March 22, 2016

A Letter to Investors, Volatility Versus Value
The best advice from two great investing minds and a warning lesson from Sir Isaac:
John Maynard Keynes, widely revered as the father of modern economics, was also a great
investor. When he applied his extraordinary insightful mind to managing the Cambridge
University endowment, he reached 2 major conclusions:
1. Beware the “beauty contest” mindset when investing: Trying to outguess other
investors, which he came to regard as fruitless. He likened trading to a beauty contest where
the job of the trader is to outsmart other traders, rather than assess a company’s true worth.
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"It is not a case of choosing those [faces] that, to the best of one's judgment, are really the prettiest, nor
even those that average opinion genuinely thinks the prettiest. We have reached the third degree where
we devote our intelligences to anticipating what average opinion expects the average opinion to be."
(Keynes, General Theory of Employment, Interest and Money, 1936).

2. Use patience and a value approach: While managing the Cambridge University
endowment, known as the “Chest Fund,” Keynes grew to favor making long-term investments
in companies whose balance sheets impressed him and whose prospects for future business
looked good. According to the website Maynardkeynes.org, his strategy was ultimately very
successful over his tenure from 1927 to 1946, returning over four times its original investment,
versus the benchmark index of UK stocks at that time, which was roughly flat over the same
period. However, the Chest Fund endured two four-year periods of underperformance. The
first in the early years as, by his own confession, he spent too much time playing the “beauty
contest,” and again around World War II, when we presume Keynes was buying good
companies at a time of tremendous emotion only to have that value realized as the tide of the
war began to turn in the Allies favor. Value investing requires conviction by the manager, but most
especially trust from the investor, in this case the governance board overseeing the endowment.
Without those two things, we believe a strategy like this would likely not have been as successful.

The investment strategy Keynes finally adopted is, in many respects, remarkably similar to the seminal US work on
investing by Ben Graham (The Intelligent Investor), Warren Buffett’s professor and mentor. Buffett has acknowledged
Keynes’s influence on his thinking. In 1991, he said Keynes was a man “whose brilliance as a practicing investor matched
his brilliance in thought.” Keynes’ 20-year results bear this out. Buffett’s own successful style has often left investors
wondering whether he has lost his touch when his style was out of favor, but his mantra of identifying value (thereby
seeking a “margin of safety”) and being patient has served him and his investors handsomely. He enjoys saying that he
likes to “buy from the fearful and sell to the greedy”.
Sir Isaac:
By contrast, another great brain Sir Isaac Newton allowed his emotions to destroy him financially. Britain’s most
celebrated scientist was an investor in the South Sea Company, and in early 1720 he profited handsomely from his
investment. Having sold, he then watched with a growing frustration as stock in the company continued to rise. Newton
wrote to his friends exhorting them to sell as he had. To his chagrin, as the stock continued to climb, his friends began to
mock him. While his original view was correct, pride and greed got the better of him. He went on to repurchase a good
deal more South Sea Company shares at more than three times the price of his original stake, and then proceeded to lose
£20,000 (which, in 1720 amounted to almost all his life savings) as the bubble in the stock price burst. At RiverFront, we
believe this anecdote underscores the importance of always having a process in place to help avoid emotional decisionmaking.
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Wired to Fail?
We have often professed a belief that humans are wired to struggle as investors with their emotions so often overriding a
well-thought-out investment plan. Fear and greed have caused fund managers, pension funds, endowments and
individuals to abandon their disciplines to the clear detriment of long-term returns by chasing the thing that is working or
abandoning the thing that isn’t. No discipline works all the time, but we believe the measure of a good discipline is its
ability to do okay when it is out of favor. At RiverFront, like Keynes and Buffett, our Price Matters® discipline is all about
seeking value: buying when prices are below their long-term trend from the so-called “fearful”, and selling when above
trend to the so-called “greedy”.
We know that price momentum can last longer (both up and down) than investors’ patience, which is why we seek to
balance our strategic value approach with a tactical risk management approach based on momentum. Importantly, this
tactical approach is designed to mitigate, not override, our overall strategic value approach. Based on our recently
updated strategic asset allocation modeling process, (see our Strategic View, dated March 2, 2016) we believe our
forward-looking expectations indicate a tailwind for our strategic value approach. Over the last 15 years, we have learned
that we will usually perform best when what we regard as good value also has positive momentum. We believe our
disciplines allow us to overcome the dangers of making emotional decisions.
Thirty-six years of investing causes this author to be humble about predictions and trusting of disciplines crafted and
improved carefully over time. At RiverFront, we believe the individual investor can outperform if they have the fortitude to
focus on compounding returns over time, not compounding mistakes through emotion. Knowing your personal tolerance
for short-term price fluctuations is critical, and the earlier you discover it the better. It will likely change somewhat through
time, but perhaps not as much as you might think. The cautious, prudent investor and the investor who takes on risk and
manages it effectively can both succeed, but not if they adopt too much of each other’s approach, in our view.
About Volatility
Volatility has picked up in the last nine months. In our Weekly Chart below, the history of the daily range of the S&P 500 is
shown in the bottom panel. Since 1982, when markets have been calm, the range between the low and the high on a
given day is around 1%. During bear markets, bubbles, and crashes, the daily range spikes to around 3.5%, especially
towards the latter stages. In the Weekly Chart below, the blue lines denote the low and high daily ranges outside the
spikes. This data supports our view that investors are most fearful near the bottom and complacent during steady gains.
In 1987 and 2008, the daily range was very briefly above 5%. We would describe the current level of just under 2% as the
higher end of normal (denoted by the red line in the Weekly Chart below), and yet the feedback we get from our boomer
and retiree clients is that it feels abnormally high.
We believe one of the main reasons for this is “Financial Repression,” which is our term for the Federal Reserve’s policy
of maintaining the lowest interest rates since the 1940’s – below the rate of inflation. This has forced investors looking for
the kind of returns that used to be available in bonds from 1982-2000 (roughly 2% over inflation), to allocate more to
stocks, seeking the historic trend rate of 6.5% over inflation. Thus overall portfolios for this group are more volatile, not
because of higher stock volatility, but due to a greater exposure to normal volatility.
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THE WEEKLY CHART: THE DAILY RANGE – A MEASURE OF VOLATILITY
S&P 500 Index

21-Day Average of the Daily Range of the S&P 500

Source: RiverFront Investment Group. Past performance is no guarantee of future results. Data as of March 3, 2016.
Important Disclosure Information
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.
In a rising interest rate environment, the value of fixed-income securities generally declines.
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.
RiverFront Investment Group, LLC, is an investment advisor registered with the Securities Exchange Commission under the Investment Advisors Act
of 1940. The company manages a variety of portfolios utilizing stocks, bonds, and exchange-traded funds (ETFs). Any discussion of the individual
securities is provided for informational purposes only and should not be deemed as a recommendation to buy or sell any individual security
mentioned. Opinions expressed are current as of the date shown and are subject to change. They are not intended as investment recommendations.
Index Definition
Standard & Poor’s (S&P) 500 Index 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 ©2016 RiverFront Investment Group. All rights reserved.
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