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OUTLOOK2019 | INTRODUCTION

CROSSROADS: IS THE CYCLE OVER?
RATES, RECESSION RISK, AND TRADE RESOLUTION HOLD THE KEY
The rich symbolism of a ‘crossroads’ has captivated musicians for decades, from blues legend
Robert Johnson in the 1930s to guitar virtuoso Eric Clapton in the 1960s. To many, a crossroads is a
metaphor for a decision point of utmost importance, with starkly different outcomes depending on
the path chosen.
After almost a decade of above-average returns for U.S. stocks and bonds, we think investors
stand at just such a crossroads. The outcomes to three key issues—Rate Hikes, Recession Risk, and
Resolution of Trade Disputes—are likely to determine whether investors will be making a joyful noise
or singing the blues in the next year. Given their importance to our overall market strategy,
we devoted a section of this year’s Outlook to each of these ‘3-Rs’ of market returns.
On balance, the weight of the fundamental evidence points to a positive outcome in our opinion.
Rising rates in the U.S., decreased central bank liquidity, and slowing global earnings growth
will likely be headwinds. However, the low likelihood of recession and a relatively healthy global
consumer should help provide an offset. 2018’s major valuation contraction in global stocks signals
a large decrease in complacency, a useful resetting of expectations that can allow stocks to gain
ground even in uncertain times. Given the negative message of the markets revealed by recent
price action, our risk management processes are currently on high alert. We therefore start the year
relatively neutral to our composite benchmarks.
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Our summary:
•

RiverFront starts the year broadly neutral with regard to overall risk allocation, a more
conservative positioning than in past years

•

We remain constructive on U.S. stocks given valuation and low probability of recession,
but envision only single-digit returns and high volatility in 2019 in our base case scenario,
commensurate with lower earnings growth

•

Based on attractive long-term valuation, we maintain a significant allocation to international
stocks in our longer-horizon portfolios, but acknowledge that the path is less certain;
prefer Japan over Europe; start the year neutral on Emerging Markets

•

We start the year underweight in bonds, as in prior years; bond investors should remain cautious

•

We are retaining elevated cash levels in our shorter-horizon portfolios for additional flexibility

•

We hope to be able to redeploy this cash as tradable opportunities present themselves
throughout the year, but it will require improvement of one or more of our ‘3-Rs’
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WHICH TUNE WILL THE MARKET BE HUMMING?
Trumpeter Wynton Marsalis once said, “Everything comes

start the year than what we’ve employed for much of the

out in the blues: joy, pain, struggle.” Those three states

past decade, an admission that end-of-cycle issues are

correspond closely to each of our three market scenarios for

prevalent. In our shorter-time horizon portfolios, we are

2019. We assign a 50% probability to our base case scenario,

also maintaining elevated levels of cash in order to provide

where global stock markets struggle at times but show

some portfolio ballast, and to potentially take advantage of

progress by the end of the year when it becomes apparent

shorter-term price market overreactions.

the global economic cycle is intact.

To us, neutral isn’t a euphemism for “fence-sitting.” Our

For our pessimistic scenario, we also can’t deny the

positioning is a deliberate strategy that reflects our desire

possibility that “The Thrill is Gone,” to quote B.B. King.

to remain flexible. Flexibility is an asset when approaching

Missteps on trade or central bank policy, continued ascension

a crossroads; and we are poised to act when we believe

of the U.S. Dollar (USD), and/or more negative political

the risk-reward is in our favor. Should our more optimistic

surprises could torpedo an aging bull market aided by nine

scenario start to play out, this cash can easily be redeployed.

years of easy monetary policy.

We have also moved to a more neutral geographic

Our most optimistic scenario channels Muddy Waters’

positioning, as significant changes in price momentum have

“Got My Mojo Working.” In this case, the major trade

activated our risk management processes. International

conflicts and political divides (especially between the U.S.

investors were singing the blues in 2018. Almost every

and China) begin to resolve themselves, the Federal Reserve

foreign stock market posted negative USD-denominated

(Fed) deftly manages expectations around interest rates, and

returns. Given our Price Matters® value-based asset

global growth surprises to the upside. We acknowledge that

allocation process, we still maintain significant non-U.S.

this is our lowest probability outcome.

stock exposure in our longer-term portfolios, but our overall

Given these probabilities, RiverFront heads into 2019 with
portfolio asset allocation that’s designed to be broadly
neutral in overall risk weighting relative to our composite
benchmarks. This is a more conservative positioning to

weight to international is significantly less than in years past,
particularly in the shorter-term horizon portfolios. We prefer
Japan to Europe, and start the year neutral in Emerging
Markets (EM) stocks.
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2019 SCENARIOS AND FORECASTS:

PESSIMISTIC

OPTIMISTIC

BASE CASE

“The Thrill is Gone”

“Got My Mojo Working”

PROBABILITY

35%

50%

15%

OIL PRICES

< $40

$40–65

> $65

OUTCOME:
UNITED STATES (US)

Recession probability increases;
Continued trade wars; Trump
admin. mired in investigations

Markets volatile in both directions,
but resolve to upside on back
of solid earnings growth; No
recession; Reduced trade concerns

Trade deals accomplished;
USD weakens, helping both US
economy and foreign stock
returns in USD

OUTCOME:
EUROPE & JAPAN

ECB halts QE even as ‘Hard’
Brexit, Italy concerns increase;
Japanese economic expansion
halted by VAT tax

Brexit talks continue without
crisis; Fragile European and
Japanese economies continue to
expand modestly

Italy and UK definitive
resolution; New ECB head stays
accommodative; Japanese
consumer remains strong

OUTCOME:
EMERGING MARKETS (EM)

USD strength & commodity
weakness creates issues in EM;
China behind curve on stimulus;
Asian exports suffer from trade war

China improves near-term
momentum; Emerging currencies
stabilize; Trade ‘truce’ for now;
Currency & commodity stabilization

Trade concerns subside; Bull
market resumes, led by EM stocks
and currencies

US GDP

1.75%

2.50%

2.80%

INFLATION (CPI)

< 2.0%

2.0–2.75%

> 2.75%

S&P 500

-10% or worse

4–8%

10%+

NON-US STOCKS

-20% or worse; EM and Europe
lead on downside

3–7%; Japan outperforms Europe

20%+; EM recovers to early
2018 highs

US 10-YEAR YIELDS

< 3%

3–3.5%

> 3.5%

US DOLLAR

+5 to +10%; mild strength in yen
vs other FX

zero to down 5%

-5 to -10%

The table above depicts RiverFront’s predictions for 2019 using three scenarios (pessimistic, base and optimistic). Our assessment of each scenario’s probability is also shown. The assessment is
based on RiverFront’s Investment Team’s views and opinions as of the date of publication shown on inside back cover. These views are subject to change and are not intended as investment
recommendations. There is no representation that an investor will or is likely to achieve positive returns, avoid losses or experience returns as discussed for various market classes.
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TRADE: Markets remain volatile, but eventually make positive
progress on the back of reduced trade concerns with respect
to allies like Europe and Japan. While U.S./China relations stay
strained, a de facto truce helps markets shore up.
ECONOMY: Global economy stabilizes; concerns over China’s
long-term economic trajectory remain, but government
stimulus improves near-term momentum. Europe muddles
through with political issues, but Italian bond spreads and
Brexit issues fail to reach crisis levels; Fragile European and
Japanese economies continue to expand modestly, aided by
lower energy prices.
RATES: Volatility surrounding interest rates continues to flare
up from time to time, but global inflation backdrop remains
benign; U.S. dollar stabilizes on the back of a U.S. economy
slowing from 2018’s strong levels. Fed hikes 2–3 times, which
market takes in stride. Bond prices contract; cash remains a
useful ballast to lower risk portfolios.
VALUATION AND EARNINGS: Market valuations stay around
currently depressed levels, allowing modest earnings and
dividend growth to translate into positive total returns; U.S.
markets return single digits; Japan and EM perform better,
Europe worse.

OPTIMISTIC CASE | “Got My Mojo Working”
15% probability
TRADE: U.S./China trade resolution as Presidents Trump and
Xi bury the hatchet; Explicit trade deals with Europe and
Japan agreed upon.
ECONOMY: U.S. economy storms into its ninth year of
expansion by surprising to the upside. Japan continues to
improve as wage gains and tight labor markets buoy the
consumer. Europe politics recedes to the background ala 2017,
and European and Chinese growth surprises to the upside.

