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Equity markets experienced a strong start to the year. The S&P 500
ended the quarter at 2,363—slightly below the record high set on
March 1. The Fed increased interest rates for the third time in 15
months, and three increases are now expected in 2017 instead of two.
The market continues to anticipate that many of the Trump
administration’s initiatives will be a shot of adrenaline to an aging
economic recovery. However, the failure to push the repeal and
replacement of the Affordable Care Act through Congress has created
some doubts. Corporate tax reform remains a key agenda item for
the markets, and investors have already priced in some level of
reform. We continue to position portfolios for modest growth,
although there are some signs that economic growth may accelerate.
Progress on tax reform will be key, and volatility may reappear if
Congress disappoints with the level of tax cuts.
The S&P 500 Index gained 6.1% on a total return basis for the quarter. The
Technology, Healthcare, and Consumer Discretionary sectors led the way,
while the Energy and Telecom sectors declined in value (see Figure 1). After
a strong rally in the fourth quarter of 2016, Financials underperformed the
market as longer-term interest rates traded within a narrow range.

Figure 1: 1Q17 Performance by Sector
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Source: Bloomberg. Data as of 03/31/2017.

From a broader perspective (see Figure 2), the majority of the foreign
markets performed even better than the S&P 500. Crude oil retreated a bit
from its strong rally in 2016, and small-cap stocks underperformed for the
first time in a while.

Figure 2: 1Q17 Performance by Category
8.9%
7.4%
7.2%
6.9%
6.1%
4.5%
2.9%
2.5%
0.8%
-5.8%
-8% -6%

-4%

-2%

0%

2%

4%

6%

8%

10%

11.4% MSCI Emerging Markets
Gold
MSCI European Union
MSCI Europe, Australasia, Far East
MSCI All Country World Index
S&P 500
Nikkei 225 (Japan)
Bloomberg US High Yield
Russell 2000 (Small Cap)
Barclays US Aggregate Index
WTI Crude Oil
12%
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An Improving Economy
Since the last recession ended in 2009, economic growth, as defined by
Gross Domestic Product (GDP), has been less than 2% on an annual basis,
with occasional quarters closer to a 3% rate. We have positioned portfolios
for this modest level of growth to continue—given an expanding housing

market, a healthy employment picture, and an increasingly confident
consumer—but some indicators suggest that economic growth may
accelerate.
The ISM Manufacturing Index, which monitors employment, production
inventories, new orders, and supply deliveries, reached 57.7 in February.
This is the highest level we have seen in two and a half years. Interestingly,
the orders component registered at levels we normally see coming out of
recessions. We noted the earnings recession in the industrial segment of
the economy in our 4Q 2015 Commentary, so some of this increase in
orders was to be expected as energy prices rebounded. AlphaSense, a
financial search engine, analyzed more than 200 earnings conference calls
during January: there were over 1,000 references to capital spending items,
while deregulation was mentioned 50 times.
The February employment report was stronger than expected, and
unemployment held steady at 4.7%. Every sector except Retail and Utilities
saw gains. The biggest positive surprises came from Manufacturing, which
saw its largest increase since August 2013, and Construction, which saw
its biggest gains since March 2007. Wage growth, at 2.8% year over year,
was near the highest level we have seen since 2009. Shortly after the
February report, the Federal Reserve raised the federal funds rate for the
third time in 15 months, to 1%, and markets are now forecasting three
increases in 2017 instead of the two that were originally expected. Stronger
wage growth should help inflation expectations move closer to the Fed’s
2% target.
A strong national housing market continues to drive a healthy consumer.
The median existing home price increased 7.7% from February 2016, driven
in part by a tight supply of available homes for sale. The S&P CoreLogic
Case-Shiller 20-City Composite Home Price Index also exhibited strong
gains, with three cities reaching all-time highs in January: Seattle, Portland,
and Denver. In March, the Conference Board Consumer Confidence Index
reached its highest level in more than 16 years. Strong housing prices,
lower gasoline prices, and stock market gains were all cited as reasons for
the improved confidence. Since 1970, annual housing starts have averaged
1.4 million (see Figure 3). The U.S. population has grown by 60% since
1970, yet the current level of housing starts remains well below the longterm average and significantly below the July 2006 peak. Housing is likely
to remain a source of strength as starts recover.
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The First 100 Days
Real GDP has grown at 3.2% a year since 1947. President Trump has
promised lower taxes, less regulation, and economic growth closer to 4%.
Currently, GDP is expected to grow 2.2% in the first quarter and to continue
at the same rate for the full year and into 2018. Given recent sentiment
index readings, consumers and CEOs alike are feeling more positive.

