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During the quarter, equity markets experienced a strong rebound and
reflected the best start to a year since 1998. The S&P 500 ended the
period at 2,834—4% below the record high reached in September
2018. As noted in our year-end Commentary, we viewed the fourthquarter correction as an opportunity. While global economic growth
has slowed, leading to lower earnings growth expectations for the
S&P 500, we do not see signs of an imminent recession. After raising
rates four times in 2018, the Fed intimated in January that no more
rate hikes are coming this year. Trade negotiations with China are
progressing, although an official deal has not been announced. Growth
stock valuations remain depressed relative to low-volatility defensive
stocks, and we think investors may rotate toward growth companies.
We view this broader participation as a positive sign, indicating an
overall healthy market. We continue to position portfolios for modest
growth, although volatility may reemerge, given the age of the current
economic cycle.
The S&P 500 Index increased 13.6% on a total return basis for the quarter.
Every sector saw positive performance. During the quarter, the Technology,
Real Estate, and Industrials sectors were the leaders, while Healthcare and
Financials lagged (see Figure 1).
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From a broader perspective, U.S. equities continue to outperform most
foreign stock markets (see Figure 2). Oil prices had a very strong rally
after being one of the worst performers in 2018.

Figure 2: 2019 Performance by Category
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Slower Growth Is Still Growth
As noted in our year-end Commentary, portfolios were positioned for longterm growth, and we viewed the fourth-quarter correction as an
opportunity. The S&P 500 declined 14% in the fourth quarter, including

the worst December plunge in 87 years. The result was one of the largest
drops in security valuations we have seen over the last 40 years. Signs of
an imminent recession were not present, however, and we did not see a
bear market developing (a bear market is defined as a sustained decline
of more than 20%). For 10 years, there have been no decreases in the
S&P 500 in excess of 20%, making this the longest bull market in history.
At this point in an aging cycle, it is common for volatility to increase.
The U.S. economy, as defined by Gross Domestic Product (GDP), grew 3%
in 2018, with that pace expected to slow to 2% in 2019. Nonetheless,
growth is still growth. Since 1947, real GDP has expanded at 3.2% a year
on average, but since the last recession ended in 2009, annual GDP growth
has been only about 2%. President Trump’s tax reform plan accelerated
economic activity for a brief period, but we seem to be trending back to
the sluggish levels seen for the past decade. This slower expansion is
translating into lower earnings growth for many companies in the S&P 500
and perhaps even an earnings recession (not an economic recession) in
the first half of the year.
Housing has been a source of economic strength. For most Americans,
their home is their most valuable asset, and price appreciation drives
increased consumer confidence and ultimately higher levels of consumer
spending. Home prices have been rising at an annual rate of 4%–6% for
several years. This growth, coupled with higher mortgage rates, reduced
affordability and resulted in slower sales of both new and existing singlefamily homes in late 2018. With the pace of appreciation now moderating
and mortgage rates declining, affordability has improved, and perhaps we
will see strength again from the first-time homebuyer demographic.
Recent manufacturing, retail sales, and employment statistics indicate the
domestic economy is still fairly healthy. The ISM Manufacturing Index—
which monitors employment, production, inventories, new orders, and
supply deliveries—recovered a bit in March after hitting a two-year low
in the prior month. Since September 2016, this indicator has remained
above 50, signaling expansion. Retail sales have been a bit disappointing,
but the January number was recently revised higher, and the February
number may have been affected by weather. Consumer spending is still
growing, albeit at a slower pace. Consumer confidence remains positive,
though at a level slightly below last year’s. The U.S. unemployment rate
in March was 3.8%, the lowest level since the late 1960s.
This summer, the expansion will become the longest in history. Most of
the recent slowdown in economic growth can be attributed to trade tariffs,
fears of additional tariffs, higher interest rates, higher wages, and slowing
economic growth in Europe, China, and Japan. Overseas economies are
one of the top worries cited by the Federal Reserve and many market
commentators. Europe is expected to see only 1.5% growth in GDP this
year, with Germany—the European Union’s largest economy—predicted
to grow its GDP by only 1%. Brexit remains an unknown. Japan is
expected to expand at an anemic 0.7%. China is expected to see growth
of 6%, which would be its weakest expansion in 29 years. Some of this
projected weakness may be the result of trade war fears.
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Earnings for the S&P 500 as a whole grew 22% in 2018—well above initial
projections. Analysts currently predict a 4% year-over-year earnings
decline for the first quarter of 2019 and no growth in the second quarter.
Improvement is expected in the second half of the year, and earnings are
forecast to increase 3.6% for all of 2019. Energy, Materials, and
Technology companies have seen the steepest cuts in first-quarter
earnings estimates, primarily due to weak foreign sales.

