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During the quarter, equity markets experienced a major correction,
and the S&P 500 ended the year at 2,507—15% below the record high
reached in September. Although corporate results seem strong,
investors are concerned about slowing earnings in 2019, a spreading
global economic slowdown, an escalating trade war with China, and
the possibility of further interest rate increases. Some even fear that
an economic recession could happen in 2019. For now, we are viewing
the market correction as an opportunity. We do not see signs of an
imminent recession. We expect volatility to remain elevated and have
positioned portfolios a bit more defensively. Valuations are now more
attractive, and fundamentals seem healthy enough, but we need clarity
on a trade deal with China and on Fed policy before the market can
truly stabilize and focus on fundamentals.
The S&P 500 Index declined 13.5% on a total return basis for the quarter
and was down 4.4% during 2018—its worst performance in a decade.
During the quarter, the Energy, Technology, Industrials, and Consumer
Discretionary sectors saw the biggest declines. For 2018 as a whole, the
higher-growth Technology, Healthcare, and Consumer Discretionary
sectors remained leaders, while the slower-growth, higher-dividendyielding Utilities and Real Estate sectors were safe havens (see Figure 1).
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Source: Bloomberg. Data as of 12/31/2018.

From a broader perspective, most asset classes experienced negative
returns in 2018 (see Figure 2). Still, the combination of healthy
fundamentals and a strong dollar enabled U.S. equities to outperform most
foreign stock markets.

Figure 2: 2018 Performance by Category
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In our second-quarter commentary, we noted that many economic indicators
and sentiment surveys were at or near record levels:
• The Conference Board Consumer Confidence Index stood at its highest
level in 15 years.
• The NFIB Small Business Optimism Index was at its highest level ever in
its 45-year history.
• National home prices were at all-time highs.
• Unemployment had declined to 3.8%—a level last seen in the late 1960s.
We expected housing to remain a source of strength, although we noted that
affordability and rising interest rates might present obstacles. The S&P
CoreLogic Case-Shiller U.S. National Home Price Index was up 5.1% year
over year (a new all-time high), and prices have now been rising at a rate of
4%–6% for several years. This combination of higher prices and higher
mortgage rates is slowing sales of both new and existing single-family
homes. Recent transaction data is soft but shows signs of stabilization.
The S&P 500 broke out of its trading range during the third quarter and rallied
to an all-time high of 2,931 in September. Since then, the S&P 500 has
experienced a major correction—a 19.8% decline from peak to trough. Over
the last 30 years, stocks have experienced an average annual correction of
14%, so the recent correction was larger than average but not extreme.
Three factors drove the majority of the stock market weakness:
• concerns about slowing global growth,
• an escalating trade war between the United States and China, and
• the Fed’s decision to increase the federal funds rate four times in 2018,
with two more increases expected in 2019.
At the start of 2018, all of the 45 major economies tracked by the
Organization for Economic Cooperation and Development were growing, but
this synchronized global growth began to slow as the year progressed. A
stronger U.S. dollar, trade wars, and other country-specific issues slowed
some economies, and we witnessed bear markets (20%+ declines) in China,
Italy, Germany, Japan, and South Korea.
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for accelerating growth, and economic growth improved throughout the year,
thanks to an expanding housing market, record consumer confidence levels,
tax reform, and a healthy employment picture. Many companies saw
stronger-than-expected revenue and earnings growth during the first three
quarters of the year. Concerns about future growth have driven the recent
market volatility.
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Global trade was a concern for the majority of the year, but the new United
States-Mexico-Canada Agreement, or USMCA, reinforced the market’s belief
that further trade negotiations would occur with China and Europe and that
many of the tariffs that had been introduced would prove temporary. As
tensions increased between the U.S. and China, the market began to fear
that tariffs would rise and that this issue might persist longer than expected.

