
 

 

 

 

Reading Volatility’s Tea Leaves 
RELATIVE PERFORMANCE DURING PERIODS OF VOLATILITY CAN SEND 
IMPORTANT MESSAGES ABOUT MARKET LEADERSHIP WHEN THE VOLATILITY 
ENDS: The saying: ‘a person’s true character is revealed under pressure’ can also be 
applied to stocks. Investments that perform significantly better than would have been 
expected during periods of volatility reflect underlying strength that will likely persist 
when the market settles down, in our view.  Conversely, we believe that those 
investments that perform significantly worse than expectations can be expected to 
continue to underperform when volatility subsides.  We believe four important messages 
can be read from the remnants of the recent market volatility. 
 
DEVELOPED INTERNATIONAL EQUITIES APPEAR TO BE IN POSSESSION OF THE 

LEADERSHIP BATON:  With more attractive valuations and stronger catalysts, we 

wrote in our 2017 Outlook that the baton of leadership would transition from US to 

International equities, in our view.   Last year’s 200+ basis point outperformance of EAFE 

(USD) over the S&P 500 was the first encouraging sign that we were on the right track.   

We view EAFE’s outperformance since the S&P 500’s peak on January 26, 2018 (blue 

arrow, chart below) as a second signal that international equities now hold that leadership baton.   

Fundamentally, we believe the outperformance of developed international equities is justified for a few reasons.  

First, they are about 47% cheaper than their US peers, according to RiverFront’s Price Matters methodology.  

Second, their economies have significantly more slack and thus their companies are not facing the same 

inflation pressures as their US peers.  Finally, they are potential beneficiaries of trade tensions between US and 

China.  
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Source: FactSet, RiverFront. As of 04.25.18. Past performance is no guarantee of future 
results. Not indicative of RiverFront portfolio performance. You cannot invest directly in an 
index.  
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DEFENSIVES NOT PERFORMING 

DEFENSIVELY:  ‘Defensives’ are the 

stocks that tend to outperform when 

market returns are negative.  These 

stocks generally reside in the ‘SHUT’ 

sectors, which is an acronym for 

Staples, Healthcare, Utilities, and 

Telecommunication Services.  Since 

the January 26 peak, the SHUT 

sectors have not been performing as 

one would have expected with only 

one (utilities) of the four sectors 

outperforming the S&P 500 (Right 

Chart). We believe they have 

underperformed for three reasons.  

First, defensive stocks tend to be 

interest-rate sensitive because of their 

historically slow growth and high 

dividends.  As interest rates rise, 

interest-rate sensitive stocks tend to underperform due to the greater attractiveness of substitutes like bonds 

and CD’s.  Second, defensives have been some of the more expensive stocks in the market, and we see their 

recent price pullback as only bringing them back to the upper-end of fair value.  Finally, secular issues like 

pricing pressure on pharmaceuticals and the degradation of consumer brands due to changing buying habits of 

millennials may permanently impair the companies’ ability to grow earnings in the future.  We believe the recent 

underperformance of SHUT is suggestive that they will be future underperformers when the market regains its 

footing.  

 
TECHNOLOGY: SCHIZOPHRENIC BEHAVIOR MAKES US NERVOUS BUT NOT BEARISH: Technology no 
longer appears to be the same leader it was throughout 2017 (Left Chart).  However, we also believe it is too 
early to tell whether technology will become a laggard in 2018.  As we stated in our August 28, 2017 Weekly 

View, we approach the Wall Street Darlings 
(certain large-cap technology stocks) from a 
balanced perspective of ‘participate’ and ‘protect’.  
We believe ‘participation’ is necessary because 
the largest social media, internet retailing, video 
streaming and search companies possess near 
monopolies that allow them to generate outsized 
profitability and earnings growth.  On the other 
hand, ‘protection’ is necessary because we 
believe that these monopolies are unlikely to 
persist in their current form and will face increased 
regulation in the years ahead. We rely on the 
quality and momentum aspects of our 
fundamental selection models to help us 
determine when to ‘protect’. Through this lens, 
large-cap technology companies still look 
reasonably attractive, in our view.   For example, 
our quality tools show improvement as recent 
earnings releases have been ‘cleaner’ and 
contain fewer questionable accounting 
adjustments.  Similarly, our momentum tools are 

not yet signaling the material break-down in price momentum that would sound an alarm bell. 

Source: FactSet, RiverFront. As of 04.25.18. Past performance is no guarantee of future 
results. Not indicative of RiverFront portfolio performance. You cannot invest directly in an 
index.  

Source: FactSet, RiverFront. As of 04.25.18. Past performance is no 
guarantee of future results. Not indicative of RiverFront portfolio 
performance. You cannot invest directly in an index.  
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DESPITE MARKET VOLATILITY WE ARE ENCOURAGED BY Q1 EARNINGS AND GUIDANCE:  Earnings 

are accelerating across the globe.  In the US, S&P 500 earnings are expected to rise about 18% from 2017, 

partly due to the positive impact of the 2017 corporate tax cut.  Non-US companies are expected to see slower 

growth (around 10%) since they did not receive the same tax windfall as American companies.  Backing out the 

component of earnings growth attributable to the tax cut, which analyst’s estimate at roughly half of US earnings 

growth, US companies and non-US companies appear to be growing at similar healthy rates.  Importantly, in 

the US this is a reacceleration from the stagnant earnings period of 2014 to 2016, which suggests a renewal of 

economic momentum.  (Blue circle, chart below).       

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

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. 

 

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. 

 

These materials include general information and have not been tailored for any specific recipient or recipients.  Accordingly, these 

materials are not intended to cause RiverFront Investment Group, LLC or an affiliate to become a fiduciary within the meaning of Section 

3(21)(A)(ii) of the Employee Retirement Income Security Act of 1974, as amended or Section 4975(e)(3)(B) of the Internal Revenue Code of 

1986, as amended. 

 

Source: FactSet, RiverFront. As of 04.25.18. Past performance is no 
guarantee of future results. Not indicative of RiverFront portfolio performance. 
You cannot invest directly in an index.  
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RiverFront’s Price Matters  discipline compares inflation-adjusted current prices relative to their long-term trend to help identify 

extremes in valuation.   

 

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. 

 

Earnings per Share (EPS) is the portion of a company's profit allocated to each outstanding share of common stock. Earnings per share 

serves as an indicator of a company's profitability. 

 

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

 

Investing in foreign companies poses additional risks since political and economic events unique to a country or region may affect those 
markets and their issuers. In addition to such general international risks, the portfolio may also be exposed to currency fluctuation risks 
and emerging markets risks as described further below.  

 

Changes in the value of foreign currencies compared to the U.S. dollar may affect (positively or negatively) the value of the portfolio’s 
investments. Such currency movements may occur separately from, and/or in response to, events that do not otherwise affect the value 
of the security in the issuer’s home country. Also, the value of the portfolio may be influenced by currency exchange control regulations. 
The currencies of emerging market countries may experience significant declines against the U.S. dollar, and devaluation may occur 
subsequent to investments in these currencies by the portfolio.  

 

Foreign investments, especially investments in emerging markets, can be riskier and more volatile than investments in the U.S. and are 
considered speculative and subject to heightened risks in addition to the general risks of investing in non-U.S. securities.  Also, inflation 
and rapid fluctuations in inflation rates have had, and may continue to have, negative effects on the economies and securities markets of 
certain emerging market countries. 

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. 

The MSCI EAFE Index is designed to represent the performance of large and mid-cap securities across 21 developed markets, including 
countries in Europe, Australasia and the Far East, excluding the U.S. and Canada. 

It is not possible to invest directly in an index. 
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