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1999 was a very unique period. There was an overwhelming consensus
that the “new economy” was a permanent investment theme that
couldn’t be stopped. The valuation of technology, media, and telecom
companies were bid to extreme valuations. Investors and pundits
openly ridiculed observers, like me, who disagreed with the new era’s
sustainability. Active managers were criticized for not being able to keep
up with benchmarks even though it might have been irresponsible for
a fiduciary to concentrate a portfolio in a single sector. Dividends were
thought of as a lead weight on portfolio performance. Of course, the
Tech bubble deflated, and investors suffered from being so myopic.
Investors appear similarly short-sighted today. However, they are not
rabid for capital appreciation as they were in 1999. Rather, they are
rabidly risk averse and always scared that a replay of 2008’s bear market
is lurking. That has led to valuation distortions of historical proportions
among “safe” investments that outperformed in the wake of 2008.
Many have claimed that the rush for income investments is
demographic. While the aging of the baby boomers may partially
explain some risk aversion, it certainly doesn’t fully explain these
extreme distortions. Data increasingly suggest that fear is motivating
investors’ search for safe income. We continue to believe that
“octogenarians will be screaming for capital appreciation” when the
stock market peak truly forms.
Safe investments are safe until everyone wants them. Once they
become popular, safe investments can become quite risky. That shift
from conservative to aggressive is already starting to happen. 2015’s
MLP debacle and the current problems in UK property funds may be
the proverbial canaries in the mine shaft with respect to the riskiness
of single-mindedly investing for income, but so far income investors
generally appear oddly complacent. Much as the fear of missing out
on riches clouded investors’ rationality in 1999, the fear of losing
money is causing an overwhelmingly risk averse environment.
Most investors disagree with this assessment. They argue that
investors are too bullish because the stock market is vastly overvalued
and the economy is on the precipice of recession. In this report,
we show data that seems to strongly refute those contentions.
Investors, by our reckoning, are extremely risk averse when it appears
that the worst of the profits recession is already behind us.
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Wall Street scared
For nearly 30 years, we have surveyed Wall Street strategists
for their recommended equity allocation. Through time this
survey has shown to be a very reliable long-term sentiment
indicator. In other words, it has historically been bullish
when Wall Street suggested underweighting equities and
bearish when they suggested overweighted positions.
Chart 1 shows this historical survey relative to the standard
long-term 60-65% neutral benchmark weight. There are
several critical points that emerge from this chart:
1. W
 all Street recommended underweighting equities

throughout most of the bull market of the 1980s and
1990s. This represents the proverbial “wall of worry”
that existed throughout that secular bull market.
2. W
 all Street recommended overweighting equities in

1999/2000 just prior to the “lost decade in equities”.
3. W
 all Street again favored equities prior to the 2007/8 bear market.
4. Most important, strategists have been again

recommending an underweight of equities
throughout the current bull market.
The notion that investors are overly bullish seems directly
counter to these data. If investors are so incredibly bullish, then
they obviously must be bullish counter to the recommendations
of their advisors. How many investors, whether individual or
institutional, have actually said, “I don’t care what my advisor
or consultant says about being cautious. We need to be fully
invested in US stocks.”? We strongly think the answer is none.

CHART 1:
Wall Street Sentiment Indicator
(as of June 30, 2016)
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Source: Richard Bernstein Advisors LLC.
*Average equity recommendation among sell-side strategists.
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Negative yields
Could there be anything that suggests extreme risk aversion
more than the increasing proportion of global sovereign bonds
that have negative yields? Investors in bonds with negative yields
must believe that there are no other assets in the world that
could provide any sort of positive return. If investors were overly
bullish toward equities, we doubt that bonds would carry negative
yields. Rather, yields would be excessively high as investors
increasingly shifted allocations toward overweighting equities.
The increase in risk aversion appears to be a reaction to the
widely unanticipated profits recession. The profits cycle appears
to be troughing, but investors’ portfolios are now positioned for
maximum risk aversion when it could be least advantageous
to be so conservatively positioned. Chart 2 highlights the
sharp decline in global bond yields over the past year.

