
2017
SECOND QUARTER 
SUMMARY



2SECOND QUARTER SUMMARY 2017  |  DIVERSIFIED TRUST COMPANY

Investment Update
2017 has gotten off to a blistering start, with U.S. equity markets up roughly  
9% through the end of June.  International markets have fared even better,  
with developed markets rising 13.8% and emerging markets up over 18% 
at midyear.  With markets up so much, you would think that most investors 
would be feeling upbeat.  However, we have seen just the opposite, with many 
(including us) highlighting all there is to worry about.  In our review of the 
investment landscape at the halfway point of 2017, we take a look at what  
has driven markets higher, and just how much we should be concerned  
about what lies ahead.

http://diversifiedtrust.com/flummoxed/
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SUPPORT FOR WHERE WE ARE
There has been a raft of positive economic data recently and strong earnings growth around the globe.  

Sentiment, from both individuals and institutions, is very positive and there are few obvious areas of economic 

overextension.  And while the Federal Reserve has moved to “normalize” interest rates and has indicated that 

they will begin to shrink their balance sheet in the near future, interest rates around the world remain very 

low and inflation seems to be contained. This is a powerful cocktail for equity markets – when earnings are 

increasing and the economic landscape appears devoid of major issues, stocks are likely to move higher.  Toss in 

the fact that the new administration, despite its fits and starts, wants to enact corporate-friendly tax reform and 

perhaps it is no surprise that we are enjoying a booming stock market.  

Let’s take a deeper look  
at a few areas:

EARNINGS RECOVERY – First and foremost, we believe 

that the biggest factor driving markets is earnings.  The 

first quarter of 2017 saw companies posting dramatic 

growth in earnings:

About 75% of companies in the S&P 500 beat their earnings estimates in the first quarter, with most of those 

crediting sales ahead of where they thought they would be.  Growth in sales and earnings is also visible outside 

the U.S. with both Europe and Japan posting strong year over year improvements and growth rates that look 

very attractive versus 2015 and 2016.  With sales being a key contributor to increased earnings, our next look is 

toward the consumer.
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UNEMPLOYMENT – Employers have been adding jobs at a pretty consistent pace since the end of the 

recession in early 2010, averaging nearly 190,000 new jobs a month for more than seven years.  This has moved 

unemployment from a crisis high of 10% to its current low of 4.3% in May of this year.  While it took until late 

in 2015 to reach the same level of unemployment that existed at the start of the Great Financial Crisis (“GFC”), 

steady job creation has put employment on its best foundation in decades. 

SENTIMENT – How businesses feel about the current economy and its impact on their sales and revenue 

influences investment decisions, hiring and capital and inventory investments.  Strong positive sentiment by 

individuals and households helps to explain their buying decisions, for services and durable and non-durable 

goods.  While there is some uncertainty about tax reform and fiscal stimulus, small businesses in the U.S. 

are generally upbeat about their prospects going forward.  We see a similar story for consumers.  While the 

University of Michigan’s Survey of Consumers has shown some retracement since Trump was elected, the first 

half of 2017 is the best half-year average since 2000 and at very favorable levels.
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While there is some uncertainty about tax reform and fiscal stimulus, small 

businesses in the U.S. are generally upbeat about their prospects going forward.  

We see a similar story for consumers.
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HOUSEHOLD BALANCE SHEETS – The recovery of the economy and the U.S. household in particular has been in 

part engineered with low interest rates and balance sheet restructuring.  Low rates have allowed for businesses 

and households to more easily service the debt they have, and many took the opportunity to rethink and 

restructure the nature of their loans.  This has led to a more healthy economic position, reversing the high costs 

of debt service that existed prior to the financial crisis.  In fact, the ratio of debt payments to disposable income, 

known as the Household Financial Obligation Ratio, is at levels the U.S. has not seen since the 1980’s.
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GOVERNMENT POLICY IMPACT – Assuming no major distractions – which we 

know have escalated recently – it appears that Republicans will announce 

the outline of a tax reform plan sometime late in the third quarter or early 

in the fourth of this year.  There will be many details to be worked out, but 

most expect that the corporate tax rate would move from its current 35% to 

somewhere between 20-25%.  While some large corporations have low effective 

tax rates, many companies would see an immediate positive impact to their 

bottom line if such a policy were to become law, and it would help to make the 

U.S. much more competitive globally.  

There is a reasonable amount of macroeconomic strength, both at the business 

and consumer level, relatively low and stable inflation, and moderate but 

still positive economic growth.  This environment has historically been very 

supportive of financial asset prices and is the reason we have been able to 

experience above average returns on invested capital for the last several years.
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There is a reasonable amount of macroeconomic strength, both at the  

business and consumer level, relatively low and stable inflation, and moderate  

but still positive economic growth.
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WHY THIS CAN’T LAST FOREVER
This has certainly been a very long economic expansion and at nine years it is closing in on the longest on record.  

