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Is This as Good as it Gets?
As the quarter closed and 2017 came to an end, we asked ourselves, “Is this as good as it gets?”. We experienced robust economic activity and risk-based 
financial markets posted impressive returns during the fourth quarter and through the 2017 calendar year. Thus the question at hand — could it get better? 
In this report we analyze seven economic indicators that suggest another year of economic expansion and positive returns for risk-based assets.

The Data
The economic expansion we have experienced since the Great Recession (2008) has been an interesting one. We have seen monetary stimulus  
(low interest rates), which is typically seen early in a recovery, and something new, a bond purchasing program (quantitative easing). In addition, late  
in the fourth quarter we finally saw fiscal stimulus as a tax reform bill was signed into law. The current economic expansion is 8.5 years in the making;  
the longest expansion occurred over a 10-year period from 1991 to 2001. The following data hints at another year of economic growth and perhaps  
an expansion that could set a record as the longest in history.

These indicators suggest that the end of the current expansion is at least 12-24 months away:
1) Leading Economic Indicators (LEI): A composite of 10 indicators pointing to more growth. 
2) Consumer Confidence: Confidence is critical since the consumer comprises 69 percent of the economy. 
3) Labor Market: The labor market is at full employment.
4) Commodities: Most commodity prices have rebounded in 2017, a sign of synchronized global growth.
5) Slope of the Yield Curve: Another leading indicator with a very good track record of predicting cycle ends.
6) Earnings: Recessions don’t happen when earnings are growing. We expect another year of double-digit growth.
7) Fiscal Stimulus: Lower taxes help GDP, the consumer, and corporate America. 

Is This as Good as it Gets?
Global economic growth has stability and momentum, and we expect a marked improvement in real GDP over 2017. There are numerous risks in the 
economy: political, military conflicts, etc. Historically, these risks have proven temporary; therefore we don’t think they will slow economic momentum. 

Returns in the stock market may not top the spectacular performance seen in 2017, but we anticipate another year of positive returns in risk-based assets. 
In addition, we expect to see more volatility throughout 2018, especially in the second half of the year as we approach the mid-term elections.

The table below summarizes our 2018 forecasts:

2017 Year-End Target

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 15.00%

Projected 10-Year Treasury Rate 3.25%
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Equity Markets 

Global synchronized growth and corporate tax reform drove corporate earnings expectations higher throughout 2017. Since corporate earnings are  
highly correlated to stock market returns, the S&P 500 posted a 21.8% gain for calendar year 2017 and a 6.6% increase in Q4. 

One of the many reasons we experienced such impressive returns is because the global economy is experiencing synchronized growth for the first time  
in over five years. In fact, the global manufacturing Purchasing Managers Index (PMI) is at its highest level since 2011. This is critical as approximately 40%  
of S&P 500 revenue and earnings come from international economies. This global synchronized growth justifies stocks continuing the march higher in 2018. 

Tax reform 
The corporate tax rate has been significantly reduced from 35% to 21%, thanks to the recently-passed Tax Cuts and Jobs Act. This directly leads to higher 
corporate earnings, which is what drives stocks. Based on our estimates, we believe it will add at least 10% to 2018 S&P 500 earnings growth. So what will 
corporations do with the tax windfall? That remains to be seen, though several corporations have already announced one-time bonuses, wage increases, 
increased capital expenditures, higher share buybacks, dividend increases, charitable contributions, and debt reduction. 

Varying sectors in the market will see different benefits from tax reform. For example, the two sectors with the highest effective tax rates are telecom  
and energy. While this is good for earnings, the telecom sector has fundamental challenges in the form of competition and the energy complex is driven  
by volatile commodity prices. That said, we think the fundamentals for energy are improving. 

Other sectors, such as utilities, may not benefit as they will pass the savings on to customers. We think finance will be the largest beneficiary of tax  
reform. First, they have one of the highest effective tax rates given high domestic exposure. Secondly, an improving economy will lead to higher interest 
rates — the biggest driver for banks. 

