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During the quarter, equity markets were volatile. The S&P 500 set a
record high in July but retreated during August as the trade war with
China escalated and many global bond markets signaled a looming
recession. We saw a recovery in September as trade negotiations
resumed, and the S&P 500 ended the quarter 2% below its all-time
record. Key fundamentals, such as consumer spending and housing,
remain healthy and are driving domestic economic expansion, while
weak manufacturing data have stoked ongoing fears of a contraction.
The Federal Reserve cut rates twice in the quarter, and another
reduction is expected before year-end—a stark contrast to the Fed’s
original plan of two more increases in 2019. The Fed has cited the
ongoing trade war and concern over a possible pause in capital
expenditures due to uncertainty for companies operating complex
supply chains. The global slowdown has resulted in a record level of
foreign bonds with negative interest rates, which has helped drive U.S.
interest rates lower. We continue to position portfolios for modest
growth, although volatility is likely to remain elevated, given the age
and fragility of the current economic expansion and the unstable
political environment heading into an election year.
The S&P 500 Index gained 1.7% on a total return basis for the quarter.
The Utilities, Real Estate, and Consumer Staples sectors led the way and
have been the leaders for the year, along with the Technology sector (see
Figure 1). The Energy, Healthcare, and Materials sectors declined during
the quarter and remain laggards for the year.

Figure 1: 2019 Performance by Sector
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Market Moves Sideways as the Trade War Drags On
We began the year positioned for long-term growth and viewed the late
2018 market correction—a nearly 20% decline—as an opportunity to
increase equity exposure to many of the growth companies we found
attractive. Earnings for the S&P 500 grew 22% in 2018, and yet the market
declined 4.4% for the year. The S&P 500 has returned 20.6% so far this
year, although the majority of this return occurred in the first half of the
year, prior to trade negotiations stalling and China backing away from a
prospective deal.
We expected volatility to remain high—given concerns about the Federal
Reserve, peak earnings, a recession, and trade wars—and persistent high
volatility is what investors have experienced since May. The market
recovered in June, after the announcement that talks would resume
between Washington and Beijing. Investors experienced a burst of
fluctuations in August, when tensions escalated again and the U.S. and
China raised the stakes in their now year-old trade conflict, with new
rounds of tariffs and defensive currency actions. The S&P 500 saw 11
moves of more than 1% in 22 trading sessions. Three of these occurrences
involved declines of at least 2.5%. Delays and exemptions for certain
tariffs were announced in September as trade negotiations resumed, and
the market recovered to close slightly higher than where it started the
quarter.
The ISM Manufacturing Index monitors employment, production,
inventories, new orders, and supply deliveries, and a level above 50
indicates expansion. This index showed readings of 49.1 in August and
47.8 in September, marking the first time since September 2016 that the
ISM has fallen into contraction territory. The ongoing trade war seems to
be weighing on manufacturers and their ability to plan and invest in
facilities. Historically, the ISM has been an important recession indicator,
but this index typically reaches the low 40s during an economic contraction
(see Figure 3).
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Figure 3: The ISM Manufacturing Index
Continues to Contract

From a broader perspective, the S&P 500 performed better than many
foreign markets this quarter and continues to be the leader for the year
(see Figure 2). Gold prices continued to rally this quarter, while oil prices
gave back some of their appreciation for the year after a short-lived rally
following the attack in Saudi Arabia.
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Figure 2: 2019 Performance by Category
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The latest round of announced tariffs, scheduled for December 15, will
cover virtually all Chinese imports and is the first round to directly impact
consumer goods. Consumer spending, which represents 70% of the U.S.
economy, has remained healthy so far and has helped offset weakness in
the industrial segment of the economy. Unemployment remains near
record lows, and declining mortgage rates have helped the housing market
this summer: sales of single-family homes rebounded more than expected
in August. But the next round of tariffs could significantly harm the
consumer and affect confidence levels, which have recently retreated from
15-year highs. Adding to the uncertainty, the presidential election is only
13 months away.
This remains the longest bull market in history and the longest American
economic expansion since records were first kept in the 1850s. The U.S.
economy as defined by Gross Domestic Product (GDP) is expected to grow
2% this year, and China is expected to grow 6%—its weakest expansion
in 29 years. This reversion back to trend levels of anemic growth in the
U.S. is expected to continue in 2020, but full implementation of tariffs
would put this forecast at risk.

