COMMENTARY 2016 Q4

Inverness
Counsel

During the quarter, equity markets experienced a strong rally after
Election Day. The S&P 500 ended the year at 2,239—slightly below
its record high. The direction of interest rates drove equity returns for
most of the year, with lower rates in the first half and higher rates in
the second. The Fed increased interest rates for only the second time
in nine years, and additional increases are expected in 2017. There is
speculation that many of the Trump administration’s promised
initiatives could be a shot of adrenaline to an aging economic
recovery. Corporate tax reform is a key agenda item for the markets,
and investors have already priced in some level of reform. We
continue to position portfolios for modest growth, although we expect
volatility to reappear in 2017.
The S&P 500 Index gained 3.8% on a total return basis for the quarter and
was up 12.0% for 2016. The Financials sector was the clear leader this
quarter, while the Healthcare and Consumer Staples sectors declined in
value. For 2016 as a whole (see Figure 1), the Energy sector was the
strongest, followed closely by the Financials and Telecom sectors. The
Healthcare sector, the laggard all year, was the only sector with negative
performance.

Figure 1: 2016 Performance by Sector
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Source: Bloomberg. Data as of 12/31/2016.

From a broader perspective (see Figure 2), the S&P 500 was in the middle
of the pack versus other market segments for the quarter and the year
(measuring in dollars). Crude oil saw an increase of 45% in 2016 after
declining by 31% in 2015. The emerging markets index had a strong year,
while the European Union saw a decline.

Figure 2: 2016 Performance by Category
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Source: Bloomberg. Data as of 12/31/2016. All returns in U.S. dollars.

The Year in Review
We entered the year assuming the economy, as defined by Gross Domestic
Product (GDP), would continue to experience modest growth, given an
improving employment picture, lower commodity prices, higher consumer

confidence levels, and an expanding housing market. The first half of the
year saw a lackluster 1.4% increase in GDP. The second half has seen
marginally better performance, with all components of GDP showing some
improvement for the year, but overall this is the slowest level of growth we
have seen since the expansion started in 2009.
We expected housing metrics to continue to improve, with higher prices
helping consumer confidence and spending. Through October 2016, the
S&P CoreLogic Case-Shiller 20-City Composite Home Price Index rose 38%
from the trough in 2012. Annual price increases are currently averaging
5% nationally. In December, consumer confidence reached the highest
level we have seen in 13 years. As a result, consumer spending has been
the primary component of GDP growth this year.
We expected that inflation would stay at low levels. Wage growth was
muted, and we thought the Federal Reserve would increase interest rates
at a measured pace. Weak commodity prices, deflationary pressure from
overseas, a strong dollar, and sluggish global economic growth continued
to be headwinds. As a result, the Fed raised rates only once, in December,
and the fed funds rate ended the year at 0.66%.
The direction of interest rate expectations drove equity market returns for
most of the year. Shortly after the Fed began its tightening campaign in
December 2015, the European Central Bank and the Bank of Japan decided
to be even more aggressive in fighting the ongoing threat of deflation. They
introduced or expanded the use of negative interest rates, which means
they were actually charging depositors to hold their money. Negativeyielding foreign debt reached a high of $13 trillion in July, causing the
benchmark 10-year U.S. Treasury bond to hit a record-low yield of 1.37%.
As interest rates declined globally, many traditional bond investors moved
to equities and focused on stocks with higher-than-average dividend yields.
Many stocks in the Utility, Telecom, Real Estate, and Consumer Staples
sectors were driven up to very high valuation levels. We noted in our thirdquarter commentary that we saw significant risk developing in this group
of stocks. These sectors have all had negative returns during the second
half of the year.
Since the low in July, global rates have increased. The 10-year U.S.
Treasury yield stood at 1.85% on Election Day and exploded higher after
the surprise results. Negative-yielding debt has declined to $7 trillion, and
the 10-year U.S. Treasury yield ended the year at 2.4%. This increase in
rates whipsawed investors, and interest-rate-sensitive sectors such as
Financials and Industrials drove equity returns in the second half of the year.
This is now the second-longest bull market in history. For almost eight years,
there have been no declines in excess of 20%. General market valuations
are at the high end of historical ranges. We thought future stock prices would
be driven by earnings growth and not further valuation expansion. We
focused on companies with top-line revenue growth as a driver of cash flow
and earnings. Top-line growth has been concentrated in the Technology,
Healthcare, and Consumer Discretionary sectors. With investors focused
primarily on the direction of interest rates in 2016, these three growth
sectors, along with Consumer Staples, were the worst performers.
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Outlook for 2017
As we head into 2017, we continue to position portfolios for modest growth.
An expanding housing market, a healthy employment picture, and high
consumer confidence levels should result in healthy consumer spending.
Unemployment is expected to decline further and reach 4.7% by end of
2017. U.S. household net worth reached a record $89.1 trillion in the
second quarter of 2016, and stock prices and house values have increased
since then.
President Trump’s first 100 days will be critical in determining whether
economic growth accelerates from the 2% level we have experienced in
recent years. We will most likely see corporate tax reform towards the top
of the new president’s agenda. The current corporate tax rate is 39%, which
is one of the highest in the world (see Figure 3). Lowering the rate to 20%
would be a major change and could add 10%–15% to corporate earnings.
We have identified a number of consumer and financial stocks that would
see a dramatic impact. Some domestically focused industrial, technology,
and healthcare companies would also benefit.

