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The big trade off… the President traded fiscal 
stimulus and additional national debt for lower 
corporate taxes, higher consumer confidence and 
stock market gains. However trade, tariffs and 
protectionism, the dominate theme in the quarter, 
now threaten economic growth in the second half 
of the year. The question at hand being the big 
trade off, will the US trade economic growth and 
stock market performance for fair trade in the 
long-run? The US economy is running well above 
potential in the second quarter. Recent data 
suggests that the US economic fundamentals are 
robust and point to strong growth in the second 
half.

Fundamentals
Economic data released throughout the quarter 
confirmed a high performing economy. The 
labor market remains on solid ground. The 
unemployment rate ended the quarter at 4% after 
hitting a low of 3.8% in May, a level not seen in 
18 years. The ISM manufacturing index presents 
a clear sign that, for the time being, the strength 
of the domestic economy is more than offsetting 
any increased uncertainty on trade policy. 
Consumer confidence, an important indicator 
since almost 70% of the economy is driven by the 
consumer, remains at elevated levels, despite the 
threat of trade wars.

All of the developed economies are growing, a 
theme – synchronized global growth – that has 
bolstered stock prices. This quarter some of the 

Our 2018 forecasts: 2018 Year End

U.S. Real GDP 
Growth Rate

2.6% – 2.9%

Global Real GDP 
Growth Rate

3.6% – 4.0%

S&P 500  
Price Target

3,000

S&P 500 Operating 
EPS Growth

20.00%

Projected 10-Year 
Treasury Rate

3.25%

Federal Funds 2.50%

The Big Trade Off…

foreign economic data softened presenting risk 
to the theme. Europe’s and China’s manufacturing 
data was lower than expected. We do think this 
is temporary and the synchronized global growth 
theme will remain intact throughout 2018. A 
formidable threat to global growth is of course 
protectionism and tariffs.

This year we expect annual GDP to grow at 2.9%, 
however the second quarter may be robust due 
to an increase in exports prior to expected tariffs. 
Soybean exports almost doubled in May, this will 
be additive to GDP in the quarter, however it will 
not be sustainable.

Inflation continues to be a potential risk to the 
economy. Spiking inflation expectations are bad 
for economic activity and financial markets. 
Historically, every time unemployment moves 
below 4% there has been a material increase in 
inflation.

Trade
The President is executing on a campaign promise 
of reducing the trade deficit by threatening to 
impose significant tariffs on a broad basket of 
goods. A trade war puts economic activity and 
equity prices at risk. Trade negotiations and tariffs 
will present some uncertainty, but we anticipate 
that fair trade, not protectionism, will prevail. 
The May advance goods trade report revealed 
that real exports are on course to have surged 
by more than 10% annualized in the quarter, with 
imports flat. This could add 1% to 2Q GDP.

Summary
The US economy continues to expand at a robust 
pace. It appears that trading lower corporate tax 
rates for tough talk on fair trade policies has put 
the financial markets in a holding pattern, but has 
not shaken underlying economic fundamentals 
in the US. Perhaps the opposite happened in the 
second quarter as businesses increased activity 
in preparation of looming tariffs. The actual tariffs 
expected to by imposed are relatively small. We 
remain hopeful that these minor tariffs will not 
lead to a trade war.
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Equity Markets
Volatility abated in the second quarter. The main headwinds in Q1 were technical forces, tariffs, and technology. While several new headwinds arose in Q2, 
stocks were much less volatile than the previous quarter due to strong corporate earnings and robust economic growth in the US. This resulted in the S&P 
500 increasing 3.4% in the quarter. Despite all the headwinds in the news, equity markets showed resilience trading on solid economy fundamentals and 
strong earnings growth. While we highlight several of these headwinds, we are not as concerned unless they start impacting corporate earnings.

Below we list the headwinds and tailwinds in order of the largest impact to corporate earnings and market valuations.