It often pays to be in the market during the last year of a bull market peak. The average return in the last year of a bull market is 25% and the average return 
in the last two years of a bull market is 58%. Even though we were up 21.8% in the last year and 36.4% in the last two years, we are highly confident, based 
on the momentum in the global economy, that 2017 did not represent this bull’s last breath. We still expect over 10% total returns in 2018. However, we do 
think there will be more volatility in 2018. In 2017, the worst correction was only 3%, a rare occurrence. Typically, on average we see a 14% correction each 
year. It has been just over 400 trading days since we have seen a 5% pullback. We think the S&P 500 will end 2018 at 3000, 20 times our $150 earnings 
forecast. This would yield another strong year of performance in 2018, approximately 14% total return. 
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Fixed Income Markets

Interest rates continued their steady upward climb during Q4, driven by improving economics, firming inflation, and consistent messaging from the Fed 
expecting ongoing rate increases for the foreseeable future. Even with rising rates, intermediate bond indices posted modestly positive returns for the 
calendar year 2017. The FOMC executed a highly expected rate increase at the December meeting, hiking the Fed Funds rate to 1.50%. They also indicated 
an intention to increase rates a further 75 basis points in 2018. The yield curve continued to flatten as short-term rates moved up more dramatically than 
long-term rates, reflecting the Fed’s forecast for ongoing tightening. Two-year notes rose approximately 40 basis points during the quarter, while the  
U.S. 10-year Treasury rose only 8 basis points.

The slope of the yield curve is a leading indicator for a slowdown in the economy. If the 2-10 slope becomes completely flat or inverted, this indicator has  
an impressive track record of predicting an oncoming recession. The slope finished the year at +52 basis points – a low (or “flat”) number — but nowhere 
near the zero reading we would need to see in order to begin fearing a slowdown in the economy. In fact, we suspect that the curve will steepen during 
2018 as inflation pushes modestly higher.

We believe the U.S. has breached the “full employment” threshold, and that further job gains will ultimately push measured inflation (thus far dormant) 
higher. There is a reasonable chance unemployment could push below 4.0%, a level that has previously corresponded with serious wage pressure and 
spiking inflation. If this occurs, the Fed may be forced move rates upward more rapidly than is currently being discounted in the markets — a situation  
that could lead to another rapid upward shift in rates, much like we saw late in 2016. Even if an increase in the participation rate keeps unemployment 
slightly above 4.0%, wage pressure should be strong enough to move inflation toward the Fed’s 2.0% target, keeping them on the path to higher rates.

We expect rates to grind steadily higher throughout 2018 as the economic expansion marches forward. We expect the Fed Funds rate to reach 2.00%  
and the U.S. 10-year Treasury to reach 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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Leading Indicators

• 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 6.1%, 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. 

4

The Index of Leading Economic Indicators 

Source: Thomson Reuters Datastream; UMB Investment Management
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Consumer Health

• The Conference Board Consumer Confidence Index® 

has increased sharply over the last year, reaching  

a 15-year high.

• The recent surge in confidence has been driven  

by strong returns in the stock market and 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 red 

circles at left.

• We do not think this is as good as it gets for the 

consumer as tax reform will lead to more take-home 

pay for most consumers in 2018. 

• The labor market continues to tighten as economic 
growth accelerates.  

• The unemployment rate has declined from 10.0%  
in 2010 to 4.1% in 2017. This is the lowest level  
since 2001. 

• The unemployment rate normally bottoms 12-18 
months prior to the onset of a recession. See red 
circles at left.

• Payrolls gained an average of 171,000 per month  
in 2017. We expect a similar gain in 2018. 

• We are highly confident the labor market will 
continue to improve in 2018. Our 2018 
unemployment forecast is 4.0%. 

5

Unemployment Rate

US Consumer Confidence

Source: Thomson Reuters Datastream; UMB Investment Management

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 1.2 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 2.5% y/y. 

• Faster wage growth could lead to inflationary 
pressures in the economy. We are monitoring wage 
growth closely. 
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• Historically, when the unemployment rate is near or 
below 4.0%, inflation spikes higher. 

