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The Big Bad Wolves

In the third quarter, numerous external events — which we refer to as big bad wolves — huffed and puffed, but failed to stall economic activity. Weather,  
social divide, military conflict, and interest rates (all seemingly capable of blowing down the economic momentum) had minimal or temporary impact  
on economic variables. Clearly the U.S. economy’s fundamentals are solidly set on a foundation of bricks rather than straw.

Empirical evidence suggests that economic indicators which are focused on economic growth, confidence, and profits provide insight into stock market 
returns and indicators focused on policy, uncertainty, or geopolitical risk provide little, if any, guidance on equity returns. 

Hurricanes Harvey and Irma hit the U.S. in August and September respectively. They will have a temporary negative impact on the labor market and the 
economy. However, if Katrina in 2005 and Sandy in 2012 serve as any guide, any negative impact on the economy will be muted when the rebuilding effort 
begins. Second quarter real GDP posted a robust 3.1%. The momentum from last quarter will flow into 3Q, but the hurricanes will dampen economic activity 
by approximately 0.5%. We expect the 3Q GDP to be around 2.8% and 4Q GDP to rebound to close to 3.0%.

Consumer confidence remains resilient. Charlottesville and the NFL protests, both events seemingly capable of shaking consumer confidence, have had 
little impact on the economic indicators and the stock market. Indeed, the confidence data remains close to a 16-year high. This data is critical since the 
consumer represents 69% of the economy. This level of confidence suggests annualized real consumption growth in the realm of 4.0%.

A significant driver of consumer confidence is the labor market. Even with all these big bad wolves lurking in the economy, labor market conditions are 
exceptionally tight. Today, the number of people who are unemployed per job opening is close to a record low — ratios we haven’t seen in 20 years. 
Additionally, small firms are reporting difficulties filling open positions, which leads us to believe that the unemployment rate, 4.2%, will continue to fall  
and wage inflation will escalate.

Interest rates and the Fed — potentially another big bad wolf — don’t appear at this time to be the story’s spoiler. Tighter monetary policy is not 
slowing economic growth. Even as the Fed expects to continue to modestly raise rates over the next 18 months, strength in the economy is the trump 
card. Speaking of Trump, there is meaningful upside risk in the potential for fiscal stimulus. We do think that some type of tax reform legislation will be 
completed. This will drive corporate profits higher, support consumer confidence, and allow capital expenditures to improve … all supporting favorable 
GDP growth.

Virtually all economic variables that focus on growth, profits, and confidence suggest a brick house economy.

The table below summarizes our 2017 forecast:

2017 Year-End Target

U.S. Real GDP Growth Rate 2.2% – 2.4%

Global Real GDP Growth Rate 3.0% – 3.3%

S&P 500 Price Target 2550

S&P 500 Operating EPS Growth 15.00%

Projected 10-Year Treasury Rate 2.50%
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Equity Markets — Can stocks really continue to go higher? 

After a nine-year bull market and the longest economic expansion on record in the U.S., a common question is: “Can stocks continue to go higher?”  
A wise man once told us that bull markets don’t die of old age. Bull markets typically end from things such as a policy mistake from the Fed, peak  
corporate earnings, or shocks to our financial system (housing, oil embargo, etc.). As we posted another quarterly gain of 4.48% on the S&P 500, we also 
ask ourselves whether stocks can continue to go higher. At the end of the day, we are focused on monitoring the things that matter the most to address  
this question — variables such as confidence and profit growth. Moreover, we continue to believe that any market corrections that don’t change the 
underlying fundamentals should be used as an opportunity to deploy capital into risk-based assets. 

So, what doesn’t affect markets? Specifically, the current flow of news — meaning the big bad wolves in the media like politics, North Korea, social divisions, 
and weather. While these are serious topics in our country, they are temporary headwinds to the economy and the stock market. In other words, they do 
not impact the medium- to long-term trajectory of corporate earnings. 

Why do corporate earnings matter so much? Historically, there is an 80% r-squared value between corporate earnings and the S&P 500 total return.  
(This means that when profits are increasing, the market typically moves higher. They are correlated). Another way of saying this is that 80% of a move  
in the S&P 500 can be attributed to corporate profits. Fortunately, at this point, we expect corporate profits to move higher for the following reasons:

 1) Global synchronized growth. Global manufacturing indicators are moving higher. 

 2) The weak dollar is a tailwind to earnings given the translation and transactional impact. 

 3) Corporate tax reform would be the icing on the cake.

Do corporate taxes matter? Yes. Tax reform rhetoric does little for equity prices, but actually reducing corporate taxes creates a flow directly to the bottom 
line. While we do not think changes in tax policy are reflected in corporate profit forecasts, we do think it can influence market sentiment over the short 
term. When we talk to management teams about whether corporate tax reform is imbedded in their earnings outlook, they say no. Case in point: when we 
asked the founder of Federal Express (FDX) on CNBC whether corporate tax reform was reflected in their 2018 earnings forecast, he simply said, “NO!”

