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During the quarter, equity markets continued to rally, and the S&P
500 ended the year at 2,674—slightly below its record high. A
synchronized global economic expansion drove stock markets to
higher-than-anticipated levels around the world. Domestically,
economic fundamentals such as consumer spending and an
expanding housing market have driven modest growth that is likely
to accelerate slightly next year as a result of tax reform. Global
economic growth is likely to continue to be strong. Central banks
around the world are looking to move towards a more normal interest
rate policy and we expect interest rates to rise. We continue to
position portfolios for modest growth, although we expect volatility
to increase from the record-low levels we experienced in 2017.
The S&P 500 Index gained 6.6% on a total return basis for the quarter and
was up 21.8% during 2017. During the quarter, the Technology, Financials,
and Consumer Discretionary sectors were especially strong, and no sectors
declined in value. For 2017 as a whole (see Figure 1), despite brief periods
of turbulence, the Technology sector was the clear leader; the Energy and
Telecommunications sectors declined in value.

Figure 1: 2017 Performance by Sector
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Source: Bloomberg. Data as of 12/31/2017.

From a broader perspective (see Figure 2), most asset classes performed
well in 2017. International stocks outperformed the S&P 500 for the first
calendar year since 2009. Fixed income saw positive but modest returns.

Figure 2: 2017 Performance by Category
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economies tracked by the Organization for Economic Cooperation and
Development grew in 2017. Since more than 40% of S&P 500 earnings
are derived from overseas, this global growth, along with a weaker U.S.
dollar, benefitted many large multinational companies.
We entered the year assuming the economy, as defined by Gross Domestic
Product (GDP), would continue to experience modest growth, given an
expanding housing market, a healthy employment picture, and higher
consumer confidence levels. President Trump’s promises of lower taxes,
less regulation, more infrastructure spending, and accelerating economic
growth were delayed, but now seem to be unfolding. After a sluggish first
half, economic growth accelerated, and GDP is expected to increase by
about 2.5% in 2017—exceeding the 2% level we have experienced in
recent years.
We expected housing metrics to see further improvement, with higher
prices boosting consumer confidence and spending. Annual price
increases have been averaging 5% nationally for most of the year, although
recent numbers show an even faster pace. Through September 2017, the
S&P CoreLogic Case-Shiller 20-City Composite Home Price Index rose
more than 40% from its 2012 trough, and this index has now surpassed
the peak reached in July 2006. In November, consumer confidence
reached the highest level we have seen since 1999. As a result, consumer
spending has been a large component of GDP growth this year, as
evidenced by U.S. year-end holiday retail sales, which rose 4.9% compared
to the same period last year. Sales of home goods—such as furniture and
appliances—saw the strongest growth in 10 years.
We predicted that if economic growth did accelerate, inflation and interest
rates were likely to adjust higher and the Fed might be forced to move
more aggressively. Although we have seen some recent acceleration in
economic growth, overall core inflation remains low. At the beginning of
the year, the consensus expected two increases in the federal funds rate.
Instead, the Fed raised its benchmark rate three times during the year.
Short-term interest rates (three-month LIBOR) responded and increased
to 1.7%, yet long-term rates are basically where they started the year—
at 2.4%. Many market participants were expecting higher long-term rates,
and this lack of upward movement was a major surprise.
After two years of low oil prices, we anticipated that the agreement
between OPEC and non-OPEC countries would result in lower production
in the first quarter of 2017. U.S. inventories continued to rise despite high
compliance among the member countries for the first half of the year, but
we noted in our 1Q commentary that many oil-producing nations lacked
the financial strength to keep prices at that level. We expected to see
higher prices within the next 12 months, and prices did rise.
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Source: Bloomberg. Data as of 12/31/2017. All returns in U.S. dollars.

The Year in Review
It was a strong year for the financial markets. The positive surprise this
year was a synchronized global economic expansion, with the U.S., Europe,
and Asia seeing better-than-anticipated growth. All of the 45 major