• 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 are watching the unemployment rate and wage 
growth closely to predict future inflation trends. 
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• Movements in commodity prices typically reflect  
global economic growth. 

• Historically, it is rare to enter into a recession when 
commodity prices are strong. 

• Copper is an important commodity to track because 
demand is well diversified across the economic cycle. 

• Moreover, China accounts for approximately 50%  
of demand, so the price of copper gives you a read  
into one of the largest and fastest growing economies  
in the world. 

• Copper increased over 30% in 2017, which does not 
indicate an oncoming recession.  

• 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 are some distance from inverting. 

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

US Yield Curve

Copper

Source: Thomson Reuters Datastream; UMB Investment Management

Source: Thomson Reuters Datastream; UMB Investment Management
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Earnings and Fiscal Policy
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• 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. 

• We believe the recently passed Tax Cuts and  
Jobs Act, which lowered the corporate rate from 
35% to 21%, will meaningfully improve earnings.

• Typically earnings peak well ahead of a recession. 
See red circles at left.

• We do not think tax reform will have a meaningful 
impact on economic growth. Perhaps it will add 
around 20bps to growth in 2018. 

• Purchase of goods by the federal government  
has a larger economic impact than corporate  
and individual tax cuts. 

• Given that we are somewhat late in the economic 
cycle, we think the impact may be at the lower  
end of the range. 

• An infrastructure package where the government 
spends all the money (high propensity to 
consumer) typically has a high fiscal multiplier 
impact. This could have a greater impact on 
economic growth, if passed. 
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Source: Thomson Reuters Datastream; UMB Investment Management
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Manufacturing/Non-Manufacturing
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• 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 reached 69.4 and is at  

the highest level in over 2 years. 

• The lower dollar should help trends in the 

manufacturing and industrial sectors of the 

economy.

• This is another indicator that clearly supports  

the assertion that this is not as good as it gets. 

• The ISM Non-manufacturing Index, or services, 

remains at a healthy level over the key expansion/

contraction level of 50, coming in at 55.9 in 

December.

• 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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Global Growth and Sentiment
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• China is the second largest economy in the world 

and is still growing its economy at just under 7.0%. 

• China’s economy drives emerging markets, 

commodities, and increasingly developed markets. 

• Importantly, China’s economic growth has 

stabilized at an impressive rate. 

• China’s leading economic indicators are up 14.6% 

y/y. This suggests China’s economic momentum 

will continue over the next 6-9 months. 

• We expect the global economy to accelerate  

in 2018.

• One of the risks to our forecast is the market 

already discounting the good news. 

• The bullish sentiment in stocks is at the highest level 

in years as measured by the AAII bullish survey. 

• Typically, bullish readings near current levels 

indicate a high probability of a market pullback. 

• With some of the good news priced into the market, 

we do not think this is as good as it gets for stocks 

given the strong earnings momentum. 

• That said — and small corrections aside — we are 

most concerned about peak earnings causing the 

end of this bull market run. Importantly, we do not 

think 2017 marked the peak in earnings. 

China Leading Economic Indicators

Source: Thomson Reuters Datastream; UMB Investment Management
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Stock Market
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• We believe the market valuation is at the high  

end of its range given a higher interest rate 

environment. We think earnings growth can  

offset any reduced valuation levels.

• The S&P 500 trades at just over 18x forward 

earnings and just over 20x trailing earnings,  

which are both slightly higher than their  

respective long-term averages. 

• Typically, a low interest rate and low inflation 

environment results in price to earnings (P/E) 

multiples of 17-20x. 

• As interest rates move higher over the 18 months, 

valuation could become more of a concern. 

• We expect double digit total returns in 2018 driven 

by earnings growth. 

• Historically, it has paid to be invested in the stock 

market during periods of tax cut implementation. 

• We think corporate tax reform is more meaningful 

than individual tax cuts. 

• We see similarities between Reagan-era 1986 tax 

reform and the 2017 Tax Cuts and Jobs Act. The 

stock market was up both before and after the 1986 

tax reform was signed into law. 