Headwinds
• Caterpillar (CAT) scares markets by saying that Q1 marked the “high water mark” for the year, signaling that peak earnings have arrived.
• The trade off for lower corporate tax rates is perhaps a trade war.
• Dollar rose sharply in the quarter due to the fed raising rates and strong domestic growth. This was one of the drivers for emerging market equity 

weakness and domestic small cap relative strength.
• Oil prices rose sharply in the quarter. Some view this as a sign of a tailwind, but we label this as a headwind as the increase was driven by supply 

disruptions.
• President Trump confronts leaders at the G7 summit about unfair trade practices.
• President Trump withdraws the US from the Iran nuclear accord and will reinstate sanctions.
• Political turmoil in Italy from an anti-euro group caused a one day market swoon.

Tailwinds
• Corporate earnings continue to be strong due to strong global growth and lower taxes. Earnings grew 20% in Q1.
• Labor market remains strong with the unemployment rate falling below 4%, wages are starting to rise, and the consumer is confident.
• President Trump attack Amazon for ripping off the post office. AMZN has been one of the largest contributors to market returns lately so to see these 

attacks on a market leader is never comfortable. Encouragingly, the market looked through these attacks.
• In an unprecedented move, President Trump met with the leader of North Korea to de-escalate tensions on the Korean peninsula.

Our year-end S&P 500 forecast is 3,000, which is driven by a 19x P/E multiple on $157 in earnings per share. This represents approximately 10% price upside 
from the closing level mid-year.
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Fixed Income Market Trade Offs
During the second quarter, the bond markets began to trade the short term outlook (higher overnight rates) for a longer-term view that inflation and 
rates might be close to peaking for this cycle. In some respects this is a trade off between short term inflationary pressure and longer-term stability. As 
inflation data continued to grind slightly higher, the FOMC delivered two more interest rate increases, and expressed intentions to continue increasing 
throughout the next year. Fed Funds pushed up to 2.00%, the highest level in a decade. Accordingly, the 2-year treasury rate pushed higher (up to 2.55) to 
accommodated some of the expected path of Fed Funds over the next year. However, the 10-year Treasury only increased 12 basis points for the quarter. 
This meant that the slope of the yield curve (two-year – ten-year) flattened by 15 basis points…which is typically considered a signal of a decelerating 
economy. At quarter end, the 2-10 slope was only 33 basis points, a reading that would historically be considered very “flat” and a signal that we might be 
nearing the end of an economic cycle.

Flattening yield Curve
We have regularly emphasized that the slope of the yield curve is an important leading indicator for a slowdown in the economy. If the 2-10 year slope 
becomes completely flat or inverted, this usually signals an oncoming recession. Over recent quarters, the slope has ground steadily lower, with the last 
figure of 33 marking the lowest slope in more than a decade (since before the Great Recession). However, we do not believe that the yield curve will invert 
this year. Labor shortages should push wages and inflation higher, which will most likely force long rates higher. We are forecasting that the 10-year Treasury 
reaches 3.25 – 3.50%.

An Important Pairing
Additionally, there is another important indicator that we believe should be paired with the Treasury slope to provide the best indicator of impending 
weakness in the economy and markets high-yield spreads. Typically, the combination of an inverted Treasury curve and a widening of high-yield spreads 
provides the best indicator of broad-based turbulence. See pages 11-13.

The high yield market is holding steady, with yield spreads very near their cyclical lows. We will keep very close watch on both of these indicators, believing 
that yield curve inversion, followed by a widening of high-yield spreads (in the neighborhood of 100 basis points) will be a critical signal for a change in 
outlook.

Summary
We expect rates to grind steadily higher throughout 2018 with the Fed Funds rate reaching 2.50% and the U.S. 10-year Treasury yield hitting 3.25%. Total 
return expectations for the year continue to be very modest. Improving economics should continue to be supportive of corporate and high-yield bonds as 
long as earning hold steady. However, we are very late in the credit cycle and high-yield spreads are very low, so caution is warranted.
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Jun 2018 
5.1%

Tariff Rate

Source: U.S. Dept. of Commerce; UMB Investment Management
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• In the 1920’s and 30’s, the US was in a trade war. Tariffs 
were punitive, reaching well over 50% on a broad basket of 
goods.

• President Trump recently announced a 25% tariff on all 
imported steel and a 10% tariff on all imported aluminum, 
delivering on a campaign promise.

• In the quarter President Trump also imposed a 25% tariff on 
$34 billion of Chinese imports. This is relatively small, but 
has the potential to become a trade war.

