FIRST QUARTER
SUMMARY

2019

At year-end 2018, we wrote that we believed the biggest risk to financial
markets was the actions of the Federal Reserve and that if they could
be kept from being too aggressive, there would be opportunities in
the market. Well, the Fed began 2019 with a notice that they would
be holding off on any further rate hikes for a while and risk assets
responded accordingly. The S&P 500 was up 13.7%, international stocks
were up 10.3% and bonds were up just under 3% since December 31st.
It has been a wild last six months for investors, to be sure.
Market Performance

Source: FactSet

So where do we find ourselves today and how should we be thinking
about our portfolios? I would like to tackle those questions from three
perspectives: The dreaded yield curve inversion and what it is telling
us; the Fed and its influence today; and what other things are currently
priced into markets and what do those all mean?
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YIELD CURVE INVERSION
The yield curve measures interest rates at different maturity periods. Most of the time, shorter-term yields are
lower than longer-term. This intuitively makes sense: there is more risk associated with lending someone money
for 10 years than there is lending for 3 months. Yield curve inversion occurs when shorter-term interest rates
become higher than longer-term rates, and the normal upward slope of the yield curve “inverts.” Historically,
when interest rates at the midpoint of the curve fall below short term interest rates for several weeks or more, a
recession has tended to follow. The 10-year Treasury rate dipped below the 90-day T-Bill on March 22nd, creating
the first inversion since before the Great Financial Crisis and causing investors to question how near we are to a
slowdown in the economy and a pullback in risky assets. We, however, are not immediately worried.
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Slope of Treasury Yields at Last 3 Inversions

Source: FactSet

A yield curve inversion is a market indicator of a possible Fed policy mistake where they have raised short term
interest rates beyond the point where the economy can continue to grow at a reasonable pace. Inversions,
however, are an imperfect indicator for recessions. At the end of the quarter we were only slightly inverted, and
the curve has actually returned to a positive slope in early April. There is precedent for a period of economic
growth while living with a flat yield curve – this was the case for much of the late 1990s. Today we see a relatively
strong U.S. economy, with positive GDP growth, low inflation, full employment, and strong consumer sentiment.
We also see a Fed that has signaled a stop to more short term hikes. Historically, the Fed has tended to raise
rates straight through an initial inversion, pushing them meaningfully higher than the rate of inflation. This
causes significant drag on economic activity. Also, as a global market, U.S. interest rates are influenced by
yields outside of the U.S. for reasons that have nothing to do with our economic outlook. Since the U.S. boasts
some of the highest interest rates in the developed world, investors in Great Britain, Germany and Japan might
all like our bonds more than their own, pushing our rates down (especially for longer dated bonds) as they buy
U.S. securities. As of this writing, the 10-year yield in the U.K., Germany, and Japan stand at 1.02%, -0.07%, and
-0.09%, respectively versus the U.S. at 2.40%.
We are encouraged that the Fed seems more sensitive to the fact that further rate hikes could indeed create a
classic yield curve inversion. We don’t like seeing even a small inversion and it means we need to watch markets
and Fed actions carefully, but we don’t think we are in immediate risk of a recession.
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FEDERAL RESERVE DECISIONS
Chairman Jerome Powell has made four public statements in 2019 and all of them have been rather dovish.
The Fed has been clear that they believe they can pause at the current level of short-term interest rates and
wait and see how the economy responds. A Fed that is willing to pause is generally a good thing for asset
prices. It is also helpful to the economy overall. We are more comfortable with our risk allocations when the
Fed is in a period where they are providing support or at least not creating a headwind. This should mean we
are all happy for the remainder of 2019, right? Maybe we need to spend a little more time here.
Because of their mandate, the Fed is always looking at employment and inflation as their two gauges on the
state of the U.S. economy. We need to have interest rates accommodative enough that businesses can borrow
and grow, and consumers can borrow and spend. Consumption and business growth help to create jobs
and the Fed likes that. At the same time, we don’t want rates too low, since that can allow consumption and
borrowing to get out of control and lead to price increases and inflation which is generally not a good thing
for economies. Today, we see employment as being pretty strong, with the March jobs report showing a nice
bounce back from January and February, getting close to the longer run average of nearly 200,000 new jobs
created monthly. We also saw only modest wage inflation in the latest report, with average hourly earnings
growing 3.2% from the same time last year. That was also good news, since it supports the Fed’s position to
hold off on any additional rate hikes because inflation is not a concern today. That is a much more supportive
position than the four rate hikes we saw in 2018.
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Inflation
By whatever
measure you look
at, inflation has
remained subdued,
even declining in
the second half of
2018. The consumer
price index and
the Fed’s preferred
measured, personal
consumption
expenditures (PCE),
have both stayed
in an acceptable
range.

Source: Department
of Labor & Bureau of
Economic Analysis

The unemployment number today, at 3.8%, is very similar to what it was last year (4.1%). With little wage growth
and little change in unemployment rates, why was the Fed so aggressive in raising rates last year and now willing to
hold off and not change rates at all in 2019? The answer is not in the current conditions but in what the Fed expects
(or expected). A year ago, there was much greater confidence in economic growth both in the U.S. and abroad. The
Fed has signaled they are less sure of growth today and in fact might fear a global slowdown. It doesn’t make sense
to the Fed to hike short-term rates today only to have to retrace those steps in the near future. We can see this in
the way markets have reacted to the news. Stocks have clawed back the gains they lost in the fourth quarter of last
year, with much of that gain coming in January and February. March was actually a pretty tame month for stocks
with the broad market, as measured by the Russell 3000, up about 1.5%.
So, the decision by the Fed to hold steady is both good for the time being but can also be a signal of some weakness
and worry ahead.

