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Summary
• 2017 was a good year for risky assets, especially stocks. As we end the
year and begin to look ahead, we believe that global economic growth
should continue into 2018 with the first half of the year poised to be stronger
than the second half. Inflation should continue to rise slowly and could
remain below the Federal Reserve’s target of 2% for a good portion of the
year, helped by moderate wage growth and oil prices. Fiscal stimulus,
particularly in the U.S. should help risky assets in the earlier portion of 2018
and barring a calamity, we see no signs of a recession.
• We do not think that 2018 is without risks or worries. The fact that most
prognosticators see nothing to worry about worries us. Fiscal expansion
in the form of tax cuts and higher spending is borrowing future growth for
the present, at a time when economies are expanding without them and
we have full employment. It is quite possible the current level of
employment will start pushing up wages and inflation. The Federal Reserve
is already moving towards tightening, and the European Central Bank and
Bank of Japan will likely follow; increasing inflation gives central banks
more reasons to raise rates and could sour investor confidence, consumption
and financial markets.
• This has been a long expansion that most certainly is entering its late
cycle. Though we think that the recent growth momentum in economies
and measured monetary policy will continue, supporting our current risky
asset weights, this is not a time to be complacent. Well-diversified portfolios,
with healthy helpings of fixed income and diversifying investments should
be the objective, with an eye to slightly shorter duration, limited credit and
increasing weights to non-U.S. equities.
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WHAT A YEAR!
What a year for risky assets! U.S. stocks finished the year up over 22% and non-U.S. stocks were up over 26%.
From the low point in the first quarter of 2016, the S&P 500 is up 46%. The path the market has taken has been
remarkable. As we ended 2017, the S&P 500 did not have a day of more than 1% movement in either direction
for more than two and a half months. The last time we have seen such a period of little volatility? 1995. The
market averaged a new high once every four days during the year.
The strong financial market results were largely based on strong economic expectations that came to fruition
over the year. In the U.S., both second and third quarter GDP was up more than 3% on an annual basis while
unemployment trended downward all year, beginning at a low 4.7% and finishing at 4.1%. Inflation stayed
subdued and markets tolerated the Federal Reserve’s interest rate increases. Global GDP was up 3.6% with
emerging economies posting a very strong 4.6% growth rate. Housing, consumer confidence and most areas
of business activity were all very strong in 2017. Longer-term interest rates, as measured by the 10 year U.S.
Treasury rate, finished the year about where they started though the yield did move; short rates tended to move
up, while longer term rates tended to move down.

Cumulative Real GDP Growth Since Prior Peak %

Source: Strategas & U.S. Bureau of Economic Analysis
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As it stands, we expect this economic strength to continue into 2018. Leading the way will be the reduction
in U.S. tax rates that has the expectation of adding $10/share to the S&P 500 earnings while also lowering
individual income tax rates and creating the potential for additional consumption. This could impact both
the economy and financial markets. Fiscally, it should have a positive contribution to U.S. GDP, adding 0.5%
of additional expansion in 2018, with much of that potentially coming in the first half. Because of this, we
see the first half of the year potentially being stronger than the second half, given its fiscal stimulus head
start. In anticipation, we have been seeing the leading indicators trending up with improved new orders and
manufacturing supplier deliveries. The impact to stock and bond markets is still uncertain, given how richly
valued they are today. While increased corporate earnings can help support current valuations, we have begun
to see a tick up in interest rates (and a decline in bond prices) as the bond market anticipates the increased
economic expansion. Higher interest rates are a natural economic limiting force, but given the solid base of
strong employment, positive growth, and additional fiscal stimulus from tax reform we see 2018 as beginning
with high expectations for the economy.

