December 10, 2018

Experts Say Things Are OK, But Crowd
Sending Very Different Message
STAYING NEUTRAL UNTIL CONFLICTING MESSAGES BEGIN TO BE RESOLVED
It was just a week ago that things were looking better. After all, many experts
(including us) believed that markets would be placated after a dovish speech by Fed
Chairman Powell and a ‘trade truce’ between the US and China addressed two of the
market’s primary concerns. However, judging by market action throughout last week,
the crowd was far from pacified and instead sent a very different message.
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WHY THE CROWD’S MESSAGE MATTERS:

Between 1999 and 2002 one of the most popular shows on TV was the gameshow
Who Wants to be a Millionaire hosted by Regis Philbin. On the show, contestants
were asked progressively more difficult questions in their quest to win $1,000,000.
After each question the contestants were given the option of answering the question
on their own or utilizing one of their three “lifelines”. One lifeline, called “50/50,”
eliminated two of the four multiple choice answers; a second lifeline allowed the
contestant to “poll the audience”; and the third allowed them to “phone a friend.”

What makes this story interesting are the results of a study that measured the efficacy of each of the three
lifelines. The most effective lifeline by a wide margin was “poll the audience” which registered a success rate
of 91%, scoring well above the second most effective option ‘phone a friend’, which was only correct about
two-thirds of the time1. To many, the results were surprising, especially when one compares the likely profile
of a contestant’s friend to the likely profile of a typical audience member. The friends were undoubtedly a
curated list of the smartest subject matter experts that the contestant could find. On the other hand, we would
assume that members of the audience were representative of the average American.
This phenomenon of the crowd outsmarting the expert was well documented in James Surowiecki’s 2004
book The Wisdom of Crowd, and is shown to extend well beyond the world of game shows. In fact,
Surowiecki’s study bears particular relevance to the world of investment forecasting. His work suggests that
investors should incorporate the opinions of the crowd with the opinions of experts when making investment
decisions. One of the best gauges of the crowd’s opinion is the stock market where millions of investors “cast
their votes” every day. Paying attention to the opinions of the experts and the crowd is a cornerstone of
RiverFront’s investing methodology, which we often characterize as the blending of fundamentals and
momentum.
Today, the experts inside and outside RiverFront tell us that market fundamentals remain relatively sound,
while at the same time the crowd is clearly sending a very different message. When such dichotomies exist,
our instinctive response is to reduce the portfolios’ risks relative to their baseline benchmarks until the
fundamental and momentum messages begin to resolve themselves. We anticipate the resolution to come in
one of two ways:
• Either we find that the crowd is wrong, and momentum begins to turn positive as concerns (trade,
rates, politics) get resolved. If that were to occur, we would likely resume a more bullish posture in our
portfolios.
• Or, the experts are wrong and the fundamentals (earnings, valuations, etc.) decisively deteriorate,
justifying the opinion of the crowd, in which case we would look to position the portfolios more
defensively.
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IN THE MEANTIME:

Our portfolio management team has plans in
place for either scenario and will be closely
watching the fundamentals and momentum for
a definitive resolution. One of the things we
will be paying close attention to is the price of
the S&P 500 Index, which appears to be in a
‘decision box’. As seen in the chart on the
right, the market has traded in a tight range
between 2630 and 2820 since mid-October. A
violation of that range to the upside and
downside would give us some indication of the
likely resolution to the two messages. Note
that a break below 2590 (second line) would
be a clearer signal that the crowd is right since
that would violate the February and
March/April lows. Importantly, the longer the
S&P 500 stays in the ‘decision box’ the longer
it is likely to take for the differing opinions
between the experts and the crowd to be
resolved.

Source: Factset, RiverFront. Past performance is no guarantee of future returns. Not
indicative of RiverFront performance. You cannot invest directly in an index.