The Year in Review
It was a difficult year for the financial markets. Despite a robust domestic
economy, which grew roughly 3% year over year, and strong corporate
earnings, which are expected to be up about 20% for 2018, most major
markets saw negative returns. Earlier in the year, we positioned portfolios

Outlook for 2019
As we head into 2019, we continue to position portfolios for long-term growth
and view the recent market correction as an opportunity to add exposure to
companies we find attractive. At the same time, we expect volatility to remain
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high—given concerns about the Fed, peak earnings, a recession, and trade
wars—and have tilted portfolios somewhat more defensively. The risk of an
economic recession seems low, and we do not expect a bear market, but we
are ready to adjust this assumption and our portfolios if conditions warrant.
This is the longest bull market in history and the second longest economic
expansion. Economic growth as defined by GDP is expected to be 2.6% in
2019. If this forecast is accurate, this expansion will become the longest in
history this summer. For almost 10 years, there have been no declines in the
S&P 500 in excess of 20%. At this point in an aging cycle, it is not uncommon
for volatility to increase.
Consumer spending—which represents 70% of our economy—should
remain healthy. Unemployment remains low, and the recent decline in
mortgage rates may drive improvement in the housing market. Tax reform,
which boosted corporate profits in 2018, may boost consumer spending in
2019. Tax refunds may be larger than expected for workers making less than
$200,000 a year who have not adjusted their withholding.
Robust earnings growth in the first three quarters of 2018 fostered a concern
that we had reached a peak in earnings per share growth for the S&P 500.
The consensus expects 8% earnings growth in 2019, but the market seems
to be pricing in no growth and perhaps a contraction. Historically, a peak in
earnings growth has not signified a top in the S&P 500.

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. In December the world’s two largest economies agreed on a threemonth truce and started negotiations. Although this truce has delayed tariffs
that were scheduled to rise at the start of 2019, large differences remain
over what each side considers to be fair trade.
The Yield Curve
As the Fed has raised interest 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 has foreshadowed
recessions when inverted (when the 10-year yield is lower than the 2-year
yield). The Fed’s December increase resulted in a federal funds rate above
the current inflation rate (core PCE) of 2%. The Fed currently plans two more
increases in 2019, and the market fears this approach may be too aggressive
in an unstable environment. The next increase could result in an inverted
yield curve. We think the Fed is likely to pause—given volatile global
markets, economic weakness in many countries, lower oil prices, and a flat
yield curve—but there is a chance the Fed will make the mistake of raising
rates further. Wage inflation has been increasing and may keep the Fed on
its current trajectory.
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Lower oil prices should curb inflation and lead to cheaper gasoline,
benefitting the consumer. After increasing by 27% and reaching a peak last
October, oil prices crashed by 40% to end the year at $45 a barrel—down
from $60 at the beginning of the year.
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Leading Economic Indicators
The Conference Board Leading Economic Index® (LEI) for the U.S. tracks 10
economic variables that move before changes occur in the overall 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
turned negative. For now, the LEI remains in positive territory (see Figure 3).

Figure 3: Past Recessions and the LEI
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Source: Conference Board, Haver, Deutsche Bank. Data as of 12/31/18.
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The risk of an economic recession seems low, but we are watching three
items very closely:
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Source: Federal Reserve Bank of St. Louis. Data as of 12/31/18.

Course of Action
Our client portfolios have meaningful exposure to the Communication
Services, Technology, and Healthcare sectors. Trends that are driving strong
long-term growth in these areas include cloud computing, software as a
service, artificial intelligence, eSports, and online advertising.
Our portfolios have been underweight the higher-dividend-yielding sectors—
Utilities, Real Estate, and Consumer Staples. Because these sectors had
underperformed and valuations had adjusted lower, our research team spent
a lot of time reviewing possible investments in this space. We have taken
some initial positions, but the majority of the companies we reviewed had
deteriorating fundamentals and faced strong secular headwinds. Relative
valuations have now increased, as these traditional safe havens performed
well during the market correction, making them even less attractive for longterm investment.
During the quarter we trimmed exposure to highly cyclical names—those
companies most impacted by a weakening economy. We also sold some
winners where the thesis had played out and some other companies where
fundamentals had become less certain. In general, equity exposure has been
reduced in most portfolios, and we have the ability to add exposure as
opportunities present themselves.
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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.