Figure 4: U.S. Yield Curve
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Recession Watch, Updated
As this economic expansion becomes the oldest in modern history, we are
watching three items very closely.
Leading Economic Indicators
The Conference Board Leading Economic Index, or LEI, tracks 10 economic
variables that move before changes in the overall U.S. economy. These
include various manufacturing metrics, credit ratings, employment data,
and expectations for future business conditions. Since 1970, we have not
had a recession without the LEI first going negative. Over the last seven
economic cycles, the S&P 500 peaked and fell by 3% before the LEI
actually turned down, but the bulk of the decline in the market occurred
after the LEI had turned negative. In February, the LEI increased for the
first time in five months (see Figure 3).

Figure 3: Leading Economic Index
15
13
11
9
7
5
3
1
-1

15
10
5
0
-5
-10
-20

1960
1962
1964
1966
1968
1970
1972
1974
1976
1978
1980
1982
1984
1986
1988
1990
1992
1994
1996
1998
2000
2002
2004
2006
2008
2010
2012
2014
2016
2018

-.15

Recession

LEI YOY Index

Source: Bloomberg. Data as of 3/31/2019.

The Yield Curve
The difference between the 2-year U.S. Treasury yield and the 10-year U.S.
Treasury yield is called the yield spread, and this measure has
foreshadowed recessions when inverted—that is, when the 10-year yield
is lower than the 2-year yield (see Figure 4). In December, the Federal
Reserve increased the federal funds rate—the ninth increase since
2015—with two additional increases forecast for 2019. We thought the
Fed was likely to pause this plan, which we and the market viewed as too
aggressive in an unstable environment. And at its March meeting, the Fed
officially slashed its forecast from two hikes to zero. Inversions did occur
in the 1- to 7-year part of the yield curve during the quarter, but the
benchmark 2- to 10-year yield spread remains positive for now. Low and
negative global rates continue to have an artificial impact on the curve as
foreign investors seek yield by buying U.S. bonds.

Trade Negotiations with China
The U.S. has put tariffs on $250 billion of Chinese goods, and China has
responded with tariffs on $110 billion of U.S. goods, mostly agricultural
products. Though progress has been made in negotiations, a deal has yet
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to be unveiled. Growth has slowed in the world’s two largest economies,
and U.S. auto manufacturers, technology companies, and farmers are
especially anxious for a deal. The risk of an all-out trade war has
diminished.

Course of Action
There have been 10 cases since 1965 when the S&P 500 experienced a
double-digit return in the first quarter. In nine of these instances, the S&P
finished the year higher than where it stood at the end of March, with an
average return of 10.7% over the next three quarters. The exception was
1987, when the S&P saw a decline of 10.9% in the following three
quarters.
Growth stock valuations ended 2018 at a multidecade low relative to
defensive sectors. Valuations for the overall stock market are now slightly
above the long-term average, but growth stocks remain attractive, and we
may see a further rotation into these companies if the rally continues. Our
client portfolios are structured for this rotation and are expected to grow
earnings faster than the broader market. Most portfolios have meaningful
exposure to growth sectors, including Communication Services,
Technology, and Healthcare.
We continue to remain selective with our exposure to consumer-focused
sectors, opting to invest in companies with leading market share, large
advertising budgets, and innovative cultures. Disruption remains a
pervasive theme, and changes to the status quo will ultimately benefit the
consumer.
Amazon’s role as a disrupter gives consumers access to a large range of
products and allows smaller, upstart brands to gain an effective distribution
system. This is making many legacy consumer brands obsolete. Smaller
brands historically lacked a means to distribute their products and compete
with larger companies.
Innovative brands also pose a threat to many Consumer Staples
companies. Walmart is now actively seeking partnerships with newcomers
to attract excitement to product categories that were previously considered
timeless. The trend toward greater health consciousness is acting as an
impediment to some legacy food products. From organic produce to “keto”
diets, tastes are evolving. As consumers choose healthier products, the
value of other brands is further impaired.
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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.

