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The third quarter of 2018 was a very good one for U.S.
equities and somewhat trying for almost anything else.
In fact, that has been the story for all of 2018 so far.
And, it has been the story for the trailing 10 years.
3rd Qtr 2018

YTD 2018

Trailing 10 Years

S&P 500

7.7%

10.6%

12.2%

MSCI ACWI ex U.S.

0.7%

-3.1%

5.2%

MSCI Emerging Markets

-1.1%

-7.7%

5.4%

Bloomberg Barclays U.S. Aggregate

0.0%

-1.6%

3.8%

We know from history that this kind of relationship among risky assets, and between risky and
safer assets, doesn’t go on forever. While the U.S. has easily been the best performing market
over the past decade, it is important to remember that isn’t always going to be the case. In
fact, strong returns from one asset class over an extended time period often lead to relative
underperformance as investors shift their focus. The last time the S&P 500 showed such
significant outperformance was during the 1990s, when it beat international markets by 6.5%
on an annualized basis. That changed as the tech bubble burst, with international equities
outperforming during the 2000’s; emerging markets beat the U.S. by a full 10% annualized
during that decade.
The recovery from the Great Financial Crisis (“GFC”) has been a remarkable one and being
overweight U.S. equities has been one of the best positions an asset allocator could have
taken. In fact, U.S. equity exposure has been the largest geographic allocation in most of our
portfolios and we have not tended to make any substantial changes so far this year. But there
are a number of things happening in both the U.S. and elsewhere that leads us to believe that
the time is coming to consider small changes to our portfolios as we reach the latter innings of
this market cycle.
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U.S. STRENGTH
U.S. equity markets have been driven higher this year so far by two materially positive factors. The first is
corporate earnings. Corporate earnings have been on fire so far in 2018, estimated to grow about 21% over 2017.
A third of that growth comes from the benefits of the 2018 tax cuts Congress approved at the end of last year. But
even without that gift, revenue at the top line has been up a strong 8% and the lack of any real growth in labor
costs has allowed for margins to expand and improve earnings by an additional 5%. Quite frankly, these earnings
are about as strong as an investor could hope for, and strong earnings generally lead to strong stock prices. In
the current case, corporations in the S&P 500 have begun to use their increased profits, the results of this better
revenue and expense control, to boost their return to investors in the form of increased dividend payouts and
share buybacks. These two categories represented about 40% of cash uses in 2009 and increased to 44% in 2015.
For 2018, they are expected to be 47% of the cash available to companies and nearly half of the cash in 2019. But,
2019 and 2020 represent a potential slowing in earnings growth. First, the tax benefit of the 2018 tax act will be
essentially gone. Revenue and margin expansions are expected to slow to about 8% and represent almost the
entirety of any growth in earnings. In addition, these early estimates about earnings growth tend to be on the
optimistic side, so we may see actual earnings come in lower.
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Estimated
to Earnings
Growth
Estimated Contribution
Contribution to
Earnings Growth

21%

Total

Tax Benefit
Share
Repurchases
Margin
Expansion

Revenue
Growth

7%
1%

5%

8%
2018

10%
1%
1%

9%
1%

3%

4%

5%

4%

2019

2020

Source: FactSet, Axios

Another benefit that companies had in 2018 was the lack of any meaningful inflation. Slow inflation growth has
allowed the Federal Reserve to move more slowly with its rate increases, allowing for the benefit of its monetary
stimulus (its reaction to the GFC) to continue in the form of lower interest rates. The fact that the U.S. central
bank was the first to execute a strong monetary response to the crisis has meant that we have experienced the
most benefit from this recovery cycle when compared to the other developed countries of the world. Barring
another crisis, markets are expecting the path to a more normal state of interest rates to be elongated, too, when
compared to past cycles. However, recent market turbulence is showing that markets are becoming increasingly
wary of this assumption. Fed Chairman Jerome Powell was quoted early in October as saying the economy, and
by extension the Fed, is still a long ways from a “neutral” interest rate. If the neutral rate, which is the rate that
theoretically would allow the economy to grow at its long-term trend rate with stable inflation, is significantly
higher than where we are today, the Fed is likely planning a larger number of rate hikes than most investors were
expecting. While the Fed believes that this won’t impede the economy’s ability to grow, the recent pullback in
equities indicates that the market believes otherwise.