While increased corporate earnings can help support current valuations,
we have begun to see a tick up in interest rates (and a decline in bond prices)
as the bond market anticipates the increased economic expansion.
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2018 IS NOT WITHOUT WORRIES
We are not alone in our thoughts about 2018. In fact, most economists and
prognosticators are optimistic for the next year. When everyone agrees, it
makes us nervous. A market balanced between optimism and pessimism
handles surprises better than one tilted substantially in either direction. We
believe there are a few material uncertainties to face in the coming year.
The tax bill passed by Congress and signed by the President just before
Christmas represents the most sweeping change to our tax code since 1986.
At its core, it represent a fundamental supply-side approach to fiscal stimulus
by reducing corporate and individual tax rates with the expectation of higher
economic growth, looking to make up the shortfall in tax receipts in the future
with a larger tax base. The concerns with this approach are twofold: first,
the Joint Committee on Taxation expects economic growth will not increase
enough to cover the total revenue impact, increasing the national debt by
approximately $1 trillion over the next 10 years. This shortfall will create
some aspect of crowding out as governmental borrowing replaces business
and individual borrowings and should lead to higher interest rates. Secondly,
this fiscal stimulus arrives at a time of full employment, positive economic
growth and low inflation. When the next economic recession comes there
will be less ability for a fiscal response given the timing and size of The Tax Cuts
and Jobs Act.
Another concern is the low level of inflation in the U.S. economy. Inflation has
registered 2.2% or below, on an annualized basis, for most of the past seven
years. Low and stable inflation has been a benefit to the markets. Oil prices
are part of the reason inflation remained contained. Oil dropped below $60
a barrel in December 2014 and tended to stay between $40 and $60 a barrel
ever since. A bigger influencer, however, has been wages. The Phillips curve
measures the relationship between falling unemployment and rising wages
and prices; historically, as fewer people are unemployed employers are forced
to pay more for workers, giving people more income with which to purchase
goods and services. Additional demand tends to drive up prices. This recovery
has been different. We have seen a dramatic decrease in unemployment rates
without any real increase in inflation or wages. This has tended to be true
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because increased labor force participation has led to more workers entering
the job force helping to limit wage increases. Low productivity growth has
limited the potential for real wage growth. Finally, technology has helped
reduce the bargaining power of workers. We don’t think these trends continue

The central banks
of the U.S., United

forever and at some point wages and prices will start to increase. Inflation

Kingdom, the European

will mean central bank actions and the need to thread the needle of allowing

Union and Japan all

economic growth but not letting inflation get too high. That is not an easy
tightrope to walk.

have either begun or
signaled they intend to

The central banks of the U.S., United Kingdom, the European Union and Japan

begin a transition from

all have either begun or signaled they intend to begin a transition from easing

easing to one of less

to one of less accommodation. The Federal Reserve has led the way with five
rounds of interest rate hikes over the last two years and has started to reduce

accommodation.

the size of its balance sheet. We expect the European Central Bank to end its
quantitative easing in 2018 and could start increasing interest rates in early
2019. The Bank of Japan has indicated it plans to slow its quantitative easing
in 2018 as well as looking to increase interest rates. Central bankers all want
to have the ability to lower interest rates when the next recession arises. But
current low rates don’t allow for that. Some amount of tightening needs to
happen so that some amount of easing is possible in the future. The concern
is that current tightening well could hasten the next slowdown. The changes
in leadership at the Fed and other central banks could lead to a reduction in
accommodation that is faster than markets or economies can handle. The
transition from easing to tightening has the biggest potential to impact both
the economy and financial markets.
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LATE IN THE CYCLE
The economic recovery from the Great Financial Crisis, and the resulting
financial market appreciation, has been one for the record books. At nine years
we certainly consider ourselves to be late in this expansion cycle. But as we
have written previously, expansions and bull markets do not die of old age.
Academic research has shown that recoveries from financial crises tend to be
slow but long-lived and this is proving to be the case today. More important
is the environment in which we find ourselves and keeping a close eye on the
macro data. As we have outlined, a fairly strong U.S. economy is expected
to receive additional stimulus with a historic tax re-write while the global
economy should also continue to experience above average growth. Barring
some calamity, 2018 looks to be shaping up nicely.
But as we also point out, the global economy and worldwide financial markets
have become very accustomed to accommodative monetary policy. As we
watch central banks change tack, we also realize the risks to valuations.
Because of this, we also think being highly diversified across a wide range of
risk premiums is as necessary today as it has ever been.
Equities have benefited during this extended recovery and have appreciated
strongly in 2017 during the best period of coordinated above-average global
growth in more than 10 years. While U.S. equities are near all-time highs in
terms of valuations, non U.S. equities are still relatively attractive and equities
overall are poised to further benefit from increasing corporate profits.

