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During the quarter, equity markets moved higher to close out a strong
first half of the year. In fact, this was the strongest first half since
2013. The S&P 500 ended the quarter at 2,423—slightly below the
record high set on June 19. The Fed increased interest rates for the
second time this year and plans to increase rates further. Market
participants are doubtful of this plan, and longer-term interest rates
have declined. Economic fundamentals such as consumer spending,
housing, and manufacturing remain healthy, but they have not
accelerated as expected, and recent reports have fallen short of lofty
expectations. Congress remains focused on the repeal and
replacement of the Affordable Care Act, while the market waits for
progress on tax reform and reduced regulation. We continue to
position portfolios for modest growth. Volatility may reappear if
Congress disappoints with the level of tax cuts.
The S&P 500 Index gained 2.9% on a total return basis for the quarter. The
Healthcare and Technology sectors led the way this quarter and have been
the leaders for the year (see Figure 1). The Financials sector outperformed
this quarter but remains below the index for the year. The Energy and
Telecom sectors declined in value and remain the laggards for the year.

Figure 1: 2017 Performance by Sector
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more or less the same growth we have experienced for the last several
years, and GDP has increased by a mediocre 17% from its previous peak
in 2007. This growth was strong enough to drive unemployment down to
a cycle low of 4.3% in May and yet tepid enough to avoid sending wage
inflation to cycle-ending levels. Residential investment and consumer
spending continue to be the key drivers.
Fundamentals for housing remain favorable—moderately increasing home
prices, low mortgage rates, and rising incomes. New home starts are still
well below the long-term average and housing should remain strong for
the next couple of years. A vibrant national housing market continues to
drive a healthy consumer. Retail sales, excluding energy, are expected to
grow by 3.5% in 2017—comparable to 2016. Wage growth has been
above inflation, and consumer confidence readings have plateaued at
healthy levels.
President Trump’s promises of lower taxes, less regulation, more
infrastructure spending, and therefore accelerating economic growth seem
delayed. Many sentiment indices that showed extreme optimism earlier in
the year have apparently topped out for now. The majority of economic
indicators have surprised to the downside recently (see Figure 3). Retail
sales, job creation, and productivity are some of the economic reports that
have fallen short of expectations.
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From a broader perspective, the majority of the foreign markets performed
better than the S&P 500 this quarter and extended their outperformance
for the year (see Figure 2). European markets saw strong performance as
a result of the appreciation of the euro versus the dollar this quarter. Crude
oil prices declined further, and small-cap stocks performed in line with the
S&P 500.

Figure 2: 2017 Performance by Category
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Source: Bloomberg. Data as of 06/30/2017. All returns in U.S. dollars.

Economic Growth Remains Steady
The U.S. economy, as defined by Gross Domestic Product (GDP), continues
to expand at the modest pace we expected—roughly 2% per year. This is
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Source: Bloomberg. Data as of 06/30/2017.

Many cyclical industries, such as banks, industrials, and materials, led the
stock market after the election, but most of these industries have now
surrendered their “Trump Bump.” The ISM Manufacturing Index—which
monitors employment, production inventories, new orders, and supply
deliveries—has been above 50, signaling growth, for the last ten months,
suggesting that fundamentals for these industries remain healthy but that
perhaps investors overestimated the pace of improvement.
Tax reform is a critical issue for the market. The current U.S. corporate tax
rate is 39%, one of the highest in the world. According to WalletHub, the
100 largest companies in the S&P 500 have an effective tax rate of 28%,
which is dangerously close to the levels we have been hearing recently out
of D.C. and well above the president’s initial proposal of 15%. Tax reform
now seems like an early 2018 event and there is risk in the market if it is
delayed further.
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Global Interest Rates Begin to Normalize
The Federal Reserve has raised rates four times since December 2015, and
at least one more increase is expected in the second half of 2017. In
addition, policymakers have issued forecasts showing another three
quarter-point increases in 2018. The Fed has also provided some details
on how it intends to shrink its $4.5 trillion balance sheet. With economic
growth showing few signs of acceleration, inflation expectations and
interest rates have been adjusting lower. Recent inflation expectations have
moved away from the Fed’s 2% target, and the bond market is not pricing
in the same level of increases that policymakers are forecasting. The 10year Treasury yield declined to 2.30% during the quarter, while the 2-year
Treasury yield increased to 1.38%. The difference between these two rates
has declined during the year—historically a signal of slower growth and
low inflation.
Shortly after the Fed began raising interest rates, the European Central Bank
and the Bank of Japan decided to fight the ongoing threat of deflation
through the use of negative interest rates, which means these banks were
actually charging depositors to hold their money. Yields on 10-year
government bonds in Japan and many countries in Europe turned negative,
and negative-yielding foreign debt reached a high of $13 trillion last
summer. With improving economic conditions, 10-year government bond
yields in Germany and Japan are now in positive territory (see Figure 4).
Global central banks are beginning to discuss normalizing interest rates,
which has caused a coordinated increase in rates globally.

