
 

 

 

 

Page 1 of 2 

 
THE ART & SCIENCE OF DYNAMIC INVESTING.      SEPARATE ACCOUNTS     MUTUAL FUNDS      ETF PORTFOLIOS 

Reducing US Stocks to Bring Balanced 
Portfolios Closer to Long-Term Targets 
In our 12/19/2016 Weekly View, we indicated that we were assessing our tactical position as we 
felt sentiment was approaching optimistic extremes. Last week, we made a tactical decision to 
reduce US stocks in our balanced portfolios. Going into the end of 2016, our balanced portfolios 
had more equity exposure in order to take advantage of the post-election rally in the US. Below is a 
summary of our current positioning as a result of the most recent portfolio changes: 

1. As we begin 2017, it is our belief that the post-election rally may have gotten ahead of the 
new administration’s policy implementation. We remain optimistic about the prospects for US 
stocks as a result of expected policy changes from the new administration and Congress. 
However, our measures of investor sentiment suggest that our optimism is now widely shared. In 
the first quarter, the details of policy will become more apparent, as will any differences among 
policymakers. This process may be more challenging than anticipated. 

2. Immediately after the US election, our tactical models suggested a better than average 
chance of gains in the ensuing three months. Following the subsequent rise in both stock prices and 
investor optimism, those models are now more neutral, so we are pulling back to a more neutral 
stance. In our balanced portfolios, we still have a preference for stocks, just a reduced one. 

3. In our balanced portfolios, our preference for stocks is expressed not just in our stock 
weighting, but in our exposure to high yield bonds. High yield bonds are something of a hybrid 
between stocks and bonds, in our view. As bonds, they respond to interest rates, but they pay 
higher yields due to the riskier nature of the companies. Thus, we believe that high yield bonds, 
like stocks, tend to benefit when the economy is doing well and perceptions of default risk are 
lower. We generally expect high yield bonds to outperform investment grade bonds when stocks 
are rising.  In our balanced Advantage portfolios, we hold a position in senior secured floating-rate 
bank loans. Like high yield bonds, these loans are rated below investment grade, but they have 
two differences. Firstly, they have a senior claim on assets in the event of a default. Secondly, the 
interest rate is not fixed. In our opinion, one of the attractive features of bank loans in a rising rate 
environment (as we expect in 2017) is that the interest paid on bank loans is typically reset every 
three months at some margin above 3-month LIBOR. This means that as short-term interest rates 
increase, the interest paid on bank loans usually increases as well.  

December’s Economic Data Supports Steady Global Growth, In Our View. 

Data from around the world last week suggests the global economy is expanding steadily and that growth has accelerated 
from the weak first half of 2016. Purchasing manager surveys on a global basis have risen from the low 50’s last summer 
to the mid 50’s in December. These surveys are based on asking businesses if various business conditions are getting 
better or worse. Readings above 50 indicate economic expansion. In the US, the employment picture continues to show 
steady job gains. Total non-farm payroll employment rose 156,000 for the month of December and 2.2 million for 2016. At 
an average of 183,000 per month, and with an unemployment rate of 4.7%, this data suggests a labor market that is close 
to full employment, giving the Fed no reason to change course for further rate hikes, in our view. Two other statistics from 
the report caught our attention. Firstly, average hourly earnings rose 2.9% over last year, which is the fastest rate of 
growth in the current expansion. Secondly, employment of those aged 25-34 rose 3.8%, much faster than the remainder, 
which only grew 0.8%. We think that millennials in that age bracket are likely to be an important driver of growth in the 
next few years as they get married and start families. The planned Trump stimulus is therefore likely to hit a labor market 
that has little spare capacity, which will be good for wages, but likely also means higher inflation and higher interest rates.  
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One of our themes for 2017 is that, despite political uncertainty, the European economy is doing better than investors are 
giving it credit for. Our Price Matters® valuation framework also suggests that European stocks are well below their long-term 
trend; as such, we believe they offer good long-term value. The chart below, courtesy of Evercore ISI, shows the back-to-
back recessions that lasted into 2014. Since then, retail sales (excluding autos) and general economic confidence has 
improved, with retail sales finally eclipsing its 2007 peak. Unlike the US, Europe still has plenty of spare capacity and a 
central bank that is still expanding its balance sheet, which we believe makes it a prime beneficiary of stronger global growth. 

THE WEEKLY CHART: EUROPE PLAYS CATCH UP 

 

Source: Evercore ISI, RIverFront Investment Group. Past performance is no guarantee of future results. 

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

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

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. 

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. 

High-yield securities (including junk bonds) are subject to greater risk of loss of principal and interest, including default risk, than higher-rated securities. 

Duration is a measure of the sensitivity of the price of a fixed income investment to a change in interest rates. Duration is expressed as a number of years. Rising 
interest rates mean falling bond prices, while declining interest rates mean rising bond prices. 

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

Dividends are not guaranteed and are subject to change or elimination. 

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. 

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.   
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