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The first half of 2018 has been strong from an
economic perspective. The economy is growing
robustly, unemployment is at lows not seen since
the 1990’s, and the recent tax reform is having an
immediate impact on corporate profits. Against this
sort of backdrop, one would think the equity markets
would be peacefully chugging higher.
Instead, the first half of 2018 has been bumpy for stocks. A strong start to
the year quickly reversed itself and we now find global equities barely in
positive territory. What’s going on here?
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TARIFFS AND THE FED
A perceived lack of trade fairness, especially with China, has been a favorite topic for President Trump dating
back to his time on the campaign trail. The rhetoric began picking up over the course of 2017, but became reality
in 2018, starting with tariffs on solar panels and washing machines in January. Since then, additional tariffs
have been implemented on a wide ranging basket of Chinese goods, with China responding with tariffs of their
own in a tit-for-tat fashion. As we start the second half of the year, the situation appears to be getting worse. Not
surprisingly, seeing the two largest economies in the world flirt with a trade war has been unsettling to investors.
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The other big risk facing investors is the Federal Reserve’s pace of rate hikes. The significant stock market
decline seen in late January/early February came after the Fed made it clear that they intended to raise rates
several times in 2018. After years of extraordinary monetary policy (zero percent interest rates and massive
balance sheet expansion), the Fed began reversing course about 18 months ago. Now, they are attempting to
“normalize” interest rates and reduce their balance sheet. After a series of hikes, the Fed Funds Rate now stands
at 1.75-2% and will almost certainly be higher by year end. It has been an open secret in recent years that the
Fed wanted to give itself more room to maneuver ahead of the next recession – it is hard to inject liquidity into
the market if you are already highly accommodative. In addition, inflation has finally moved back towards the
Fed’s 2% target. Thus, the perceived need for higher rates.
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The concern from markets is the Fed will go too far too fast. Usually the Fed is increasing rates when inflation
and growth are higher than we have now. It is hard to argue today that the economy is in danger of overheating
with GDP growth a strong, but not red-hot, 3% over the past year, and inflation only barely above the Fed’s 2%
target. Fear that Fed rate hikes will smother growth, coupled with skepticism that inflation will get out of control,
has kept long-term bond yields low (the 30-year Treasury around 3%), flattening the yield curve dramatically
versus where it was in 2016:
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An inverted yield curve, where short-term rates are higher than long-term rates, is a favorite recession predictor for
economists, so all eyes are focused on the yield spread between the 2-year and the 10-year:
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WHAT REALLY MATTERS
Fed rate increases and trade intrigue have reintroduced markets to volatility in 2018, but this level of volatility
is really just a return to normal.
The Fed will need to thread the needle: raise enough to give themselves room to maneuver if/when it is
needed, but not so much as to smother economic growth. If they do raise too aggressively and invert the yield
curve, history tells us we would have more than a year before the effects would impact growth.
As for the trade variable, we think it is important to look at the tariffs in context. While the rhetoric is currently
escalating, the amount of tariffs actually implemented is still small in comparison to the over $450 billion
worth of goods the U.S. imports from China each year. The implications for businesses directly impacted can
be dramatic, but overall the impact is much less severe.
Even though both sides appear to be digging in, we think the market takes comfort in the fact that the tariffs
have been implemented via executive order, and therefore can be easily reversed. We think this is why U.S.
equities have been generally rising the past few months during the most intense trade conflict. In fact, the
only market seeming to be rattled by tariff concerns is China, which has fallen significantly.
We unquestionably find ourselves in a situation that is less comfortable than the steadily rising market we
saw in 2017, but the choppiness we have seen this year is simply a return to normal. The modest drawdowns
we have experienced this year have been short-lived as the tension between strong fundamentals and fears of
Fed over-aggressiveness and/or an all-out trade war play out. We are focused on the economic data – which
remains strong - and the conditions that might lead to a significant market decline.
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While a 10% market decline (often referred to as a “correction”) is an anxiety provoking event, such drops are
usually transient if they come during a period of economic expansion, such as we have now. For example, we
saw corrections in 2011 (S&P downgraded U.S. debt) and 2016 (when the Fed started raising interest rates).
Other market drawdowns in recent years have been caused by concerns about China, worries about the Fed’s
rate increases, and a host of other issues. Although these declines were unpleasant in the moment, they were
quickly erased by the rising tide of the bull market.
Instead of worrying about these transient, and impossible to predict, corrections, we are focused on avoiding
more substantial market declines that often take a long time to recover from. Not surprisingly, such declines
tend to come during the period leading up to and including a recession (see table).
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Recessions are notoriously difficult to predict. The late economist Paul Samuelson is credited with saying
“the stock market has predicted nine of the last five recessions.” We would argue that economists aren’t
much better, and we certainly don’t profess to have a working crystal ball. That said, we do feel like it is a
bit easier to see if the economic data is breaking down enough to allow for a recession to take place in the
immediate future.