U.S./Europe CAPE Spread

Source: Barclays
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Because of this, stocks continue to remain the main driver of expected return
for most portfolios. The biggest concern with holding equities, especially at
these valuations, is their sensitivity to anything that is not supportive of future
growth, whether that be increasing interest rates or a geopolitical event.
To reduce the risk that stocks bring to a portfolio, the classic offset has

Bonds are our best
hedge against bad
things happening,

always been bonds. Today, though, bonds are a little less attractive to us for

such as a political

three reasons: first, we anticipate a slow rise in interest rates, driven by the

shock or severe financial

potential for economic growth as well as central banks looking to normalize

market adjustment.

the level of rates.

10 Yr/2 Yr Treasury Spread

Source: Federal Reserve Bank of St. Louis

Second, other than Treasuries, most bonds have a credit risk component
and credit is more than fairly valued after years of yield chasing by investors.
Finally, we are mindful of rising inflation rates as the nearly nine years of
decreasing unemployment and only middling inflation begins to revert to its
more usual relationship. We still like bonds in general and have been ensuring
our portfolios hold slightly shorter duration (which has less interest rate
sensitivity) and relatively high quality (being careful with the credit risk we are
willing to take on). Bonds are our best hedge against bad things happening,
such as a political shock or severe financial market adjustment.
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The last major piece of a fully diversified portfolio is what we call diversifiers.
These are investments that have a return we expect to be 2% to 4% better than
inflation and have very little connection to either the risks or returns of stocks
or bonds. They can take various forms, such as hedge funds or mutual funds,
and strategies, such as long/short equities, managed futures and global macro.
When built and managed correctly, they provide exposure to risk premiums
besides equity or interest rates and contribute to a more robust investment
portfolio. We see these types of investments continuing to be important in a
world of rising interest rates and expensive stocks.
Today we see a world expecting continued economic growth and the benefit
of risky assets to help transfer that growth into investment portfolios. But we
also see the potential for the unexpected, especially when most investors are
all thinking much the same thing. Global diversification and a realization of
modestly rising interest rates is in our opinion a prudent start for our exposures
for 2018. As always, we expect to stay vigilant in reviews and analysis of
economies and markets and tireless in our search for pockets of value for our
clients’ portfolios.

Global diversification and a realization of modestly rising interest rates
is in our opinion a prudent start for our exposures for 2018.
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2017 YEAR END RESULTS
It tended to be good to be a financial asset in 2017, since just about everything seemed to go up over the year.
While the Federal Reserve was able to get three rate hikes in, markets were pretty good at taking each of them
in stride and moving upward. The S&P 500 finished the year up 21.8% after posting a very acceptable 12.0%
return for 2016. Large stocks were better than small stocks and growth stocks were better than value stocks.
The Russell 2000 was up 14.6%, trailing the large cap Russell 1000, while U.S. growth posted a 30.2% return
for the year compared to U.S. value at 13.7%. Developed international stocks were up even more in dollar
terms, posting a 27.2% return for the year as the dollar weakened almost 10%. Emerging market stocks were
even stronger, in part on currencies and in part on expectations of trade and U.S. economic strength; the MSCI
Emerging Markets Index was up 37.3% for the year.
Bond returns were more subdued, with the Bloomberg Barclays US Aggregate up 3.5%. The increase in shortterm interest rates by the Fed helped to flatten the yield curve during 2017, though the yield on the U.S. 10 year
Treasury finished the year within a few basis points of where it started at 2.40%. Municipals were generally able
to keep pace with their taxable brethren, with the Bloomberg Barclays 1-12 year Municipal Bond index up 3.2%
and credit did even slightly better than that, with high yield up 3.8%.
MLP’s were the largest disappointment in our portfolios, ending the year down 6.5% as measured by the Alerian
MLP index despite a strong December. Oil prices slid during the first half of the year, but moved higher on lower
U.S. production, finishing at $60 a barrel, up from their $53 a barrel start.
The economic information that came in during the year helped support the enthusiasm the markets showcased,
with U.S. GDP posting better than 3% annualized growth in the second and third quarters and the New York
Fed expecting an even stronger fourth quarter. Overall CPI remaining steady at a 2.2% annual rate through
November, in line with the Fed’s stated target, though it was helped by the increase in energy as gas prices
moved up 7.3%. Excluding food and energy, prices have moved up only 1.7% over the last year. Wages continue
to grow slowly, which we expect to start to change given the extremely low unemployment rate.
Overall, 2017 was very agreeable for most financial market investors. We will look to the market’s ability to
digest the continued change from easing to tightening of the Federal Reserve and the impact of U.S. fiscal
stimulus from the tax law change in 2018.
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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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