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Risk? What Risk?
A number of things changed in the quarter that brought risk into the forefront of the economy and financial markets. First, a new Federal Reserve Chairman 
was appointed. Second, inflation expectations changed. Third, there was a hitch in the synchronized global growth theme. Fourth, the President’s early talks 
on tariffs sounded more like protectionism. All of these issues increased uncertainty and risk, thus causing volatility in financial markets not witnessed in 
years.

The Data
All of the developed economies are growing, a theme – synchronized global growth – that has bolstered stock prices. This quarter some of the foreign 
economic data softened presenting risk to the theme. Europe’s and China’s manufacturing data was substantially lower than expected. We do think this 
is temporary and the synchronized global growth theme will remain intact throughout 2018. The economic data in the US continues to be favorable. In 
the second half of 2017 real GDP advanced at a 3% pace, for the calendar year GDP increased 2.3%. This year we expect annual GDP to grow at 2.8%, 
however the first quarter may be a bit soft due to a slump in consumption. Late last year there was a surge in automobile and building material sales due to 
replacement after the hurricanes.

However, given the new Government spending plan and tax reform, consumption growth should not be a drag on the economy.

Inflation is a serious risk to the economy. Spiking inflation expectations are bad for economic activity and financial markets. This year Groundhog Day 
was memorable. On February 2nd, Average Hourly Earnings was released. The data, up 2.9% from 2.5%, suggested that wage inflation will stifle economic 
activity. The uncertainty put downward pressure on equity prices and risk was reintroduced to the financial markets. However, as the quarter played out 
average hourly earnings sustained a relatively minor increase.

In the first quarter the President delivered on a campaign promise of reducing the trade deficit by imposing tariffs on steel and aluminum along with 
thousands of goods from China, potentially sparking a trade war and causing more uncertainty and risk in the markets. Trade negotiations and potential 
tariffs will present some uncertainty, but we anticipate that fair trade, not protectionism, will prevail.

In February Jerome Powell, the new Chairman of the Board of Governors of the Federal Reserve System, was confirmed. He held his first FOMC meeting 
in March. The economy and the financial markets are always concerned when a new Fed Chair is put in place. Will the new Chairman continue the 
communicated Fed plan or will there be a change in Fed direction? With the uncertainty comes risk.

Summary
Many of these risks will continue to be present throughout the year. Volatility, which is normal, has returned to the financial markets. The synchronized 
global growth theme appears to be intact, yet saw some softening in the quarter. The US economy has momentum and real GDP should see a marked 
improvement over last year.

The table at right summarizes 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%
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Equity Markets
Equity markets have transitioned from very low volatility to abnormally high volatility. Despite all the movement in the markets, the market was only 
down 0.8% in Q1. In fact, the Dow Jones Industrial Average traveled* 14,807 points in the quarter compared to traveling 16,989 points in all of 2017. We 
have been expecting volatility to increase, however we were surprised at the magnitude in Q1. While fundamental drivers such as higher wage inflation 
and softer than expected economic data points occurred during the quarter, the main drivers we are focused on from an equity standpoint are technical 
forces, tariffs, and technology.

The first decline in the quarter occurred in early February and was sparked by a higher than expected wage inflation reading. This caused volatility to 
spike. Given the extremely low volatility in markets over the past few years, a crowded investment strategy was to bet against volatility. As volatility 
increased, these strategies were forced to liquidate positions. To highlight that the selloff was not fundamentally driven and was technical in nature, the 
Dow Jones declined 861 points, or 4%, during a 10 minute span towards the end of the day.

The second part of the selloff was more fundamentally driven as tariff negotiations heated up. While tariffs are normal, markets do not like them. In 
fact, past presidents such as Bush in 2002 and Obama in 2009 applied tariffs to steel and tires, respectively. One thing we are monitoring closely are 
companies that have significant international exposure. If the trade negotiations did escalate to a trade war it could put significant earnings pressure on 
firms. Under a worst case scenario where severe tariffs are implemented, earnings may be pressured by 5-10%. However, fiscal policy trumps tariffs as tax 
reform is resulting in over 20% earnings growth.

