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During the quarter, equity markets broke out of recent trading ranges
and climbed to new highs. The S&P 500 had its best year since 2013.
The index jumped 31.5% and set 35 record highs during 2019.
Investors started the year with three main fears: slowing global
economic growth, an escalating trade war, and a Federal Reserve that
was focused on raising interest rates regardless of the environment.
We ended the year with confirmation on the first phase of a trade deal
with China, a Fed that ended up cutting rates three times and is now
on hold, and positive economic data—driven by healthy housing
numbers and consumer metrics that seem to be quieting fears of a
recession. Global rates were so depressed (negative) this summer
that they drove U.S. interest rates back toward the record-low levels
of 2016. Interest rates seem to have bottomed since then, and a
reversal in rates has historically driven strong equity returns. 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 noisy political environment heading into
an election year.
The S&P 500 Index gained 9.1% on a total return basis for the quarter.
The Technology, Healthcare, and Financials sectors led the way this quarter,
and all sectors had double-digit returns for the year (see Figure 1). The
higher-dividend-yielding Real Estate and Utilities sectors lagged during the
quarter. The Energy sector, which was a leader early in the year, was the
worst-performing sector for the year as a whole.

Figure 1: 2019 Performance by Sector
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Despite significant positive performance by the S&P 500 this quarter, Crude
Oil saw an even greater return and was the best-performing category for
2019 (see Figure 2). Fixed-income returns were flat for the quarter but
strong for the full year. International markets appreciated considerably
during the quarter but trailed the S&P 500 for the year.

Figure 2: 2019 Performance by Category
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The Year in Review
It was a strong year for the financial markets. At this time last year, the
S&P 500 had just experienced its worst December in 87 years and one of
the largest drops in security valuations in the last 40 years. We noted at
the time that we did not see signs of an imminent recession but rather
viewed the correction as an opportunity. We increased equity exposure to
many of the growth companies we found attractive, and this move
benefitted portfolios in 2019.
Three factors drove the majority of the stock market weakness in the fourth
quarter of 2018:
• concerns about slowing global growth and possible recessions;
• an escalating trade war between the United States and China; and
• the Federal Reserve’s decision to increase the federal funds rate four
times in 2018, with two more increases expected in 2019.
As fear around these factors diminished, stocks rallied and closed at an
“all-time high” 35 times in 2019.
The Fed factor was the first to flip positive early in 2019. Given the
unstable environment, we noted a year ago that we thought the Fed was
likely to pause its plan to raise rates. In its March meeting, the Fed slashed
its forecast from two hikes in 2019 to zero. Then, in its June meeting, the
Fed signaled a willingness to lower the benchmark rate and indicated that
it was monitoring inventory levels as well as capital expenditures. Foreign
debt with negative interest rates expanded to a record $17 trillion during
the summer as tariff tensions escalated. Ultimately, the Fed lowered its
benchmark rate three times during the year.
The de-escalation of the trade war was next. After a number of false starts
on a deal between Washington and Beijing in the first half of the year,
investors experienced an eruption of volatility in August as tensions
escalated again. Both the U.S. and China raised the stakes with new
rounds of tariffs and defensive currency actions. Fears diminished in
September thanks to delays and exemptions for certain tariffs. A “Phase
One Deal” was announced in December. The U.S. will maintain 25% tariffs
on roughly $250 billion of Chinese imports, along with 7.5% tariffs on
another $120 billion, but the additional penalty tariffs scheduled for
December 15 on the remainder of Chinese imports did not go into effect.
Investors had been very concerned about the possible December tariffs,
since that round would have been the first to directly impact consumer
spending—which represents 70% of the U.S. economy.
Toward the end of the year, fears of a recession melted away as the yield
curve steepened. The yield spread measures the difference between the
2-year U.S. Treasury yield and the 10-year U.S. Treasury yield. A stable or
increasing spread typically signals confidence that the economy is
expanding, while a negative spread (an inversion) has consistently
foreshadowed recessions (see Figure 3). With the Fed lowering rates and
a trade deal in progress, this measure has now turned definitively positive,
and the yield curve is steepening, which has historically been a positive
indicator. This is quite a difference from the summer, when we witnessed
inversions in 10 major bond markets, including the U.S. The domestic
economy, as defined by Gross Domestic Product (GDP), is expected to have
grown 2.3% in 2019, with additional growth of 1.8% forecast for 2020.
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Figure 3: Inversion Seems Like an Afterthought—
3-Month/10-Year Curve Above Where It Started 2019
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Inverness actively manages over $3.3 billion in client assets, ranking
among the largest independent registered investment advisors (RIAs) in
the United States. Our approach is to invest in a core group of companies
that we believe will create long-term value for shareholders while favoring
the preservation of capital. The motto above has always served as a
foundation of our investment process. Although our Commentaries
typically include many observations on the macro environment, we always
rely on our “bottom-up” investment process to drive portfolio decisions.
We then tilt exposures based on our view of the global economy.
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Source: Bloomberg. Data as of 12/31/2019.

