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2018 has started out on a much different note than the
last few years, and an investor needs only to look at
the change in equity market volatility to see that times
might be very different for a while longer.
VIX Index

Source: FactSet

It is helpful in times like these to be able to put our hand on a set of known
“truths” to help us keep focus, especially when things are in transition from
what they were to what they are going to be. My colleague Bill Spitz recently
penned a piece outlining 25 things he has learned from more than four decades
in the business of managing wealth. If you have not read it, I encourage you to
do so. You can find it in the “White Paper” section of our web site or by clicking
here. In this quarter’s communication it seems smart to revisit some of these
ideas and explore them in more depth.
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RISK
Risk is a difficult topic because the word itself can have a number of different meanings. At its core, risk is
uncertainty and investors have generally known they have to be able to find some level of comfort with
uncertainty. However, there are lots of uncertainties and modern theory hasn’t really helped with the real
behavioral limits we humans have in understanding all of them and how we react to them.
Let’s start with organizing our personal investing relationship with “risk” into three big baskets: (1) risk related
to being able to spend over time; (2) risk our investments behave differently from a stated objective (especially
underperforming it); and (3) risk that we have a big loss at some point, larger than we feel comfortable with or
can weather. While these risks are related to each other in some respect, they really feel different to us. But all of
them can be addressed within the framework of a well-constructed and diversified portfolio.
For most investors, their portfolios represent a pool of assets with a specific job to do, namely spending over time.
Our first identified risk relates to the volatility the portfolio experiences over time and its impact on that spending
rate. Returns generally aren’t neatly arranged through time, tending to come to us in lumps and bumps. The more
bumpy the ride, the more impact those returns have on our ability to spend. Obviously, the more return the assets
generate, the more the portfolio can spend. But risk plays an important part in arriving at a spending rate; the less
variation in period-to-period returns that a group of assets experiences, the more it can spend. Think about the
portfolio as a bucket of water you are carrying through a garden. The bucket has a hole in the bottom of it, watering
the vegetables; this represents the spending of the portfolio. You need to make it to the end of the row so all the
plants get watered. As you walk and slosh the bucket around, you lose water; this is like volatility. The more volatile
the walk, the less the bucket can support in spending. Investors need to think about the amount of volatility they
are willing to allow the portfolio to experience because it can impact their spending quite a bit. A higher expected
return generally has to come with a higher level of volatility, so just taking more risk to support a higher spending
rate is not without considerable concern. Portfolios need to be managed to address the level of fluctuation in
returns from period to period to allow them to spend more at whatever total return they are able to generate.
Experiencing a different return from a benchmark or goal is the second risk investors should think about. This
can be a fear of missing out, of not participating in an asset class or a market run up. But it is also a way of
understanding the impact of the different decisions being made in the allocation and managers selected for a
portfolio. We can use calculations like tracking error to measure and monitor this risk, but the important thing is
first making sure the objective is the right one. That target can be studied to see how it performed in good times
and bad times historically, its ability to meet a spending need or how well it helped to meet specific goals. Making
sure the right benchmark is selected and then making sure the investments track that objective is very important.
It helps us because we have confidence our approach is solid and keeps us grounded in good times, protecting us
from too much exuberance, and in bad times from losing confidence and abandoning a well thought out approach.

FIRST QUARTER SUMMARY 2018 | DIVERSIFIED TRUST COMPANY

3

Finally, we have to accept the fact that we are human and as such we often react poorly to painful events,
such as a big loss in our portfolio. Loss in a portfolio can be measured by drawdown, or the largest cumulative
negative return over a particular period, like the last year or through an event like the Great Financial Crisis.
Most of us would like to experience less drawdown than a market index or our objective benchmark though
we need to realize that tends to mean giving up the ability to participate fully with the market when it rises.
Understanding the potential losses a portfolio can experience in bad times before they occur should help us
be more comfortable when a correction happens. This fear of loss is a powerful motivator, and it tends to run
counter to what a prudent investor should consider. We tend to become more sensitive to losses as a market falls
and more likely to begin to lower our allocation to risky assets. However, it is at these times that risky assets are
becoming cheap. We need to acknowledge our fear of loss before we have to experience it and set our guidelines
and portfolios to behave in a manner we believe we can stick with. There should be comfort in understanding
what to expect from a well-built set of investments and then watching them perform accordingly.

