SECOND QUARTER
SUMMARY

2021

We have reached the halfway point of 2021, and it has been a great start
for equity investors. The support of the Federal Reserve, the promise of
additional stimulus, and the transition to a more normal environment
with nearly half of Americans fully vaccinated have all helped support risk
taking in financial assets. The S&P 500 is up more than 15% for the first
six months, and more than 40% over the last year. International equities, as
measured by the MSCI World ex. U.S. index, are up more than 10% year to
date and more than 34% for the trailing year. Interest rates, as measured by
U.S. Treasuries from five-year to thirty-year maturities, are slightly higher
now than a year ago, which has negatively impacted bond market returns;
the Bloomberg Barclays Aggregate index is down 1.6% year to date and
about flat over the last year. Municipal bonds have fared better, returning
about 1% for the year so far and about 4% over the last year.
This positive rebound in investment assets has more pointedly divided
investors in terms of their expectations about the future and the best course
of action today for their portfolios. While we could probably always make
some version of that statement, since it is the balance between the optimists
and the pessimists that makes markets work, we are seeing more extremes
today. It can leave some of us feeling like we are investment citizens
without a financial country that represents our own personal outlook. The
exuberance of the market and the craziness of meme stocks may seem an
uncomfortable reach, while historically low U.S. interest rates and corporate
and individual tax headwinds leaves us with little attractive to hold in our
portfolios, how does one navigate between these two extremes? Let’s explore
the two extremes in a little more detail to find possible answers.
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REASONS FOR CONCERN?
The case against equities tends to rely on high valuations, worry that earnings cannot be sustained, the eventual
removal of the high levels of policy support and the prospect of significantly increasing tax rates. Valuations are
definitely high. Currently, the S&P 500 is trading at 22.7 times its expected next 12-months’ earnings according to
Bloomberg, which is higher than the long-term average.
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A number of equity indices have seen record highs as stocks continue their long positive climb from the Great
Financial Crisis. Since March of 2009, the S&P 500, with dividends, is up over 400%, delivering an annualized
return of more than 14%. Many, including us, argue that the high valuations should be viewed from the
perspective of the extremely low level of interest rates. These lessen the impact of discounting future earnings
and lower the value of the obvious alternative to stocks, which is bonds. Low interest rates make it easier to
support higher valuations. Also, markets today include far more tech and healthcare than they did in the past.
This has come at the expense of more cyclical energy, materials, and industrial companies – all of which tend
to have lower, and much more volatile, profit margins. Thus, today’s stock markets - composed of more stable,
faster growing companies – justify a higher earnings multiple than those from past decades.
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On the subject of earnings, the record year-over-year increases we expect for the second quarter of 2021
will begin to give way to simply strong year-over-year growth as we progress into 2022. There will be a
lowering of both expectations and actual earnings growth as the high levels of demand we see today begin
to normalize, though we expect the pent-up demand and flush household balance sheets will support strong
demand well into 2022.
There is the potential that strong demand will push wages higher, and our base case has them growing
around 3-4% into 2022. We do think this could potentially lower profit margins, though a large part of this
growth should be in lower-wage positions as the generous unemployment benefits begin to roll off. We lost
about 23 million jobs due to the virus and the various closings and through June 30 have only recovered
about 2/3 of those, with many of the openings being in lower-wage positions. As those workers transition
back into the workforce, they should help to boost overall demand, supporting sales growth. Therefore,
we expect both absolute earnings and earnings growth still to be robust, given the overall strength in the
economy.

