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INDEPENDENT

On Friday, we started to answer the questions of how should one 
respond to what we shared regarding expected future returns in the 
market and try to make money in the face of these forecasts. As we 
mentioned then, we see two key themes emerge as we look to address 
that question. The first was diversification, as we detailed in Friday’s 
piece. Today we will extend this conversation to the second answer to 
this important question.

In our opinion, the second answer is to have a tactical model that 
can adjust allocations and risk according to what is going on in the 
world and where opportunities lie. Much of the financial industry 
revolves around something called the Efficient Market Hypothesis 
(EMH). It became popular in the 1960s. The hypothesis, among other 
things, said that all known information is priced into stocks and 
market participants act rationally at all times based on that known 
information. A strategic model based on EMH builds a portfolio based 
on how much volatility you can handle and optimizes an allocation 
to achieve that. Periodically it will rebalance to keep you in line with 
that allocation. Sounds simple, and if you believed EMH it would be a 
reasonable way to run a portfolio. We see some flaws.  

If this hypothesis were fully true, we wouldn’t see over-valuations and 
under-valuations like we do in the chart below. We would see a nice 
smooth line representing all known information. The dot-com bubble 
and the financial bubble (and let’s throw in there the Bitcoin bubble) 
are just the latest bubbles fueled by irrational investor emotions that 
carry markets far beyond their fundamentals.
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Indulge me for a second and let me point out a few things. Many things 
that were believed true in history have been proven false – like Flat Earth, 
the Sun revolving around the Earth, and…developing portfolios as if 
investors do not have emotions. We know investors have emotions and 
act irrationally at times. It is with that in mind that we developed a model 
and methodology to reduce risk in the portfolios during times of stress in 
the world economy. In doing so, we believe that investors will continue to 
be invested to meet their own personal financial goals. Otherwise we see 
investors wanting to buy at the top of markets and sell at the bottom – not 
a great way to be successful in the world of investing.

Let’s now put this discussion of a tactical model together with some of 
what we looked at on Friday regarding international equities. Below is a 
chart reflecting international valuations that is a stark difference to the 
one you saw in our first post in this series – the one that looked at US 
companies. You can see that those markets are trading at steep discounts 
to their historical trends, potentially providing an opportunity to tactically 
shift toward international equities (while remaining well diversified) in 
pursuit of better long-term outcomes for your portfolio. The international 
central banks were a few years behind our central bank coming out of 
the Great Recession in 2009, and they are still a few years behind. As 
our central bank is raising interest rates and closing in on the end of their 
rate cycle, you could see other central banks start their rate increases as 
foreign economies continue to recover.
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US VALUATIONS WELL BELOW THOSE SEEN IN 
THE LATE 1990S

Trend Earnings: Like stock prices, S&P 500 earnings have 

revolved around a consistent trend rate . As our chart shows, 

that rate is 6 .2% .

Earnings are forecasted to rise above trend in 2018 which is 

consistent with an accelerating US economy and tax cuts . 

Thus, the consensus outlook is positive which may limit gains .

Valuation: For years now we have monitored how the S&P 

500 has traded relative to different P/E ratios of trend 

earnings . These are shown on the chart above by the different 

colored parallel lines, which all rise at the same 6 .2% pace .

It is clear that the S&P 500 goes through regimes . What 

we look for is extremes . It is clear that valuations have risen 

considerably over the last 10 years and are currently at 

2006 levels . However, for those worried about the market’s 

vulnerability to a second tech bubble, we would note that 

valuations remain well below those seen in the late 1990s .

OPTIMISM BUILT INTO US STOCKS

Past performance is no guarantee of future results. Shown for illustrative 
purposes only. Not indicative of RiverFront portfolio performance. S&P 
500 definition found on page 6. 

Source: RiverFront, Standard & Poor’s

Source: RiverFront Investment Group, Standard & Poor’s

S&P 500 REPORTED EARNINGS AND LONG TERM TREND
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The enclosed commentary and analysis represent the personal and subjective views of Madison Park Capital Advisors (“MPCA”), and are 
subject to change at any time without notice. The information provided is obtained from sources which MPCA believes to be reliable. However, 
MPCA has not independently verified or otherwise investigated all such information. MPCA does not guarantee the accuracy or completeness 
of any such information. This publication is not a solicitation or offer to buy or sell any securities.

All investing is subject to risk, including possible loss of principal. Diversification does not ensure a profit or protect against a loss. There is no 
guarantee that any particular asset allocation or mix of funds will meet your investment objectives or provide you with a given level of income.
against a loss.
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Should our Federal Reserve raise rates too high and slow the 
economy too much, which would likely have ramifications 
internationally as well, the model should pick that up.  As we said 
in the first post, we are playing defense and looking for a break 
one way or the other to tell us whether the market continues to 
move up or due for something uglier.

1313

W
H

A
T

 N
O

W

1313

W
H

A
T

 N
O

W

Developed international equities 
are 35% below trend, roughly 2% 
lower than three months ago . 

Developed international 
represents the last major equity 
asset class offering a substantial 
discount to average valuations,  
in our view . 

Historically, buying international 
stocks significantly below their 
trend-line has led to better-than- 
average returns over longer-term 
holding periods . 

INTERNATIONAL STOCKS REMAIN BELOW TREND
LAST EQUITY ASSET CLASS AT SUBSTANTIAL DISCOUNT, IN OUR VIEW

Source: RiverFront Investment Group, Factset. Data from January 1970 through August 2018. Real Return is the annual percentage return realized on 
an investment adjusted for inflation. Past performance is no guarantee of future results. It is not possible to invest directly in an index. Investments in 
international and emerging markets securities include exposure to risks including currency fluctuations, foreign taxes and regulations, and the potential  
for illiquid markets and political instability. The MSCI EAFE Index definition may be found on page 6. Shown for illustrative purposes only and not  
indicative of RiverFront portfolio performance. 

MSCI EAFE (US$) Real Return Index 

Annualized Real Trend Line of MSCI EAFE (US$) Real Return Index

6 .4% tre
nd

Distance from trend -35 .4%

Asset class Index
Distance from Trend 
8/31/18

Distance from Trend 
8/31/17

12 Month  
Total Return

Developed International MSCI EAFE NR USD -35 .4% -32 .8% 4 .9%

MSCI EAFE (IN US$) REAL TOTAL RETURN INDEX
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