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During the quarter, equity markets experienced some volatility due to
trade negotiations but ultimately reached a new record high, and the
S&P 500 posted its best first half in 20 years. The S&P 500 ended the
period at 2,941—26.4% above the 2018 closing low on Christmas Eve.
The economic expansion we have experienced since the Great
Recession is now the longest in history. 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. Trade
negotiations with China stalled during the quarter, but a truce was
announced at the end of June, and talks are expected to resume. The
Federal Reserve has paused its interest rate hiking campaign, and the
market is pressuring the Fed to lower rates in the second half.
Negative foreign interest rates have returned and have helped drive
U.S. interest rates lower. Growth stocks have performed better than
the broader market, yet we continue to find compelling investments
in these areas. We continue to position portfolios for modest growth,
although volatility is likely here to stay, given the age of the current
economic cycle.
The S&P 500 Index gained 4.3% on a total return basis for the quarter.
Technology is the leading sector year-to-date, and almost all sectors had
a double-digit return for the first half of the year (see Figure 1). Energy
was the only sector to see a decline this quarter. Healthcare continues to
be an underperforming sector, both for the quarter and year-to-date.
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Source: Bloomberg. Data as of 6/30/2019.

From a broader perspective, the majority of the foreign markets performed
in line with the S&P 500 for the quarter and extended their positive
performance for the year (see Figure 2). Gold prices saw a meaningful
bounce this quarter, while oil prices gave back some of their appreciation
for the year.

Figure 2: 2019 Performance by Category
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The Longest Economic Expansion in History
The S&P 500 reached a new record high during the second quarter with
most sectors participating, which we view as a healthy situation. This
remains the longest bull market in U.S. history, and it is now coupled with
the longest economic expansion in history. The economic recovery since
the Great Recession is now 42 quarters old, making it the longest American
expansion since records were first kept in the 1850s.
Residential investment and consumer spending are expected to continue
driving modest growth in the U.S. economy, as defined by Gross Domestic
Product (GDP). GDP grew in the first quarter at a greater than anticipated
3.2% annualized rate. This strength was driven by increased inventory and
an improved trade balance due to companies’ temporary adjustments in
response to the ongoing trade war. Growth is expected to slow to 2.6% in
the second quarter and decelerate to about 2% in 2020. Since 1947, real
annual GDP has expanded at 3.2% on average, but since the Great
Recession ended in 2009, annual GDP growth has been only about 2%.
This slow trickle of growth was strong enough to drive the economy to full
employment and yet tepid enough to avoid a problematic level of wage
inflation. After a brief period of accelerated growth in 2018 due to tax
reform, we seem to be trending back down to a trickle.
Many market participants are concerned this sluggish growth will actually
turn into an economic recession, but we do not see signs of an imminent
recession. Recent manufacturing statistics—such as the ISM
Manufacturing Index, new orders, and retail sales—suggest the expansion
is slowing, but employment statistics and confidence metrics indicate the
domestic economy is still fairly healthy. Initial jobless claims, a report that
measures the number of individuals seeking to receive unemployment
benefits, is close to a 50-year low, and we continue to add new jobs every
month. Historically, rising claims have been an early indicator of economic
trouble. A low level of claims, coupled with the other indicators we
highlighted in our last Commentary—the Conference Board Leading
Economic Index (LEI) and the yield curve—leads us to believe that a
recession is still a long way off and that slow economic growth will continue.
Consumer spending, which represents 70% of our economy, should remain
healthy. Unemployment is near record lows, and declining mortgage rates
may benefit the housing market. The S&P CoreLogic Case-Shiller 20-City
Index in April was up 2.5% year over year, the lowest annual gain since
2012. Yet April marked another all-time record high for national home
prices. Lower mortgage rates coupled with a softer pricing environment
should help affordability.
The markets have experienced some volatility due to the ongoing tariff
discussions. The U.S. has put tariffs of 25% on $250 billion of Chinese
goods, and China has responded with tariffs on $110 billion of U.S. goods.
In May, China backed away from a prospective deal, and negotiations
seemed to stall. The market declined on this fear and in response to
President Trump’s unprecedented move of threatening tariffs on imports
from Mexico unless that country managed to stem the flow of northbound
migrants. In early June, Mexico and the U.S. reached a deal to avoid tariffs,
and the market rallied. This rally expanded as the market looked forward
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to a meeting between President Trump and President Xi at the G20 Summit
in Osaka, Japan. That meeting resulted in the announcement of a delay
on any new tariffs and a plan for talks to resume between Washington and
Beijing.
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, the indicators were mostly positive.
Valuations were reasonable, interest rates were at 0%, and wage growth
pressure was nonexistent. Over the past five years, we have downgraded
many of these indicators, but the majority remain in the neutral category.
Valuations are slightly above long-term averages, there are modest signs
of inflation, and despite gains in wage growth, technology appears to be
moderating these increases. We are moving interest rates back to yellow,
since they remain low relative to historical data and the trajectory is now
flat to down.