A SILVER LINING?: Amidst the noise of volatility,

we can find important messages that often
provide indications of the market’s future
direction. The saying: ‘a person’s true character
is revealed under pressure’ can also be applied
to stocks. Investments that perform significantly
better than would have been expected during
periods of volatility reflect underlying strength
that will likely persist when the market settles
down, in our view. Conversely, those
investments that perform significantly worse
than expectations can be expected to continue
to underperform. Along those lines, one of the
interesting things we have been monitoring is
the performance of non-US stocks (represented
by the MSCI All Country World Index ex-US)
relative to US stocks. As can be seen from the
chart on the left, international stocks appear to
be bottoming relative to their US peers. This
would be one of the first positive relative price
signals from international equities since April
2018.
Source: Factset, RiverFront. Past performance is no guarantee of future returns. Not
indicative of RiverFront performance. You cannot invest directly in an index.

VOLATILITY DOES NOT ALWAYS CALL FOR
IMMEDIATE ACTION: We tend to give volatile

markets wide berths and try to give the
fundamentals and momentum the necessary time to resolve themselves. Importantly, the initial days of the
resolution process can be blurred by the actions of short-term investors who don’t have the luxury to be patient.
These short-term investors are often leveraged and are compelled to act for self-preservation, since costs of
leverage and margin increase significantly with rising volatility. During this period, trading flow can be one-sided as
‘forced’ sellers all attempt to exit the same positions at the same time. For this reason, portfolio adjustments during
the resolution period can prove misguided and ill-advised. RiverFront still relies on its proprietary risk management
process to aid in navigating these periods but recognizes that subjective oversight and proper calibration is required
to minimize the risk of getting whipsawed leading to prolonged relative underperformance.
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Important Disclosure Information
The comments above refer generally to financial markets and not RiverFront portfolios or any related performance. Past results are no guarantee of future results
and no representation is made that a client will or is likely to achieve positive returns, avoid losses, or experience returns similar to those shown or experienced
in the past.
Diversification does not ensure a profit or protect against a loss.
Past results are no guarantee of future results and no representation is made that a client will or is likely to achieve positive returns, avoid losses, or experience
returns similar to those shown or experienced in the past.
Information or data shown or used in this material is for illustrative purposes only and was received from sources believed to be reliable, but accuracy is not
guaranteed.
In a rising interest rate environment, the value of fixed-income securities generally declines.
Investing in foreign companies poses additional risks since political and economic events unique to a country or region may affect those markets and their
issuers. In addition to such general international risks, the portfolio may also be exposed to currency fluctuation risks and emerging markets risks as described
further below.
Changes in the value of foreign currencies compared to the U.S. dollar may affect (positively or negatively) the value of the portfolio’s investments. Such currency
movements may occur separately from, and/or in response to, events that do not otherwise affect the value of the security in the issuer’s home country. Also,
the value of the portfolio may be influenced by currency exchange control regulations. The currencies of emerging market countries may experience significant
declines against the U.S. dollar, and devaluation may occur subsequent to investments in these currencies by the portfolio.
Foreign investments, especially investments in emerging markets, can be riskier and more volatile than investments in the U.S. and are considered speculative
and subject to heightened risks in addition to the general risks of investing in non-U.S. securities. Also, inflation and rapid fluctuations in inflation rates have had,
and may continue to have, negative effects on the economies and securities markets of certain emerging market countries.
MSCI ACWI (All Country World Index) captures all sources of equity returns in 23 developed and 23 emerging markets.
The MSCI ACWI ex US NR captures large and mid-cap representation across a broad selection of developed markets countries (excluding the United States)
and emerging markets countries. The index targets coverage of approximately 85% of the global equity opportunity set outside the US.
The S&P 500 Index TR measures the performance of 500 large cap stocks, which together represent about 80% of the total US equities market.
RiverFront Investment Group, LLC, is an investment adviser registered with the Securities Exchange Commission under the Investment Advisers Act of 1940.
The company manages a variety of portfolios utilizing stocks, bonds, and exchange-traded funds (ETFs). RiverFront also serves as sub-advisor to a series of
mutual funds and ETFs. Opinions expressed are current as of the date shown and are subject to change. They are not intended as investment
recommendations.
RiverFront is owned primarily by its employees through RiverFront Investment Holding Group, LLC, the holding company for RiverFront. Baird Financial
Corporation (BFC) is a minority owner of RiverFront Investment Holding Group, LLC and therefore an indirect owner of RiverFront. BFC is the parent company
of Robert W. Baird & Co. Incorporated (“Baird”), a registered broker/dealer and investment adviser.
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