The Bond Market Is Signaling Trouble
Foreign debt with negative interest rates expanded to $17 trillion this
quarter. Thirty percent of all global investment-grade securities now have
a subzero yield. Japan, Germany, France, and several Nordic countries
have negative yields along their entire 2-to-10-year maturity curve. To
achieve a positive return, foreign investors must accept longer-maturity
bonds. In August, Germany sold 30-year bonds with a zero-interest
coupon, but the demand was so high that the price of the bonds rose and
the yield became negative. Corporate bonds are also contributing, with
Siemens, for example, issuing a two-year note at -0.31%.
The Federal Reserve started the summer forecasting no interest rate cuts
in 2019, though at the same time monitoring inventory levels and watching
for a pause in capital expenditures from ongoing trade negotiations. The

Figure 4: The Federal Reserve Reverses Course
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market was more pessimistic and expected the Fed to announce a
reduction in rates at its July meeting and another cut before the year was
over. The market was right, due to weaker global economic numbers and
tariff tensions escalating, the Fed had to act, and lowered its benchmark
rate twice during the third quarter.
In the last 30 years, the Fed hasn’t cut rates by more than 75 basis points
consecutively without a recession following (see Figure 4). This pattern
suggests that by the time the Fed realizes it needs a full easing cycle, it’s
generally too late. So far this year, the Fed has lowered rates by 50 basis
points, and the market expects another 25 basis point reduction before
year-end. Whether or not this next reduction is viewed by the market as
the last cut will be critical for the 2020 outlook.
The yield spread is one metric we watch closely. It measures the difference
between the 2-year U.S. Treasury yield and the 10-year U.S. Treasury yield
and has consistently foreshadowed recessions when inverted (that is,
when the 10-year yield is lower than the 2-year yield). In August, this
metric briefly turned negative for the first time since 2007. On average,
since 1956, recessions have started 15 months after an inversion occurs.
We recently witnessed yield spread inversions in 10 major markets across
the world, the highest number since the Global Financial Crisis.
The bond markets are in unchartered territory and signaling caution on
the economic outlook. The European Central Bank and the Bank of Japan
insist on keeping interest rates low to spur economic activity. The resulting
negative global interest rates are having an impact on the U.S. bond
market.

Course of Action
Equities look cheap compared to bonds. From 1971 to 2007, the 10-year
U.S. Treasury yield consistently exceeded the S&P 500’s dividend yield
(dividend for the S&P 500 divided by the index price). Given that the S&P
500 is historically viewed as a growth investment, this trend makes sense,
since an investor benefits from price appreciation and dividends. Since
the Great Recession in 2008, the S&P 500 dividend yield has exceeded
the 10-year Treasury yield in a handful of pessimistic times. With global
interest rates so low, we are now back in that position. In the last three
cases where the difference between the dividend yield for the S&P 500
and the 10-year Treasury yield went from peak to trough, the median total
return for the S&P 500 was +48%. Said another way, artificially low
interest rates further increase the attractiveness of equity returns.
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Most of the metrics we watch are not signaling a recession. If this current
period of weakness ends up being just an economic slowdown and not a
recession, perhaps lower interest rates will lead to an unexpected boost
in the U.S. economy as corporations, individuals, and the government all
refinance. We have already observed this scenario in Europe, where recent
corporate bond issues have been priced so low that they are akin to free
money. We have added some large multinational companies to the
portfolio. These are companies whose stock we see as fundamentally
undervalued and that are also able to save money by borrowing at a lower
rate than the dividend yield they currently pay investors.
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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.