The technology sector garnered a lot of attention in the quarter. Some of the largest names in the technology sector sold off due to fundamental 
reasons driven by data breaches and technical reasons driven by unwarranted attacks by President Trump. Keep in mind that the technology sector is 
the largest sector in the S&P 500 at 25%. So, it is natural that the sector sold off sharply with the market volatility. Valuations in the sector have become 
somewhat stretched as the sector is up 155% over the last 5 years compared to the S&P 500 up 87% over the same period.

While we highlighted the three key risks in technical drives, tariffs, and technology, it is not all doom and gloom. We believe corporate earnings can 
support higher stock market returns. Also, valuation levels have reset to more attractive levels this quarter. Our year-end S&P 500 forecast is 3,000, 
which is driven by a 20x P/E multiple on $150 in earnings per share. This represents approximately 13% upside.

*We define traveled as daily changes in the index on a closing basis
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Fixed Income Markets
Interest rates pushed higher again during the first quarter as economic releases continued to point towards a lift in inflation. The FOMC continued to 
deliver messages confirming their intent to normalize rates with steady increases over the next two years. The markets prepared for further Fed moves 
by pushing the entire yield curve up roughly 35 basis points (bps), causing returns for the quarter to fall into negative territory for most broad market 
indices.

Equity market volatility spilled over into the bond markets, putting pressure on corporate bond returns, dragging already weak numbers further into 
negative territory. All of the credit sectors lagged government bonds as investors sought shelter in the safest corners of the market. We continue to 
believe that exposure to credit will deliver incremental returns in 2018, but we are steadily reducing our risk profile as we move deep into one of the 
longest economic expansions in history.

As we’ve been discussing in recent reports, 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 can indicate an oncoming recession and has an impressive track record of doing so. The slope flattened 
modestly during the quarter from 52 to 46 bps. Historically, a treasury slope below 50 bps is considered to fall in the “warning zone” for economic 
slowdown. However, we suspect that this will prove to be a temporary move and that the curve will steepen later in the year as inflation pushes modestly 
higher and the Fed continues to normalize rates. The yield curve is not sending a warning signal at this time.

We expect rates to grind steadily higher throughout 2018 as the economic expansion marches forward, pushing the Fed Funds rate to reach 2.25% and 
the U.S. 10-year Treasury yield to 3.25%. Consequently, total return expectations for the year are moderate. Improving economics should continue to be 
supportive of corporate and high yield bonds as long as the new fiscal plans continue to keep the economy on strong footing. However, we are very late 
in the credit cycle and high-yield spreads are very low, so caution is warranted.
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Risk and Volatility

• Risk in the economy and volatility in the financial 
markets resurfaced after a number of years of 
being seemingly absent.

• Higher Inflation expectations, potential tariffs, 
mid-term elections and a new Fed Chairman all 
added to the uncertainty.

• The stock market experienced its first 5% 
correction in over 18 months. Corrections are 
normal and healthy for cyclical bull markets.

• 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.

• At this time we think 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.

Average Tariff on Dutiable Imports

Source: UMB Investment Management
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Risk and Volatility

• The volatility index, or the VIX, represents a 
measure of risk in the markets.

• The VIX is a coincidental indicator with the stock 
market. For example, when the VIX spikes, stocks 
typically go down and vice versa.

• Large institutional funds made bets that volatility 
would be absent in the quarter. Once volatility 
spiked during the quarter, a number of funds were 
forced to liquidate due to the significant loss of 
value.

• We do not believe the recent stock market correction is a start of a bear market.

• A few of our bear market indicators have triggered warning signs. 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 possibly a contrarian indicator for stock market returns.