While length of an expansion is a pretty poor indicator for its demise, many of the positives we have listed above 

have tended to be present more at peaks rather than troughs.  Full employment, lofty asset prices in both stocks 

and bonds, low levels of perceived risk and volatility and central bank tightening are quite frequently conditions 

that exist at the beginning of a market downturn.  The only real key ingredient missing is high inflation.  Let’s 

take a quick look at each of these.

The slog in recovering the 8.7 million jobs lost from the beginning of the GFC was long and hard.  The economy 

needed two major policy initiatives, in 2008 and 2009, to begin the recovery and more than six years (double the 

rate of recovery of the three previous recessions) to replace the jobs lost.  The slow rate of getting people back to 

work also led to a slow economic recovery.  The economy has averaged 2.1% annual growth in GDP since 2009, 

a full 1% below its long-run average growth rate since 1961.  At today’s 4.3% unemployment rate, we stand at 

or nearly at full employment,  so it is unlikely future economic growth will be coming from further employment 

gains.
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At today’s 4.3% unemployment rate, we stand at or nearly at full employment,   

so it is unlikely future economic growth will be coming from further 

employment gains.
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While employment has improved, wage growth was not as strong.  On average, wages have increased during 

the recovery, but they hardly moved at all in real terms (inflation-adjusted) and they actually fell in terms of 

productivity.  Put another way, the increases in worker productivity did not accrue to the people doing the work, 

but actually went into profits and earnings, helping to support the asset prices we see today.  Over the long run, 

worker productivity gains have to manifest themselves in increased real wages in order to allow for increased 

consumption and economic growth, which will require either a negative change in productivity or a positive 

change in wages and inflation. In either case, that shift would be a headwind to equity prices. 
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We have talked about the relative expensiveness of both stocks and bonds in many of our communications, 

and in our first quarter update presented the Cyclically Adjusted Price to Earnings ratio as a way of highlighting 

the current relative price of equities. A simple way to observe the relative expensiveness of bonds is to look at 

a constant maturity rate chart, in this case one for the 10-Year U.S. Treasury.  Since prices of bonds are inversely 

related to the yield, this chart allows one to see the low level of interest rates, and by extension the high price 

of the underlying bond, over a relatively long horizon.  We do not have a crystal ball and cannot say where or 

when rates will rise, but a more normal level would be closer to 4%-5%.  These current low rates have helped 

encourage borrowing that have been used to finance $3.5 trillion in stock buybacks by S&P 500 companies since 

2009, supporting the current high levels of equity prices in the U.S.  If interest rates increase, or the interest 

expense deduction is curtailed as part of any GOP tax reform, the cost of such buybacks increases.  Current bond 

issuances are already being impacted on anticipation of either or both of those things happening.  That may not 

be a bad thing in general, as the Bureau of Economic Analysis has recently pointed out that business debt as a 

share of GDP is at a level last seen just prior to the 2001 recession and again before the GFC.  But the removal of 

stock buyback support for equity prices has the potential to weaken stock prices, just as rising interest rates will 

be a negative for bonds.

The relatively high levels of valuations have also increasingly been accompanied by very low levels of expected 

volatility.  Expected or implied volatility is the level of risk in the future that investors are pricing today into the 

cost of insuring their assets against a future downturn.  It is not a great predictor of future volatility, but it does 

indicate the market is currently quite complacent about future risks and drawdowns, projecting the current calm 

into the future.  That usually reverses rapidly and severely when investors realize they are more exposed than  

they thought.
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Finally, and perhaps most importantly, we have the actions of the Federal Reserve and other central banks.  The 

more than $18.5 trillion of global central bank quantitative easing since the GFC has helped prop up financial 

asset prices, providing strong returns.  The strong returns have created a substantial amount of wealth, pushing 

household net worth in the U.S. from $62 trillion in 2010 to almost $95 trillion at the end of the Q1 2017.  

Interestingly, this strong rise in wealth hasn’t been accompanied by just as strong an increase in spending; 

back in 2010, a dollar in nominal spending occurred for every $3.70 in household wealth while now it takes 

$4.85 in wealth to get the same dollar of spending.  Former Fed Chair Ben Bernanke’s “felt wealth” of the richest 

households may become a low priority of central banks going forward (felt wealth was a behavioral concept 

that households that believed they were financially well off would be more likely to spend than those that felt 

they were more fiscally challenged).  We have seen three interest rate hikes by the Fed since December 2016 and 

four since December 2015.  In the minutes to the June FOMC meeting, the Fed has signaled they are also ready 

to begin shrinking the size of the Federal Reserve balance sheet, unwinding the quantitative easing it undertook 

at the height of the financial crisis.  In recent months the Bank of England, the European Central Bank and the 

Bank of Canada have all signaled their desire to begin tightening after years of easing.  A move to unwind that 

influence will certainly be a headwind in the coming years.