The fact that the U.S. central bank was the first to execute a strong
monetary response to the crisis has meant that we have experienced the
most benefit from this recovery cycle when compared to the other
developed countries of the world.
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CHINA AND TRADE
We have watched the current administration change its stance on China.
What began as an overture to a new and improved U.S./Chinese political and
economic relationship in 2017 now appears to be moving toward something
closer to a new cold war. China’s stated goals of “China 2025” (increasing
the amount of domestic core materials in all Chinese production to 70%
by 2025) and “One Belt, One Road” (an economic and strategic agenda to
tie Eurasia, Africa and Oceania through routes within China and along her
maritime paths) are being seen as direct threats to U.S. interests, both in
Asia and on the global economic front. The trade sanctions and tariffs of this
administration, along with its incentives to other trading partners to look to
exclude or reduce the influence of China, are part of an escalating conflict
with our second largest trading partner after the European Union.
We are seeing three key parts of the U.S. interaction with China. The first is the on-going trading policy and
the back and forth tariffs. Trade wars and tariffs tend to have negative effects for two reasons: they tend to
lower demand (hurting revenues) and they increase the costs of goods. This could lead to inflation in prices
and help goad the Federal Reserve into faster rate increases, something equity markets do not want to see.
Markets would like to see a more cohesive and strategic U.S. approach to China. The renegotiation of NAFTA
was a relatively easy trade discussion, since the changes were actually quite minor because of the closeness of
the markets and governments. China represents a much more complex relationship with interests that are not
nearly as closely aligned to ours and lacking a coherent plan probably means tariffs are here for a while.
Another concern is China’s desire to weaken the position of the U.S. dollar as the global reserve currency.
Given its trade on a world-wide basis, China would benefit from the world having more than one reserve
currency, and weakening the dollar would tend to come at the benefit of strengthening the yuan. While we
don’t see this as an immediate concern, especially seeing how the dollar has advanced so far this year, it could
be a big issue in the future.
Finally, it seems the U.S. need for political support from China and China’s willingness to give it are also
changing. The administration’s perceived need for help from China in dealing with North Korea seems to
be diminishing and China’s relationship with Russia and other countries at odds with the U.S. seems to be
increasing. Vice President Mike Pence’s speech on October 4th presented the Trump Administration’s new
approach to China, moving from one of cooperation to one of competition. This is not a relationship global
markets want to see and the uncertainty associated with this new policy probably hurts stock markets in the
long run.
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INTEREST RATES
Interest rates have been rising this year, as can be seen below in the chart of the yield of the U.S. 10 year Treasury.
We have seen the 10 year move from 2.46% to start the year to 3.16% as of 10/15/18.
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Rates tend to rise because of increasing economic growth or inflation, or both. U.S. GDP has been growing at
a pretty good clip this year, with the second quarter coming in at an adjusted 4.2% real rate. However, most
economists think that number will come back down to about 3.3% for the second half of the year and finishing
2018 at about 2.9% after 2017’s 2.2% pace. Inflation, as we have already stated, has been mild. Two additional
causes of rising rates could be the disruption of global supply chains and increased federal deficits. The trade war
and its impacts on the supply chain is an unknown but probably negative as is the currently expanding deficit. For
the 11 months through August of this current fiscal year, the deficit was almost $900 billion compared to what was
a whopping $674 billion for the same 11 month period in the prior fiscal year. The impact of the tax cut is a large
contributor to the difference, along with spending increasing by about 7%.
Regardless of exactly why, we do think rates will continue to have upward pressure on them for the next several
quarters. The Fed is expecting good growth numbers for the remainder of the year. The language from the Federal
Open Market Committee is that it should keep raising rates and signal to the markets that the policy stance has
changed. This will tend to have a negative influence on total bond returns and will most likely not be taken really
well by equity markets, either.
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WHAT ARE WE DOING?
We believe that we are in the late innings of this recovery/expansion and that all the fuel that both the Fed (in
terms of monetary policy) and Congress (in the form of fiscal policy) has been spent to create the financial market
expansion we have experienced for the last decade. That is not to say that we think the party is over and it is time to
go home. But we are spending our time thinking about the ways we will be moving the portfolio more defensively
as our next steps.
We have tended to remain fully allocated to our equity risk baskets since the growing economy, impact of tax
breaks, and generally accommodative Federal Reserve policy supports that. We have taken the opportunity during
the strong 2017 U.S. equity market performance to begin to add to our international equity holdings while trimming
during strength from the U.S. As we have said, the valuations outside the U.S. look much more attractive. Part of
that reason is their margins are not yet as strong as those in the U.S., but we see them improving over time. The
relationship between U.S. P/E ratios and EAFE have tended to show a premium for holding U.S. stocks, but the
current gap suggests just how rich the U.S. has become. This may take some time to translate into outperformance,
but the foundations are there.
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We have looked to maintain our shorter duration in fixed income due to the transition of the Fed toward a more
normal interest rate environment and the potential for GDP growth from fiscal stimulus to help push rates higher.
Finally, we have maintained our exposure to our diversifiers and have continued to refine the allocation among
managers and strategies in that part of our portfolios to help generate an expected return ahead of bonds and with
little relationship to either interest rates or equity prices.
We expect to continue to think about defensive positioning within all our portfolios at this point in the cycle. This
means holding more quality and value oriented stock as well as those that are less sensitive to the market overall.
We are very careful about adding any additional credit exposure in our fixed income portfolios and expect to stay
shorter in our duration. We also think there will be opportunities to continue to add to our diversifier exposures,
looking to pick up whatever increments to return we can.
We have not made many changes in our overall allocation recently because markets and the economy have
supported our existing exposures. But we think that pressures on earnings, the U.S. economy and rising interest
rates will begin to exert a bigger drag. Our goal is to have our portfolios prepared to weather that change.