• Stock market peaks coincide with heightened volatility. One measure of 
volatility is the VIX, which has given several different bullish and bearish 
readings this year.

• The final stages of bull market typically see outsized returns that we have 
watched over the last few years.

Bear Market Indicators
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Economic Health

• 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 8.8%, which 
suggests the pace of economic growth is 
increasing. The 6.0% level typically suggests 
economic growth in excess of 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 2.8% 2018 GDP 
growth forecast.

The Index of Leading Economic Indicators

Source: Thomson Reuters Datastream; UMB Investment Management
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• The Conference Board Consumer Confidence Index 
has increased sharply over the last year, reaching a 
15- year high.

• 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.

US Consumer Confidence

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

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

• There are 1.1 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 unemployment 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.
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Manufacturing/Non-Manufacturing

• The Manufacturing PMI continues to trend higher, 
climbing to levels we haven’t seen in several years.

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

• Importantly, the forward-looking new orders 
component of the index remains elevated at 59.3.

• The lower dollar should help trends in the 
manufacturing and industrial sectors of the 
economy.

• The ISM Non-manufacturing Index, or services, 
remains at a healthy level over the key expansion/
contraction level of 50, coming in at 58.8 in March.

• 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 the 
economy will accelerate into 2018.
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Volatility, Earnings, and Valuation

• We have gone from an abnormal period of low 
volatility in 2017 to extremely high volatility in 2018.

• In 2017, the S&P 500 had daily moves of 1% or 
more only 8 times. This compares to over 20 times 
so far in 2018. Historically, the market averages 50 
1% moves per year.

• It is important to focus on returns and not points. 
Despite traveling an above average number of 
points in the quarter, the market was only down 
-0.76%.

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

• Synchronized global growth should help sales 
grow approximately 5% year over year as nearly 
40% of S&P 500 sales and earnings come from 
international economics.

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

Source: Thomson Reuters Datastream; UMB Investment Management

Source: Thomson Reuters Datastream; UMB Investment Management
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• Synchronized global growth has been a theme that has 
driven stock prices higher. In the quarter, some data 
suggested that global growth may be slowing. This 
added to the volatility in the quarter.

• Eurozone manufacturing data softened during the 
quarter.

• China’s manufacturing data rebounded after slowing 
down.

• We expect the global economy to accelerate in 2018 as 
global leading economic indicators remain strong.

• One of the risks to our forecast is politics and in 
particular, the mid-term elections. Historically, markets 
have paused during midterm elections.

• If the Republicans lose control of the house, we could 
see volatility as usual.

• We are watching presidential approval ratings, stock 
market levels, and employment trends to assess the 
likelihood of any change in power.

• Historically, the second year of the presidential cycle is 
volatile and produces the weakest stock market 
returns.

Stock Market Seasonality
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Mar 2018
+325 bps

Bond Market

• Global economies have experienced synchronized 
growth, however some softness appeared in the 
quarter.

• Since the economy has gained traction, the need 
for Quantitative Easing and negative real rates has 
ended.

• Expect global rates to move higher as central 
banks seek to address increasing inflation.

• The data supports the Fed action of moving rates 
higher. Steady normalization of rates is underway.

• Credit Spreads are hovering at cyclical lows

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

• Leverage ratios have been increasing, 
accompanied by deteriorating coverage ratios.

• Caution is warranted in the high-yield market.

High Yield Spreads

Source: Bloomberg
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Yield Curve and Fed Rates

• The slope of the yield curve, which is the difference 
between long-term interest rates 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.

• The FOMC is not fighting an overheating economy 
or runaway inflation at this time.

• The Fed is steadfast in their intention to unwind 
Quantitative Easing in a measured, controlled 
fashion.

• The slowest recovery in history will be mated with 
the slowest Fed tightening phase in history.

• At this time we do not see a risk of the Fed 
committing a policy error, and tightening rates so 
quickly that they stifle economic growth.