Outlook for 2020
As we head into 2020, portfolios remain positioned for growth. We expect
the current rally to continue into the first half of the year due to increasing
GDP, reasonable earnings growth expectations, low interest rates, the Fed
on hold, a de-escalation of the trade war, and valuations that are
compelling compared to other investment options. As we move closer to
Election Day, volatility may increase.
Many investors have missed this rally, and assets may shift back into
equities at some point. Year-end flow data from Morningstar show that
investors pulled $73 billion from U.S. equity funds even though the S&P
500 was up over 30%. This money has shifted to fixed income and money
market funds, yet interest rates (and therefore future returns) are near
record lows. Equities look cheap compared to bonds. In our last
Commentary, we noted that the S&P 500 dividend yield exceeded the 10year Treasury yield. The S&P 500 dividend yield has historically been below
the 10-year Treasury yield, since an investor benefits from price
appreciation and dividends. But 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. The last three times the difference between
the S&P 500 dividend yield 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. The 10-year Treasury yield rose past the S&P 500 dividend
yield in December, and so far the S&P 500 has rallied 12% since the 10year Treasury yield bottomed during the first week of September.
As we also noted in our last commentary, the Fed has never cut rates by
more than 75 basis points consecutively without a recession following.
Whether or not this latest reduction (which brought the accumulated cuts
to 75 bps) was viewed by the market as the last would be critical for our
2020 outlook. With the yield curve now steepening and the majority of
forecasters projecting the Fed will be on hold, it seems we may be seeing
a “soft landing” where the economy slows but avoids a recession.

A long-term focus and patience have become contrarian concepts in the
market today. Records for the New York Stock Exchange (NYSE) show that
the typical stock is now owned for less than 12 months, compared to the
long-term historical average of several years. As Warren Buffett once
quipped, “Our favorite holding period is forever”; if you don’t feel
comfortable holding a stock for 10 years, you shouldn’t own it for 10
minutes. This independent thinking allows us to be tactical in identifying
attractive companies that others are missing. We strive to express
conviction in portfolios, evidenced by a concentrated number of total
holdings coupled with a lower-turnover approach.
Our process is driven by our Investment Committee and supported by 14
investment professionals, including a team of dedicated security analysts.
Our team works to recognize long-term secular themes and narrow the
universe of investment options, identifying a list of growth leaders with the
potential for positive changes relative to consensus expectations.
Individual positions are thoroughly analyzed and evaluated for a variety of
criteria, including strong fundamentals, sustainable competitive
advantages, superior management teams, and reasonable valuations. Our
focused process allows for constant review of the investment thesis and
a consistent sell discipline when important triggers occur.

Course of Action
We started the year with excess liquidity that could be used as
opportunities presented themselves, and most of this liquidity was put to
work during the first half in a number of growth investments we found
attractive. This move benefitted portfolios during the second half, as
meaningful exposure in the Communication Services and Technology
sectors helped drive performance.
During the fourth quarter, we added exposure to the Healthcare sector,
which also features strong long-term growth trends, such as aging
demographics and personalized medicine. There are political risks in this
sector, but our bottom-up process led to us believe that this concern was
more than adequately discounted in valuations. We also added exposure
to the Industrials sector, since we thought some of the weakness we were
seeing in the industrial segment of the economy would reverse if the
economy did not experience a recession and a trade deal provided some
sense of certainty for capital spending plans.
We reduced our exposure in the consumer-focused sectors, where
disruption remains a pervasive theme. We continue to be very selective in
this area.
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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.

