHART 2:
Risk/Return of Asset Classes for the Decade of the ‘60s
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Source: Richard Bernstein Advisors LLC, Roger G. Ibbotson, Duff &Phelps SBBI®
Yearbook. For Index descriptors, see “Index Descriptions” at end of document.

2 The Bretton Woods system (1944) fixed the US dollar to gold @ $35 per ounce parity. In
March 1968, a two-tiered pricing system was created with a freely floating private market and
official transactions at the fixed parity. President Richard Nixon formally unpegged the dollar
from gold in August 1971 and gold has been free traded since then according to the World
Gold Council. https://www.gold.org/about-gold/history-of-gold/bretton-woods-system.
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Risk/Return of Asset Classes for the Decade of the ‘70s
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Source: Richard Bernstein Advisors LLC Roger G. Ibbotson, Duff &Phelps SBBI®
Yearbook. ForIndex descriptors, see “Index Descriptions” at end of document.

The return of cash?

Most investors today shun cash as an asset class because of
historically low yields. However, cash could be a superior capital
preservation investment to bonds should the economy and markets
return to something resembling the 1960s or 1970s. Cash returns
were not only less volatile than were bond returns during those two
decades, but cash actually had higher returns.

Charts 4 and 5 show risk/return combinations for stocks, bonds,
and cash. The blue/green dots depict combinations of stocks and
cash, whereas the blue/red cots depict combinations of stocks and
bonds.

Since the 1980s bonds have been considered the cornerstone
of virtually every capital preservation portfolio. However,
they were a terrible capital preservation investment during
both the 1960s and the 1970s. No combination of stocks

and bonds was superior to a combination of stocks and cash
during those two decades.
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CHART 4:
The Decade of the ‘60s
Stock/Bond/Cash Risk/Return Combinations
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CHART 5:
The Decade of the ‘70s
Stock/Bond/Cash Risk/Return Combinations
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The definition of “capital preservation” is changing

As we've written in many of our commentaries, the probability
inflation could be higher and last longer than is current consensus
seems to be rising, and institutional and individual investors'
portfolios seem ill prepared should that happen.

In particular, the definition of capital preservation might be
changing. During the 1960s and 1970s bonds were not a capital
preservation strategy. They provided negative returns more often
than did other asset classes and lost purchasing power as inflation
ramped up.

It seems unlikely investors will face 1970s-type inflation, but it
does seem likely current capital preservation strategies could be
inappropriate for the changing inflation, interest rate, and nominal
growth backdrop.

Capital preservation has been very easy for a very long time as
such strategies offered income, returns, AND low risk. However,
history shows it hasn't always been so easy, and it seems likely
existing capital preservation strategies’ success could be tested
during the next decade.

Investors may have to take a more nuanced approach to capital
preservation strategies. If general disinflation does change to
general inflation, capital preservation could focus on maintaining
purchasing power. History suggests that might be achieved with
combinations of high cash and high equity allocations, i.e., generally
ignoring fixed-income as an asset class.

Because cash is today widely scorned as an investment and
equities are often considered too volatile, convincing investors and
oversight committees of the capital preservation benefits of such
cash/stock barbell portfolios could be a sizeable challenge.

Don’t miss out on future RBA Insights, subscribe today.

To learn more about RBA’s disciplined approach to macro
investing, please contact your local RBA representative.
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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.

Large Stocks: The SBBI® Large Company Stock Index is represented
by the 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.

Small Stocks: The SBBI® Small Company Index: From 1926 to 1981
are composed of stocks making up the fifth quintile (ninth and 10th
deciles) of the NYSE by market capitalization. From 1981 thru March
2001 the series is comprised of the DFA U.S. Small Company 9-10
(ninth and tenth deciles) Portfolio. From April 2001-current, the series
is represented by the DFA U.S. Micro Cap Portfolio. For more detail
see the current SBBI® Yearbook's description of the basic series.

T-Bills (Cash): BofAML 3-Month US Treasury Bill Index. The
BofA Merrill Lynch 3-Month US Treasury Bill Index is comprised of
a single issue purchased at the beginning of the month and held
for a full month. The Index is rebalanced monthly and the issue
selected is the outstanding Treasury Bill that matures closest to,
but not beyond, three months from the rebalancing date.

LT Government Bonds: The SBBI® Long-Term Government
Bonds Index: From 1926 to 1976 the series uses data from the
Center for Research in Security Prices (CRSP) at the University of
Chicago Booth School of Business. From 1997 on the series are
constructed using data from The Wall Street Journal. For more detail
see the current SBBI® Yearbook's description of the basic series.

High Grade Corporates:. The SBBI® Long-Term Corporate
Bonds Index: From 1926 to 1968 the series was derived from

the Ibbotson and Sinequefield (1976) backdate of the Salomon
brothers index. From 1969 thru current the series is represented
by the FTSE USBIG Corp AAA/AA 10+ Yr (formerly the Citigroup
Long-Term High-Grade Corporate Bond Index). For more detail see
the current SBBI® Yearbook's description of the basic series.

Gold: Gold Spot USD/oz Bloomberg GOLDS Commodity. The
Gold Spot price is quoted as US Dollars per Troy Ounce.
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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 $13.1 billion
collectively under management and advisement as of March 31st, 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.
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