SECOND QUARTER SUMMARY 2018 | DIVERSIFIED TRUST COMPANY

6

Currently, all signs point to ongoing economic strength. Most economies see their growth rate slow and then
plateau before a recession. Today, the unemployment rate is low and continues in a downtrend. Perhaps most
importantly, there are no signs that employment is leveling out:
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In addition, a host of economic data looks good. The consumer continues to look strong, with retail sales
marching higher.
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Business investment also remains in a solid uptrend, increasing by a strong 7% over the past twelve months after
stalling out in 2016.
Business Investment
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On top of this, corporate earnings continue to rise, with expectations for the second quarter 20% higher than a year
ago. While much of that gain is attributable to lower corporate tax rates, revenues are also meaningfully higher. S&P
500 companies are projected to report revenues 8% ahead of last year. Compare that to the years of 2013 through
2016 when S&P 500 revenues rose just over 1% per year over that four year stretch.
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We are most assuredly late in the economic cycle, but cycles do not die of old age. The chart below may look
familiar; we used it in our year-end letter six months ago, but the point remains the same. The current expansion
has been a long one, but the rate of growth has remained slow enough that real GDP is only about 15% higher than
it was at the end of 2007. That is not indicative of an economy that has gotten ahead of itself.
Cumulative Real GDP Growth Since Prior Peak %

Source: Strategas & U.S. Bureau of Economic Analysis
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WHAT TO DO?
Weak markets today are ultimately due to the forward looking nature of investors. Most of the good earnings and
economic results we are experiencing today were anticipated last year, leading to extremely good stock market
results in 2017. If anything the sideways markets in 2018 have provided time for corporate earnings to catch up with
expectations and bring valuations down. Today there is more concern about the future, which has been reflected in
the market returns.
What does this mean for portfolio positioning? In the fixed income space, low absolute levels of interest rates
and the Fed’s signaling of additional increases to short rates have us conservatively situated with lower than
normal duration. Low rates also place a cap on future fixed income returns, leading us to allocate more capital to
diversifiers – actively managed strategies that are lowly correlated to both stock and bond markets. Finally, within
equities we are maintaining our neutral positioning, but with an eye towards tilting towards cheaper names. The
gains of the past few years have been driven by growth stocks, leaving many high quality businesses trading at
more appealing valuations.
We are clearly in the later stages of the economic cycle, but all signs currently point to the expansion continuing
for a bit longer. This does not mean that markets will rise inexorably higher, however. With growth remaining
slow, a trade war potentially brewing, and the difficult task ahead for the Fed, market volatility will undoubtedly
remain higher than we have grown accustomed to in recent years. While these threats have yet to throw the global
economy off stride, they both have the ability to should the U.S., China, or the Fed make a severe enough policy
mistake. At this point, we remain in a period of “watchful waiting,” as the risks seem fairly balanced on both the up
and downside.

