SECOND QUARTER
SUMMARY

2019

As we reach the halfway point of 2019, the past six months has
been an astoundingly good period for financial assets. After suffering
significant losses in the fourth quarter of 2018, markets bounced back
with a vengeance: global equities are up over 16% so far for the year.
2019 has continued the trend of increased volatility that began the
fourth quarter, however we ended the second quarter with equity
markets at all-time highs. The path was rocky, with global equities as
measured by the MSCI ACWI down 6% in May, only to bounce back
6.5% in June. Bonds have also had a fantastic year as subdued inflation
and the expectation of interest rate cuts by the Federal Reserve have
pushed yields near their 2016 lows. The Barclays Aggregate has returned
6.1% in 2019, making this one of the strongest periods for bond markets
since the great financial crisis.
High yield has seen spreads compress YTD, returning 7.5%. Master
Limited Partnerships (MLPs) have also performed well, returning 17%
on the back of higher commodity prices and cleaner balance sheets.
Oil has gained about 29% YTD, due to increased sanctions on Iran
and production cuts by OPEC. The dollar has been stable and relatively
flat for the year. With a Federal Reserve that seems to be looking to
cut interest rates, markets ended the quarter in “risk on” mode, despite
concerns about the damage a potential trade war could do to the
global economy.
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A NEW CHAMPION IS CROWNED
The Great Financial Crisis still looms large in our collective memories, but the recovery following its end is
now officially the longest one in history, entering its 121st month in July of 2019. While this expansion has been
a long one, it is far from the strongest. As the chart below shows, this expansion has, in fact, been pretty anemic,
with Real GDP growth averaging around 2% over the past 10 years. This is a far cry from the 3-3.5% that the
US had been generating for most of the preceding 50 years.

Economic Expansions

Source: U.S. Bureau of Economic Analysis

In fact, the recent recovery has been so gradual that the period from 2007 – 2019 doesn’t compare favorably
with the Great Depression in terms of overall growth!
1929 vs 2007 Recoveries

Source: U.S. Bureau of Economic Analysis
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Of course the less volatile path we have followed is much easier to bear than the staggering depths
associated with the Great Depression, but the takeaway from this chart is that we have been working off
the excesses of the crisis for the better part of a decade, constraining economic growth in recent years and
leading to the longest, but also the slowest, expansion the United States has ever seen.
Financial markets, on the other hand, have had one of the greatest ten years in history, as seen below. After
dropping by over 50% from their highs, by the spring of 2009 stocks were at their cheapest level in decades,
providing the raw material for a period of fantastic appreciation. Since June of 2009, the S&P 500 price index
has returned an annualized 11.6%. This ranks in the 90th percentile of all 10 year periods since 1928, trailing
only periods during the tech bubble and post WWII recovery of the 1950’s. Any way you measure it, this has
been quite a remarkable 10 year stretch for U.S. equities.

Rolling 10 Year S&P 500 Price Return

Source: FactSet
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WHEN WILL THE MUSIC STOP?
After such a good run, one of the concerns we hear most frequently is that surely this can’t continue forever.
This is true; the expansion will not go on indefinitely. Still, it is important to remember that time alone does not
kill expansions - there is no magic number of years for business cycles to run. Instead, business cycles tend to
end as a result of human exuberance. Over long periods of expansion, eventually investors will become overly
optimistic and project a “Goldilocks” environment out into the far future - “This time is different!” - which leads
to either a misallocation of capital (both the tech and housing bubbles are excellent examples), or an economy
where consumption outpaces the ability of the economy to keep up, leading to inflation. In either scenario, the
Federal Reserve is expected to step in and “take away the punch bowl” before the party gets too out of control.
Where are we in this cycle? First, let’s look at the Fed’s report card. The Fed has a dual mandate: keep inflation
under control while maintaining full employment.

Headline CPI YoY change

Source: U.S. Bureau of Labor Statistics

Unemployment (U-3)

