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Not So Bad – Not So Good

The stock market has long been considered a leading economic indicator. So, when the S&P 500 Index fell -9.2% in only the five 
days prior to Christmas, and -10.1% for the entire month of  December, could anyone have been faulted for assuming a dire economic 
outlook for the coming year? Was December a “squaring up” to zero-growth in 2019, or a tantrum thrown by short-term traders?

To understand our view, consider the findings of  Brian Bushee of  the Wharton School of  Business, who categorizes institutional 
investors into three levels of  market influence;

• 61% of  institutional investors are “Quasi-Indexers”. They hold many small stakes with low turnover, 
 so they have little impact on market valuations.
             
• 31% of  institutional investors are “Transients”. They have small stakes but a high turnover, so their high 
 volume of  trading can impact valuations in the short term.

• 8% of  institutional investors are “Dedicated”. They take large stakes and hold them for a very long time. 
 These are the investors that drive long-term valuations.

Mr. Bushee explains further, “Transient investors act as noise traders – they buy or sell stocks based on the incomplete information. 
Dedicated investors help drive stocks towards their fair value after reviewing the more complete information”. The December sell-off  
was in the hands of  transient investors, overreacting to the confluence of  bad politics and softening global demand. We aspire to be 
dedicated investors and believe that the global economy will prove to be not so bad. The 5.8% gain in the S&P500 thus far in 2019 
seems to indicate that the year-end selling stampede was a miscalculation.

While we see an economy that belies the recent weakness in the stock market, and trust that many of  the temporary politically-driven 
growth hindrances will be resolved, it is clear that the global economy is contracting. The Fed is backing off  the accelerator and asking 
the economy to run more on its own. Global debt-to-GDP levels are rising. Interest rates may go higher, and the dollar may strength-
en. Collectively, these take a bite out of  growth. Negative growth is possible in 2020 and beyond.

But it would be wrong to conclude that the stock market is doomed for failure under these circumstances. In 1990 the U.S. economy 
was processing the S&L scandal – yet another self-inflicted crisis.  In that year, GDP growth dropped to 1.9% after years of  
above-trend results, and the stock market experienced a -3.1% decline. This was followed by negative growth of  -1.8% in 1991, yet 
the U.S. stock market registered an impressive gain of  +30.5% - why?

Investment strategists often turn to the catchy acronym CRIC to explain the intersection of  market cycles and investor behavior; 
Crisis, Response, Improvement, Complacency. The market absorbs a crisis, or series of  crises. The crisis is resolved, or at least 
the damaged contained. Recovery is on the horizon. As a “discounting” mechanism, the stock market recognizes the recovery before 
it arrives, allowing the market to deliver compensating returns. After some period of  prosperity, the market then returns 
to complacency.   

As we sit today, complacency has clearly been shaken out of  the market, and a series of  self-inflicted crises have been absorbed.  
Businesses will respond and adapt enough to reinvigorate expansion and earnings growth. Therefore, invested capital will grow.
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David Callahan

Bold Savings Tips for the New Year

New Year’s resolutions related to better savings discipline tend to default to relatively benign challenges, such as cutting down on your 
pricey lattes or dropping the gym membership to work out at home. We would like to turn your attention to more influential recommen-
dations, techniques to really grow capital - particularly in a year following a period in which most account values declined. The common 
theme across all successful strategies is paying yourself  first! Here are a few examples

 • Automate your savings; out of  sight out of  mind. You don’t need payroll deduction to create automatic deposits. We can establish regularly   
  scheduled deposits from your bank account to your investment portfolio. Start with a manageable amount and challenge yourself  to increase that  
  deposit over time.

 • Open a 529 college savings account. Putting money into this tax-advantaged savings account now will lessen your need to dip into your personal  
  savings when that first tuition bill comes. Show grandma and grandpa how they can make contributions as well. Ask us about the tax advantages  
  in your state.

 • Increase company retirement plan salary reductions to the max. Tax-sheltered retirement plan limits have increased for 2019*. Talk to your HR  
  professional about ways to maximize withholdings and any company match. If  the max is out of  reach, challenge yourself  to increase your   
  contribution rate by 3-5%, or some meaningful portion of  any compensation increase.

 • Participate in Health Savings Account (HSA). Many employers offer HSA’s to accumulate tax-free dollars for medical expenses and, in the case of   
  unspent accumulation, retirement. Our insurance experts can talk to you about the mechanics and many advantages of  an HSA.

 • Participate in a Cafeteria Plan, which allows employees to contribute a certain amount of  their gross income to a designated account pre-tax.   
  These accounts can be used for insurance premiums, medical expenses, and dependent daycare expenses, via a reimbursement throughout the plan  
  year or claim period.

 • Revisit insurance deductibles, payroll deductions, and other subscription-based fees, looking for viable reasons to reduce – eliminate – or substitute.  
  Use any cost-reduction to add to savings.
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Emerging Markets Reset

Many influential investment strategists, particularly value investors, have long touted the exceptional opportunity in emerging markets 
equities; cheap stock valuations and currencies compared to U.S., rapidly improving demographics and discretionary spending, and 
favorable fiscal & monetary policy-in some cases. But while the U.S. market recovered strongly coming out of  the 2008 financial crisis, 
emerging markets equities languished.

Finally, beginning in January 2016, the promise of  this asset class (comprising equities from as many as 25 developing countries) was 
fulfilled. From the January low of  2016 to the end of  2017, the MSCI Emerging Markets ETF gained roughly 72%, handily beating the 
S&P 500. Despite the impressive “leap forward,” it seemed that there was much more room to grow – that the outperformance was in the 
early innings. Not so: after peaking in January 2018, EM equities fell hard and notched full year losses far greater than the U.S. The 
threat of  a U.S. – China trade war and debt problems in Turkey and Argentina, plus a general “risk-off ” sentiment, was EM’s undoing.

This reversal is a truly investable opportunity – and we are not alone in our view. Jeremy Grantham, the value investing titan and 
namesake of  Grantham, Mayo, Van Otterloo & Co, said in a letter to clients that he was putting half  of  his family’s retirement assets into 
this sector. So, what is the appeal?  For one, emerging-market stocks are trading at a 27% discount to developed market peers on a price to 
forward earnings basis – the largest valuation gap in decades – according to a Franklin Templeton analysis. For two, emerging markets 
represent 40% of  global GDP yet only 12% of  global stock market value – which signals growth opportunity.

There are many ways in which to invest in emerging markets – it is not a “one size fits all” endeavor. And EM falls in and out of  favor 
quickly. But in a fully valued and growth starved market, EM (both stocks and bonds) deserves strong consideration as part of  
a balanced portfolio.

Riverside Financial Group prides itself  on 
providing comprehensive financial planning. 
Savings rates is the backbone of  that planning. 
On this issue, we’re saving time to talk to you.
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