RATES: Rates break through to the upside as market realizes
economic cycle is durable and that synchronized global
growth is intact; Bond investors and the USD feel the pain as
growth differentials favor areas outside the U.S.
VALUATION AND EARNINGS: Global earnings revisions
improve, driving multiples back towards mid 2018-levels.
Most major markets show double-digit gains; International
outperforms, led by Emerging Markets as their currencies
strengthen.

PESSIMISTIC CASE | “The Thrill is Gone”
35% probability
TRADE: The U.S. doubles down on its aggressive trade rhetoric
with China and allies.
ECONOMY: U.S. economy starts to turn down meaningfully as
housing downturn takes its toll on consumer confidence and
high yield spreads blow out, hurting business confidence. Hard
Brexit becomes increasingly likely, and deterioration of Italian
bond spreads and President Emmanuel Macron’s approval
rating in France spreads fear of Eurozone calamity. China gets
behind the curve as monetary and fiscal stimulus comes too
late. Japanese economy battered by 2nd Value Added Tax
(VAT) hike.
RATES: The consensus is shocked again by stubbornly
low rates and inflation as yield curve increasingly predicts
recession; dollar continues to strengthen as a safe-haven,
hurting most international currencies outside of the yen.
Financial conditions continue to tighten with Fed rate
hikes, causing dollar to continue to strengthen. This creates
existential angst in peripheral Emerging Markets like Turkey,
Argentina and South Africa; Fed then halts, but realizes it’s
behind the curve.
VALUATION AND EARNINGS: Multiples across the world
continue to contract as market realizes it’s the end of the cycle;
U.S. earnings revisions fall to low single digit earnings; all markets
down double digits, international the worst in dollar terms.
5
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BASE CASE
50% probability

RATE HIKES:
FED DOING AN EFFECTIVE JOB OF WALKING THE TIGHTROPE
As investors, market obsessives and history buffs, it is
hard to approach 2019 as anything less than an end of an
era in some respects.
First, it appears that in Europe and the Americas the
election of many populist leaders has swung the political
pendulum away from an open viewpoint on trade,
geopolitics, and immigration policy.

Second, 2019 appears to be the first year in the last eight
where global central bank balance sheets will collectively
shrink as a percentage of Gross Domestic Product (GDP).
This is due to the winding down of the controversial
‘Quantitative Easing’ (QE) era, whereby countries expanded
their balance sheets and bought their own bonds in order
to drive interest rates down and provide stability to risk

In its place is a more inward stance, placing national needs

markets. The U.S. and U.K. have been shrinking their

and desires ahead of transnational ones.

collective balance sheet since 2016, and it’s likely that
the European Central Bank (ECB) will wind down its QE
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US Federal Funds target rate, minus core CPI inflation, in %
Source: Thomson Reuters Datastream / Fathom
Consulting, RiverFront; data monthly as of Oct 18
Fed Funds Target rate is defined as the interest rate at
which depository institutions lend balances at the Federal
Reserve to other depository institutions overnight.
Definition for Core Consumer Price Index (CPI) may be
found on inside back cover. Shown for illustrative use only.

program by December 2018. Only growth-starved Japan

the next economic downturn occurs. They are attempting

appears to be a hold-out on the QE gravy train.

to strike that delicate balance by hiking rates but not

We think these dynamics are related and will have an

so quickly as to make the next downturn a self-fulfilling

upward influence on global interest rates, particularly

prophecy. This task is complicated by increased economic

rates in developed markets. Despite some controversial

volatility outside the U.S., as Asia’s economic trajectory has

comments by the Fed concerning the equilibrium level

flattened while Europe’s has clearly deteriorated.

of rates, we believe the Fed is data dependent and will

In continuing to hike rates, the Fed is finally bringing about

continue to send a relatively consistent message around the

a positive return to the risk-free rate again, once adjusted

trajectory of U.S. rates.

for inflation. This represents another “end of an era” in our

Our base case scenario for 2019 includes 2–3 rate hikes of

opinion: the end of “financial repression,” a condition where

25 basis points (BPS= 1/100th of 1%) increments after the

interest rates sit below the rate of inflation, penalizing

hike in December. The Fed recognizes that continuing to

savers and forcing investors to take higher risk allocations.

raise rates gradually will give them more flexibility when

(see chart above).

7

OUTLOOK2019 | ‘3-RS’: RATE HIKES, RECESSION RISK, AND RESOLUTION OF TRADE DISPUTES

‘Financial Repression’ (2009–18) Over?

RECESSION:
NOT LIKELY IN 2019, IN OUR VIEW
U.S. ECONOMY: KEEPS POWERING FORWARD;
WATCHING HOUSING AND BOND MARKET FOR CLUES

A FLAT YIELD CURVE DOES NOT NECESSARILY
SUGGEST RECESSION

It’s only natural for a market to fixate on the threat of

Another way of judging the probability of recession is to look

downturn in a U.S. economic cycle that’s already one of

for clues in the bond markets, as bond market participants

the longest-lived on record. However, the U.S. economic

are uniquely attuned to stresses in the economy that

rebound that started in 2010 had been unusually sluggish

can lead to bond default. One relatively reliable signal of

relative to historical average, with overall GDP growth as well

impending recession can be found in watching the evolution

as key metrics like unemployment and wage growth only

of the spread/distance between short and long-term

accelerating recently. This suggests to us that the cycle could

interest rates—the so-called yield curve. An inverted yield

extend longer than usual.

curve—long-term rates lower than short-term rates—signals

Both ‘hard’ (actual) and ‘soft’ (sentiment-based)
data on U.S. economic health points to recession
risk that remains low. Business optimism, as measured by

a pessimistic view from the bond market about a region’s
long-term growth and predicts central bank easing via lower
reference rates to combat that.

both the ISM PMI and NFIB Small Business Optimism, is very

While the U.S. yield curve, as measured by the 3-month rate

strong relative to historical levels. Consumer confidence as

minus the 10-year rate, has indeed been flattening for the

measured by the Conference Board also recently hit a cycle

last few years, it is around 40 basis points steep as of this

high. We recognize that these things can’t get much better,

writing. It’s typical for the curve to flatten in the later stages

and thus are likely to pull back. While that is true almost by

of an economic cycle. Shorter tenor yield curves, such as

definition, we don’t expect the magnitude of deterioration to

the 2-year-to-5-year curve, have recently inverted,

be that severe in 2019. Anecdotal surveys in areas that tend

but we believe the 3 month-to-10 year is the most reliable

to correlate with GDP growth, such as trucking freight, also

recession indicator.

suggest a solid backdrop, in our opinion.
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Source: Thomson Reuters Datastream / Fathom Consulting,
RiverFront; data monthly, as of 12/7/2018
Recession for purposes of this chart is defined as a
significant decline in economic activity spread across the
economy, lasting more than a few months, normally
visible in real Gross Domestic Product, real income,

% Points

employment, industrial production, and wholesale-retail
sales. In a rising interest rate environment, the value of
fixed-income securities generally declines. Past
performance is no guarantee of future results.
Shown for illustrative purposes only.

Years

We are not the only analysts who view messages from the

Other bond market signals of risk, such as the spread

3-month to 10-year yield curve as a useful signal of the

between high-quality and lower-quality corporate bonds,

economic cycle. The New York Federal Reserve generates

also remain contained relative to historical standards, though

a ‘probability of recession’ figure based on movements and

some of the recent back-up in yields should continue to be

magnitude of this spread: current readings still indicate a

monitored. (For more charts and commentary on high yield

probability of <20% over the next twelve months. We believe

spreads, see our Global Fixed Income section on page 26).

bull markets tend to end when the probability creeps above
30–35%, according to the Fed model. We’d also note that

U.S. HOUSING: FINE FOR NOW, WATCHING FOR
FURTHER SIGNS OF DETERIORATION

some historical time periods we view as analogous

Another area to watch is U.S. housing, given its importance

to today, such as 1966 and 1995, witnessed a yield

to consumers and the mixed recent data. House price gains

curve that flirted with inversion without a resulting

are starting to decelerate off an admittedly hot streak over

recession, while the stock market subsequently went

the last few years as interest rates have risen and new supply

on to make new cycle highs.

has come onto the market. New home sales and building
9
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U.S. Yield Curve Slope and Recessions

U.S. Household Debt
Source: Thomson Reuters Datastream / Fathom
Consulting, RiverFront; data quarterly as of Q3 18
Household debt for purposes of this chart is defined as

% Disposable Incomes

the flow of funds debt outstanding in domestic nonfinancial sectors, non-federal, households total,
seasonally adjusted, in billions of USD. Disposable income
is defined as income available to persons for spending or
saving. It is equal to personal income less personal
current taxes. Seasonally adjusted, measured in billions
of USD. Shown for illustrative purposes only.