Understanding the potential losses a portfolio can experience in bad times before
they occur should help us be more comfortable when a correction happens.
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NOISE VERSUS KNOWLEDGE
It is quite possible the Information Age has been misnamed. There seems
today to be a great deal of noise but an ever decreasing amount of information.
This is partly based upon the economic model of news; the more outrageous
the story, the more likely it will garner sales of newspapers or clicks today.
The number of outlets has increased exponentially because the internet has
reduced the cost of entry to basically nothing. But that has not increased the
quality of the analysis or made the noise any more valuable to investors, both
average and professional alike. There is more disinformation available today
than ever before and access to it is easier, too. In fact, social media today
actually drives more visits to such disinformation sites than it does to real sites.
Sir John Templeton once said, “Focus on value because most investors focus
on outlooks and trends.” It has been our experience that most commentary
today tends to focus on versions of their outlooks and the current trend in price
or volatility or confidence or pessimism. The problem with that is the future is
nearly impossible to predict, so outlooks are more about sounding smart than
actually being able to provide useable insights. And since we as humans tend
to want to follow the herd, discussing the trend plays to our natural behavior.
Neither, though, are more helpful than understanding value.
The savvy investor needs to push their horizon further into the future, beyond the
immediate trend and look to what is worth their investment dollars. Over the long
term, we expect stocks to perform better than most assets because their return is
related to the long-run growth of economies, which tend to grow much faster than
the rate of inflation. Because of this, they have a proper position in portfolios to
carry a large part of the investing burden. Bonds help to reduce the risk inherent
in owning stocks, at the cost of returning less. Bonds should stay ahead of cash
in terms of return, and cash should yield the rate of inflation over the long haul.
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Stocks tend to move through cycles of cheap to expensive and back to cheap
and we can see this in the cyclically adjusted price to earnings ratio, or CAPE, and
tends to be confirmed by the average amount of stocks owned by households.

Households tend to
like holding more
stocks as they become
more expensive,

When Households Like to Hold Equity

and holding less stocks
as they become more
CAPE

% Equity of Household’s Net Worth

following the herd,

inexpensive.

Recession
CAPE
% Equity of Household’s
Net Worth (Left)

Source: Board of Governors of the Federal Reserve System, Robert J. Shiller

Bond returns are based upon economic cycles and interest rates. These things
allow us to consider their prices today and what we think we will be paid to hold
these assets long term and allows us to tweak their allocations in portfolios.
Long horizon decisions based upon value can be beneficial. Shorter horizon
decisions based upon trends and recent volatility are generally not; market
timing is really hard. Ignoring noise is almost always the right thing to do.
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KEEPING THE LONG VIEW
It would be only natural to think about your portfolio more frequently as times become more unsettled and
news outlets give more opinions and forecast of the future. We have seen financial service providers that
blast emails weekly, updating portfolio performance using large, bold fonts and color graphics of green for
increases and red for decreases. The problem is that there is potentially no more information in 52 weekly
prints of performance than an annual review of the same activity, but the average person will tend to feel
compelled to do something over the course of the year given so many touchpoints.
Imagine a coin flip. Assuming the coin is fair, you would expect heads to come up as frequently as tails over
a number of flips. Flipping three or five heads in a row does not increase the chance that the next flip is tails.
But we humans absolutely think it does. It influences our “prediction” of the next toss, even though there is
no reason that tails should be more likely. It is still 50/50. The more frequently we observe the flip, the more
chances we have to let the results influence our decision making. And we usually think more flips, or more
reporting periods, is better.
So, why do we do it? Part of the reason is that we are programmed to look for patterns. As humans, we seek
patterns as a way to help us understand the world and how it is functioning. In fact, we will see patterns
even when there are not any, known as apophenia. Some scientists think the reason for this is related to the
consequences associated with being wrong. There are two ways we might be wrong when trying to identify a
pattern. First, we think there is a pattern when in reality there isn’t, known as a Type I error in statistics. The
second is that there really is a pattern and we fail to see it, which is a Type II error. If there is a series of rustles in
the grass as we walk across an African plain, a Type I error would be our assuming there is a lion stalking us when
really there isn’t one. A Type II error would be thinking it was just the wind when it really was a lion. Making a Type
I error doesn’t cost us much; we run away from nothing and the day goes on. A Type II error, however, may mean
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a very bad day where we end up as lunch for a lion. The cost of thinking there
is a pattern when there isn’t tends to be preferable to missing the pattern and
having something very bad happen. To add to that, research has shown that we
are more likely to see patterns the more anxious or stressed we are.

