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e We are heartened by
the ECB’s decision
to help restart a
lousy economy.

e European earnings
need to increase for
the recent rally to be
more than a short-
lived counter trend
rally, in our view.

e We think long-term
value exists in the
region, but recognize
structural reform is
needed to unlock
this value.

THE WEEKLYVIEW

Europe: Open-Ended Stimulus a Positive...But
Now We Need Reform

The last month or so has brought welcome news to any investors who count on central banks to
wield influence over the value of stocks. Back in July it was the Fed who kicked things off by
restarting rate cuts, a trend likely to continue this week with the upcoming FOMC (Federal Open
Market Committee) meeting. Last week, another central bank got back into the ‘easing’ act: the
European Central Bank (ECB).

In Mario Draghi's last act as ECB President, he announced a sweeping set of stimulus measures
aimed at reigniting the moribund Eurozone economy. The measures included a 10bp cut of the
deposit rate to -50bps (bps = 1/100th of 1%) and a restart of quantitative easing (QE) at 20B EUR
per month, pledged until inflation gets closer to the ECB's target. In a nod to banks, a new
program designed to incentivize lending into the real economy was introduced, along with a
‘tiering’ structure on bank deposit reserves to help minimize the effect of negative interest rates
on the profitability of the banking system. After a volatile trading day on Thursday as markets
digested the news, Euro stocks and the Euro eventually strengthened to end the week.
Importantly, European bond yields also rose, reflecting some optimism around future growth and
inflation in the region.

THE GOOD NEWS: OPEN-ENDED NATURE OF EURO QE IS A POWERFUL SIGNAL
We view last week’s ECB decision as most impactful with regard to the open-ended nature of
stimulus and interest rate guidance. In Draghi’s own words, QE is likely to continue until “shortly
before the first rate hike,” which in turn is now directly linked to Eurozone inflation. This is a
departure from prior ECB stimulus efforts, which were linked to a specific time-frame. This
suggests to us that, despite political opposition from within and outside the ECB, QE is set to
continue until growth and inflation improve meaningfully. Incoming ECB leader Christine Lagarde,
a believer in proactive monetary policy, should provide continuity in this regard, in our view.

THE TOUGH NEWS: QE NECESSARY BUT NOT SUFFICIENT FOR GROWTH

Now for the heavy lifting: we view easy monetary policy in the Eurozone as necessary, but not
nearly sufficient in order to create a lasting economic rebound in the region. We believe open-
ended monetary stimulus and negative interest rates can provide a ‘floor’ for Euro assets, but
low/negative rates on the banking system also mean that monetary policy has a ‘ceiling’ unless
combined with looser fiscal policy and other structural reforms. Lasting momentum can only
come with European policymakers tackling structural issues like labor rigidity and high unit labor
costs, high tax rates, and impediments to business creation and innovation, in our view.

Draghi used his last appearance on the ECB stage to strongly reiterate this need for reform.
However, with political instability in important Eurozone countries like Italy and Germany as well
as in large Eurozone trading partners like the UK, it’s hard for us to envision policymakers
mustering the political will needed to tackle these unpopular reforms in the near-term. We are
encouraged by French progress under President Macron but recognize that the most politically
unpalatable part of his platform, pension reform, is still ahead.

EURO BANKS HOLD THE LONG-TERM KEY TO EURO STOCK MARKETS

QE has a mixed track record in the Eurozone. While Eurozone economic growth was decent in
the first QE era (2015-2018) and unemployment dropped, joblessness remains structurally high in
comparison to other advanced-age developed economies. Corporate earnings trends have
collapsed in Europe since the beginning of 2018, and stock performance relative to the US has
followed suit.

The impact of the European banking system on European economic growth and profitability is
profound. Unlike the US, which benefits from efficient and robust capital markets, most lending
into the real economy of the Eurozone is done directly through the banks.
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Our chart to the right helps detail a number of
‘false dawns’ for corporate profitability since
Draghi and the ECB first came to the rescue of
Europe with his famous ‘whatever it takes’ 160 1
speech in mid-2012. European bank earnings
were severely compromised since the 2011 Euro 140
crisis; and banks’ willingness to lend has
suffered. Although banks have done an 120 |
admirable job cleaning up their balance sheets,
their cost structures remain too high and their

Earnings: Europe vs US post-crisis
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profitability remains compromised by low interest 1001

rates.

Not only are banks not lending enough, 801
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Eurozone Stocks Linked to Bond Yields Banks’ impact on the European stock market can

perhaps most clearly be seen in the correlation
between Euro interest rates and stock relative
M. "p _ _ _ strength. The last decade has suggested a strong
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positive correlation between the direction of the

Simply put, it’s hard to see European indices making a

German 10-year Bund (the Eurozone’s Treasury-like
benchmark bond) and the relative strength of
European stocks versus US stocks (left chart). In our
| view, a sustained increase in bond yields is crucial for
2 European stock performance, which means that
growth and inflation expectations have to be positive
enough to overwhelm the downward impact of QE on
L interest rates.
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sustained advance without their banks leading the
charge. We are encouraged by the strength in bank

shares on Friday September 13, 2019 but want to see
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RIVERFRONT’S BOTTOM LINE: NEED EVIDENCE OF REFORM IN EUROPE TO TURN MORE BULLISH

e We are heartened by the ECB’s definitive decision to help restart a lousy economy. We are encouraged by early
indications that stock, currency and bond yields all responded positively to the announcement, suggesting QE may
help lift growth and inflation expectations in the region.

e European corporate earnings need to increase in response to ECB policy for this rebound to be more than just a short-
lived counter trend rally. For this to happen, European banks have to get healthy, which requires higher interest rates
over time in Europe, not lower.

e We remain believers in the long-term value that exists in the region but recognize that structural reform is needed
before the bulk of this value can be unlocked.
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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.

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.

A basis point is a unit that is equal to 1/100th of 1%, and is used to denote the change in a financial instrument. The basis point is commonly
used for calculating changes in interest rates, equity indexes and the yield of a fixed-income security. (bps = 1/100th of 1%)

In a rising interest rate environment, the value of fixed-income securities generally declines.
It is not possible to invest directly in an index.

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.

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.

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, investors can lose their entire initial investment (i.e., the stock price can go to zero). Bonds
represent a loan made by an investor to a corporation or government. As such, the investor gets a guaranteed interest rate for a specific
period of time and expects to get their original investment back at the end of that time period, along with the interest earned. Investment risk
is repayment of the principal (amount invested). In the event of a bankruptcy or other corporate disruption, bonds are senior to stocks.
Investors should be aware of these differences prior to investing.

Standard & Poor’s (S&P) 500 Index measures the performance of 500 large cap stocks, which together represent about 80% of the total US
equities market.

The MSCI Europe Investable Market Index (IMI) captures large, mid and small cap representation across 15 Developed Markets countries in
Europe. With 1,438 constituents, the index covers approximately 99% of the free float-adjusted market capitalization across the Developed
Markets countries of Europe.

Datastream Global Equity Indices draw on the wealth of the Thomson Datastream database to provide a range of equity indices. They form a
comprehensive, independent standard for equity research and benchmarking. For each market, a representative sample of stocks covering a
minimum 75 - 80% of total market capitalisation enables market indices to be calculated. By aggregating market indices for regional
groupings, regional and world indices are produced. Thompson Reuters Datastream (DS) global equity indices cover 51 countries and 29
regions. the indices are free flat adjusted; market capitalization weighted and designed to serve as broad market benchmarks to track
performance of liquid equities worldwide.

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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