to be up by about 3% versus 2015. According to FactSet, earnings are
expected to grow about 11% in 2017.
Many statistics are signaling that this is a time for caution. The economy
has now been expanding for 30 quarters, and the bull market is almost
eight years old—both near historical records. In addition, we note that the
start of a new presidential term has typically not been a positive for the
stock market or the economy. Eight of the last 11 recessions have coincided
with the inaugural year of a presidential term. Investors are currently
focused on the positive aspects of President Trump’s agenda, but finding
the money to spend on infrastructure may prove difficult given current deficit
and debt levels. The U.S. government debt has quadrupled over the last
15 years to $20 trillion—yet interest expense has remained the same,
thanks to low interest rates. For every 0.25% increase in interest rates, the
annual deficit increases by $50 billion. If rates increase to 4%, the deficit
would increase by an additional $300 billion. In 2015, the entire federal
budget was $3.8 trillion and total interest payments were $229 billion.
In our 2014 year-end commentary, we introduced a number of indicators
that have in the past provided early warning signals of markets becoming
overheated (see Figure 4). We noted at the time that most of the indicators
were benign. We are now moving Duration of Economic Expansion and
Interest Rates/Trajectory to red and Inflation to yellow—leaving only two of
our indicators in positive territory.

Figure 3: Corporate Tax Rates by Region
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If economic growth continues and perhaps accelerates, inflation and interest
rates are also likely to adjust higher. With unemployment at low levels, we
are seeing some early signs of wage growth, and since the election, inflation
expectations have moved closer to their 2% target. Markets are currently
forecasting two increases in the federal funds rate in 2017. The Fed may
be forced to move more aggressively.
After two years of low oil prices, the budgets of many energy-producing
countries are severely strained. Many investors do not believe that OPEC
and non-OPEC countries will follow through on their recent agreement to
reduce production. Some evidence of this cutback should appear in the
first quarter. In addition, interest rates and oil tend to move together.
According to the analytics firm Kensho, in 23 instances over the last 20
years, when the 10-year Treasury yield rose 0.50%, the price of oil rose an
average of 8.9%.
Market participants are anticipating much higher revenue and earnings due
to tax cuts and fiscal stimulus. Although these would be substantial positive
catalysts, company profits will also be affected by a stronger U.S. dollar,
higher interest rates, and possible changes in trade policy. After two years
of no growth, S&P 500 earnings for the second half of 2016 are expected
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Course of Action
We have meaningful exposure and continue to find compelling opportunities
in the Technology and Consumer Discretionary sectors, where earnings
growth has been concentrated. We have increased exposure in the
recovering Energy sector.
We noted in our third-quarter commentary that we reduced exposure in
Financials due to concerns about low interest rates and regulation. Given
the election results and the subsequent move in rates, we have rebuilt our
Financials exposure. The promised reductions in regulation and taxes would
be very positive for this sector.
Corporate balance sheets are still underlevered, and a resurgence in U.S.
manufacturing never really occurred during this economic cycle. If repatriation
of foreign profits and lower tax rates bring these two themes back into play,
we may look to increase our exposure in Industrials and Materials.
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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.