impact on the curve as foreign investors seek yield by buying U.S. bonds.
Foreign debt with negative interest rates reached a high of $13 trillion in
the summer of 2016. Many of these rates returned to positive territory by
the middle of 2017, but given slowing economies and global trade wars,
several of these foreign rates are negative again. To achieve a positive rate
of return, investors must accept longer-maturity bonds, such as the
recently issued 100-year Austrian bond that matures in September 2117
with a yield of only 1.17%. The European Central Bank’s main lending rate
stands at 0%, but in early June, ECB President Mario Draghi indicated a
willingness to lower this rate below zero if deflation concerns reappear.
The Bank of Japan may also decide to move rates further into negative
territory if the U.S. Fed begins to cut rates. Since the German and Japanese
10-year government yields have moved back into negative territory, U.S.
rates are still viewed as attractive (see Figure 4).

Figure 4: Global Government 10-Year Yields
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Figure 3: Indicators vs. Prior Bull Market Peaks
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Source: Bloomberg. Data as of 06/30/2019.
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42
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41
$1.2T
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Source: Bloomberg. Data as of 06/30/2019. *High for current economic cycle.

Interest Rates Decline Dramatically
In December, the Federal Reserve increased the federal funds rate for the
ninth time since 2015, with two additional increases projected 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. In its March meeting,
the Fed slashed its forecast from two hikes in 2019 to zero. Additionally,
in its June meeting, the Fed signaled a willingness to lower the benchmark
rate if economic conditions weaken. Currently, the market expects the Fed
to announce a reduction in rates at its July meeting, as well as another
cut before the year is over. At present, the Fed is not projecting these rate
cuts in its forecast, but it is monitoring inventory levels and the possible
pause in capital expenditures from ongoing trade negotiations.
The 10-year U.S. Treasury bond yield retreated to 1.98% in late June after
reaching a cycle high of 3.24% last November. The federal funds rate is
currently set at 2.25%, and shorter-term interest rates are keyed to this
metric, resulting in a very flat yield curve (i.e., the line on a graph that plots
the yield of Treasuries against the length of time until maturity). The 2-year
Treasury yield reached a low of 1.73% in late June. Given the difference
between the 2-year yield and the federal funds rate, the market is implying
that it wants the Fed to cut rates by 0.50% in short order.
Slowing domestic growth has driven interest rates lower as investors look
for safety, but low and negative global rates continue to have an artificial
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Course of Action
In our last two Commentaries, we highlighted the relative attractiveness
of growth stocks. Growth stock valuations ended 2018 at a multidecade
low relative to defensive sectors. Client portfolios have had meaningful
exposure to the Communication Services and Technology sectors, where
earnings growth is concentrated, and we added to these exposures in the
first half of 2019. Trends that are driving long-term growth include cloud
computing, software as a service, artificial intelligence, e-sports, and online
advertising.
The Healthcare sector also features strong long-term growth trends, such
as aging demographics and personalized medicine, but because the
political risks may increase as we get closer to the 2020 election, we have
reduced some of the exposure in this sector. We also reduced portfolio
exposure to banks, given the ongoing pressure from lower interest rates.
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.
As interest rates declined, investors were prompted to seek income from
defensive sectors, such as Real Estate, Utilities, and Consumer Staples.
This “flight to safety” has increased valuations, and many stocks in this
group may not behave as defensively as might be expected. We have been
selective in adding new exposure to these areas.
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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.

