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First-Half Economic Growth Disappoints Yet Again
The economy, as defined by Gross Domestic Product (GDP), experienced
a slight contraction in the first quarter.  In their June meeting, Federal
Reserve officials downgraded their economic forecast for this year.  They
projected that real GDP (i.e., excluding inflation) would increase between
1.8% and 2% in 2015, well below the consensus forecast of 3% growth
at the beginning of the year.  If they’re correct, this year’s growth would
be below the 2.4% level experienced in 2014 and would be the weakest
since 2011.

Since the peak in 2007, GDP has expanded by only 13.3%.  So far, this
growth has been enough to drive continued improvement in employment
statistics with limited wage inflation.  In the May employment report, more
jobs were added than expected.  Average hourly earnings for private-
sector workers increased 2.3% from a year earlier, the fastest pace since
the summer of 2013.  The unemployment rate is expected to drop to 5.2%
by the end of the year and to 4.9% by the end of 2016, which should drive
further wage gains.

Existing home sales surged to a five-and-a-half-year high last month.
First-time homebuyers made up one-third of purchases, up from the low
of 26% but still below the historical average of 40%.  Year over year
inflation for many items, including gasoline, is running at a low or negative
rate.  Retail sales have plateaued since last November as consumers have
held on to their gasoline savings.  The consumer, who represents about
70% of the U.S. economy, is employed, getting a raise, and enjoying lower
inflation and an improving housing market.  We believe this will eventually
lead to higher consumer spending.   

Earnings expectations for the S&P 500 have been under pressure and are
now expected to contract in the first and second quarters.  For large
multinational companies, currency translation due to a strong dollar is
impacting earnings.  In general, the low rates of economic growth and
inflation have not provided enough strength to offset increases in wages
and health care spending.  A large anticipated rebound in the fourth
quarter would keep growth slightly positive for the year, but will be driven
by share buybacks and other year over year accounting comparisons.    

The current bull market is now the third longest since 1929.  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.  The S&P 500 Index has increased faster than earnings this
year, driving valuations to the high end of historical ranges.  The team
has now downgraded this indicator to neutral, leaving only 50% of our
early warning signals in positive territory. 
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Figure 1: 2015 Performance by Sector

Source: Bloomberg. Data as of 6/30/2015.

Figure 2: 2015 Performance by Category

During the quarter, equity markets continued to trade within a narrow
range.  The S&P 500 ended the period with a slightly positive return,
closing at 2,063.  The U.S. economy experienced another soft patch
in the first half of the year.  Nonetheless, the employment picture
continues to improve, and wages are increasing.  For now, the U.S.
dollar has stopped appreciating versus other major currencies, but
the negative translation effect is continuing to have a significant
impact on earnings.  Earnings growth for the S&P 500 is now
estimated to be slightly positive for the year, and valuations have
expanded.  The Federal Reserve has delayed its increase of interest
rates until sometime in the second half of the year, but the Fed seems
intent on moving away from zero.  We continue to position portfolios
for economic growth, although we expect volatility to reappear.

The S&P 500 Index gained 0.28% on a total return basis for the quarter.
The growth-focused Healthcare and Consumer Discretionary sectors,
along with Financials, led the way.  The high-dividend Utilities sector was
down for the quarter, as rising interest rates attracted money elsewhere.

From a global perspective, the Asian markets outperformed the S&P 500.
The Japanese Nikkei is up 14.4% for the year, and the Shanghai
Composite is up 33.1%.  The MSCI European Union performed in line with
the S&P 500 this quarter and is up 3.8% for the year.  In the U.S., oil had
a strong rally in the second quarter and is now up 11.6% for the year. 

Source: Bloomberg. Data as of 6/30/2015. All returns in U.S. dollars.



The End of Emergency Interest Rates … Maybe
Since December 2008, the Federal Reserve’s benchmark federal funds
rate has been near zero.  In addition, quantitative easing programs drove
interest rates to record-low levels.  Policymakers sought to boost
economic growth by lowering the cost of borrowing money and increasing
incentives to spend rather than save. 

This grand experiment started in the U.S., but the Bank of Japan, the
European Central Bank, and other foreign central banks have announced
their own programs in recent years.  The hope was that the global
economy would grow out of its debt burden, but so far debt levels, driven
primarily by government borrowing, have grown faster. 