Source: U.S. Bureau of Labor Statistics

It is important to remember that time alone does not kill expansions there is no magic number of years for business cycles to run. Instead, business
cycles tend to end as a result of human exuberance.
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By either of the above measures, it would appear that the Fed is succeeding admirably. Inflation is hovering
around the Fed’s 2% target, and unemployment is at its lowest level since the late 60’s. With the economy seeming
to be strong, the Fed has tried to take advantage by attempting to “re-normalize” interest rates, gradually hiking
the Fed Funds Rate off of 0% to its current range of 2.25-2.50%. Fed leaders took pains to emphasize that they were
not trying to control a run-away economy, but that they were instead trying to get the target rate back to a neutral
position. The Fed met little resistance to this plan until the fall of last year. What happened?
During the summer of 2018, leading indicators of global growth began to decelerate. The economy was still
growing, just a bit slower than it had been over the past few years. With the Fed moving away from being overly
accommodating and trade war fears rising, bond and equity markets (since October of last year) have been
telling the Fed that it’s moving too quickly and that rates may have gotten too high. The Fed appears to be
listening: comments made by Fed Chairman Jerome Powell throughout 2019 have assuaged markets that
rate cuts are very much on the table. Indeed, the market is currently pricing in a 100% chance of the Fed cutting
rates at their next meeting at the very end of July. When the market is so certain of something, it is rarely wrong,
so lower interest rates appear to be a safe bet.
Next, we do not believe that there are any of the aforementioned “misallocations of capital” (read: bubbles)
in current markets. Valuations for most assets, while not cheap, remain broadly reasonable given the benign
inflation and low rate regime in which we find ourselves. As a result, there is little that we believe will force the
Fed to hike rates in the near-term.
So, let’s review where we stand:
The Federal Reserve is signaling its willingness to cut rates in order to preserve the expansion
Unemployment is at 50 year lows
Inflation is subdued
Interest rates are very low in absolute terms
We are not seeing any major asset bubbles
All of this provides a pretty attractive backdrop against which to invest. So, why wouldn’t we load up on risk assets?
Unfortunately, it isn’t that simple.
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WHAT CAN GO WRONG?
Trade/Macro
Markets are constantly worrying about potential crises. Stock prices have gyrated over North Korea, Iran, and a
host of other geopolitical concerns. We would counsel that it is usually best to ignore these concerns, as they often
fade away of their own accord. Other times, they do have real impact upon the world (think of the Iraq war, 9/11,
etc.), but their influence upon the investment landscape is fleeting. However, we do worry that the current conflict
between the U.S. and China over trade policy could have materially negative consequences should it continue.
One of the hardest things for businesses to deal with is uncertainty. There is always a measure of ambiguity
associated with business, but companies are better able to make capital allocation decisions when they at least
understand the rules of the game. No one knows how long the tariffs on Chinese goods will last, or whether other
tariffs will be implemented. As a result, business investment is lower than it otherwise would be. For instance, why
would anyone build an export-oriented new factory in China now? Additionally, some of the investments being
made to adjust global supply chains are non-productive, simply duplicating existing infrastructure outside of China.
Tariffs also make goods more expensive, which reduces consumption. Impact thus far has been minimal, but we
are watching this carefully. The longer this goes on, the larger the potential implications for the global economy.
Recently, we have seen renewed negotiations, so hopefully a deal can be done soon. Removal of the uncertainty
surrounding trade policy should provide a tailwind for the current expansion.

Valuations
When looking at the investment landscape, our biggest reason for caution is valuations. While valuation is a
terrible predictor of short-term returns, it is a fantastic predictor of longer-term returns. Right now, equity and
fixed income markets are sitting at relatively unattractive valuations as measured by yield and Cyclically Adjusted
P/E Ratio (or CAPE, which is the current price of stocks divided by their earnings over the past 10 years in an effort
to average out the effects of the business cycle). The following charts plot forward 7-year returns versus starting
yield (for Bonds) and starting CAPE (for U.S. Stocks). From where we sit today, long-term forward return prospects
are rather unattractive.

There is always a measure of ambiguity associated with business,
but companies are better able to make capital allocation decisions
when they at least understand the rules of the game.
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U.S. Bonds

R2 = 63%
Forward 7 Year Annualized Return

R2 = 93%

Forward 7 Year Annualized Return

6/30/19 Yield

U.S. Stocks

6/30/19 CAPE

Yield to Worst

CAPE

Source: FactSet

Source: FactSet & Robert Shiller

We are maintaining a neutral position towards equities in our portfolios,
emphasizing higher quality companies that should be able to weather an
economic storm but will also provide upside potential if the
market continues rising.

Indeed, when coming up with our own forward-looking return assumptions for U.S. stocks and bonds,
we are left with a rather pedestrian 4% and 2.7%, respectively. Returns for international equities should be
modestly higher given their more attractive valuation levels, but are still well below that which investors
have grown accustomed.
Where does all of this leave us in regard to our portfolio positioning? We are surely late in the expansion,
but handicapping when it will end is too risky and difficult. In the meantime, the Federal Reserve has changed
its posture in recent months, indicating that it will begin cutting rates a bit. This should allow the expansion to
continue, but relatively elevated valuations – for both stocks and bonds – mean that there is little room for error.
As a result, we are maintaining a neutral position towards equities in our portfolios, emphasizing higher quality
companies that should be able to weather an economic storm, but will also provide upside potential should the
market continue to rise.
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Fixed income investing is a bit more challenging. Bonds are a key component of any diversified portfolio,
providing a valuable anchor to the windward for an investor. However, the extremely low yields available in the
bond market have us looking at other alternatives. We have been allocating to a number of market neutral and
alternative strategies, which, for some time now, we have labeled “Diversifiers.” These strategies seek to generate
a return several percentage points better than cash. While the past year has proven to be a challenging time for
diversifiers, we believe that in an extremely low yield environment that they can present a compelling alternative
to fixed income. We are therefore utilizing a combination of diversifiers and underweighting to fixed income to try
and mitigate the low yield from fixed income assets, while still offering good downside protection.
Today’s objective is not to try and eek out every possible bit of return. Rather, in an environment where we are
closer to the end of the cycle than the beginning, and both stocks and bonds appear overvalued, caution is
warranted. Still, with an accommodative Fed (not to mention other central banks around the world), we do not
want to become too conservative. The key is to be prudent: structure a portfolio where you can participate in
most of the upside while protecting against the risk of a financial surprise. Choose an allocation that provides
growth, but that will still be comfortable enough for you to ride out a recession with confidence. While we hope
that a recession is still a bit down the road, the unpredictable nature of the world still calls for prudence.
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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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