Years

permits are also starting to slide ahead of the rise in rates

in 2019, in our opinion. The Organization for Economic

and diminishing affordability, particularly among first

Cooperation and Development (OECD) at the end of

time homebuyers.

November suggested a global economic growth rate that

We do not believe we are on the precipice of any sort of
2008-style crisis in housing. Consumers’ balance sheets

are in much better shape than in the mid-2000s, with
U.S. household debt as a percentage of disposable
income much lower today than before the housing crisis
(see chart above). Still, we think these trends bear watching.

will slow slightly in 2019, from 3.7% year-on-year real
growth to 3.5% in both 2019 and 2020. This is likely due
to deceleration in both U.S. and China, the world’s largest
two economies. However, it’s important to keep in mind
that this growth over the next two years, should it come
to pass, still represents above-average global growth
as compared to the last decade or so. Above-average

INTERNATIONAL ECONOMIES: GROWTH TO CONTINUE

economic growth is a constructive backdrop for global risk

AT RECENT SLOW PACE

markets over the next 24 months, in our opinion.

Internationally, the news is clearly more mixed but not yet
outright negative enough to suggest a global recession

10
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lending (see chart below). We believe China is prepared

LIKELIHOOD OF STIMULUS

to introduce more measures if necessary. For instance, we

A great deal of anxiety rests on the future trajectory of the

think it’s likely we’ll see easier fiscal policy in 2019 in China,

Chinese economy—not only is it the world’s 2nd largest,

including the possibility of consumer and business tax

but it is also growing at a rate much faster than the global

cuts, as well as expanded fiscal deficits to fund increased

average and thus is acutely important to the world economy.

infrastructure—all designed to offset economic softness as

This explains the anxiety around U.S./China trade tensions.

policymakers nervously eye sub-6% growth as a line they

While we deemed this dynamic important enough to warrant

would rather not cross.

its own section (page 14), we note that trade disruption

Bottom Line: We believe the Chinese economy in

is not yet manifesting itself to a significant degree in hard

2019 may stabilize at growth rates not far from

economic data between the two countries.

their stated 6%+ levels, even as they engage in the

However, perhaps in response to the risks around trade,

‘old-time religion’ of borrow and build that is likely

and certainly in response to slowing growth, Chinese

creating deeper long-term issues for the country.

policymakers are increasingly applying stimulus to the
problem. Interest rates and the yuan have dropped, easing
financial conditions, and the Chinese are lowering reserve
requirements for their banks in order to stimulate more

Despite its long-term side effects, we view this dynamic as
constructive for global economic growth in the next year and
believe it may help lower the probability of global recession.

China Reserve Requirement Ratios
Source: Thomson Reuters Datastream / Fathom
Consulting; data monthly, as of Nov 18
Banks are grouped according to People’s Bank of China
Classification. Past performance is no guarantee of

%

future results. Shown for illustrative purposes only.

Years
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CHINESE ECONOMY: TRADE TENSIONS INCREASE

Euro Area Ten-Year Government Bond Spreads
Source: Thomson Reuters Datastream / Fathom

BPS Spreads over German Bonds

Consulting, RiverFront; data weekly, as of 12/7/2018
Past performance is no guarantee of future results.
Shown for illustrative purposes only. BPS=basis points
which are 1/100th of 1%.

Years

EUROPEAN ECONOMIES: DOWN BUT NOT OUT QUITE YET;
POLITICAL HEADWINDS PERSIST

While hard data still suggests expansion, soft data, as
evidenced by consumer and business sentiment has

Perhaps the biggest disappointment of 2018 for global

weakened markedly, likely in response to concerns

investors was the lackluster showing of European economies,

over the impact of global trade disputes and political

coming off a strong 2017 where economic green shoots

issues in Italy and the U.K. The weakness in global auto

appeared to be blossoming into full-blown flowers. Across
Europe, the strong cyclical economic rebound of 2016–17
has moderated meaningfully. Economic data still suggests
expansion from here, albeit certainly less impressive
than what we were witnessing 12 months ago. Consumer
sentiment and private sector lending are still above levels
seen in 2014–15 but have begun to moderate, a trend worth
watching to see if it degrades further. Business sentiment in

shipments, along with slowing auto production in the face
of new emission standards, has hit the Eurozone’s largest
economy, Germany, quite hard. In France, excitement around
President Macron’s reform agenda has turned into disillusion
as the country faces increasingly heated backlash associated
with reform-minded policy. Italy’s economy is now clearly
being affected by the political turmoil caused by a shaky
coalition government at odds with Brussels.

Germany, the most export-oriented country in the Eurozone,

Investors are also watching a political standoff between the

is also showing meaningful degradation off elevated levels

Italian coalition government and pan-European policymakers

earlier in the year; a sign of trade-related issues, in our opinion.

very closely for signs of contagion to other peripheral parts

12
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in interest rates. This suggests that markets don’t yet view the

Japan’s economy actually contracted in the third quarter, but

Italian issues as contagious to the rest of Eurozone, which is

we believe this was largely due to several natural disasters.

a positive sign. Peripheral bond spreads are an indicator that

We expect Japan to return to modest growth rates of around

bears watching throughout 2019, in our opinion.

1% in 2019. The most recent industrial production and retail

Political risks have also weighed heavily on the U.K. this year.
Growth there has slowed, yet inflation has risen; placing the
Bank of England in a difficult policy position. We believe
Brexit-related volatility will continue to affect both the stock
market and the pound, as a range of disparate outcomes
are still on the table: a ‘hard’ Brexit (the U.K. crashing out of
the single market without a deal), a ‘soft’ Brexit (negotiated
exit from the EU on reasonable terms) or even a second
referendum on Brexit itself, an unthinkable result just twelve
months ago. Given this uncertainty, we continue to advocate

sales data, both well above expectations, supports this view.

We expect Japan’s economy in 2019 to be buoyed by
mostly domestic factors of modest but steady wage
gains (see chart below) and ultra-low unemployment,
both of which have improved business and consumer
sentiment. Externally, Japan is mostly at the mercy of the
dynamic between its two behemoth trade partners, the U.S.
and China. As mentioned, we expect in our base case to see
some level of cease-fire between those two in 2019, which
would help sentiment around Japan.

investors avoid overweighting this region.

Japan Spring Wage Negotiation, Large Companies
Source: Thomson Reuters Datastream / Fathom
Consulting, RiverFront; data annual, as of 6/30/18
Large companies are defined as those listed on the first

Annual % Change

section of the Tokyo Stock Exchange and with 500 or
more employees. Shown for illustrative purposes only.

Years
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Spain and Portugal are not experiencing a commensurate rise

JAPANESE ECONOMY: EXPORTS AFFECTED BY TRADE,
BUT CONSUMER BACKDROP IS POSITIVE

of the Eurozone; so far, however, other similar countries like

RESOLUTION OF TRADE:
DISPUTE WITH CHINA WON’T BE SOLVED THIS YEAR,
BUT A FACE-SAVING CEASE FIRE POSSIBLE
Potentially the biggest and trickiest risk factor for markets
has been the possibility of a trade war between the U.S. and
most of its major trade partners, especially China. Markets
tend to abhor protectionist trade policies as an economic
‘lose-lose’ for both sides, and when you have the world’s two
largest economies in the ring, anxieties run high.
Bad news: we don’t expect a major trade deal.
Better news: despite profound ideological differences that
run much deeper than just trade, both sides have something
to gain from a face-saving agreement in the next 6–12
months, allowing stocks to make progress in 2019. If a cease
fire fails to materialize, our Pessimistic scenario for 2019
becomes much more probable as economic growth and
sentiment will likely suffer in both continents.
14
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WHAT IS THE LIKELIHOOD THAT TRADE DISPUTES
BETWEEN THE U.S. AND CHINA GET LARGELY
RESOLVED IN 2019?
We believe the dispute between U.S. and China is deeplyrooted in ideological differences on both sides and is thus
not likely to be resolved anytime soon. The U.S. harbors
what we believe to be highly legitimate issues with China’s
trade policies; not just around elevated bilateral tariff rates
(see chart to right), but also around intellectual property
protection and a distinctly unlevel playing field for Western
companies in China. President Trump has been a champion
for fairer trade with Asia since the 1980s when his ire
was directed at Japan, so we must assume he is deeply
convicted about it.
China is not only resentful of the U.S.’s presence in Asia,
but also is distrustful of the Trump Administration. They

OUTLOOK2019 | ‘3-RS’: RATE HIKES, RECESSION RISK, AND RESOLUTION OF TRADE DISPUTES

Weighted Average Tariff Rates, All Products
Source: Thomson Reuters Datastream / Fathom
Consulting, RiverFront; data annual

% as of 2016

Shown for illustrative purposes only.

appear confused by the mixed messages and shifting body
language, depending on which U.S. trade representative they
are interacting with. They also appear unconvinced they will
be still dealing with this Administration by 2020, given the
Democratic capture of the House and the President’s ongoing
legal woes. All of that points to a ‘wait-and-see’ approach
for China towards the U.S. The Chinese are not eager to
compromise with the U.S. in any way that could cause them to
appear weak, in our view.

