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We have tested
volatility as a
timing tool and
believe it has
limited
effectiveness.

In our view, a new
form of lower
growth economic
stability has
emerged in the last
few years, first in
the US, but now also
in the Eurozone...

...We think this
helps explain much
of the decline in
stock market
volatility.
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THE WEEKLYVIEW
Low Volatility — Not A Reliable Bearish Signal

A LESSON REGARDING ECONOMIC GROWTH AND STOCK VOLATILITY

Historically, long-term investors have not benefitted from betting against the combination of capitalism and
democracy, even when global politics have been unsettled, unless the world’s stock markets are grossly
overvalued — like they were in the late 1990s. In essence, humans are resilient and highly creative, but
still...human. Some today argue that the current extremely low level of volatility in US stocks implies
investor complacency and is therefore a tactical sell signal. We agree that observed volatility is at extremely
low levels by historical standards (see Weekly Chart below) and that it implies some complacency. That
said, we have tested volatility as a timing tool and believe it has limited effectiveness. Highs in volatility tend
to be coincident with interim market bottoms, and extreme highs (usually brief) with bear market lows.
However, extremely low levels of volatility (like today) can last for a long time, and while they are sometimes
followed by bear markets, this fact by itself is far from a reliable signal. Also, when low volatility does
precede bear markets, there is often a gradual rise before the bear market sets in.

HISTORICALLY, ECONOMIC STABILITY CAN CHANGE BEHAVIOR, INCREASE CONFIDENCE

Few would deny that it has been a tumultuous year politically. Indeed, the whole global political debate has
changed from the traditional post-Depression/World War |l discussion about the size and role of
government. In that debate, the left wing sought to champion workers, civil rights and social/economic
equality. It produced a global safety net of government supported pensions, welfare and healthcare in most
of the developed world, starting with FDR and taken up across Europe and Japan after the war. At the
same time, the right wing sought to champion commerce, globalism and the belief that everyone will be
better off if government encourages largely unfettered capitalism. One of the right’s great champions in the
1980s, Margaret Thatcher is known for saying, “The problem with socialism is that eventually you run out of
other people’s money”.

During the 1990s, a new generation of high-profile leaders from the left-leaning parties replaced the right
wing dominance of the 1980s. Each of Bill Clinton, Tony Blair and Gerhard Schroder moved their parties to
the right in order to get and stay elected. It was a time of increasing prosperity primarily set up in our view
by the following major trends:

1. Adrive towards renewed efficiency and deregulation by companies and largely right wing
governments in the 1980s.

2. A once-in-a-lifetime expansion of the global economy to include the former Soviet Union, India,
China and parts of Latin America.

3. The transformation of human productivity through technology, innovation and communication.

Despite a vibrant political debate, electoral success during such a period of growing consumer and
business confidence was mostly found in the center. The economist Hyman Minsky warns that stability
creates its own instability, and we have found that this is often true. Thus, the economic stability and
unfettered capitalism of the 1990s led to overconfidence by banks/investors and, at times, excessive greed
and unethical behavior by corporate leaders late in the decade. Equally, the apparently unstoppable growth
spurred by globalization produced a Darwinian outcome of winners and losers, which has contributed to the
economic nationalism behind Brexit and the election of President Trump. Perhaps more surprising to some
is that today, it is the center-left that is championing free trade and open borders (despite the adverse
effects on much of its base) and the right has moved to economic and social nationalism, also alienating
much of its base. Many traditional voters find themselves confused. Donald Trump and Marine Le Pen, both
right wingers, struck a chord with disenfranchised blue collar voters, and France’s economic conservatives
were without a candidate from the center-right and forced to choose between a potentially significant
currency devaluation (Le Pen), or a former socialist (Macron).
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Many people might wonder why there is such low volatility in stocks when political volatility seems high. In our view, a new form of
lower growth economic stability has emerged in the last few years, first in the US and UK, but now also in the Eurozone. We think
this explains much of the decline in stock market volatility, as companies have achieved robust earnings growth despite slow
economic growth. (Outside the US, Japan is a poster child for this). Also contributing to this trend, in our view, is that companies in
the first quarter are beating the estimates they were making 6 months prior. We believe that this will get more difficult in the next six
months, though, as expectations before the US presidential election were somewhat muted. Volatility is largely a measure of
investor sentiment in our opinion, but we believe it is less reliable than other measures.

WEEKLY CHART: LOW VOLATILITY IS NOT A GOOD INDICATOR OF IMPENDING BEAR MARKETS
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Source: RiverFront Investment Group, Standard & Poor’s. Past performance is no guarantee of future results.

The chart above shows our preferred way to measure volatility, which is to take the % change between the high and the low on a
daily basis and then smooth that out by using a 1-year average. The blue circles on the bottom panel highlight periods of low
volatility (less than 1% per day between the high and the low), which is comparable to current levels (around 0.75%). They all follow
recessions, are defined by relative economic stability, and precede exuberance. In our view, that is where things stand today. To
the extent that some exuberance appears, we think it is likely to come to the US first, since economic stability has been in place in
the US for longer than Europe (by our calculations, the US for over five years, compared to just 2 years for Europe).

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.

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.

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

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:

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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