• The current tariff sparing proposals are part of the 
President’s negotiation strategy. At the end of the quarter, 
the President took a softer line on NAFTA and the TPP.

• We think fair trade agreements will prevail.

• The Index of Leading Economic Indicators (LEI), which is 
a composite of 10 indicators, suggests the U.S. economy is 
improving.

• The six-month rate of change is at 5.1%, which suggests 
the pace of economic growth remains strong. The current 
reading typically suggests economic growth near 3.0%.

• The critical -3.0% level historically indicates an upcoming 
recession. We view a recession as highly unlikely within the 
next 12 months.

• Even if the LEI were to eventually fall to a -3.0% six month 
rate of change, it typically takes several years to get there 
from positive readings. We have time before a recession 
comes.

• Current LEI data supports our 2.9% 2018 GDP growth 
forecast.

Great Depression

Globalization

Leads recession

Gray vertical bars represent recessions

Annualized 
Six-Month 
Rate of 
Change
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Jun 2018 
126.40

US Consumer Confidence

US import prices and US dollar

Source: Thomson Reuters Datastream; UMB Investment Management

Source: Thomson Reuters Datastream / Fathom Consulting
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Economic Health

• The Conference Board Consumer Confidence Index®  
has increased sharply over the last year, remaining near  
a 15-year high.

• The recent surge in confidence has been driven by a robust 
labor market.

• The surge in consumer confidence supports our view that 
we will continue to see solid consumption growth.

• Typically, consumer confidence peaks approximately  
12 months prior to the start of a recession. See the red 
circles at left.

• One concern is that confidence is perhaps too optimistic.

• The US dollar has strengthened significantly in 2018 due to 
the relative economic strength seen in the US and favorable 
relative interest rate differentials compared to other major 
countries such as the Eurozone and Japan.

• The strength in the dollar could limit export growth in 
the coming quarters. That said, we expect strong export 
growth in agriculture products to China in Q2 in front of 
tariffs going into effect.

• A strong dollar typically leads to lower import prices, which 
could help contain inflationary pressures in the economy.

Gray vertical bars represent recessions

Conference Board

Annual Percentage Change Index Jan = 100

Stronger dollar,  
lower import prices

Import prices, 
ex-fuel

US trade-weighted 
dollar, broad index,  
Fed (RHS, inverted)
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Jun 2018 
4.0%

Jun 2018 
2.9%

Q1 2018 
2.7%

Tightening Labor Markets

Labor Market and Inflation
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Jun 2018 
0.9
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Source: Thomson Reuters Datastream; UMB Investment Management

Source: Thomson Reuters Datastream; UMB Investment Management
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Jun 2018 
2.7%

Labor Market and Inflation

• The labor market is tightening. The scarcity of labor is a 
common theme among small business owners.

• There are 0.9 unemployed people per job opening, down 
from a peak of over 7.0 in 2010. In other words, there is 
basically a job available for every unemployed person.

• We believe that as the labor market continues to tighten, 
wages will start to pick up. Average Hourly Earnings and 
the Employment Cost Index both remain largely range-
bound at 2.7% y/y.

• Faster wage growth could lead to inflationary pressures in 
the economy. We are monitoring wage growth closely.

• Historically, an unemployment rate below 4.0 percent has 
been associated with a material change in inflation.

• An employment rate under 4.0% indicates a tight labor 
market.

• The unemployment rate fell below 4.0% in the 1950s and 
the 1960s. In both cases, inflation moved sharply higher.

• Even in the 1990s when the unemployment rate fell to 4.0%, 
inflation increased from 2.0% to 4.0%.

• We think that inflation will moderately increase throughout 
2018.

Gray vertical bars represent recessions

Number of Unemployed to Job Openings Ratio

Wage Growth

Average 
Hourly 
Earnings YoY

Employment 
Cost Index 
YoY

Job Openings 
Over the 
Number of 
People Who Are 
Unemployed

Inflation YoY
(CPI)

Unemployment 
Rate
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Jun 2018 
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Jun 2018 
60.2

Manufacturing/Non-Manufacturing

• The Manufacturing PMI continues to trend higher to 60.2 
in June, signaling robust manufacturing activity in the US.

• The sharp rebound in the Manufacturing PMI reinforces 
our view that the economy remains on a solid foundation 
and will accelerate in 2018.