The market correctly identified that little of substance was
achieved in this historic meeting. However, even though
the specifics were lacking and both sides’ versions of what
was accomplished differed, we do think the tone and body
language from both sides indicates a willingness to keep lines
of negotiation open and is an acknowledgment that both would
prefer to prevent an ongoing trade war. This may prove to be
helpful for stocks in 2019, in our opinion. Both leaders will be
monitoring market feedback on trade.

WHAT MIGHT CEASE-FIRE LOOK LIKE?

We think both President Trump and President Xi have

It is important to draw a distinction between the definitive
resolution of a dispute and a cease-fire. Our base case scenario
for 2019 is a cease-fire which gives both sides a chance to
regroup and reassess their positions. This ‘kick the can’ maneuver
is exactly what the world witnessed at the end of November at
the G20 meeting in Argentina.

more than a passing interest in their respective stock
market responses.
Therefore the stock markets’ decline after the Argentina summit
may actually make a face-saving agreement more likely.

15

BOTH LEADERS NEED A FACE-SAVING AGREEMENT
President Xi had a difficult 2018. In addition to the Chinese
stock market meltdown and U.S. trade issues, China’s economy
is straining under asset bubbles in debt and real estate at the
same time the Chinese economy is slowing. This is a highdifficulty tightrope walk for an economy still in the early stages
of trying to rebalance towards internal demand and away from
exports. Some pundits would remind us that China’s leaders
are not elected and don’t have term limits, which allows China
to take a longer-term view than their counterparts in the White
House. There is truth to this viewpoint, and by many accounts
President Xi is the most powerful leader perhaps since Mao
himself. However, this ignores the fact that Chinese leadership
still must answer to a complex set of political expediencies. The
U.S.’s strident tone since President Trump’s election has placed
China on the defensive, and within China many are watching Xi’s
response closely for signs of weakness.
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President Trump, for his part, is acutely aware that the health of
the economy and the stock market is important for his reelection
potential in 2020. While the economy appears to be on solid
footing, markets are increasingly concerned with the impacts
of trade angst. Volatility was once relegated mostly to foreign
markets; it is now increasingly found on U.S. soil. Attempts to
deflect blame for stock market woes onto the Federal Reserve
are not likely to be successful. An administration whose calling
card is ‘pro-business’ will have to answer to voters should
American investors experience the ‘wealth effect’ in reverse.

Who has more negotiation leverage in this situation?
Currently, we believe the U.S. does.
The message of markets has been clear on this point; Chinese
stocks have underperformed U.S. stocks dramatically since the
first official announcements of tariffs by the U.S. in late February
2018. However, in the last month of the year, U.S. stocks started
to look more like their Chinese brethren as the U.S. weakened
around increased trade concerns (see chart to right).
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Equity Performance After 1st Tariff Announcement
Percentage change, since 02/28/2018; Shanghai Composite and S&P 500, in USD
Source: Thomson Reuters Datastream / Fathom
Consulting, RiverFront; data daily, as of 12/7/2018
Shanghai Composite Index is defined as a capitalizationweighted index. The index tracks the daily price
performance of all A-shares and B-shares listed on the
Shanghai Stock Exchange. S&P definition may be found
on page 40. Past performance is no guarantee of future
results. Shown for illustrative purposes only.
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GLOBAL EQUITY OUTLOOK
•

Remain slightly overweight equities; Fair amount of bad news currently priced in

•

Starting year roughly neutral U.S. versus international; See upside potential as greater
outside the U.S., but dispersion of outcomes wider than in past years

•

In the U.S., prefer technology and banks; Recent additions include medical devices and
infrastructure plays

•

International: Japan is our favorite country; Start the year neutral to Emerging Markets;
underweight Europe; Slight tilt to growth vs value internationally
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“

Rod Smyth, one of our founders and our Director of Investments, shepherded the interview process and spoke
candidly with our portfolio managers on a wide range of market topics. We hope you enjoy reading them.

“
“

Rod: In U.S. markets, 2018 was a year
where the U.S. economy was strong,
consumer and business confidence were
high, earnings growth was over +20%,
inflation stayed benign, yet U.S. stocks
struggled to make positive returns. What
happened?

Adam Grossman, Global Equity Chief Investment Officer:
It is important to remember that market participants are always
looking forward and will price in a lot of information about the
economy and earnings when they have high confidence it will
happen. A lot of optimism about 2018 was already reflected
in the value of stocks at the end of 2017 and into January 2018.
Several negative themes then developed, such as the effect of
U.S. rate normalization on Emerging Markets, the Italian political fight with the European
Commission over their budget, the trade war and the slowdown in China, and the
unexpected hawkishness of Fed Chair Powell in his August interview. The markets are still
absorbing all this news and grappling with the possibility of a global slowdown in 2019.

Rod: You are the Global Equity Chief
Investment Officer, with a mandate to
find value anywhere in the world. What
are your current themes; and are they
similar around the world or do they
differ by region?

Adam: I am still a believer in the upward path of equity markets—perhaps I am becoming
more of a minority in that view by the day. Here are some of our current portfolio themes:
• We see opportunities in places like Japan, where in the Price/Earnings (P/E) ratio,
the earnings are growing way faster than the price. I suspect that, as we sift through
the rubble of the decline in global stocks we will see similar opportunities in Europe and
Emerging Markets. Financial markets sometimes over-discount bad news; and we see
evidence of significant investor deleveraging, which we see as a form of risk management
induced panicking.
• Domestically, we have three sub-themes in place for 2019. First, we still believe that
technology has upside potential. Our view of tech has been that, while valuations matter,
they tend to only matter once quality and price momentum have stalled. We have seen
a breakdown in momentum, but we are still seeing strong earnings out of the large tech
companies (see chart on the next page). A series of big price declines would cause us to
re-evaluate our optimistic stance.
• We think the economic and interest rate backdrop is quite good for U.S. banks
currently. I also believe that higher rates will likely be the cause of the next recession, and
so at some point we will look to add stocks in less cyclical businesses which tend to do
relatively well when the economy is slowing, and bond yields are falling.
• In our longer-horizon portfolios, we recently added to infrastructure-centric
Industrials and medical devices, both growth plays that we believe are catalyzed for
additional growth by the outcome of the U.S. midterm elections.
19
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““

FOR THE 2019 OUTLOOK, we conducted interviews with many of our primary portfolio decision makers.

Source: Thomson Reuters Datastream, RiverFront;

U.S. Technology Sector Earnings

DS indices, data weekly, as of 12/10/2018

Earnings-per-share (EPS) over the trailing twelve months; rebased to 100 in 2009

U.S. Technology sector and market aggregations are
weighted by market value and are calculated using a
representative list of shares. For full details of sector lists,
and how to display the constituents of a sector list, see
Datastream Global Indices. U.S. Large Cap index is the
Thomson Reuters Global Equity Indices; definition may be
page 9. Individual investors cannot directly purchase an
index. Past performance is no guarantee of future results.

EPS

found on page 40. Recession definition may be found on

Shown for illustrative purposes only.

Years

“

Rod: Concerns abound regarding the
length of the economic recovery and the
bull market. What is your take on this?

Adam: This recovery was long and shallow. We have only begun to see great economic
data in the U.S. in the last few years and have yet to see it outside of the U.S.