Fed Funds

Slow, steady recovery, equals slow, steady normalization of rates

Source: Thomson Reuters Datastream; UMB Investment Management
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U.S. Market Performance — Equity and Fixed Income

• The S&P 500 declined 0.76% in Q1.

• We finally saw a correction in the quarter. It was over 
80 weeks since the last correction. Typically, you see a 
correction every 10 weeks.

• The technology sector was the strongest sector due to 
the strong start to the quarter. However, this sector 
came under pressure late in the quarter as it represents 
the largest sector in the S&P 500 at a 25% weight.

• Despite the volatility, some of the traditional defensive 
sectors such as telecommunications and staples were 
the worst performing as interest rates increased.

• We think earnings will support higher stock market 
returns despite elevated risk.

Equity

Index/Sector

Total Return % as of 3/31/18

3 Month YTD 1 Year

S&P 500 -0.76 -0.76 13.98

Technology 3.53 3.53 27.68

Consumer Discretionary 3.08 3.08 16.89

Financials -0.95 -0.95 17.99

Health Care -1.22 -1.22 11.27

Industrials -1.56 -1.56 13.93

Utilities -3.30 -3.30 1.89

Real Estate -5.02 -5.02 1.69

Materials -5.52 -5.52 10.54

Energy -5.88 -5.88 -0.16

Consumer Staples -7.12 -7.12 -0.90

Telecommunication -7.48 -7.48 -4.86

• Rising rates pushed returns into negative territory for 
the quarter.

• Stock market volatility spilled over into bonds, putting 
further negative pressure on corporate bonds

• Both longer duration and credit exposure were under 
pressure.

• We expect rates to drift modestly higher for remainder 
of year. Returns are likely to be only slightly positive for 
the year.

Fixed Income

Sector

Total Return % as of 3/31/18

3 Month YTD 1 Year

Us Agency Intermediate -0.35 -0.35 0.24

US Treas Intermediate -0.75 -0.75 -0.16

Intermediate Gov Cred -0.98 -0.98 0.35

Intermediate Agg -1.05 -1.05 0.51

MBS Fixed Rate -1.19 -1.19 0.78

Aa -1.35 -1.35 1.84

U.S. Aggregate -1.46 -1.46 1.20

U.S. Gov/Credit -1.58 -1.58 1.38

Baa -2.15 -2.15 3.36

A -2.49 -2.49 2.29

Us Treas Long -3.29 -3.29 3.51

Long Corp -4.05 -4.05 6.11

Green = YTD outperformance
Blue = YTD underperformance

Source: Bloomberg
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Real Gross Domestic Product (GDP)

US Contributions to GDP Growth

UMB GDP Forecast*% Contribution to GDP by Quarter

Component Sep-16 Dec-16 Mar-17 Jun-17 Sep-17 Dec-17

Consumption 1.9 2.0 1.3 2.2 1.5 2.8

Investment 0.4 1.4 -0.2 0.7 1.2 0.8

Net Exports 0.4 -1.6 0.2 0.2 0.4 -1.2

Government 0.1 0.0 -0.1 0.0 0.1 0.5

Total 2.8 1.8 1.2 3.1 3.2 2.9

Year Q1 Q2 Q3 Q4 Year

2015 3.2 
(A)

2.7 
(A)

1.6 
(A)

0.5 
(A)

2.9 
(A)

2016 0.6 
(A)

2.2 
(A)

2.8 
(A)

1.8 
(A)

1.5 
(A)

2017 1.2 
(A)

3.1 
(A)

3.2 
(A)

2.9 
(A)

2.3 
(A)

2018 2.5 
(E)

2.8 
(E)

2.5 
(E)

2.5 
(E)

2.8 
(E)

(A) = Actual, (E) = Estimate
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Source: Thomson Reuters Datastream; UMB Investment Management

Source: Thomson Reuters Datastream; UMB Investment Management

Source: UMB Investment Management
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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




