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Strong Corporate Results = Higher Stock Prices 
As noted in our year-end commentary, we have positioned portfolios for
accelerating growth.  An expanding housing market, record consumer
confidence levels, tax reform, and a healthy employment picture should
translate into stronger consumer spending—which represents 70% of our
economy.  U.S. economic growth, as defined by Gross Domestic Product
(GDP), increased to 2.8% during the quarter after initial expectations of
2.5% growth.  The synchronized global economic expansion experienced
last year remains in place, with GDP growth picking up around the world.  

This favorable economic backdrop boosted corporate results, which once
again exceeded forecasts.  S&P 500 earnings reported for the fourth
quarter of 2017 surprised on the upside with a 14.8% year-over-year gain,
and revenues grew a stronger-than-expected 8.2%.  Improving
fundamentals should persist throughout 2018, with the current consensus
forecast for earnings growth at 18.4%.  Although some of the benefits from
tax reform are captured in this number, the full positive increment may
still be underestimated.  Either way, the overall valuation of the stock
market is now much more attractive.

Housing remains a source of strength, driven in part by the tightening
supply of available homes.  Existing inventory is near historic lows, and
demographics remain strong.  Household formation continues to increase,
as millennials have finally decided that owning is probably better than
renting.  For most Americans, a home is their most valuable asset, resulting
in increased consumer confidence and ultimately in higher levels of
spending.

If today’s economic expansion continues into the second quarter, it will
become the second longest ever recorded.  If current economic growth
continues into the second half of 2019, this expansion will become the
longest in history, surpassing the boom of the 1990s. 

Last year the S&P 500 saw its lowest level of volatility since the early
1960s, but this year corrections in market prices have returned.  The index
rose 7.5% in January, fell 10.2% into mid-February, recovered with an 8%
gain by early March, and then declined later in the month to end the quarter
with a modest negative total return.  Although these swings may seem
extreme, in fact such moves are well within historical norms.  Over the
last 30 years, stocks have experienced an average 14% annual correction
(see Figure 3). 

7.5%
1.7%

1.4%

0.7%

-0.1%

-0.8%

-1.0%

-1.5%

-1.5%

-1.6%

-2.0%

-3% -1% 1% 3% 5% 7%

WTI Crude Oil

Gold

MSCI Emerging Markets

Nikkei 225 (Japan)

Russell 2000 (Small Cap)

S&P 500

MSCI All Country World Index

Barclays US Aggregate F

MSCI Europe, Australasia, Far East

Barclay's US High Yield

MSCI European Union

-7.5%
-7.1%

-5.9%

-5.5%

-5.0%

-3.3%

-1.6%

-1.2%

-1.0%

-0.8%

3.1%

3.5%

-8% -6% -4% -2% 0% 2% 4%

Technology

Consumer Disc.

S&P 500

Financials

Healthcare

Industrials

Utilities

Real Estate

Materials

Energy

Consumer Staples

Telecom

Figure 1: 2018 Performance by Sector
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Figure 3: Market Volatility

Source: : Bloomberg. Latest data available as of 3/31/2018. Returns do not include dividends.

Figure 2: 2018 Performance by Category

Source: Bloomberg. Data as of 3/31/2018.

Equity markets experienced a volatile beginning to 2018.  The S&P
500 ended the first quarter at 2,641—just slightly below where it
started the year—after being up almost 8% in January.  The
synchronized global economic expansion continued, with revenue
and earnings for the S&P 500 once again significantly exceeding
forecasts.  Domestically, expectations for economic growth have been
driven by strong business sales, industrial production, and tax reform.
The Federal Reserve and other central banks around the world are
migrating back towards a normalized interest rate policy, and the
resulting higher interest rates have contributed to the recent stock
market volatility.  Portfolios remain positioned for faster growth,
although with a degree of caution, given the various issues causing
increased price volatility.  The most recent bout of stock market
turbulence should present a buying opportunity, although patience
can be a virtue.

The S&P 500 Index declined 0.8% on a total return basis for the quarter,
with some widely divergent sector results (see Figure 1).  Relative strength
in the Technology sector last year continued into early 2018 and even
persisted during the February market correction, but then finally succumbed
in the March downturn.  The theoretically more conservative and higher-
dividend-yielding sectors—Consumer Staples, Telecommunications,
Utilities, and Real Estate—all declined as interest rates rose.  