While monetary contractions do often forecast recessions, and I doubt
this time is different, we believe that until most of the central banks are
contracting and fiscal policies in major economies are contracting, we
are unlikely to have a recession.

“

Rod: U.S. small caps, the darling of
2017’s Trump rally, have had a miserable
2018, despite benefiting from faster
growth and outsized exposure to U.S. tax
reform. Do you expect this to continue in
2019? What might turn them around?

20

Adam: Small caps should benefit from the lower tax rates, but they have three distinct
disadvantages to large cap. These include: 1) Higher price-to-earnings valuations, as more
growth is already priced in. 2) Less benefit from repatriation; though we think this is the
part of the tax law that can surprise from here. 3) More floating rate financing on their
balance sheets which exposes them more quickly to rising rates.
Tread cautiously is the point. We intend to lean into smaller names where we find
reasonable valuations or some case for sustained earnings growth relative to large U.S. or
international comparison companies.
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Chris Konstantinos, Chief Investment Strategist and Director
of International Equity: I sincerely hope so, and I believe so.
To answer this, we must first understand why international
didn’t work in 2018—a year when corporate earnings across
the world were positive and most countries’ economies
were expansionary.
• The first factor was the magnitude of the strength in the U.S. dollar versus
virtually every foreign currency. This was caused in part by the strength of the U.S.
economy relative to the rest of the world, the Fed’s hawkish outlook on rates and
increased global risk aversion. Emerging Markets were particularly affected, not only
by direct translation effects, but also indirectly by the heightened risk to countries
with large amounts of U.S. dollar-denominated debt.
• Second, trade concerns rippled through all international markets. There was no
safe quarter as the U.S. Administration’s unconventional rhetoric affected the markets of
adversaries like China as well as allies like the European Union (EU), Canada and Mexico.
• Third, we had some political situations in Europe. Specifically, the markets
perceived increasing risks for Europe due to the U.K.’s ongoing struggles with Brexit
and the election of a Eurosceptic coalition government in Italy. This was a reversal
from the largely positive political surprises that we saw there in 2017.
Due to these factors, we had risk-taking sentiment decrease in many international
regions, which filtered into economic slowdowns in Europe and Asia and a negative
inflection into corporate earnings revisions. While the absolute growth in earnings
in international markets was generally quite a bit higher year-over-year, they weren’t
as good as was expected at the beginning of the year; and that particularly hurt
valuation multiples for international markets. That valuation drop has now left

international stocks trading at almost the lowest relative price to the U.S.
as anytime in the last 4 decades. The only lower time was in the early 2000s,
right before international beat the U.S. by a significant margin over the next 5 years
(see chart on the next page).
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Rod: Switching over to international…
let’s start with the most obvious,
and most difficult question first.
Global investors have been waiting
almost a decade for international
stocks to demonstrate consistent
outperformance versus the U.S.…and
they’re still waiting. We thought that
the strength in 2017 was the start of a
trend, but we were disappointed again
in 2018. Will 2019 finally be the year
that the narrative turns?

Valuation Gap: U.S. vs International Stocks
Blue represents gap btw U.S. and World ex-U.S. price/earnings multiple, in points
Source: Thomson Reuters Datastream, RiverFront; all
indices by Datastream; data monthly, as of 12/7/2018
U.S. stocks are defined by the Thomson Reuters Global
Equity Indices; definition found on inside back cover.
P/E definition may be found on inside back cover.
Individual investors cannot directly purchase an index.
Past performance is no guarantee of future results.
Shown for illustrative purposes only.

Years

“

So, the open question for 2019 is whether these issues are now fully priced into the USD
and international stocks. Our belief is that they generally are, given not only our Price
Matters® asset allocation framework but also more traditional valuation metrics like
forward P/E multiples (see chart above).
Rod: I hear you on the value argument,
but we have a timing issue too—‘early’
is the same thing as ‘wrong’ in investing.
What do you see as the main catalysts
to help that relative value get realized in
International over the next 12–24 months?
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Chris: Given that the valuation multiples are now quite reasonable, all that must happen
in our mind is some combination of the factors above not getting worse. Some of the
catalysts over the next year or so could be:
• A further halt in the unrelenting strength of the U.S. dollar – which we eventually
expect, though not sure on the timing. We view the dollar as overvalued relative to longterm fair value after a 7-year bull market that is among the longest since the U.S. left the
gold standard and view ‘long-dollar’ positioning as a crowded trade (see chart above).
U.S. GDP growth is set to slow meaningfully next year, probably to somewhere between
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Rod: In years past we have said that easy
monetary policy from foreign central
banks would be a positive catalyst for
international markets. Is this still true?

Chris: In some cases, yes. In stark contrast to the U.S., where liquidity continues to
tighten, we believe that the Bank of Japan under the leadership of newly-reappointed
Haruhiko Kuroda, will continue to run an extraordinarily loose monetary policy. They
really don’t have much of a choice, given ultra-low inflation. We think this will remain a
positive for Japanese equities, especially as the Bank of Japan continues to purchase 6
trillion yen of equity exchange-traded funds (ETFs) every month.
In Europe, the answer is more mixed. The Bank of England must contend with a very
uncertain economic future due to Brexit, but increasing inflation trends there make the
Governor of the Bank of England Mark Carney’s job difficult. The ECB decided to halt QE
despite, increasing risks around Italy and slowing macro indicators. But the ECB also has
other tools at its disposal to help provide a backstop other than just QE. It’s also possible
that the ECB may be considering a new bond-buying program to help offset rising
borrowing costs for loans in order to help stimulate private investment, and also help
reverse the tightening financial conditions that are occurring now given issues in Italy.
The wild card, of course, is that Mario Draghi’s tenure as ECB head will end in November
2019. But, similar to Fed Chair Jerome Powell’s position vis-a-vis Fed policy under Janet
Yellen, it’s possible that whomever ends up chairing the ECB going forward will have to
stay the course with his or her predecessor’s policies regardless.
China now appears to be quite serious about reflating its stagnant economy from both
a fiscal and monetary perspective. They are lowering interest rates, cutting consumer
taxes, increasing credit growth and providing additional liquidity to financial institutions,
and are likely mulling further actions like infrastructure projects. While this will exacerbate
China’s debt issues long-term, we suspect it will provide near-term support to both the
currency and the economy.
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“

2.0–2.5%. Meanwhile China is showing signs of stabilizing, and we suspect Japan will
remain expansionary. This all could result in dollar weakness.
• Any signs of trade rhetoric thawing between the U.S. and other major trade
partners outside of China – which we also expect in 2019 in our base case, with respect
to Europe and Japan.
• Global economic growth stabilizing - which we expect in our base case, driven
more by areas outside of the U.S.

Chris: Japan remains our top country/region overweight. In a nutshell, it’s every bit
as contrarian as Europe, but with a more established positive earnings cycle, if one of
the few countries where reforms are being enacted and showing up in profit margins
(see chart below), and trades as cheap as it ever has relative to the rest of the world.
Importantly, we think investors haven’t yet given Japan enough credit for some of the
structural reforms enacted since 2012 by Prime Minister Abe. For instance, it might
surprise many to learn that Japan now has a higher female labor participation rate than
the U.S., or that Japanese corporate return-on-equity (ROE) has dramatically improved
in the last 5 years relative to other developed nations. It also has the benefit of being the
most politically stable area we study…not a given in today’s highly politicized climate. The
upcoming consumption tax hike may drag some growth forward into the 1st half of 2019,
but we believe overall the economic impact will be less destructive to growth than the
first hike back in 2014.

Japan Net Profit Margins
Source: Thomson Reuters Datastream, RiverFront;
data daily, as of 12/7/2018
Calculation for DS Japan Index is described on the inside
back cover. Investments in International and Emerging
Markets securities include exposure to risks such as
currency fluctuations, foreign taxes and regulations, and
the potential for illiquid markets and political instability.
Individual investors cannot directly purchase an index.
Past performance is no guarantee of future results.
Shown for illustrative purposes only.

% DS Japan Index

“

Rod: How would you rank international
regions, from most to least favorite
for 2019?

