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During the quarter, equity markets broke out of their trading range
and rallied, with the S&P 500 Index reaching an all-time high of 2,931
in September. The economic expansion continued, and revenue and
earnings for the S&P 500 once again significantly exceeded forecasts.
This bull market is now the longest in history, marking over 10 years
since the bankruptcy of Lehman Brothers and the financial crisis.
Many pundits are looking for the end of this economic cycle, but for
now the fundamentals remain strong. Central banks around the world
are migrating back toward a normalized interest rate policy, although
yields remain below historic averages. Global trade concerns continue
to be a drag, but progress has been made with Canada and Mexico.
Portfolios are positioned for faster growth, with a degree of caution,
given the price volatility experienced earlier this year and the chance
that the Fed may raise rates too aggressively.
The S&P 500 Index increased 7.7% on a total return basis for the quarter,
with all sectors posting positive results. Relative strength occurred in the
Healthcare, Industrials, and Technology sectors this quarter, while some
higher-dividend-yielding sectors—such as Utilities and Real Estate—
continued to struggle. The higher-growth Technology, Healthcare, and
Consumer Discretionary sectors have been the leaders for the majority of
the year (see Figure 1).

Figure 1: 2018 Performance by Economic Sector
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Source: Bloomberg. Data as of 09/30/2018.

From a broader perspective, the combination of healthy fundamentals and
a strong dollar have led U.S. equities to outperform most foreign stock
markets during the quarter and the year (see Figure 2). Stocks with smaller
market capitalization—and therefore less global trade and higher exposure
to domestic tax cuts—performed better than the large-cap S&P 500 but
corrected sharply lower in September. Oil extended its rally for the year.

Figure 2: 2018 Performance by Category
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Economic Growth Remains Strong
U.S. economic growth, as defined by Gross Domestic Product (GDP), remains
robust at roughly 3% year-over-year. Residential investment and consumer
spending are the primary drivers. This underlying economic strength has
allowed corporate America to grow profits faster than anticipated. At the
beginning of the year, expectations were for 18% earnings growth, but higher
commodity prices and consumer confidence–driven spending propelled
forecasts higher. Earnings for the S&P 500 are now expected to gain 20%
for all of 2018, driven not only by tax reform and share buybacks, but also
solid revenue growth. Earnings in 2018 are expected to excel in the Energy,
Materials, and Financials sectors. The outlook for 2019 also appears
favorable, with over 10% earnings growth generally expected.
Housing remains a source of economic strength. Housing prices are still
moving higher, albeit at a slower pace than in previous years. For a few
years, home prices were increasing faster than wages, so some moderation
would appear healthy. Affordability and higher mortgage rates are also
pressuring some first-time homebuyers. For most Americans, a home is
their most valuable asset, resulting in increased consumer confidence and
ultimately in higher levels of consumer spending.
Global trade is a concern, although progress has been made. The United
States-Mexico-Canada Agreement, or USMCA, announced in early October,
is an updated NAFTA with our major trading partners. Negotiations with
China have been sidelined for now, and President Trump seems content to
leave tariffs on $250 billion of Chinese goods in place until substantive
negotiations resume. The market continues to believe that further talks will
occur and that many of these tariffs will prove temporary.
The Federal Reserve increased its benchmark rate by another 0.25% in
September—the third increase this year—with further tightening expected
in December. While the Fed’s move toward a more normalized interest rate
policy has contributed to some market volatility this year, a modestly higher
federal funds rate allows the Fed to play a more protective role if economic
growth eventually slows. Current rates remain historically low. Modest
increases from current levels should not be much of a concern, although the
financial markets fear the potential for a more aggressive Fed.
As the Fed has raised rates, the 2-year U.S. Treasury yield has risen faster
than the 10-year U.S. Treasury yield. The difference between these two rates
is called the yield spread, and this spread reached a new cycle low of 0.19%
during the quarter. The spread has foreshadowed recessions when inverted
(that is, when the 10-year yield has been lower than the 2-year yield), but
the kind of modest flattening of the yield spread we’re seeing today has
historically correlated with positive equity returns. The curve has been
flattening since May 2008, and the S&P 500 has seen a positive return. While
the spread between the 2-year and 10-year yields has historically been
utilized to gauge inflation, low and negative global rates are artificially
flattening the curve, so that the spread between the 3-month yield and the
10-year yield is actually more indicative of the U.S. economic environment.
Compared to historical periods (see Figure 3), the stock market should still
have some positive returns ahead. It is too early to worry about an inverted
yield curve.
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Figure 3: Historic Inverted Yield Curves
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9

5/28/18

?
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4

Our exposure to consumer-focused sectors remains guarded, as
Amazon in particular and online retail in general are causing
disruption for many traditional retailers. After a period of
underperformance, many companies in the higher-dividendyielding, yet mature Consumer Staples sector now trade at more
attractive values. We have taken some initial positions, and these
higher-dividend-yielding companies remain a focus for the
research team.