• Importantly, the forward-looking new orders component 
of the index remains elevated at 63.5.

• The strong dollar, tariffs and slowing global growth may 
squash the euphoric index levels in the next few quarters.

• The ISM Non-manufacturing Index, or services, remains at 
a healthy level over the key expansion/contraction level of 
50, coming in at 59.1 in June.

• Given strong consumer confidence and a robust labor 
market, we expect continued strength in the service 
sector.

• As the service sector represents nearly 50% of economic 
activity in the U.S., we are confident in our 2.9% GDP 
forecast for 2018.

New Orders

ISM 
Manufacturing
Index

Expansion

Contraction

ISM 
Non- 
Manufacturing
Index

Expansion

Contraction
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Jun 2018
16.6x

Jun 2018
21.3%

S&P 500 Earnings Growth

S&P 500 Valuation
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UMB Bear Market Checklist
Indicator Category Current Trigger Triggered Notes

Fed Raising Rates Credit 2.00% > 0.75% A 75bps increase in the federal funds 
rate always precedes a bear market

10-Year Yield Credit 2.91% > 5.0% Historically stocks don’t compete 
with bonds at < 5.0% 10 year yield

High Yield Spreads Credit 3.34% > 4.25% Bear market typically occurs 
as spreads are widening

Leading Indicators 
6m ROC

Fundamental 6.70% - 3.00% Recession warning at - 3%

Peak earnings Fundamental 60% 65% 50% above previous earnings peak. 
We adjusted to 65% for tax reform.

Conf board consumer 
confidence

Sentiment 128 > 100 Contrarian indicator as the 
economy gets too hot

Inverted yield curve Sentiment 0.36% < 0% An inverted yield curve 
precedes a recession

Valuation Sentiment 19.37 > 20 If CPI + Trailing PE is greater than 20, 
it suggests valuation is stretched

Trailing S&P 500 
24m returns

Technical 38% > 30% Historically bear markets are preceded 
by a strong run up in stocks

Market trend Technical Positive Negative Is the 50 dma > 200 dma

When less than 7 indicators are RED = BULLISH

When 8 or more indicators are RED = BEARISH

CHECKLIST KEY:

Source: Thomson Reuters Datastream; UMB Investment Management
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Market Fundamentals

Earnings, Valuation and Bear Market Checklist

• Corporate earnings drive the stock market. We expect 
2018 earnings to grow significantly due to robust 
economic growth and corporate tax reform.

• We believe the trade-off for the stock market is lower 
corporate tax rates, which translate into significantly 
higher earnings, for increased input costs, which acts as a 
minor headwind to earnings.

• Valuation levels have re-set to more attractive levels.  
In a low interest rate environment, a valuation multiple  
of 17-20 is supported.

• Our year-end target price for the S&P 500 is 3000.

• Despite significant volatility this year, we do not believe  
the stock market is headed for a bear market anytime soon.

• A few of our bear market indicators have triggered  
warning signs. However, earnings are still robust and  
do not show signs of peaking at this time.

• Consumer confidence might be too optimistic.  
The extremely high confidence readings is normally a 
contrarian indicator for stock market returns.

• A bear market is typically imminent when at least 8 of our 
indicators are triggered. Currently, only 3 are triggered.

• The final stages of bull market typically see outsized 
returns.
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Jun 2018
54.9

Jun 2018
51.5

Tariff Rate

Source: U.S. Dept. of Commerce; UMB Investment Management
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• Synchronized global growth has been a key theme over 
the last year and a half that has helped drive earnings 
and positive sentiment.

• Eurozone manufacturing data continued to softened 
during the quarter. However, manufacturing activity is 
still expanding at a nice pace with a PMI reading well 
above 50 in June, at 54.9.

• China’s manufacturing data continues to hover just over 
50, meaning manufacturing activity is slightly expanding.

• Despite the recent slowdown in some global growth 
indicators, we still expect the global economy to 
accelerate in 2018.

• One of the factors that led to the great recession in the 
1930’s was increasing protectionism that resulted in a 
trade war.

• The tariff rate in the 1930’s increased to nearly 60%. 
Today, the tariff rate in under 3%.

• The Dow Jones fell sharply during this period before 
recovering when globalization began in the 1940’s.