Years
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We start the year neutral on Emerging Markets in our longer-horizon portfolios. This
is a function of the positives of valuation and growth differentials weighted against an
uncertain U.S./China trade axis and U.S. dollar direction. We do see some interesting
opportunities here for risk tolerant investors with a longer time horizon. In fact, in our
optimistic case scenario, Emerging Markets stocks in USD terms could very well be the
best performing asset class, but that is our lowest probability outcome.
We continue to see selected opportunities in Europe, but as an overall region, we start
with a much lower overall allocation than in years past. We view valuation as attractive,
but Italian politics will continue to be an acute issue for the region in the near-term. In
a growth-challenged region, allocation to stable growth stocks could continue to be
relatively attractive. We think U.K. will still be dealing with Brexit-related issues in 2019,
which may impact both the pound and equity markets.
25

FIXED INCOME OUTLOOK
•

Underweight bonds to start the year; Bond investors should remain cautious

•

Volatility in rates to stay high in ’19, given deficits; Fed uncertainty; Geopolitical risk

•

Rates to move moderately higher; Shouldn’t impact U.S. growth too much as Fed
remains data dependent
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•

Favor short duration and floating rate notes

•

Stay active over passive
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“
“

Tim Anderson, Global Fixed Income Chief Investment Officer:
We think that interest rates will move moderately higher from
their current levels. The 10-year Treasury yield has recently
dropped from a 7-year high of 3.24% and as of writing this
sits below 3%. Our base case scenario is that inflation remains
near the Fed’s target of 2% CPCE (Core Personal Consumption
Expenditures) and the Fed is able to pause its rate hiking cycle
earlier in 2019. In this scenario, we could envision interest rates marginally higher, with
the 10-year yield around 3.25–3.50% at year-end 2019. However, if our global growth
runs higher than expected and/or inflation increases much above the Fed’s 2% comfort
zone we could envision the 10-year yield between 3.5–4.0%. Conversely, if growth
disappoints and inflation drops below the Fed’s target, we could see the 10-year yield
below 3% at year-end.
I

Rod: The Fed seems determined to
normalize interest rates. Why do you
think this Fed will raise rates without
going too far and bringing on the
next recession?

Tim: The Federal Reserve messaging has recently taken on a more dovish tone.
The Fed Chairman recently (11/28/18) stated that the Fed Funds rate, currently
2.0–2.25%, is just below the Fed’s range of estimates of 2.5–3.5% for neutral. In
early October he roiled the markets when he said that the rate was a long way from
neutral. The neutral rate is defined as one that is neither stimulative nor restrictive.
Even considering the rate hike at the December meeting, there remains much
uncertainty about the number of hikes next year. The Fed members currently expect
another 2 rate hikes in 2019, but the Fed Funds Futures market is only pricing in the
odds of about one hike. We envision 2–3 hikes next year, if our base case scenario
plays out. Regardless, we believe that future rate hikes will be determined by
incoming economic data, as opposed to occurring on a pre-determined schedule.
We also believe that the Fed will err on the side of being cautious, as long as inflation
remains contained.

Rod: When will interest rates start to
impact growth? Is it happening already?

Tim: I think you have seen signs of a slowdown in some of the more rate sensitive
areas of the economy, such as housing. In addition to higher interest rates, corporate
bond spreads have widened, raising the financing costs for large corporations. The
U.S. budget deficit also becomes more expensive to service as rates rise, which
further crowds out government discretionary spending. I don’t think rates will more
broadly impact U.S. growth until they rise above 4% or so.
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Rod: 10-year interest rates have doubled
from their lows in 2016, and now sit
just below 3%. Where do you see rates
moving from here?

“

Rod: Corporate bonds are on pace for
their worst year since the crisis, yet high
yield bonds have been one of the best
performing sectors of the FI market.
How should investors interpret the
divergence?

Source: Bloomberg, ICE Bank of America/Merril
Lynch HOAO; data daily, as of 12/5/18
The ICE BofAML Option-Adjusted Spreads (OASs)
are the calculated spreads between a computed OAS

Tim: If the market was concerned about a sharp economic slowdown

or impending recession, high yield bonds would have underperformed
significantly. I think that the divergence has more to do with differing technical
factors in the two markets such as supply, downward rating migration, and highly
publicized problems at several large investment grade issuers. High yield bond supply
was down about 30% this year, and net supply was negative for the third consecutive
year, according to Barclay’s research.
In contrast, investment grade supply was only down about 10% and net issuance remains
positive. The lowest rating category for investment grade corporate bonds is BBB and
they now represent about 50% of outstanding bonds, up from about 38% in 2007. Years
of low interest rates have encouraged corporations to increase their borrowing for large
debt financed acquisitions and share buy-backs at the expense of their credit worthiness.
The rating agencies have been very lenient with their ratings and many large investment
grade issuers have balance sheets that are currently more akin to high yield issuers and
indeed many are trading at junk levels. In addition, the highly publicized problems at
some large corporations highlight the problem, as many investors would be forced to sell
these names if they get downgraded into the junk universe.

US High Yield Spreads, 2007-2018

index of all bonds in a given rating category and a
spot Treasury curve. An OAS index is constructed
using each constituent bond’s OAS, weighted by
market capitalization. The ICE BofAML High Yield
Master II OAS uses an index of bonds that are below
investment grade (those rated BB or below). High
yield securities (including junk bonds) are subject
to greater risk of loss of principal and interest,
including default risk, than higher-rated securities.
In a rising interest rate environment, the value of
fixed-income securities generally declines. Individual
investors cannot directly purchase an index. Past
performance is no guarantee of future results.
Shown for illustrative purposes only.
An obligation rated BBB exhibits adequate
protection parameters. However, adverse economic
conditions or changing circumstances are more likely
to lead to a weakened capacity of the obliger to
meet its financial commitment on the obligation.
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“

Rod: What is your highest conviction
theme in fixed income for 2019?

Tim: Our highest conviction theme in fixed income is caution, as 2019 is likely to be
another volatile year with continued headwinds. Investors will need to be nimble and
prepared to alter strategies as market conditions change. Volatility is likely to remain
high due to the late innings of this credit cycle, a disconnect between the markets
and Fed regarding rate hikes, geopolitical issues, etc. Headwinds include a continued
reduction in global central bank accommodation, slowing economic growth, and large
U.S. budget deficits.
To generate income in this environment we continue to favor bonds with shorter
durations and floating rate bonds until the Fed nears the end of its tightening cycle.
With the yield curve so flat, there is little incentive to extend maturities. For portfolios
with a higher risk tolerance, we believe in taking this risk on the front end of the yield
curve for the same reasons as above. In these portfolios we would recommend an
allocation to short duration high yield bonds. While we like the attractive yields and
floating rate structure of bank loans, we have become more concerned about their
underlying liquidity and weakening covenants. Given these concerns, we favor high
quality, active management over passive products.
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STRATEGIC ASSET ALLOCATION
THEMES
Our Outlooks traditionally focus on a one year time frame;
however, we always endeavor to keep one eye on a longer,
more strategic time frame. Our Price Matters® framework is
designed to do just that. Based on the concept of the power
of mean reversion in markets, it is designed to give investors
insight into where strategic, long-term value exists across
broad asset classes. Mean reversion suggests that asset
prices and returns eventually return to long-run averages.
While it is not designed to provide shorter-term market
guidance, it occasionally can lend tactical insight when
markets are dramatically stretched above or below long-term
trends, as we witnessed in 2000 and 2009.

ASSET CLASS

INDICES

Domestically, Price Matters® currently suggests that inflationadjusted returns over the next decade will likely be below the
market’s century-plus trend of 6.4% per annum, as U.S. stock
indices are trading above-trend. However, U.S. markets, particularly
small caps, are not as far above-trend to start 2019 as they
were in the beginning of 2018. This is a function of low returns.
International stocks continue to be the value standout based
on the Price Matters® framework, with developed international
equities close to historically stretched levels. We believe this
is an indication of better long-term risk-adjusted returns for
this asset class versus U.S. stocks. Emerging Market equities
are also now below trend after a difficult 2018; however, with
less data from which to draw a trend, we are more wary about
conclusions made using Price Matters® analysis here. Bond
yields continue to look low relative to history, which suggests
sub-par returns for the next decade.