The gains of the past few years have been driven by growth stocks,
leaving many high quality businesses trading at more appealing valuations.
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SECOND QUARTER 2018 RESULTS
The second quarter of 2018 proved to be better for U.S. equities than the first quarter, but worse for international
equities. While economic data tended to be good, global politics and fears of trade wars weighed down most
non-U.S. stocks while the anticipated strength of the U.S. economy and the U.S. dollar helped domestic equities.
The S&P 500 finished the quarter up 3.4%, with small stocks performing significantly better than large stocks on
anticipation of tariffs and trade wars, which was a reverse from thoughts in the first quarter. The Russell 2000
was up nearly 7.8%. Growth stocks were better than value stocks, though the difference was most noticeable in
large caps with the Russell 1000 Growth bettering the 1000 Value by 4.6% for the quarter, bringing the year to date
difference to 9%. Developed international stocks were down in dollar terms, posting a -2.6% return for the quarter
and falling to -3.8% year to date, seven percentage points behind the Russell 3000 year to date. Emerging market
stocks were the biggest losers for the quarter, falling 8% in the second quarter as the concerns about tariffs proved
too worrisome for investors.
The Federal Reserve announced its second rate hike of the year in the second quarter, bringing the target rate
to 2.0%, and total returns on bonds did their best to hold steady for the quarter. The Bloomberg Barclays U.S.
Aggregate was off 0.2% for the second three months of the year and down 1.6% year to date. Credit did better than
that, with high yield up 1% for the quarter, pushing the year to date up to 0.1%. Municipal bonds were also up for
the quarter, with the Bloomberg Barclays 1-12 year Municipal Bond index posting 0.8%. Shorter duration TIPS were
positive at 0.5%. Short-term interest rates have moved up almost 1% over the last year, as the yield on 90 day T-Bills
rose from 1.03% to 1.93%, flattening the yield curve. The U.S. 10 year Treasury finished the quarter at 2.85%, up 11
basis points from the end of the first quarter.
Crude oil continued its move higher in the second quarter of 2018, with the price of a barrel up 14% and up almost
23% for the year. MLP’s reversed their weakness from the first quarter and were up 10% as measured by the Alerian
MLP index. REITs also showed significant strength in the quarter and were up more than 8% in the quarter.
U.S. GDP posted a 2% inflation adjusted growth rate for the first quarter of 2018, down from the 2.8% annualized
growth in the fourth quarter of 2017, but 3% higher year over year. Expectations are for strong 2Q growth and the
market is certainly anticipating that.
Inflation concerns started higher in 2018 but have since stabilized with the trailing 12 month rate (less food and
energy) at 2.2%, in line with the Fed’s stated target. Nonfarm payrolls were strong in June at over 213,000 new jobs,
but wage growth stood at 2.7% on a year over year basis. The unemployment rate remains at extremely low rates,
finishing the quarter at a 17 year low of 4%.
While we saw a big change in the first quarter in equity volatility, which came roaring back after many years of
lackluster and below average numbers, faded again in the second quarter. While there was significant uncertainty
in terms of politics, trade and economies, investor returns tended to positive for the quarter to help offset a tough
first quarter. We expect the Federal Reserve to be the biggest influencer of returns for the second half of the year
and continued rate increases will dampen the return expectations we have for diversified portfolios.
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Important Notes And Disclosures
This White Paper is being made available for educational purposes only and should not be
used for any other purpose. Certain information contained herein concerning economic
trends and performance is based on or derived from information provided by independent
third-party sources. Diversified Trust Company, Inc. believes that the sources from which
such information has been obtained are reliable; however, it cannot guarantee the accuracy of
such information and has not independently verified the accuracy or completeness of such
information or the assumptions on which such information is based. Opinions expressed in
these materials are current only as of the date appearing herein and are subject to change
without notice. The information herein is presented for illustration and discussion purposes
only and is not intended to be, nor should it be construed as, investment advice or an offer
to sell, or a solicitation of an offer to buy securities or any type of description. Nothing in
these materials is intended to be tax or legal advice, and clients are urged to consult with
their own legal advisors in this regard.
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