A portfolio is like a bar
of soap; the more you
handle it, the smaller

If we apply this to our portfolios, we search for information in a small series
of performance data and then look to react. Our fear is that a bad manager or
investment exposure is going to unravel our portfolio and cost us significant

it gets. While we fully
intend for our portfolios

return. The more we look for patterns, the more likely we are to convince

to be able to be handled

ourselves that some are present. And when markets are more volatile and we

and to do the work they

are more nervous about them, it becomes more apparent that we need to fix an

need to do, which is to

“obvious” shortcoming that we now can see from the fact that the portfolio is
down three months or six month in a row. The problem here is the cost tends to

sustain spending into

be higher than we realize in trying to see a pattern that most likely doesn’t exist.

the future, we really

We think we are avoiding the lion by making some change, whether that is firing

don’t need to touch

a manager or changing our allocation. But those actions have tax, transaction
and opportunity costs. The fear of the lion is better addressed by diversification,
a solid investment plan and sound execution. Sound construction is our way

them any more than is
absolutely necessary.

of cutting the grass short such that is anything is hiding, it is small. It is much
better to design a portfolio to handle our inevitable mistakes, because as
humans we make them, and market adjustments, because they do happen,
than to try to react to an imagined pattern or series we should know doesn’t
exist in the data. And the more frequently we search for it, the more anxious and
likely to react we become.
We have a saying that we bring out from time to time: A portfolio is like a bar
of soap; the more you handle it, the smaller it gets. While we fully intend for
our portfolios to be able to be handled and to do the work they need to do,
which is to sustain spending into the future, we really don’t need to touch them
any more than is absolutely necessary. Setting proper evaluation periods and
coupling that with well-thought out and tested concepts for their construction
and allocation helps us make that happen.
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FIRST QUARTER 2018 RESULTS
The first quarter of 2018 started where calendar year 2017 ended, but as worries about inflation, technology and
trade began to dominate the national attention, volatility and negative investment returns began to follow. The
S&P 500 finished the quarter down 0.8%, with large stocks performing worse than smaller stocks on anticipation
of tariffs and trade wars; the Russell 2000 was nearly flat at -0.1%. Growth stocks were better than value stocks and
were able to show positive returns, while value stocks were negative across the capitalization range from large to
small. Developed international stocks were down in dollar terms, posting a -1.2% return for the quarter even as the
dollar weakened 2.1%. Emerging market stocks were the strongest equity performer, up 1.4% in dollar terms.
The Federal Reserve was able to get its first rate hike of three it has signaled, but fears of potential inflation and
the economic impact of uncertain trade policies moved bonds higher and rates lower. The Bloomberg Barclays
U.S. Aggregate was off 1.5% for the first three months. Credit did slightly better than that, with high yield off
0.9%. Municipal bonds were better still, with the Bloomberg Barclays 1-12 year Municipal Bond index down
0.7%. Shorter duration TIPS were positive at 0.2% as inflation helped offset the move toward safety. Short-term
interest rates have moved up almost 1% over the last year, as the yield on 90 day T-Bills rose from 0.75% to
1.72%, flattening the yield curve. The U.S. 10 year Treasury finished the quarter at 2.74%.
Crude oil moved higher during the first quarter of 2018, with the price of a barrel up 7.5%. MLP’s continued their
weakness ending the quarter down 11% as measured by the Alerian MLP index, since their earnings are not dependent
on oil or natural gas prices. REITs also showed significant weakness and fell by 7.5% over the first three months.
The economic information that came in during the quarter was not strong enough to help offset the fiscal
concerns. U.S. GDP posted a slowing result for the fourth quarter of 2017, growing at an inflation adjusted
2.6% rate, down from the better than 3% annualized growth in the second and third quarters of 2017. Inflation
concerns started higher in 2018, with CPI posting a strong 0.5% change in January before falling to 0.2%,
seasonally adjusted, in February, leaving the trailing 12 month rate steady at a 2.2%, in line with the Fed’s stated
target. Nonfarm payrolls were strong in February, but wage growth slowed from January and stood at 2.6% on
a year over year basis, slightly behind the CPI change over the same period. Markets continue to expect faster
increases in wages given the extremely low unemployment rate, which remains constant at a 17 year low of 4.1%
The big change we saw in the first quarter was the return of volatility, which came roaring back after many years of
lackluster and below average numbers. Early February saw a significant surprise, with one of the largest and most
unexpected increases in the last fifty years. Investor complacency seems to have changed for the time being. We
saw the CBOE Volatility Index finish the quarter at near 20, having averaged around 11 for more than the last year.
While there was significant uncertainty in terms of politics, trade and economies, investors didn’t suffer a big
drawdown. Some clarity around the big topics should help returns going forward as long as we can continue
to see growth.
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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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■
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