TOTAL RETURN
OCT 2017–OCT 2018

DISTANCE FROM TREND/YIELD
OCTOBER 31, 2017

DISTANCE FROM TREND/YIELD
OCTOBER 31, 2018

U.S. LARGE CAP

Large Cap Real Returns Index, source CRSP

8.1

12.6

11.6

U.S. SMALL CAP

Small Cap Real Returns Index, source CRSP

3.8

16.4

8.9

DEVELOPED INTERNATIONAL

MSCI EAFE (in US$) Total Returns Index

-6.4

-31.1

-40.9

EMERGING MARKETS

MSCI Emerging Market Equities Real Return Index

-12.2

-2.8

-21.6

INVESTMENT GRADE BONDS*

Bloomberg Barclays US AGG Bond TR USD

-2.1

2.6

3.6

HIGH YIELD BONDS*

ICE BofAML US HY

0.9

5.5

6.9
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large cap stocks are roughly 12% above their trend-line, slightly lower than where they
were a year ago. By historical standards, 12% is not a level of overvaluation that would
typically be a catalyst for ending a bull market.

Large Cap Stocks Real Total Return Index

FOR CHART TO THE RIGHT:
Source: RiverFront Investment Group, calculated based
on data from CRSP 1925 US Indices Database ©2017
Center for Research in Security Prices (CRSP®), Booth
School of Business, The University of Chicago.
Data from January 1926 through October 2018. Past
performance is no guarantee of future results. It is
not possible to invest directly in an index. Expected
performance for asset classes is not indicative of
RiverFront performance. The Real Rate of Return is
the rate of return of an investment after adjusting for
inflation. RiverFront’s Price Matters® discipline compares
inflation-adjusted current prices relative to their longterm trend to help identify extremes in valuation.
CRSP (1-2) Cap-Based Portfolio definition may be found
on page 40. Past performance is no guarantee of future
results. It is not possible to invest directly in an index.
Shown for illustrative purposes only and not indicative
of RiverFront portfolio performance.

Large Cap Real Total Return Index

Annualized Real Trend Line of Large Cap Real Total Return Index

FOR CHART ON THE LEFT PAGE:
Source: FactSet, CRSP, Bloomberg.
Past performance is no guarantee of future results. Shown for illustrative purposes only and not indicative of RiverFront portfolio performance.
*Fixed Income asset classes display yield rather than distance from trend. Yield represents Yield to Worst, see the end of this presentation for the full definition. Trend, according to
Price Matters® is the slope of an exponential growth function that closely tracks a real (inflation-adjusted) long term Index for that Asset Class. Distance from Trend is the distance
of the trend line relative to the current index level expressed as a percentage.
31

OUTLOOK2019 | STRATEGIC ASSET ALLOCATION THEMES

U.S. LARGE CAP EQUITY: According to RiverFront’s Price Matters® framework, U.S.

Historically, when U.S. large cap stocks have been 12% above their trend-line
(red oval), average returns are just slightly below the long-term trend of 6.4% and
stocks have produced positive total real returns over the next 10 years in all but one
time period.

Large Cap Stocks 10-year Real Total Return vs Distance from Trend

The vertical axis measures all the real return outcomes
over ten-year holding periods. The horizontal axis reflects
the distance from the trend. To the right of the center line
the index is above trend, as it is currently. To the left is
below trend. Data through October 2018. Real Return is
the annual percentage return realized on an investment
adjusted for inflation. Past performance is no guarantee of
future results. It is not possible to invest directly in an index.
Shown for illustrative purposes, not indicative of RiverFront
portfolio performance.
See page 40 for information on CRSP Large Cap Index.

10-Year Annualized Real Total Return

Source: RiverFront Investment Group, CRSP*

Distance from Long-Term Trend at Starting Point
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small cap stocks are 9% above their trend-line; this is lower than last year at this time
and now lower than their U.S. large cap peers. Small cap relative strength relative to
large cap has suffered meaningfully since their relative peak. However, this current
discount on our mean reversion model may be justified, given increased headwinds
like increased sensitivity to rising interest rates.

Small Cap Stocks Real Total Return Index
Source: RiverFront Investment Group, calculated based
on data from CRSP 1925 US Indices Database ©2017
Center for Research in Security Prices (CRSP®), Booth
School of Business, The University of Chicago.
Data from Jan 1926 through October 2018.
Real Return is the annual percentage return realized on an
investment adjusted for inflation. CRSP (6-10) Cap-Based
Portfolio definition is on page 40. Past performance
is no guarantee of future results. It is not possible to
invest directly in an index. Small cap companies may be
hindered as a result of limited resources or less diverse
products or services and have therefore historically been
more volatile than the stocks of larger, more established
companies. Shown for illustrative purposes only. Not
indicative of RiverFront portfolio performance.

Small Cap Real Total Return Index

Annualized Real Trend Line of Small Cap Real Total Return Index
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U.S. SMALL CAP EQUITY: According to RiverFront’s Price Matters® framework, U.S.

DEVELOPED INTERNATIONAL EQUITY: Developed international equities are 41%
below trend, roughly 10% lower than a year ago. Historically, buying international
stocks significantly below their trend-line has led to better than average returns over
longer-term holding periods. In the short-term, our overall allocation to international
is significantly less than in years past, reflecting heightened uncertainty.

MSCI EAFE (in US$) Real Total Return Index
Source: RiverFront Investment Group, MSCI.
Data from January 1970 through October 2018. Past
performance is no guarantee of future results. It is not
possible to invest directly in an index. Investments in
International and Emerging Markets securities include
exposure to risks including currency fluctuations, foreign
taxes and regulations, and the potential for illiquid markets
and political instability. The MSCI EAFE Index is an equity
index that captures large and mid-cap representation
across developed markets countries around the world,
excluding the U.S. and Canada. MSCI presents the data
for this index in terms of U.S. dollars and in terms of local
currencies. The chart to the right reflects index data in
terms of U.S. dollars. Shown for illustrative purposes only.
Not indicative of RiverFront portfolio performance.

MSCI EAFE (US$) Real Return Index
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Annualized Real Trend Line of MSCI EAFE (US$)
Real Return Index

Trade, politics and the sanctity of the European Union will likely be key determinants
of where returns fall within that wide range.

EAFE 10-Year Real Total Return vs Distance From Trend

The vertical axis measures all the real return outcomes
over ten year holding periods. The horizontal axis reflects
the distance from the trend. To the right of the center line
the index is above trend. To the left is below trend, as it
is currently. Data through October 2018. Real Return is
the annual percentage return realized on an investment
adjusted for inflation. Investments in International and
Emerging Markets securities include exposure to risks such
as currency fluctuations, foreign taxes and regulations, and
the potential for illiquid markets and political instability.
Past performance is no guarantee of future results. It is not
possible to invest directly in an index. Shown for illustrative
purposes only. Not indicative of RiverFront portfolio
performance. See page 40 for MSCI EAFE definition.

10-Year Annualized Real Total Return

Source: RiverFront Investment Group, Factset

Distance from Long-Term Trend at Starting Point
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Historical periods that began with -41% levels of undervaluation produced real returns
on average of nearly 15% per annum over the next ten years (red oval). Furthermore,
real returns have been above their historic trend 6.4% in all past instances.

EMERGING MARKETS EQUITY: Emerging Market equities are 22% below trend,
almost 20% lower than a year ago. China has started to stimulate their economy
by easing monetary policy. Tax cuts, infrastructure spending and other stimulative
economic policies in China could offset economic disruption caused by trade tensions.

MSCI Emerging Market Equities Real Total Return Index
Source: RiverFront Investment Group, MSCI.
Data from January 1988 through October 2018. Past
performance is no guarantee of future results. It is not
possible to invest directly in an index. Investments in
International and Emerging Markets securities include
exposure to risks including currency fluctuations, foreign
taxes and regulations, and the potential for illiquid markets
and political instability. The MSCI Emerging Markets
Index measures equity market performance of Emerging
Markets. The Index consists of 23 Emerging Market
country indices. Shown for illustrative purposes only. Not
indicative of RiverFront portfolio performance.

MSCI Emerging Markets Real Return Index
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Annualized Real Trend Line of MSCI
Emerging Markets Real Return Index

determinant of returns over the subsequent 10 years (trend line). With 10-year
Treasury yields hovering around 2.90% (red oval), expected nominal returns for bonds
are modest and expected real returns are minimal. We anticipate bond yields to
continue to rise in 2019 albeit at a slower pace than 2018.

Source: RiverFront Investment Group, Center for
Research in Security Prices (CRSP®), Booth
School of Business, The University of Chicago.
The vertical axis measures annualized nominal
total return outcomes over ten year holding
periods. The horizontal axis reflects starting 10year Treasury yields. Data through October 2018.
In a rising interest rate environment, the value of
fixed-income securities generally declines. Past
performance is no guarantee of future results.
Shown for illustrative purposes only. Not indicative
of RiverFront portfolio performance.