Source: Bloomberg.

Ten Years Later: The Scars Remain
Lehman Brothers filed for bankruptcy on September 15, 2008. At that point,
it was the largest bankruptcy in history and the pivotal event that ballooned
a mortgage crisis into a full-blown global financial crisis. The Federal
Reserve dropped its benchmark federal funds rate to zero in December
2008, and other global central banks followed suit. Quantitative easing
programs were instituted by the Fed and the other global central banks,
and in later years, negative interest rates were utilized in Europe and Japan.
Policymakers sought to boost economic growth by lowering the cost of
borrowing money and increasing incentives to encourage consumer
spending, rather than saving. The Fed’s initial goals were unemployment
below 6.5% and inflation at 2%—both of which have now been
accomplished. Figure 4 highlights some key changes over the last decade.

Figure 4: Then and Now
Indicators
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10,917
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U.S. 10-Year Bond Yield

3.3%
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U.S. 2-Year Bond Yield

2.6%

2.2%

German 10-Year Bond Yield
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U.S. Treasury Debt

$5.5T

$15.3T

Fed Balance Sheet

$900B

$4.2T

BBB Rated Corporate Debt

$751B

$2.56T

Annual Covenant-Lite Loans Issued
National Home Prices**
30 Year Mortgage Rate

$97B

$375B

$184,610

$205,350

5.9%

4.6%

U.S. Household Debt

$12.7T

$13.3T

Student Loan Debt

$750B

$1.5T

Student Loan Delinquency Rate

7.5%

11.0%

Unemployment

10%

3.80%

Financials as % of S&P

22.6%

14.4%

Tech as % of S&P

14.5%

25.2%

Facebook Users

100M

2.2B

iPhone Unit Sales

0.7M

41.3M

Exxon, PetroChina, GE,
Microsoft, Walmart

Apple, Amazon, Google,
Microsoft, Berkshire

Five Largest Global Market Caps

Note: Covenant-lite loan data based on 2007 and 2017.
Sources: *Federal Reserve Bank of NY; **S&P CoreLogic Case-Shiller Index, July 2006; Statistica.com;
S&P GMI; Bloomberg; New York Times.

Course of Action
Our client portfolios have meaningful exposure to the Technology and
Healthcare sectors. Trends in both of these segments of the economy are
driving strong long-term growth. Our research efforts continue to identify
new investment opportunities in these and other sectors. Portfolios also
have significant exposure to the Financials sector, although sluggish loan
growth is muting the positive impact of higher interest rates, and many
investments in this sector are under review.

As of the fourth quarter, the Telecom sector is now the
Communication Services sector. This new grouping was created
to better reflect the evolving nature of how people communicate,
access entertainment, and consume content. Some companies
that were formerly in the Technology and Consumer Discretionary
sectors have shifted to Communication Services. Given current
holdings, many client portfolios will be overweight this sector.
New Website
Inverness is excited to announce the launch of our new website.
We recently celebrated our 50th year in business, and throughout
the past five decades we have seen many changes in technology.
Additionally, Inverness has expanded how we use technology.
The original website was just a landing page for the firm. As the
years went by, our website became another channel through
which we could communicate—with the addition of company
updates and quarterly commentaries, for example. Because we
take your trust seriously, we created a major enhancement: an
interactive portal that many of our clients and trusted advisors
access quarterly to securely download appraisals and other
private documents. With this latest upgrade, we are not just
adding a fresh coat of paint, but incorporating new features and
flexibility to stay current with the ever-evolving technological
world.
The image below shows our newly curated home page. Note the
link to the client portal in the upper right corner, labeled “Client
Portal”. If you would like to sign up for the portal, please let us
know. We have also added new material to the website, and
encourage you to browse through the various pages.
We have some longer-term features planned, and will be sharing
updates along the way. As the firm continues to grow and adapt,
so too will the website. All feedback is welcome. We hope you
enjoy it!
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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.