There is the potential that strong demand will push wages higher,
and our base case has them growing around 3-4% into 2022.
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WHAT ABOUT WASHINGTON?
Handicapping Federal Reserve movement and Congressional tax policy can be a difficult proposition. There are
more complexities than many realize. Chairman Powell and the Federal Reserve have signaled that the timing of
any interest rate increases might be moving closer, but still appear to be a 2023 event. In addition to rates, the Fed
also has its Quantitative Easing process with which to contend. Its current $120 billion-a-month purchase of bonds,
including $40 billion of mortgage backed bonds in one of the hottest home-buying markets in memory, presents
a conundrum for the Fed. We expect there will be support from the Fed for risky assets well into 2022 and most
likely beyond, though there is the potential for the Fed to upset markets as they struggle to get their messaging and
actions right.

Source: Cornerstone Macro. As of 7/12/21.

Tax increases are another complex issue. We believe there will be increases to both individual and corporate tax rates,
increases to capital gains and dividend income rates, and most likely some change in estate tax rules, all aimed at
generating additional revenue to support the budget and spending objectives of the Democrats. These changes will
come, however, at the end of a complicated path that starts with a Federal budget; deals with a debt ceiling; threads
a needle on spending, infrastructure, Green New Deal and other progressive wants; tip-toes through some bipartisan
conversations and eventually comes up against reconciliation rules and a ten-year horizon. We could write a book on
the potential twists and turns in this process, and the range of tax outcomes.
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The big pieces are a desire to get the budget done before the August recess; Senator Schumer has threatened
to keep everyone in D.C. until it is done. This is important since the Democrats are looking to change the
process and originate the budget in the Senate, rather than the House. The debt ceiling is an issue that comes
due September 30th, so a budget beforehand helps. With a budget, Congress can then look to see what is
possible for any spending bill; the big issue here is still size. The target is $3.5 to $4.0 trillion, though it is
doubtful taxes will be able to get there in a zero-sum reconciliation process. That pushes the tax conversation
into the fourth quarter of 2021. According to Strategas, the over/under at this point is a 25% corporate tax
rate, 39.6% maximum individual tax rate, and a 25-28% capital gains/dividend income rate. There are also
prospects of a global minimum tax rate on corporate earnings.
All of this will have some impact on risky assets, to be sure. This baseline tax plan would generate about $1.7
trillion over ten years, which is the limiting factor for the reconciliation process, leading to something closer
to $2 trillion rather than $3.5 to $4.0 trillion. The tax increases are not astronomical and should not derail risk
taking, though it would be a headwind.
The market takes all of this into consideration and discounts it as it weighs both impact and probabilities.
None of these issues is new and we have been writing about them for several quarters; we have been
discussing valuation concerns for several years! Even with these prospects, we are seeing all-time highs
being set in terms of risky asset flows and holdings. The Wall Street Journal reported that retail investors
set a record in terms of equity purchases in June of this year, putting nearly $28 billion into the market and
exceeding the investment pace from January, when many were piling into meme stocks (remember AMC
Theaters and GameStop?).
Household and Non-Profit Equities as a Percent of Financial Assets
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The willingness to add to equity holdings has been going on for a number of years, leading to new highs. The
rise in equity values as compared to fixed income or most other assets has helped push the increase in the
weight of equities in most portfolios, to go along with the increased buying. The Federal Reserve shows that the
average weight of equities as a percent of all financial assets for households and non-profits has hit an all-time
high in May at more than 40%! Historically, this has been a good indicator of future low returns on equities;
when households have high holdings, future returns tend to be muted; and when they have low percentages of
equities within their portfolios, future returns tend to be above average.

