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Market Performance
It was quite a start to the year 

and the first quarter was in stark 

contrast to how 2016 began.  As 

a reminder, the Federal Reserve 

raised rates in December of 2015 

and the market did not like it 

one bit.  Equities fell and bond 

prices rose as investors became 

very nervous despite the Fed’s 

persistent signaling of their 

intentions.  It took the Fed chair’s 

comments in February backing 

away from aggressive rate 

hikes to finally settle financial 

markets.  For 2017, while we 

had the same December rate 

hike to lead into the year, we 

also had the completion of the 

US presidential election which 

ushered in a period of market 

optimism.  The S&P 500 was up 

6.1% for the first three months, 

with growth leading value as 

parts of the 2016 value rally 

started to slow.  Developed 

international stocks were up 

even more in dollar terms, 

posting a 7.9% return for the 

first three months as dollar 

strength at the end of 2016 was 

reversed successfully during the 

first part of the quarter by the 

new administration’s jawboning 

even prior to the inauguration.  

Emerging market stocks were 



However, as we mentioned above, we have enjoyed a long economic 

expansion, leaving both profit margins and overall earnings near all-time highs.  

If we try to adjust for the cyclicality of the economy by using the last ten years 

of earnings, we have the cyclically adjusted PE ratio, or “CAPE”, popularized 

by Robert Shiller.  The CAPE is not nearly as dependent upon recent earnings, 

and is therefore a better predictor of long-term performance.  It is possible 

to calculate this valuation measure for a number of different markets, which 

we have done below.  This chart not only shows the current reading for each 

market, but compares this to their own history:
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even stronger, in part on 

currencies and in part on 

expectations of trade and US 

economic strength; the MSCI 

Emerging Markets Index was up 

11.4% to start the year.

Bond returns were more 

subdued, with the Bloomberg 

Barclays US Aggregate up 0.8%.  

The increase in short-term 

interest rates by the Fed in 

December and again in March 

moved rates from 50 basis 

points to 1% as of the end of 

the quarter, though the yield 

on the US 10 year Treasury 

finished the quarter within a 

few basis points of where it 

started.  Municipals were able to 

outpace their taxable brethren, 

with the Bloomberg Barclays 

Intermediate Municipal Bond 

index up 1.4%.  Credit fared 

slightly better, with high yield  

up 2.7%.

Weakness was seen in smaller 

cap stocks, with the Russell 2000 

trailing the larger cap Russell 

1000 2.5% versus 6.0%; with 

the strength of growth over 

value, small cap value was the 

weakest performing part of the 

market, posting a slight loss 

of -0.1%.  MLP’s were a slight 

disappointment, up about 4% 

against a 6% S&P 500 as oil 

prices slid during the quarter 

Market Performance 
Continued

Source: Research Affiliates



FIRST QUARTER SUMMARY 2017  |  DIVERSIFIED TRUST COMPANY

on concerns OPEC may not be 

able to truly hold to its stated 

reduction in supply.

The financial information that 

came in during the quarter 

tended to help support the 

enthusiasm the markets 

showcased, with US GDP during 

the fourth quarter of 2016 

posting a 2.08% real growth 

rate versus the previous quarter, 

and core CPI remaining steady 

at a 2.05% annual rate, right in 

line with the Fed’s stated target.  

Future expectations about 

inflation moderated during the 

quarter and are still around a 

2.2% level in part because of 

the recent oil price movements; 

oil is a key component to global 

consumption and its price has 

a material impact on the final 

price of a number of consumer 

purchases.

Overall, 2017 has started out 

very agreeably for most financial 

market investors.  We will 

continue to look to the market’s 

ability to digest a potentially 

slower execution of increased 

US fiscal stimulus as Republican 

and Democrat partisan conflicts 

impede the progress of the new 

administration.