Volatility in the markets was very low this year. The S&P 500 saw its lowest
level of volatility since the early 1960s. Since the November 2016 election,
the market has not pulled back by more than 3%—a feat that has not
been seen since 1995. Possibilities that many worried about in early
2017—including the election of a far-right government in France and an
aggressive U.S. trade policy—did not materialize.
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Outlook for 2018
As we head into 2018, we continue to position portfolios for accelerating
growth. An expanding housing market, record consumer confidence levels,
tax reform, and a healthy employment picture should result in healthy
consumer spending—which represents 70% of our economy.
Synchronized global economic growth is likely to continue, and lower taxes
should augment domestic GDP growth by 0.3% in the U.S., according to
Goldman Sachs. This positive backdrop should mean higher revenue and
earnings growth for many companies, although rising interest rates may
be a headwind for some.
Homebuilder confidence is at its highest level since 1999. After a delayed
start, first-time homebuyers increased 6% in 2017 and now represent
40% of all single-family homes sold and 56% of all mortgages financed
according to the Genworth First-Time Homebuyer Report. Inventory
remains tight, and demographics are strong. Affordability and rising
interest rates may present obstacles, but overall we expect housing to
remain a source of strength.
At the end of 2017, Congress passed the Tax Cuts and Jobs Act. The TCJA,
as it is known, is the largest change to the tax code since 1986. Most of
the important changes will become effective at the beginning of 2018.
Although many individuals will benefit from this reform, the changes to
the corporate tax code are more significant. The new law sets the statutory
corporate tax rate at 21%—down from 35% (currently the highest rate in
the industrialized world). It also allows for full expensing of equipment for
the next five years and imposes a one-time mandatory tax of 15.5% on
cash held overseas. Strategas Research Partners estimates that $2.6
trillion in profits is held overseas, and these repatriated funds could be
used to drive new investment, spur M&A, and allow for increased return
of capital to shareholders through dividends and share buybacks.
A tight labor market may lead to accelerated wage growth, which could in
turn drive overall inflation. Since 2009, GDP growth has been strong
enough to drive unemployment down to a cycle low of 4.1% and yet tepid
enough to avoid inflating wages to cycle-ending levels. Since the previous
peak in 2007, GDP has increased by a mediocre 19% over 10 years. In
the Conference Board’s most recent monthly survey, the share of
respondents who currently see jobs as plentiful rose to a 16-year high.
We think it is likely that inflation and interest rates will continue to move
higher in 2018.

away. Of course, rates have been manipulated by global central banks
since the Great Recession, and perhaps this time will be different, but the
yield spread is something we are watching closely.
We expect oil prices to keep moving upward. U.S. crude is at $60 a barrel
for the first time since June 2015. Inventory is now lower, and the global
economy continues to improve.
This is the second-longest bull market in history and we are a few months
away from this becoming the second-longest economic expansion in
history. For almost nine years, there have been no declines in the S&P
500 in excess of 20%. In our 2014 year-end commentary, we introduced
a number of indicators that have provided early warning signals of markets
becoming overheated in the past (see Figure 3). At the time, most of the
indicators were benign. Valuations were reasonable, interest rates were
at 0%, and wage growth pressure was well below previous cycle highs.
Since then, we have had three more years of economic growth, valuations
have expanded, interest rates have moved up (with further increases
anticipated), and the labor market has tightened—leaving only two of our
indicators in positive territory. Many statistics are signaling that this is a
time for caution. At the same time, we remind ourselves of the old saying
on Wall Street that economic expansions don’t die of old age: they are
murdered by the Fed. With interest rates now above the level of inflation,
further increases may slow the economy.

Figure 3: Indicators vs. Prior Bull Markets
Indicator
Economic Growth (GDP)
Corporate Balance Sheets

Reference Data
Expansion from Prev. Peak
Ratio Debt/Equity
PCE Price Index
Inflation
Peak Hourly Wage Growth
Wage Growth Pressure
Initial Public Offerings (IPOs)
Total Deal Count
S&P Forward P/E Ratio
Valuation
S&P 500 Total Return During Cycle Return - Bottom to Peak
Quarters of Expansion
Duration of Economic Expansion
Fed Funds Rate
Interest Rates / Trajectory
Mergers & Acquisitions
Total U.S. Transaction Value

Indicators
Current
2014
19.4% 12.7%
1.1X
1.1X
1.5%
2.5%
276*
19X
371%
34
1.25%
$2.3T*

1.6%
2.5%
276
17X
241%
21
0.00%
$1.4T

Bull Markets
2007
1999
15.3% 38.8%
2.1X
1.9X
2.5%
4.2%
240
18X
121%
21
4.25%
$1.3T

1.4%
4.4%
544
27X
546%
41
5.50%
$1.2T

Source: Bloomberg. Data as of 12/31/2017. All returns in U.S. dollars. *High for Current Economic Cycle.

Course of Action

During the Fed’s last tightening campaign, which began back in 2004, it
raised rates by 0.25% at each of 17 straight meetings. In the current
campaign, the Fed has been less consistent, with only six increases since
December 2015. Three increases are expected in 2018. In early February,
Janet Yellen will be replaced as Fed chair by Jerome Powell, whom the
market expects will be more measured and will favor deregulation.

We have meaningful exposure to and continue to find compelling
opportunities in the Technology, Financials, and Industrials sectors. A
number of trends in the Technology sector are driving strong growth there.
Higher interest rates, reductions in regulation, and tax reform should all
be positive for our Financials exposure. We believe that repatriation of
foreign profits and lower tax rates will benefit many domestically focused
companies in the Industrials sector. We have also increased our exposure
in the recovering Energy sector.

As the Fed has raised rates, the 2-year Treasury yield has increased faster
than the 10-year Treasury yield. The difference between these two rates
is called the yield spread—and its current level is dangerously low. It is
now at a level that in the past has signaled that recession is a year or two

During the year, we also discussed the evolution of retail, driven by ecommerce’s competitive threat to traditional brick-and-mortar businesses.
We have reduced our exposure in the consumer-focused sectors and will
be very selective in this area.
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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.

