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THE WEEKLYVIEW
Climbing the Wall of Worry

There is rarely a shortage of things to worry about and an old adage that “a bull market climbs a wall
of worry”. The headlines have moved from the French election to North Korea. We don't believe
anyone can handicap the probability of a nuclear conflict with North Korea, but we would note that, as
a market indicator, South Korean stocks are up about 16% year-to-date and over 30% from their bear
market lows in early 2016 (as measured by the MSCI Korea 25/50 Index). Clearly investors in South
Korea have judged that war is not imminent, and we agree. Rather, it looks to us as if the major
players are setting the stage for a potential negotiation, which will be challenging. One major positive
of the heightened tensions in North Korea has been the recognition by the administration of the
importance of China as a strategic partner as well as a trade partner/competitor. As investors, we
believe that neither side would benefit from a trade war.

Every month or so, someone sends us an article written by someone who believes US stocks are
significantly over valued and warns of the dangers of owning them. Value is a difficult and subjective
issue for investors to agree on, even at extremes. Our Price Matters® methodology suggests that large
cap US stocks are 7.5% above trend as of March 31, Our central argument is that while US stock
valuations are currently above average, they are not at extremes. They are, however, high enough
that we believe the next recession is likely to cause both earnings and valuations to decline, resulting
in an unpleasant bear market. We remain optimistic on US stocks as we don't yet see the conditions
for recession.

Simple measures of price-to-earnings (PE) can be misleading. If earnings are cyclically depressed, stocks
can look “expensive” even after significant price declines, and can look artificially “cheap” when earnings
are cyclically extended. For this reason, we have found it useful to adjust earnings for the business cycle.
One way to do this is to take an average of the last 10 years of earnings. This is helpful, but can be
distorted by major spikes and troughs when they roll out of the numbers. For example, the 10-year average
of US earnings will rise dramatically as the 2008/9 numbers fall out, unless we experience a similar decline
in the next couple of years. Because of this limitation, we prefer to look at the long-term trend of earnings,
shown below, which has remained constant at around 6% for the last 80 years.
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In the chart on the previous page, the numbers under the earnings line show the level of trend earnings for year end 2015 —
2018. Actual reported earnings recently cycled slightly below trend and finished 2016 right on the trend. S&P estimates that
they will rise above trend again over the next two years. If we use trend earnings to value stocks, then we can take out the
year-to-year fluctuations. In our view, this makes it easier to see valuation extremes. In hindsight, just like our Price Matters®
work, it highlighted the extreme overvaluation of the late 1990s and the corresponding undervaluation in early 2009. This is
shown in the chart below. The parallel lines are different PE multiples of the trend line shown in the previous chart. We make
one adjustment: since stock investors typically look ahead, we use the one year forward number. Thus, the trend lines shown
below also rise at 6.2%.

BY THIS VALUATION MEASURE, LARGE CAP STOCKS ARE AT POST ‘08 HIGHS BUT BELOW HISTORIC PEAKS.
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Source: RiverFront Investment Group, Standard & Poor’s. Past performance is no guarantee of future results.

What we see in the chart above are regimes that hold for a while and then dramatic changes in the regime, especially around
recessions that produce earnings declines. Following recessions, when investors are reminded that earnings are cyclical,
confidence gradually returns. 18x (the blue line) was a ceiling from 1990-1995, a floor in 2002 and a ceiling again from 2010
to 2012. From 2004 to 2007, there was a tight range between 22x and 24x, and recently 22x (the current level) has acted as
a ceiling. We believe regimes of very low interest rates that are accompanied by growing earnings will tend to lead to higher
valuations as investors compare the dividends and growth potential of stocks against the low bar of cash and bond yields.

Conclusion: We do not see valuation as a constraint on higher prices, provided earnings continue to grow, which we think
will happen. However, we need to recognize that the next recession will likely involve a period of both lower earnings and
lower valuations. This is not the time to be overly concentrated in US stocks, in our view.

Important Disclosure Information:

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.

RiverFront’s Price Matters® discipline compares inflation-adjusted current prices relative to their long-term trend to help identify
extremes in valuation.

Diversification does not ensure a profit or protect against a loss.

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.

Strategies seeking higher returns generally have a greater allocation to equities. These strategies also carry higher risks and are subject
to a greater degree of market volatility.

(continued on the next page...)
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Important Disclosure Information (continued):

Dividends are not guaranteed and are subject to elimination.

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.

In a rising interest rate environment, the value of fixed-income securities generally declines.

The comments above refer to generally to financial markets and not RiverFront portfolios or any related performance.

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.

Index Definitions:

The MSCI Korea 25/50 Index is designed to measure the performance of the large and mid cap segments of the Korean market. It
applies certain investment limits that are imposed on regulated investment companies, or RICs, under the current US Internal Revenue
Code.

Standard & Poor's 500 Index (S&P 500) measures the performance of 500 large cap stocks, which together represent about 75% of the
total US equities market.

It is not possible to invest directly in an index.

Copyright ©2017 RiverFront Investment Group. All rights reserved.
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