CHART 2:
Year-on-Year Difference in Global 10-Year Sovereign Yields
(as of June 30, 2016)
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Source: Richard Bernstein Advisors LLC, Bloomberg Finance L.P. For countries without
a 10 Year Sovereign Note, the closest available maturity to 10 years is substituted.
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Is anyone buying an equity fund?

We find it perplexing that observers believe that equity
investors are too optimistic when there are near-historic
outflows from equities. The flows out of equity mutual funds
and ETFs have been so huge that Evercore ISI has pointed out
that 2015/2016’s outflows from equities (mutual funds and
ETFs) is bigger than that seen during 2008/9! Meanwhile,
flows into bond investments have been equally as startling.
It seems quite a stretch to suggest that investors are overly
bullish when there has been an extended period of outflows
from equities and similarly strong and consistent inflows to
bond investments. Rather, this seems to reflect the singleminded income focus about which we are so concerned.
CHART 3:
Cumulative US Mutual Fund & ETF Flows
(12/31/2014 through 6/30/2016)
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Source: Richard Bernstein Advisors LLC, ICI.

Valuations remain normal…yes, normal

Many income-centric investors believe that the equity market
is significantly overvalued simply because the market PE
seems high relative to history. However, PE ratios in isolation
have not historically been good forecasters of future returns
because PEs must be related to interest rates and inflation.
There is an old investment rule-of-thumb called the Rule of 20
that uses combinations of headline inflation and the S&P 500 ®
PE to determine fair value. Our valuation models are, of course,
more elaborate than the simple Rule of 20, but based on a
more rigorous analysis of inflation and PE ratios, the current
equity market appears, at worse, to be fairly valued. Investors
forget that inflation was increasing leading up to the 2008 bear
market. In fact, the CPI, which is a lagging indicator, peaked
at 5.6% in July 2008. Today’s headline inflation is 1.0%.
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The chart below shows combinations of inflation and valuations over the
past 50 years or so. The current observation does not suggest investors
need to be as defensive and income-centric as they are currently.
CHART 4:
Inflation vs. S&P 500® P/E Ratio
(Jan. 1965 through Jun. 2016)
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Source: Richard Bernstein Advisors LLC, Standard & Poor’s, BLS

Rabidly risk averse

In 1999 investors were rabid for capital appreciation. Today, the data
suggest to us that a broad range of investors are rabidly risk averse and
overly income-centric. We swam against the tide in 1999 and we appear
to be doing it again today. We continue to believe that investors with
multi-quarter time horizons will be rewarded for taking equity risk and
overly income-centric investors will be undercompensated for the risks
they don’t presently recognize.
If you would like to learn more about how these views are incorporated
into RBA’s portfolios, please contact your local RBA representative
(http://www.rbadvisors.com/images/pdfs/Portfolio_Specialist_Map.pdf ).
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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.

RBA Investment Process:
➜ Q
 uantitative indicators and
macro-economic analysis
are used to establish views
on major secular and cyclical
trends in the market.
➜ Investment themes focus
on disparities between
fundamentals and sentiment.
➜ M
 arket mis-pricings are
identified relative to
changes in the global
economy, geopolitics
and corporate profits.

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® : Standard & Poor’s (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 independent investment
adviser. RBA partners with several firms including Eaton Vance
Corporation and First Trust Portfolios LP, and currently has $3.0
billion collectively under management and advisement as of June
30th 2016. RBA acts as sub‐advisor for the Eaton Vance Richard
Bernstein Equity Strategy Fund and 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 and the First Trust RBA Quality Income ETF.
Additionally, RBA runs ETF asset allocation SMA portfolios at
UBS, Merrill Lynch, Morgan Stanley Smith Barney and on select
RIA platforms. RBA’s investment insights as well as further
information about the firm and products can be found at
www.RBAdvisors.com.
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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. 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. Past performance is,
of course, no guarantee of future results. 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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