Clearly, U.S. equity markets appear more expensive using this measure, and 

small cap stocks look downright terrifying!  We agree that this is a bit alarming, 

but it should be noted that interest rates are still very low (and likely to stay 

relatively low, but more on that later).  We believe that this low interest rate 

environment explains a great deal, if not all, of the premium valuation level we 

see today in equities.  Investors searching for return need to move further out 

on the risk curve if they are to find reasonable levels of return.  Indeed, we see 

the equity risk premium (the earnings yield on equities vs. the 10 year Treasury 

yield) at levels that are not out of whack with history:

Thus, the relationship between stocks and bond valuations continue to  

make sense.  Still, this higher level of absolute valuation leaves us with more 

muted long term expected returns for both stocks and bonds.  We believe  

that domestic equities are likely to return approximately 5% over the next  

7-10 years, while international equity returns should be somewhat better 

given their more attractive current valuation.  International stocks have 

underperformed for several years now, as most countries outside the U.S.  

took longer to implement the necessary policies to come out of the crisis.  

Austerity in Europe, combined with the Brexit last year, have all conspired  

to push investors towards the relative safety of the United States.
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All that said, valuation has proven to 

be a terrible predictor of short-term 

returns.  Historically, there has been 

essentially zero correlation between 

the market PE and subsequent 12 

month returns:

Instead, sentiment and recent 

economic data is a much better 

predictor of short-term performance.  

One doesn’t need to look far to see 

this dynamic at work: equity markets 

have been on a tear ever since the 

election on the supposition that 

loosened regulation, revised tax 

policies and perhaps even fiscal 

stimulus would provide a boost to 

growth.  Regardless of whether or 

not this pans out, economic data 

generally remains strong across the 

globe, and sentiment is very bullish.  

Purchasing managers indices, small 

business surveys and consumer 

survey data are all relatively good 

forward indicators, and most are 

at or near their highest points 

since the financial crisis.  In such 

an environment it is very difficult 

to bet against stocks or other risk 

assets, especially since most other 

assets are not cheap.  We therefore 

recommend that investors maintain 

their strategic equity allocation for 

now, with a meaningful percentage 

of that equity allocation in less 

expensive international stocks.  
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In such an environment 

it is very difficult to bet 

against stocks or other 

risk assets, especially 

since most other assets 

are not cheap.



BONDS AND  
INTEREST RATES
With the market euphoria that 

followed from having so many  

pro-business GOP elephants in the 

room we have witnessed a surge in 

the expectations for higher corporate 

earnings (via lower taxes), higher 

consumer spending (via lower taxes) 

as well as a higher rate of inflation 

for our economy. The stock market 

has taken this to heart but the 

bond market has been much more 

sanguine even after two interest rate 

hikes in less than four months and a 

projection of two more.  

Even after the meltdown of the fixed 

income markets in the fourth quarter 

of 2016 there was a solid rebound 

in returns during the first quarter of 

2017.  The Bloomberg Barclays US 

Aggregate and BAML Intermediate 

Municipal Indices were up 0.8% and 

1.4% respectively for the quarter.  

The trailing six months show 

negative returns of down 2.2% and 

1.1%, respectively. 

A fair question to ask is why 

hold fixed income?  If inflation 

expectations are building and the 

yield on these two indices is only 

slightly higher than the 2% inflation 

rate a fair question to ask is why 

does it make sense to continue to 

have exposure to the fixed income 

markets?

As our colleague Bill Spitz pointed 

out in his latest commentary, there 

is still plenty of risk to the optimism 

that has led to the recent gains.  

Separately, from the perspective 

of a fixed income investor the 

economic growth continues to lag 

the inflation outlook.  Therefore we 

believe an allocation to fixed income 

will continue to serve a diversified 

portfolio well especially if the pace of 

future rate increases is moderate.