S&P 500 Valuation
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 1985 1990 1995 2000 2005 2010 2015

Tax Cuts and Market Returns

Event Date President 1 Year Prior 1 year 2 Years*

2/26/1964 Kennedy/Johnson 18.96 11.98 16.72

8/13/1981 Reagan 8.30 -23.29 20.99

10/22/1986 Reagan 24.95 9.36 17.23

6/7/2001 Bush -13.21 -20.94 -22.58

5/28/2003 Bush -11.29 16.97 25.64

Mean 5.54 -1.18 11.60

12/22/2017 Trump 18.68 ??? ???

*Cumulative
Source: Bloomberg; UMB Investment Management
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Sep 2017
2.94%

Dec 2017
+340 bps

Sep 2017
2.52%

Bond Market

• Global economies are experiencing a strong, 

synchronized upswing.

• 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.

• Steady normalization of rates is underway.

• Credit spreads have continued to grind lower  

in tandem with steady improvements in  

economic data.

• 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.

12

High Yield Spreads

 

Source: UMB Investment Management
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U.S. Market Performance — Equity and Fixed Income

Equity Market Performance

• The S&P 500 rose 6.64% in Q4.

• The S&P 500, on a total return basis, advanced every 

month in 2017.

• The consumer discretionary sector was the best 

performing sector in Q4, gaining 9.87%, led by Amazon. 

• The discretionary sector benefitted from the recent 

corporate and individual tax cuts as individuals will 

have more discretionary income in 2018. 

• Utilities were the weakest sector in Q4, only  

advancing 0.2%, as investors rotated out of higher 

yielding sectors. 

• We expect positive returns as earnings remain healthy. 

The industrial and financial sectors are the most 

attractively valued areas given our outlook. The  

higher-yielding sectors are somewhat challenged given 

valuation levels and a rising interest rate environment. 
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Equity

Index/Sector

Total Return % as of 12/31/17

3 Month YTD 1 Year

S&P 500 6.64 21.82 21.82

Consumer Discretionary 9.87 22.98 22.98

Technology 9.01 38.83 38.83

Financials 8.59 22.14 22.14

Materials 6.93 23.84 23.84

Consumer Staples 6.49 13.49 13.49

Industrials 6.03 21.01 21.01

Energy 6.02 -1.01 -1.01

Telecommunication 3.61 -1.25 -1.25

Real Estate 3.22 10.85 10.85

Health Care 1.47 22.08 22.08

Utilities 0.21 12.11 12.11

Source: UMB Investment Management

Bond Market Performance

• Rates increased slightly in Q4, mostly on the short end.

• Steady spread compression helped the long credit 

indices push ahead of the broad markets.

• Strong credit returns (spread compression) have 

generated strong YTD returns, better than expected.

• We continue to expect rates to grind higher in the 

upcoming year, as global economic stability and 

modestly stronger inflation allows the Fed to continue 

normalizing rates.

Fixed Income

Sector

Total Return % as of 12/31/17

3 Month YTD 1 Year

U.S. Aggregate 0.39 3.54 3.54

Corp Long 3.34 12.09 12.09

Long 2.37 8.53 8.53

Baa 1.23 7.45 7.45

A 1.14 5.98 5.98

Aa 0.61 4.23 4.23

U.S. Gov/Credit 0.49 4.00 4.00

Corp Intermediate 0.17 3.92 3.92

U.S. MBS 0.15 2.47 2.47

Aaa 0.10 2.41 2.41

U.S. Treasury 0.05 2.31 2.31

Intermediate Agg -0.07 2.27 2.27

Gov Cred Intermediate -0.20 2.14 2.14

Source: UMB Investment Management
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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 2.6

Investment 0.4 1.4 -0.2 0.7 1.2 0.6

Net Exports 0.4 -1.6 0.2 0.2 0.4 -1.1

Government 0.1 0.0 -0.1 0.0 0.1 0.5

Total 2.8 1.8 1.2 3.1 3.2 2.6

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)

2.6  
(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.

“UMB” – Reg. U.S. Pat. & Tm. Off. Copyright © 2018. UMB Financial Corporation.  All Rights Reserved.

* 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