A year ago, there was much greater confidence in economic growth
both in the U.S. and abroad. The Fed has signaled they are less sure
of growth today and in fact might fear a global slowdown.
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WHAT ELSE ARE MARKETS TELLING US?
Finally, it makes sense to look at financial markets and try and understand what they are expecting to happen and
have therefore already priced into positions. This does not mean that markets are perfectly correct. In fact, many
of the market’s assumptions will turn out to be wrong. There needs to be a risk that things turn out differently in
order for us as investors to make any real profit. It is that uncertainty for which we are being paid.
Markets today have some very specific beliefs about developed economies. They expect the U.S. to continue to
grow above 2% but below 3% and to be the winner when compared to either Europe or Japan. The expectation
is that both the European Union and Japan will experience more of the same slow decline in growth rates that we
have seen for the last several quarters since their central banks and governments are loath to really initiate any
pro-growth reforms. Helping to ease that pain is the belief that oil will continue to trade in a narrow range around
$60 a barrel and neither help nor hinder most developed economies. There is confidence that the U.S. will continue
to run a pretty wide deficit for some time to come and that it doesn’t matter (currently, the deficit is running 4.2% of
GDP versus an average of about 2.5% over the last 60 years).
There are also some general agreements about monetary policy. Bond and stock markets are willing to take
Chairman Powell at his word and are not expecting any further rate hikes in 2019. In fact, the market wouldn’t be
too surprised if we actually saw one rate cut late this year or early next. In an environment with no further rate
movements, the yield curve is expected to stay relatively flat for the rest of the year. Rates on the short end of the
curve will stay somewhat low compared to long-term history, which would tend to start at the rate of inflation.
In terms of the stock market, investors are anticipating a slowdown in earnings growth for U.S. companies. This
is because most firms received a very large windfall in 2018 from the Tax Cuts and Jobs Act which improved net
income substantially. This is expected to have a much smaller impact in 2019. Profit margins are now near all-time
highs, so most companies have little potential for real new growth to drive stock prices. However, markets still
like growth stocks and consider most value stocks as dead. For the twelve months ending March 31, 2019, growth
stocks as measured by the S&P 500 Growth index outpaced value stocks by 6.9% (12.8% versus 5.9%). Fast growing
technology companies, such as Google and Netflix, have done even better.
Finally, most markets believe that Washington will continue to limp along with little real movement on key issues
related to fiscal stimulus such as an infrastructure bill or real trade improvement with China. China is expected to
continue to improve in the latter half of this year with its various stimulus actions helping to push the economy into
better territory.

Markets expect the U.S. economy to continue to grow above 2% but below 3%
and to be the winner when compared to either Europe or Japan.
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TYING IT ALL TOGETHER
Trying to discern the direction of markets or economies is a very difficult proposition. Investors do not always
behave rationally and there is no need for us to comment on politicians! But our objective does not need to be
correctly predicting the exact financial or economic result. Rather, we need to understand how much economic risk
we want to have in our portfolios. Are we comfortable with the same level of risk we had at the start of the year or
do we need to change it?
There is good reason to believe that most developed global economies will experience some amount of slowing in
2019. The International Monetary Fund has reduced, for the fourth time, their projection of global GDP for 2019.
But its forecast of 3.3% is still a prediction of growth, even with the unknowns of Brexit, U.S. trade deals and slowing
growth in China.
Currently, central banks around the world are very cautious about acting in any manner that would negatively
impact a declining growth projection. While easing and stimulus have all tended to reach their respective ends,
there is little appetite for tightening. So, a growing economy and accommodative monetary policy tend to be
supportive of risk assets.
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We do see today downward pressure on corporate earnings, in large part due to the end of influences from the U.S.
tax cut. We have watched year over year 2019 earnings expectations drift down from 10%+ in the third quarter of
2018 to 7% at the end of 2018 to around 4% today based upon Bloomberg consensus estimates. And markets have
a fair amount of optimism priced into them based on current valuations.
S&P 500 2019 EPS Growth (est)

Source: FactSet

With all of this in mind, we think we can still hold our risk assets today, since earnings growth, albeit slowing quite
a bit, is still positive. The global economy is also slowing down, but it is still growing. As shown in the below table,
very little tangible economic data has changed over the past six months.
During the last year or so we have been making a

9/30/18

3/31/19

Direction

YoY Core CPI

2.2

2.0

Neutral

number of small transitions in our recommended

YoY Wage Growth

3.0

3.3

Higher

portfolios to address the fact that we are late in this

Unemployment Rate

3.7

3.8

Neutral

cycle (which began in 2009). We have trimmed our

Participation Rate

62.7

63.0

Neutral

overall equity market risks to be slightly below our

YoY GDP Growth

3.0

3.0

Neutral

ISM PMI

59.5

55.3

Lower

benchmarks and have slowly been increasing our
exposure to less expensive international equity when

compared to our U.S. holdings. We have trimmed our credit risk in our fixed income portfolios since credit is related
to the economic cycle, and to equities, in troubled times. We have worked to diversify our positions as broadly as
possible, ensuring reasonable bets on value and quality in equities and core and shorter durations in fixed income.
Our objective has been to try and keep up with our benchmarks at this late stage with as little market and economic
risk as possible. We continue to consider the next material move, which would be a big lever move related to
trimming risk assets and a material increase in safe assets, but we consider that move too expensive today in terms
of opportunity cost. We still believe markets have a little left to run, but we need to be prepared. This cycle has
been a wonderful one for investors. As our mothers and grandmothers used to say, this too shall pass.
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Important Notes And Disclosures
This Quarterly Summary 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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