We are very careful at this point about adding any additional credit exposure
in our fixed income portfolios and expect to stay shorter in our duration.
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THIRD QUARTER 2018 RESULTS
The third quarter of 2018 was a strong one for U.S. equities, with domestic markets up about 7% for the quarter and
over 10% so far this year. Economic data continues to be strong: U.S. GDP came in at 4.2% for the second quarter,
consumer confidence is near all-time highs, and unemployment is at its lowest level (3.7%) since 1969. The S&P 500
finished the quarter up 7.7%, with small stocks lagging a bit. The Russell 2000 was up 3.6% in the quarter, although
it is still ahead of large cap year-to-date. Growth stocks continued to lead the market, outperforming value every
quarter this year. The Russell 1000 Growth bettered the 1000 Value by 3.5% for the quarter, bringing the year-todate difference to a whopping 13.2%. Over the last 12 months, growth has outperformed value by nearly 17%, one
of the largest performance gaps for growth in recent history. Developed international stocks were slightly positive
in dollar terms, posting a 1.4% return for the quarter but staying negative (-1.4%) year-to-date. Emerging market
stocks again were the laggards, falling 1.1% in the third quarter as the strong dollar and tariff concerns, especially in
China, were headwinds.
The Federal Reserve continued to raise interest rates, with the Fed Funds target going to 2-2.25% following the
Fed’s September meeting. This has been a significant headwind for most areas of fixed income. The Bloomberg
Barclays U.S. Aggregate was basically flat for the quarter and remains down 1.6% year-to-date. Credit continued to
outperform, with high yield up 2.4% and bank loans up 2.0% for the quarter. With their floating rate coupons, loans
remain the strongest fixed income performer year-to-date, up 3.6%. Municipal bonds were also flat for the quarter
and year-to-date. Shorter duration TIPS were slightly positive for the quarter at 0.1%. With short-term rates moving
higher, the yield curve has continued to flatten. The yield on the U.S. 10-year Treasury finished the quarter at 3.06%,
up 26 basis points from the end of the first quarter, with the 2-year Treasury yield at 2.1%.
Crude oil prices were roughly flat during the quarter, holding onto the over 20% rise from the first half of the year.
This helped MLP’s post some good returns, rising 6.6% as measured by the Alerian MLP index. REITs, another
income-oriented equity sector, were up only 0.7% in the third quarter.
Although equities roared higher during the third quarter, volatility remains higher than it has been over the past few
years. Good economic data and strong earnings growth (much of it attributable to the tax cuts that took effect at the
beginning of the year) have generated positive returns for stocks, while significant uncertainty in terms of politics,
trade and the direction of interest rates have at time come to the fore. We continue to expect the Federal Reserve
to be the biggest influencer of returns going forward, especially as the positive effects of the tax reform on earnings
growth begin to wane in 2019.
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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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400 Galleria Parkway, Suite 1400
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Phone: 770.226.5333
■
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■
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■
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