10-Year Annualized Nominal Total Return

10-Year Treasury’s 10-Year Annualized Nominal
Total Return vs Beginning Yield

10-Year Treasury Yield at Period’s Beginning
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FIXED INCOME: The yield at the start of an investment period is the dominant

2019 OUTLOOK CONCLUSION
Investors stand at an important crossroads in 2019: the lack of certainty around global trade and
interest rates has created heightened anxiety about the onset of the next recession. RiverFront
believes the most probable outcome in 2019 will be modest stock gains, as concerns around trade
relations and an impending 2019 recession eventually fade. This backdrop is aided by more modest
valuation to start the year.
However, we have assigned a higher probability to our pessimistic case scenario than in years past;
thus, we start 2019 relatively ‘neutral’ in our portfolios relative to our composite benchmarks, from
both an overall risk level and a geographic positioning perspective.
Our preferred investment themes include Japanese equities, U.S. technology and bank stocks, and
shorter-duration and floating-rate bonds. In our shorter-time horizon portfolios, we also start the
year with an elevated level of cash in order to help provide ballast and to attempt to take advantage
of the types of market overreactions that can result from heightened volatility.
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Past results are no guarantee of future results and no representation

can go to zero). Fixed Income/Bonds represent a loan made by an

is made that a client will or is likely to achieve positive returns, avoid

investor to a corporation or government. As such, the investor gets

losses, or experience returns similar to those shown or experienced

a guaranteed interest rate for a specific period of time and expects

in the past. The information provided in this document is intended

to get their original investment back at the end of that time period,

for informational purposes only and not intended as an investment

along with the interest earned. Investment risk is repayment of the

recommendation.

principal (amount invested). In the event of a bankruptcy or other

RiverFront’s expectations and outlook discussed in this piece are

corporate disruption, bonds are senior to stocks. Investors should be

based on information that is currently available to us, and in no

aware of these differences prior to investing.

way are a guarantee of how our strategies, the markets, or specific

Yield to worst is calculated on all possible call dates. It is assumed

securities will perform in the future.

that prepayment occurs if the bond has call or put provisions and

All charts shown for illustrative purposes only. Information or data

the issuer can offer a lower coupon rate based on current market

shown or used in this material was received from sources believed
to be reliable, but accuracy is not guaranteed.
When referring to being “overweight”, “underweight” or “neutral”
relative to a market or asset class, RiverFront is referring to our
current portfolios’ weightings compared with the composite
benchmarks for each portfolio. Contact your Financial Advisor for
more information on RiverFront portfolios and benchmarks or visit
our website www.riverfrontig.com.
RiverFront’s Price Matters® discipline compares inflation-adjusted
current prices relative to their long-term trend to help identify
extremes in valuation.

rates. If market rates are higher than the current yield of a bond, the
yield to worst calculation will assume no prepayments are made,
and yield to worst will equal the yield to maturity. The assumption
is made that prevailing rates are static when making the calculation.
The yield to worst will be the lowest of yield to maturity or yield to
call (if the bond has prepayment provisions); yield to worst may be
the same as yield to maturity but never higher.
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

Strategies seeking higher returns generally have a greater allocation

W. Baird & Co. Incorporated (“Baird”), a registered broker/dealer

to equities. These strategies also carry higher risks and are subject to

and investment adviser.

a greater degree of market volatility.

RiverFront Investment Group, LLC, is an investment adviser

Duration is a measure of the sensitivity of the price of a fixed income

registered with the Securities Exchange Commission under

investment to a change in interest rates. Duration is expressed as a

the Investment Advisers Act of 1940. The company manages a

number of years. Rising interest rates mean falling bond prices, while

variety of portfolios utilizing stocks, bonds, and exchange-traded

declining interest rates mean rising bond prices.

funds (ETFs). RiverFront also serves as sub-advisor to a series of

Equities/Stocks represent partial ownership of a corporation. If the
corporation does well, its value increases, and investors share in
the appreciation. However, if it goes bankrupt, or performs poorly,

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.

investors can lose their entire initial investment (i.e., the stock price
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IMPORTANT DISCLOSURE INFORMATION

PRINCIPAL RISKS
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.

Buying commodities allows for a source of diversification for
those sophisticated persons who wish to add this asset class
to their portfolios and who are prepared to assume the risks
inherent in the commodities market. Any commodity purchase
represents a transaction in a non-income-producing asset and is
highly speculative. Therefore, commodities should not represent a
significant portion of an individual’s portfolio.

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.

INDEX DEFINITIONS
Market Cap Index Definitions: Market Cap index information
calculated based on data from CRSP 1925 US Indices Database
©2017 Center for Research in Security Prices (CRSP®), Booth
School of Business, The University of Chicago. Used as a source
for cap-based portfolio research appearing in publications, and
by practitioners for benchmarking, the CRSP Cap-Based Portfolio
Indices Product data tracks micro cap, small cap, mid cap and
large cap stocks on monthly and quarterly frequencies. This

Foreign investments, especially investments in Emerging Markets,

product is used to track and analyze performance differentials

can be riskier and more volatile than investments in the U.S. and are

between size-relative portfolios. CRSP ranks all NYSE companies by

considered speculative and subject to heightened risks in addition

market capitalization and divides them into ten equally populated

to the general risks of investing in non-U.S. securities. Also, inflation

portfolios. Alternext and NASDAQ stocks are then placed into the

and rapid fluctuations in inflation rates have had, and may continue

deciles determined by the NYSE breakpoints, based on market

to have, negative effects on the economies and securities markets of

capitalization. The series of 10 indices are identified as CRSP 1

certain Emerging Market countries.

through CRSP 10, where CRSP 10 has the largest population and

In a rising interest rate environment, the value of fixed-income

smallest market-capitalization. CRSP portfolios 1–2 represent large

securities generally declines.

cap stocks, portfolios 3–5 represent mid caps and portfolios 6–10

High yield bonds, also known as junk bonds, are subject to greater

represent small caps.

risk of loss of principal and interest, including default risk, than

MSCI EAFE Index NR USD is an equity index that captures large and

higher-rated bonds.

mid cap representation across developed markets countries around

Diversification does not guarantee a profit or eliminate the risk of loss.
Small, mid, and micro cap companies may be hindered as a result
of limited resources or less diverse products or services and have
therefore historically been more volatile than the stocks of larger,

the world, excluding the U.S. and Canada.
MSCI Emerging Markets Index NR USD is an equity index that
captures large and mid cap representation across 23 Emerging
Markets (EM) countries.

more established companies. Technology and Internet-related

S&P 500 Index TR USD measures the performance of 500 large

stocks, especially of smaller, less-seasoned companies, tend to be

cap stocks, which together represent about 80% of the total U.S.

more volatile than the overall market.

equities market.

Technical analysis is based on the study of historical price
movements and past trend patterns. There are no assurances that
movements or trends can or will be duplicated in the future.
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Thomson Reuters Global Equity Indices cover 51 countries and 29
regions. The indices are free float adjusted; market capitalization
weighted and are designed to serve as broad market benchmarks to
track the performance of liquid equities worldwide.
Bloomberg Barclays U.S. Aggregate Bond Index is an unmanaged
index that covers the investment grade fixed rate bond market index
components for government and corporate securities, mortgage
pass-through securities, and asset-backed securities. The issues must
be rated investment grade, be publicly traded, and meet certain
maturity and issue size requirements.
ICE BofA Merrill Lynch High Yield Index which tracks the
performance of U.S. dollar denominated below investment grade
rated corporate debt publicly issued in the U.S. domestic market.
Index constituents are capitalization-weighted based on their current
amount outstanding times the market price plus accrued interest

OTHER DEFINITIONS
Price-Earnings Ratio (P/E Ratio) is the ratio for valuing a company
that measures its current share price relative to its per-share earnings.
Gross domestic product (GDP) is a monetary measure of the market
value of all final goods and services produced in a period (quarterly
or yearly) of time.
Consumer price index (CPI) measures changes in the price level
of market basket of consumer goods and services purchased by
households. The CPI is a statistical estimate constructed using
the prices of a sample of representative items whose prices are
collected periodically.
Published on December 24, 2018. © RiverFront Investment Group,
LLC. All Rights Reserved. Past performance is no guarantee of
future results.
RIG Approval Code: 690422
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