Figure 4: Ten-Year Bond Yield Comparison
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Total internet advertising is set to surpass television advertising this year,
and mobile online advertising is now larger and growing faster than desktop
online advertising. There remains an opportunity gap as the percentage of
dollars spent on mobile advertising should grow to at least match the
percentage of time spent on mobile devices. Leading ad platforms are
solidifying their advantage by optimizing user data and improving targeting.
In the longer term, the pace of technological innovation is only accelerating.
One trend receiving significant attention is artificial intelligence/machine
learning (AI/ML). Using AI/ML to better understand data and then predict
user behavior could lead to better delivery of products and services, help
optimize allocation of resources, and lower costs. Notable examples of AI/ML
applications already in existence include recommendation engines, virtual
assistants, context-aware computing, video content recognition, gesture
control, smart robots, computer vision, and speech recognition/translation.
Perhaps one of the biggest applications of AI/ML will be autonomous driving.
Homes, factories, and buildings are becoming more connected as devices
are enabled to send and receive data through the internet. These devices—
called collectively the “Internet of Things” (IoT)—can improve real-time
monitoring and ultimately automate appropriate responses. A device such
as Amazon’s Alexa, with its constantly growing catalog of “skills” and highquality natural language processing, could become the primary means of
controlling the connected home. In fact, as voice recognition approaches
human accuracy, speech may replace typing to become the interface that
anyone can use to access AI/ML processes. Improvements in augmented
reality (AR)—the ability to superimpose text or other types of information
over real-world scenes—will accelerate this dynamic, driving significant
advances in how customers interact with almost every industry.
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We have substantial exposure and continue to find compelling opportunities
in the Technology sector. At the same time, we recognize that 40% of the
top 20 companies by global market capitalization are technology companies,
up from 20% five years ago. We believe valuation in this sector remains
reasonable, but we will look to trim names that we feel have moved ahead
of fundamentals. We also have meaningful exposure in Financials, which
should benefit from higher interest rates, reduced regulation, increased
capital returns, and perhaps lower taxes. Lastly, we have meaningful
exposure in domestically focused industrial companies that may benefit from
an improving economy, lower taxes, and new infrastructure plans.
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Technology Growth Trends
The Technology sector was the leading contributor to performance in the
S&P 500 for the first half of the year. Several trends are driving near-term
results, including the shift to cloud computing and software-as-a-service
(SaaS) offerings and the accelerated growth of online advertising. At a basic
level, cloud computing means accessing data and services provided by a
remote server owned and maintained by another party. Cloud adoption
continues to accelerate as companies are attracted by reduced operating
and capital costs, fast deployment, and the ease of scaling as needs
increase. Software-as-a-service offerings are a natural outgrowth of cloud
computing as vendors deliver applications over the internet through service
subscriptions. The customer benefits from automatic product updates and
ease of management, while the vendor benefits from a more consistent
and predictable revenue stream with a higher lifetime value per customer.

We have reduced our exposure in the consumer-focused sectors. With
Amazon’s purchase of Whole Foods, the competitive threat has increased
in many segments. We have also reduced our exposure in the Energy
sector. U.S. oil inventories continue to rise as domestic production increases
quicker than expected. OPEC announced an extension of its cutback
agreement to next year, but prices have still declined.
In each of the last five years, analysts have lowered their estimates for annual
S&P 500 Index profits in the second half of the year as growth disappointed.
This has not occurred in 2017, and the second-quarter reporting season will
be critical to determining whether this optimism was warranted.
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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.