• We believe the probability of a full blown trade war, 
that significantly disrupts markets, is fairly low. 
Moreover, the market can likely handle a modest 
increase in the tariff rate.

Global Growth

Globalization

Great Depression

Eurozone PMI

Tariff Rate (LHS)

China PMI

Sow Jones (RHS)
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+347 bps

5-Year Forward Inflation Expectations

High Yield Spreads

Source: U.S. Dept. of Commerce; UMB Investment Management
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Bond Market

• Despite an economy at full employment and recent gains 
for CPI, U.S. Inflation expectations are incredibly stable.

• Bond markets are forecasting very stable inflation, near 
current levels for the foreseeable future.

• If inflation expectations remain stable at these levels, FOMC 
rate increases will be fewer than are forecasted.

• If Inflation continues to build, expectations will increase and 
Treasury rates will have to shift upwards.

• Credit Spreads are hovering at cyclical lows.

• Spread compression has occurred despite steady 
deterioration in corporate balance sheet health.

• Leverage ratios have been increasing for several years. Any 
deterioration in earnings will hurt coverage ratios, and likely 
trigger spread widening.

• Caution is warranted in the high-yield market.
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Very narrow range, near Fed’s target
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Jun 2018
0.31

7/11/2018
2,774

Apr 2018
3.2%

US Yield Curve

High Yield Spreads vs S&P 500

Source: Thomson Reuters Datastream; UMB Investment Management
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Pairing Treasury Slope with High Yield Spreads

• The slope of the yield curve, which is the difference 
between long-term and short-term rates, has a 
near perfect track record of predicting recessions.

• When the yield curve inverts (short rates higher 
than long rates), a recession typically ensues within 
the next 12-24 months. See the red circles at left.

• While the yield curve has flattened over the past 
few years, we still have time before inverting.

• Moreover, even when the yield curve inverts, there 
is significant time to react before a recession starts.

• Pairing the Treasury Slope with high-yield spreads 
provides an important and timely indicator for 
oncoming turbulence.

• During the last two cycles, after the yield curve 
inverted (above), a 100 basis point widening of 
high-yield spreads provided the confirmation that 
the end of the cycle is near (left).

• The combination of inverted curve and widening 
spreads is likely a key indicator for cyclical changes 
to the economy and markets.

Gray vertical bars represent recessions
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Gray vertical bars represent recessions

High Yield spreads 
provided confirmation 
that cycle was endingS&P 500 (RHS)

High Yield Spread (LHS)
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U.S. Market Performance — Equity and Fixed Income

Equity

Index/Sector

Total Return % as of 6/30/18

3 Month YTD 1 Year

S&P 500 3.43 2.65 14.36

Energy 13.48 6.81 20.99

Consumer Discretionary 8.17 11.50 23.53

Technology 7.09 10.87 31.30

Real Estate 6.13 0.81 5.02

Utilities 3.74 0.32 3.41

Health Care 3.09 1.83 7.11

Materials 2.58 -3.08 9.90

Telecommunication -0.94 -8.35 1.39

Consumer Staples -1.54 -8.55 -3.93

Financials -3.16 -4.09 9.61

Industrials -3.18 -4.69 5.32

Fixed Income

Bond

Total Return % as of 6/30/18

3 Month YTD 1 Year

U.S. Treasury Long 0.31 -3.00 -0.13

MBS Fixed Rate 0.24 -0.95 0.15

U.S. Agency Intermediate 0.17 -0.18 -0.12

U.S. Treasury 0.10 -1.08 -0.65

Intermediate Aggregate 0.09 -0.97 -0.32

U.S. Treasury Intermediate 0.06 -0.69 -0.76

Intermediate Gov Cred 0.01 -0.97 -0.58

Intermediate Corporate -0.10 -1.60 -0.40

U.S. Aggregate -0.16 -1.62 -0.40

Aa -0.21 -1.56 0.00

U.S. Gov/Credit -0.33 -1.90 -0.63

A -0.85 -3.33 -0.99

Baa -1.22 -3.35 -0.56

GREEN = Three month positive returns
BLUE = Three month negative returns
WHITE = Benchmark

Source: Bloomberg

Source: Bloomberg

Equity Market Performance

• The S&P 500 rose 3.4% in Q2 and is up 2.6% YTD.