Figure 4: Retail Store Closures
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In general, tax reform is a much more critical issue to the stock market than
health care. The current U.S. corporate tax rate is 39%, which is one of the
highest in the world. Trump’s original plan focused on lowering the rate to
15%, but the current discussion seems to suggest a minimum of 20%. This
change could add 10%–15% to corporate earnings and drive additional job
creation and higher wages.
A deficit-neutral plan will be required if the Senate is to pass this legislation
with a simple majority. The repeal of the Affordable Care Act was intended
to help make the tax rate change deficit-neutral. The controversial border
tax is also a key component. According to WalletHub, the 100 largest
companies in the S&P already have an effective tax rate of about 28%. If
negotiations in Congress end up with a rate closer to 25%, market
participants are likely to be disappointed.
The budget deficit is a key concern. The U.S. government’s debt has
quadrupled over the last 15 years to $20 trillion and continues to increase
every year. For the last decade, interest expense has remained the same
due to record-low interest rates. For every 0.25% increase in interest rates,
the annual deficit increases by $50 billion. Government funding is set to run
out in late April, setting up the potential for a government shutdown.

The Evolution of Retailing
The retail sector seems to have entered a downward spiral, and many
investors believe that all brick-and-mortar outfits are going to close and go
bankrupt. Mall-based stores are shutting down, with over 3,500 expected
to close in the coming months. This wave of retail closures is fast becoming
one of the biggest in decades (see Figure 4). Real estate investment trusts,
or REITs, that own malls have tumbled in recent months.
According to many analysts, the retail apocalypse has been a long time
coming. Some argue that the U.S. is “over-retailed,” with five times more
retail square footage per person than the U.K., France, or Japan. E-commerce
has heightened price competition, and same-day delivery has made brickand-mortar retail less relevant. Visits to shopping malls declined by 50%
between 2010 and 2013, according to real estate research firm Cushman &
Wakefield. As stores close, mall operators are looking to fill the space with
more diverse tenants such as climbing gyms, urgent care centers and kiddie
activity centers. As the tastes and habits of shoppers evolve, this safe, steady
stream of income for retail REITs may no longer be so predictable.
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Congress decided to focus on the repeal and replacement of the Affordable
Care Act first. The failure to move this agenda forward illustrates the
complexity of accomplishing anything in Washington, DC. Our political
system prides itself on checks and balances, and important legislation needs
to be sold to Congress. Now that the focus seems to have shifted to
corporate tax reform, we will see whether a different approach emerges.

Source: Company reports. Latest available data as of 3/31/2017.

Optimists contend that this sector is actually undergoing a rebalancing and
that there’s plenty of opportunity. Several leading retailers have plans to
continue expanding their store base. Companies embracing e-commerce
benefit from a significant volume of data on customer habits and
preferences. For example, the producers of household goods can offer
regular replenishment of frequently used items (e.g., laundry detergent and
deodorant). Despite the formidable competitive challenges posed by ecommerce, we believe that the improving health of the economy should put
more dollars in consumers’ pockets and that select retail companies are
solid long-term investments.

Course of Action
We have substantial exposure and continue to find compelling opportunities
in the Technology and Consumer Discretionary sectors, where earnings
growth has been concentrated. We also have meaningful exposure in the
Financials sector, which should benefit from higher interest rates, less
regulation, and perhaps lower taxes. We have increased exposure to
domestically focused industrial companies that may benefit from an
improving economy, lower taxes, and new infrastructure plans.
The price of oil has been in a trading range. U.S. inventories have continued
to rise despite high compliance with the OPEC production cuts announced
in November. Refineries that were offline for retooling and warm weather
have also contributed to the rise. OPEC will decide in May whether or not to
extend cuts for another six months. Saudi Arabia, the de facto leader of OPEC,
hopes to launch a public stock for Saudi Aramco during the second half of
next year, and a higher oil price environment would be preferred. Also, many
oil-producing nations now lack the financial strength to wage an ongoing
price war. For these reasons, we expect to see higher oil prices within the
next 12 months.
Analysts have projected $130 in 2017 earnings per share for the S&P 500,
which implies 11% growth. Estimates show an additional 13% growth in
2018. According to Standard & Poor’s Investment Advisory Services, every
1% reduction in the corporate tax rate could add $1.30 to S&P earnings.
Considering that a reduction in the corporate tax rate could add 10%–15%
in S&P 500 earnings, some portion of this change is likely captured in these
estimates. If tax reform moves quickly through Congress, perhaps some of
the 2018 earnings will be pulled forward. If tax reform is delayed or
unsuccessful, we would expect volatility to reappear.
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Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no
assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended
or undertaken by Inverness), or any non-investment related content, made reference to directly or indirectly in this Commentary will be profitable, equal any corresponding
indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions
and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion or information contained in this Commentary serves as the receipt of, or as a substitute for, personalized investment advice from Inverness.
Please remember to contact Inverness, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our previous recommendations and/or services. A copy of the Inverness’ current written disclosure statement discussing our advisory services and fees
continues to remain available upon request.