From a broader perspective, U.S. equities outperformed most other
developed markets during the quarter (see Figure 2).  Oil and, to a lesser
extent, gold prices rallied due to inflation fears.  Fixed income sectors
declined, as is to be expected in a rising rate environment, illustrating that
bonds are not immune from market forces.

Source: Bloomberg. Data as of 3/31/2018. All returns in U.S. dollars.



Our Federal Reserve Is the Concern 
The Fed increased its benchmark rate by another 0.25% in March, and
two more tightenings are expected in 2018.  A major cause of stock market
price volatility during the first quarter was anticipation of additional or
accelerated Fed rate hikes, with the 10-year U.S. Treasury yield almost
touching the psychologically important 3% level.  Because inflation
measures are expected to pick up eventually—assuming economic growth
continues to accelerate—the financial markets fear a more aggressive
Fed.  The Fed Board is charged with two mandates: achieving full
employment and controlling inflation.  The first mission is now essentially
complete, so the focus has turned to the second.  The primary tool for
controlling inflation is interest rate policy.  (A historical view is provided in
Figure 4.)

Another factor causing financial market concern is that the 2-year U.S.
Treasury yield has been rising faster than the 10-year U.S. Treasury yield.
This flattening of the yield spread between these two securities has in the
past been an early signal of a possible recession, although no time soon.

While the Fed’s move toward a more normalized interest rate policy has
certainly contributed to increased stock market volatility, a modestly higher
federal funds rate plays a protective role by giving the Fed governors room
to meaningfully lower rates again in the event of a financial crisis.  Finally,
current interest rates remain historically low: today’s 10-year U.S. Treasury
bond yield of 2.78% is well below the 20-year average yield of 3.68% and
the 30-year average yield of 4.86%.  Modest increases from current levels,
therefore, should not be cause for much concern.  

Bitcoin and Blockchain: A Primer
Bitcoin is the first, largest, and best-known cryptocurrency—a digital asset
designed to work as a medium of exchange similar to the paper currency
issued by governments.  These digital currencies use cryptography or
encoding to secure transactions, to manage the creation of additional units
of the currency, and to verify the transfer of assets.  Control of digital
currency purchases is provided by blockchain, which is a secure, public
database or ledger of every transaction.

Bitcoin buyers came out in force during 2017.  The price of the coins
soared, only to crash during the first quarter of 2018 (see Figure 5).
Investor speculation with limited product understanding played a key role
in the run-up.  The sell-off was the result of better understanding of the
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Figure 4: Interest Rates and Inflation

Source: Bloomberg. Latest data available as of 3/31/2018.

risks involved in this fledgling security, the onset of government controls,
unlawful use, outright fraud, and the difficulty and expense of securely
owning a digital currency.  

In theory, the advantage of cryptocurrency is trust.  Though digital
currencies have no inherent physical value, the theory is that a value
established in perpetuity by the financial markets is more trustworthy than
one imposed by a possibly transitory government.

Obviously, cryptocurrency is still in an early stage of development, so
extreme volatility should be expected, and its potential adoption as a widely
accepted alternative store of value is at best years away.  Over time, digital
currencies may provide a viable alternative in countries where the
governmental currency is unstable due to hyperinflation or troubled
geopolitics.  Further, many major central banks, such as the U.S. Federal
Reserve and the People’s Bank of China, are studying digital currency as
a potential method of exchange, perhaps toward the creation of
government-sponsored versions.

Blockchain may in time be the more impactful and disruptive technology.
It is simply an unalterable record of transactions, allowing payments to
flow between parties without intermediaries like banks, payment services,
and credit cards.  This technology would likely be a cost saver.    

Currently, the only way to invest in these digital technologies is to purchase
either a cryptocurrency (like bitcoin) or one of the handful of highly
speculative companies developing these alternative instruments.  

Course of Action
Our client portfolios have meaningful exposure to the Technology,
Financials, and Industrials sectors of the economy.  Compelling investment
opportunities continue to be uncovered through diligent research.  Trends
in technology are accelerating and driving strong growth.  Higher interest
rates, lower taxes, and less regulation benefit the financial sector, and
values appear distinctly attractive.  A strong global economy and the need
to rebuild deteriorating infrastructure should benefit industrial companies.

Our exposure to consumer-focused sectors is guarded, as Amazon in
particular and online retailing in general are causing disruption for many
companies.  Portfolios remain underweight the higher-dividend-yielding
Utilities, Telecommunications, and Real Estate sectors.
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Figure 5: Bitcoin Price

Source: Bloomberg. Latest data available as of 3/31/2018.
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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 con-
tained 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/eval-
uating/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.
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