We are not in the business of predicting financial or global economic turning points.  Our job is to grow and 

preserve the purchasing power of the assets our clients have entrusted to us regardless of the markets.  The 

current values of assets, the past support for those values by central bank easing and the real concerns about 

economic and financial impacts to their values going forward can leave any investor with serious questions 

about what to do now.  
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Our job is to grow and preserve the purchasing power of the assets our clients 

have entrusted to us regardless of the markets.
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We think there are several key actions everyone should be considering:
• A classic 60/40 portfolio is not enough in today’s world.  Both stocks and bonds are expensive, and 

holding bonds to help offset any equity pullback is very costly as interest rates rise.  While some bonds 

always make sense, a portfolio needs diversifiers, which we define as investments with low correlations to 

both stocks and bonds and have a positive expected return above the rate of inflation.

• Stay widely diversified.  This means making sure there are lots of unrelated risks in the portfolio, not lots of 

different versions of the same kinds of risks. 

• Yield is very expensive today for both stocks and bonds.  Don’t invest where you are not adequately 

compensated for the risks you have to take.

• Make sure you have looked at your “safe basket” and that it is correctly sized.  All investors should 

consider their cash flow needs and how long they want to support that spending.  Now is a great time to 

meet with your advisor and update your reserves and spending horizon.

• Be patient.  Things will change from where they are now, with new concerns and new opportunities.  While 

expensive, markets could get even richer in the near-term, providing positive returns in the process. There 

will also be corrections and the chance to buy things at lower prices.

We do think there has been ample support for the long rise in asset values and the returns investors have 

enjoyed over the last number of years.  But we also think that things do change, and this time will not truly be 

different.  While this long bull market was to be expected because of a long recovery and exceptional monetary 

help, we know the future will look much different, as the recovery eventually slows and monetary policy 

changes.  We intend to make sure portfolios are prepared for what comes next.
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Both U.S. and non-U.S. equities were up similar amounts for the quarter, with the S&P 500 posting a 3.1% 

return and the MSCI All-Country World ex-U.S. returning 3.3% in local currencies.  The decline in the dollar, 

however, continued in the second quarter, boosting the return for non-dollar investments; the MSCI ACWI ex-

U.S. was up 5.8% in dollar terms.  In the U.S. we saw overall results similar to the first quarter, with large cap 

stocks outpacing small cap stocks and growth doing better than value.  The Russell 2000 index was up 2.5% 

in the second quarter against the Russell 1000 which posted a 3.1% return, while the Russell 3000 Growth was 

ahead of the Russell 3000 Value 4.2% versus 1.4%.  Outside of the U.S. we saw emerging markets do better than 

developed countries, with the MSCI Emerging Markets index up 6.3% for the quarter and 18.4% year to date.  

Large over small and growth over value was also the case in international equities.

Bond returns were also positive with the Bloomberg Barclays U.S. Aggregate up 1.5% for the three months.  

The increase in short-term interest rates by the Fed in June, following similar actions in March and December 

of last year, have moved rates to a target of 1.25% as of the end of the quarter.  The yield on the U.S. 10 year 

Treasury has continued to slide, finishing at 2.3% at the end of June, falling from its high in March and below 

the 2.45% it started the year.  Credit again did slightly better than investment grade, with high yield up 2.2%.  

Municipals were able to keep up with their taxable brethren in the second quarter, with the Bloomberg Barclays 

Intermediate Municipal Bond index up 1.3%. 

Crude oil prices experienced a wild ride during the quarter due to continued speculation regarding OPEC’s ability 

to hold to its stated reduction in supply, starting at around $50 a barrel and seeing two peaks and two falls, 

ending at about $46 on June 30.  The gyrations impacted MLP’s, which posted a loss during the three months of 

6.4% and erasing the first quarter performance to fall into negative territory for the year, down 2.7%.

The financial information that came in during the quarter was not exactly exciting, but was good enough to not 

derail the strength that the financial markets experienced.  U.S. GDP for the first quarter was up an annualized 

1.2%, behind the fourth quarter of 2016 which showed a 2.1% real growth rate. Slow growth but positive growth 

continues to be the story.  CPI, on the other hand, began a retreat from its high in February, where it topped a 

2.05% annual rate.  May saw another decline, and the Fed watched PCE showed a year over year change in May 

of 1.4%, well below the Fed’s target.  U.S. manufacturing has been showing strength, with the May PMI numbers 

having their highest levels since August of 2014.

Overall, 2017 has continued to be very profitable for financial market investors.  While delays in the fiscal 

stimulus promised by the new administration appear to be more likely, markets have been willing to accept the 

slower growth and still push most asset prices higher.
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Second Quarter Market Recap
The strong start to the year continued in the second quarter, with both stocks 
and bonds putting up positive results.  The performance from April through 
June has made the year to date returns very attractive to financial investors, 
with a basic 60%/40% stock/bond portfolio up 7.6% through June 30, 2017.
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ANNOUNCING THE LAUNCH OF  
DTC PRIVATE EQUITY VI

Diversified Trust is pleased to announce the launch of its sixth private equity 

fund. The fund will provide core exposure through approximately 20 managers  

who execute buyout, opportunistic and venture capital investment strategies. 

Managers deploy capital over a number of years, thereby affording investors 

the opportunity to average into private markets over time and mitigate the 

impact of frothy markets when asset prices tend to be overvalued. 

Diversified Trust has managed $489 million in committed capital over its 

previous five funds.
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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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