The Federal Reserve shows
that the average weight
of equities as a percent
of all financial assets for
households and non-profits
has hit an all-time high in
May at more than 40%!
EQUITIES IN CONTEXT
The other extreme is to lower the risk in portfolios, materially reducing equity exposures. Some investors see
the concerns we have highlighted as too daunting, thinking more about principal protection at these prices.
There is no denying that this has been a record recovery in terms of risky asset prices since the Great Financial
Crisis and certainly the rebound we have experienced from the Covid-19 impact. For many investors, just as
with the indices themselves, this represents a new high-water mark for portfolios. It is a certainty that at some
point we will retrace these levels in the other direction, and the human desire to hold on to what has been so
hard fought is very real and very normal. For us, there are three important factors weighing against a material
reduction in equity weights: the absolute return on fixed income, the level of inflation, and the significant level
of support to hold risky assets.
Bond yields finished June on a slight downward trend, which has continued into the month of July as we write
this. The best indication of the total returns an investor will receive from holding a bond is its yield at purchase.
Today, that number for the 10-year Treasury is 1.25%. Adding some credit risk by transitioning to the Bloomberg
Barclays Aggregate Bond index doesn’t give you much, now at 1.45%. That rate of return is well below most
people’s expectations for spending from their portfolios.
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Although there has been some significant inflation over the last year, thus far it is mostly associated with
disruptions relating to the pandemic. Looking forward, inflation appears relatively tame, but it is not zero.
There are lots of projections about what inflation is going to be, but we like to use the inflation rate that the
bond market prices in on a daily basis. According to the Federal Reserve, the current five-year, break-even
inflation rate is 2.48%. That is more than 1% higher than the yield on the Aggregate Bond Index, meaning that
as a bondholder you can expect to lose 1% a year in purchasing power to inflation. Taking more risk, by moving
into more risky credits, does help somewhat on returns, but credit risk tends to run in the same direction as
equity risk, and equity risk tends to pay better in terms of total returns.
Finally, there continues to be a great deal of support on a global basis for holding risky assets. The low levels of
interest rates that central banks have continued to help engineer leads investors to want to hold equities and
higher expected return assets. Along with significant fiscal spending, this really is a unique time in financial
markets.

The low levels of interest rates that central banks have continued
to help engineer leads investors to want to hold equities and
higher expected return assets.
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WHAT NOW?
Some of you may have already skipped to this part of our Quarterly Update, just wanting to know the bottomline. Shouldn’t there be some specific action that a prudent investor should be taking right now, because inaction
cannot be the right course? We do think there are some actions that make good sense right now, but action just for
action’s sake is never the best course. Here are our perspectives and advice:
• Because of the extremely low interest rates, holding fixed income securities today is very expensive and
leaves a portion of a portfolio generating an expected return below the rate of inflation; this erodes its future
purchasing power. We are still fairly optimistic on equities due to the continued rebound in the economy,
earnings growth and monetary support. Since their overall dividend yield is also better than investment
grade debt, we still want to be overweight, even with the valuation concerns. However, we are still maintaining
appropriate allocations in bonds to provide overall downside protection for portfolios.
• We do think the market’s extreme focus on growth and growth stocks has reached the late innings, or is even
over. We believe that focusing on strong earners, with solid balance sheets and proven management teams,
provides the equity exposure we need in the current environment with the margin of safety we would prefer.
Our managers have been highlighting quality, stable earnings growers as well as attractive valuations and have
generally been rewarded for it. We think this will continue into the second half of the year.
• The strong returns of equity for the first half of this year juxtaposed against the slight downturn in fixed income
securities has provided an opportunity to be diligent about rebalancing. This allows for some modest profit
taking to help safeguard some principal in portfolios and should return portfolios to their target equity weight.
Modest profit taking to trim back to target is an advantage for portfolios.
This is also a time to consider our wealth allocations, rather than our investment allocations. Wealth allocation is
the evaluation of the macro baskets into which we mentally divide our wealth. Given the strength of the recovery
and the near historic value of many of the stock indices, some investors may want to consider the size of their safe
or liquid basket as compared to their long-term spending or investment basket. As we look to the dog days of
summer, we think it is reasonable for markets to cool a little bit from their unbelievable run. Congress should make
for some excitement as the negotiations over what would be the largest spending measure in U.S. history progress.
We will continue to be diligent as we look for both opportunities and ways to help manage the risk in our portfolios.
And we are always here to answer your questions and help to explain why we are working so hard on your behalf.
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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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