While the Fed’s Summary of 

Economic Projections (Dot Plot) has 

historically been overly optimistic, 

we do believe the guidance provides 

some useful insights.  Just six 

months ago, Fed officials were 

routinely pleading their case to 

advance the process of “interest 

rate policy normalization” by raising 

interest rates towards a level deemed 

to be neutral. That has tended to 

mean a level considered to be neither 

accommodative nor restrictive to 

lending rates.  The neutral level 

indicated by the Fed’s Dot Plot Chart 

now stands at 3%, well above the 

current Fed Funds rate of 1%.  The 

neutral level is a moving target as 

the Fed continuously considers 

economic data, however we believe 

the trend of lower revisions over the 

last three years is notable.
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We believe an allocation 

to fixed income will 

continue to serve a 

diversified portfolio  

well especially if the 

pace of future rate 

increases is moderate.
Source: Bianco Research



Another insight gained from the 

Dot Plots is the pace at which the 

Fed hopes to reach the neutral 

target. After entering 2016 with an 

aggressive plan to hike rates four 

times, the market pitched the Fed 

a shutout until December when 

they raised rates on the heels of the 

Trump election and the GOP sweep 

of Congress.  The December move 

marked only the second rate hike in 

the past eleven years. 

As we entered 2017, the Fed seized 

an opportunity to capitalize on the 

optimism in the markets to issue a 

revised Dot Plot chart indicating a 

desire to raise rates three times in 

2017.  The Fed followed up with an 

assertive rate hike in March despite  

further downward revisions of the  

Q4 2016 GDP.

Still, the path to interest rate 

normalization is much longer than 

in any previous time in history 

due to the Fed’s unprecedented 

financial crisis era “Quantitative 

Easing” program.  As a reminder, the 

expressed purpose of QE I, II, and 

III was to lower interest rates below 

the level that could otherwise be 

accomplished through traditional 

monetary policy means and a Fed 

Funds rate of zero.  The program 

purchased bonds in the fixed 

income markets in order to suppress 

interest rates across the yield curve. 

To accomplish this feat, the Fed’s 

balance sheet ballooned from $1 to 

$4.5 trillion in assets which continues 

to this day to be reinvested as the 

bonds mature.  

Globally, the QE concept was 

embraced by central banks around 

the world as the “big four” (U.S. Fed, 

European Central Bank (ECB), Bank 

of Japan (BoJ), and the People’s 

Bank of China (PBoC)) balance 

sheet assets have now reached 

over $18 trillion.  The impact of 

these programs on interest rates 

has been profound and continues 

to hold nominal interest rates and 

thereby real interest rates (nominal 

interest rates minus inflation) well 

below levels most investors deem 

reasonable for an environment of  

2% or even higher rates of inflation. 
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The path to interest rate normalization is much 

longer than in any previous time in history due  

to the Fed’s unprecedented financial crisis era 

“Quantitative Easing” program.  

Source: Bianco Research



There is an obvious sense of urgency 

by the Fed to provide some “policy 

space” (a new term from the Fed) 

to raise short term interest rates 

and reduce the size of the balance 

sheet.  The thought is to act before 

the need arises for the Fed to resume 

an accommodative stance to counter 

the next recession but the question 

becomes a matter of the chicken 

and the egg.  Will the Fed create a 

recession or at a minimum slow  

the fragile economic growth by 

raising rates before the growth is  

self-sustaining?

The consensus among bond market 

insiders is that the pace of future  

Fed rate hikes as well as the rate  

of inflation will be much more 

gradual than the Fed Dot Plots or  

the inflation data would suggest.

The optimism priced into the 

markets based on the abilities of 

a GOP majority in Congress and 

President Trump to quickly produce 

tax reform and fiscal stimulus may 

fade as the process seems to be 

slower than originally thought.  In 

addition to the political wrangling, 

we continue to believe the biggest 

elephant in the room is not President 

Trump but rather the headwinds 

created by a bloated Fed balance 

sheet and enormous Federal deficits.

As a result, we remain confident 

in the ability of our fixed income 

managers to adjust to an interest 

environment that while trending 

upward will move slower than the 

Fed would prefer.  We are satisfied 

and continue to maintain our 

slightly defensive posture relative 

to our high-quality fixed income 

benchmarks with selective exposure 

to credit opportunities.

Regards,

R. Samuel Fraundorf 

Chief Investment Officer
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We remain confident in the ability of our 

fixed income managers to adjust to an interest 

environment that while trending upward will  

move slower than the Fed would prefer.

Source: Bianco Research
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