• The energy sector had a strong second quarter, rising 
13.5%, as WTI oil rose nearly 15% in the quarter.

• The performance in the technology and consumer 
discretionary sectors remained robust in 2Q while 
financials and industrial firms lagged due to escalating 
trade tensions.

• Traditional defensive sectors, such as consumer staples 
and telecommunications, have performed poorly YTD 
due to rising interest rates and lack of pricing power.

• We believe that earnings will continue to support higher 
stock market returns this year despite elevated risk.

Bond Market Performance

• For the quarter, rising rates drove returns down, close to 
zero for the broad Intermediate indices.

• YTD, rising rates have pushed returns for all sectors of the 
market into negative territory.

• Corporate bonds (the Credit sector) are finally showing 
some modest signs of weakness.

• We expect rates to drift modestly higher for remainder of 
year. Returns are likely to be near zero or possibly 
negative for the calendar year.
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Real Gross Domestic Product (GDP)

US Contributions to GDP Growth
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Q2 2018
4.1 %

% Contribution to GDP by Quarter

Component Mar-17 Jun-17 Sep-17 Dec-17 Mar-18 Jun-18

Consumption 1.2 2.0 1.5 2.7 0.4 2.7

Investment 0.8 1.0 1.5 0.1 1.6 0.0

Net Exports -0.1 0.0 0.0 -0.9 0.0 1.0

Government -0.1 0.0 -0.2 0.4 0.2 0.4

Total 1.8 3.0 2.8 2.3 2.2 4.1

UMB GDP Forecast*

Year Q1 Q2 Q3 Q4 Year

2015 3.3 (A) 3.3 (A) 1.0 (A) 0.4 (A) 2.9 (A)

2016 1.5 (A) 2.3 (A) 1.9 (A) 1.8 (A) 1.5 (A)

2017 1.8 (A) 3.0 (A) 2.8 (A) 2.3 (A) 2.2 (A)

2018 2.2 (A) 4.1 (A) 2.8 (E) 2.5 (E) 2.9 (E)

Source: Thomson Reuters Datastream; UMB Investment Management Source: UMB Investment Management

(A) = Actual, (E) = Estimate
*Quarter over Quarter Seasonally Adjusted Annual Rate

Consumer

Inventory

Net Trade

Investment

Government

GDP
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DISCLOSURE AND IMPORTANT CONSIDERATIONS

UMB Investment Management is a division within UMB Bank, n.a. that manages active portfolios for employee benefit plans, 
endowments and foundations, fiduciary accounts and individuals. UMB Financial Services, Inc.* is a wholly owned subsidiary 
of UMB Financial Corporation and an affiliate of UMB Bank, n.a. UMB Bank, n.a., is a subsidiary of UMB Financial Corporation.

This report is provided for informational purposes only and contains no investment advice or recommendations to buy or sell  
any specific securities. Statements in this report are based on the opinions of UMB Investment Management and the information 
available at the time this report was published.

All opinions represent UMB Investment Management’s judgments as of the date of this report and are subject to change 
at any time without notice. You should not use this report as a substitute for your own judgment, and you should consult 
professional advisors before making any tax, legal, financial planning or investment decisions. This report contains no investment 
recommendations and you should not interpret the statements in this report as investment, tax, legal, or financial planning advice. 
UMB Investment Management obtained information used in this report from third-party sources it believes to be reliable, but 
this information is not necessarily comprehensive and UMB Investment Management does not guarantee that it is accurate.

All investments involve risk, including the possible loss of principal. Past performance is no guarantee of future results.  
Neither UMB Investment Management nor its affiliates, directors, officers, employees or agents accepts any liability for any  
loss or damage arising out of your use of all or any part of this report.
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* Securities offered through UMB Financial Services, Inc. Member FINRA, SIPC or the Investment Banking Division of UMB Bank, n.a.

Insurance products offered through UMB Insurance Inc.

You may not have an account with all of these entities.

Contact your UMB representative if you have any questions.

SECURITIES AND INSURANCE PRODUCTS ARE:
NOT FDIC INSURED • NO BANK GUARANTEE • NOT A DEPOSIT • NOT INSURED BY ANY GOVERNMENT AGENCY • MAY LOSE VALUE