Although global central banks can control the level of interest rates, they
cannot control spending.  Economists typically measure spending using
the velocity of money, which tracks the number of times one dollar is
used to buy goods and services per unit of time.  If money is parked in
our pockets, or savings accounts, then the economy slows down.  The
supply of money has increased since 2008, but the velocity of money has
continued to decline, making this supply increase less effective.  

The Fed’s last quantitative easing program (known as QE3) ended last
fall.  Initial goals for this program were unemployment below 6.5% and
2% inflation.  The unemployment goal has clearly been reached, but little
inflation has been created.  In its latest comments, the Fed expects annual
inflation to be between 0.6% and 0.8% this year.

At the beginning of the year, the market was anticipating the first increase
in the federal funds rate in June, to 0.25%.  We expected the Fed to move
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more slowly, and this has been the case.  In their June meeting, 15 of 17
voting Fed members still believed a rate hike from zero is warranted this
year, although the trajectory of interest rates is expected to be “gradual”
and data-dependent.  This should continue to be an accommodating
environment for equity investments.  

The Inverness Investment Process
Inverness actively manages $2.7 billion in client assets, ranking the firm
among the largest independent registered investment advisors (RIAs) in
the United States.  The majority of the top 50 RIA firms have outsourced
their stock selection process to external third parties and have adopted a
manager-of-managers approach that invests in mutual funds, separate
accounts, and exchange-traded funds.  Our equity investment philosophy
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 goal is to own good companies, not to rent stocks.  We
continue to believe this approach is the best way to preserve and grow
our clients’ wealth.  

The dedicated internal research team uses a “bottom-up” selection
process that emphasizes expected earnings and cash flow growth over
the next several years relative to current valuation—focusing on not
overpaying for this growth, cash flow stability, and balance sheet strength.
We believe our disciplined process leads to better relative performance
over an investment cycle, since attractively valued companies with high-
quality characteristics tend to perform better in difficult markets.

Our research, focused at the company level, often leads us to investment
themes that we think offer compelling long-term growth opportunities.
Over the last two years, we have written thought leadership pieces on
several of these themes, including the manufacturing renaissance, the
explosion of e-commerce, and cloud computing.

Course of Action
So far this year, the market has traded in a narrow range of +/−3%.  As
we highlighted last quarter, when bull markets age, growth tends to
concentrate in certain sectors.  In 2015, about 75% of the revenue growth
in the S&P 500 is expected to come from three sectors: Technology,
Consumer Discretionary, and Healthcare.  These sectors have each
outperformed the S&P 500 thus far in 2015, and we continue to find
compelling opportunities in these sectors offering attractive, above-
market growth rates.

With general market valuations now at the higher end of historical ranges,
we are closely examining valuation assumptions on a number of our
better-performing names.  In order for these names to remain attractive
investments, we will need to see top-line revenue growth accelerate
again.  Recent wage increases may drive demand growth, but we would
like to see evidence before adjusting our valuation ranges.

Indicator Reference Data Current 2007 1999 Zone

Inflation PCE Price Index 1.2% 2.5% 1.4%
Economic Growth (GDP) Expansion from Prev. Peak 13.3% 15.3% 38.8%

Interest Rates / Trajectory Fed Funds Rate 0.00% 4.25% 5.50%

Improving Consumer Outlook Peak Hourly Wage Growth 2.3% 4.2% 4.4%

Corporate Balance Sheets Ratio Debt/Equity 1.0X 2.1X 1.9X

Duration of Economic Expansion Quarters of Expansion 26            21            41            

S&P 500 Total Return During Cycle Return - Bottom to Peak 245% 121% 546%

Valuation S&P Forward P/E Ratio 19X 18x 27x

Initial Public Offerings (IPOs) Total Issuance Value $72.4B* $118.9B $79.6B
Mergers & Acquisitions Total U.S. Transaction Value $2.3T $1.3T $1.2T

*Includes $25B Alibaba (BABA) offering
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Figure 3: Economic Indicators

Figure 4: The Velocity of Money

Source: Bloomberg. Data as of 6/30/2015.

Source: Bloomberg, U.S. Bureau of Economic Analysis.  Data as of 6/30/2015.
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