So, we do think stocks can move higher from here because the fundamentals warrant it. Our 2018 year-end price target for the S&P 500 is 2700, which 
would represent a high-single digit total return from current levels. 
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Fixed Income Markets

After falling during the first two months of the quarter, interest rates finally began to reflect an outlook for firming wages and, presumably, modestly  
higher inflation late in the quarter. Throughout September, strong employment and wage data prompted the Fed to reiterate its thesis that overnight  
rates would continue along a modestly rising upward path. Consequently, Treasury rates reversed their downward trend and pushed sharply higher.  
The spike in September erased the drop from previous months, and pushed the 2-year note 10 basis points higher for the quarter.

We believe the U.S. has breached the “full employment” threshold, and that further job gains will ultimately push inflation higher. This appears to 
be consistent with commentary from Fed officials. 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 continue to expect rates to drift slowly higher throughout 2017 as the economy experiences an ongoing period of improvement. Fed Funds are 
expected to reach 1.5% and the 10-year Treasury should rise above 2.5% by the end of the year. Consequently, total return expectations for the year are 
moderate; rising rates will keep returns in the 1.0-2.0% range. Improving economics should 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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Impact of Hurricanes on GDP

• Recent major hurricanes impacting large 

population and economic centers in Texas and 

Florida will have a short-term negative impact  

on GDP in Q3. 

• We do not think the hurricanes will derail  

the economy. 

• Past hurricanes such as Katrina in Q3 2005  

and Sandy in Q4 2012 negatively impacted the 

economy for one quarter. 

• In both of these cases, the hurricanes provided  

a substantial tailwind to the economy two to  

three quarters after the event itself. 

4

• Our Q3 GDP estimate is 2.8% due to the impacts  

of Harvey and Irma. 

• However, we expect to see the positive rebuilding 

impact in Q4 2017 and Q1 2018. 

• We expect the economy to grow at a 2.3% rate  

in 2017 and 2.8% in 2018. 

Sandy

Source: Thomson Reuters Datastream; UMB Investment Management

Source: Thomson Reuters Datastream; UMB Investment Management
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1.2

Sep 2017
4.2%

2.4

2.9

Sep 2017
-33k Jobs

Labor Market

• The unemployment rate stands at 4.2%, the lowest level 

since 2001. 

• Job gains have averaged 148,000 per month over the 

trailing 12 months. Historically, job growth of this 

magnitude has indicated moderate GDP growth. 

• We expect payroll growth will average 165,000 jobs per 

month in 2017. While job growth has slowed, this is still a 

healthy level. Job gains since WWII have averaged 

approximately 120,000 per month.

• Our forecast indicates an unemployment rate of 4.2%  

by the end of 2017, driven by continued job gains and a 

slightly improving participation rate. 

• The healthy labor market and wage inflation will support 

consumer confidence and in turn, consumer spending. 

• 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. 

• We believe as the labor market continues to tighten, 
wages will start to pick up. 

• Average hourly earnings, up 2.9% y/y, are slowly 
advancing while the employment cost index remains 
range-bound. 

• Faster wage growth could lead to inflationary pressures  
in the economy. We are monitoring wage growth closely. 
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Labor Markets
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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 4.7%, which 
suggests the economy continues to grow at a 
modest pace. The 6.0% level typically suggests 
economic growth in excess of 3.0%. 

• The critical -3.0% level historically indicates an 
upcoming recession, which we view as unlikely 
within the next 12 months. 

• Current LEI data is consistent with our 2.3% 2017 
GDP growth forecast. 
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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 13.5% 
y/y. This suggests China’s economic momentum 
will continue over the next 6-9 months. 

• We expect the global economy to accelerate  
in 2017 and 2018. 

The Index of Leading Economic Indicators 

China Leading Economic Indicators

Source: Thomson Reuters Datastream; UMB Investment Management

Source: Thomson Reuters Datastream; UMB Investment Management
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Sep 2017
64.6

Manufacturing/Non-Manufacturing
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• The ISM Manufacturing Index continues to trend higher, 
climbing to levels we haven’t seen in several years.

• The sharp rebound in the ISM Index reinforces our view 
that the economy remains on a solid foundation and  
will likely accelerate in 2017 and 2018.

• Importantly, the forward-looking new orders component 
of the index reached 64.6 and remains near the highest 
level in 2 years. 

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

• The current readings are consistent with the GDP growth 
forecast of 2.3%

• The ISM Non-manufacturing Index, or services, remains 
at a healthy level over the key expansion/contraction 
level of 50, coming in at 59.8 in September.

• 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 have a high degree  
of confidence in our 2017 GDP growth forecast of 2.3%. 
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Interest Rates and GDP
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• Economic expansions and bull markets don’t end 
because of old age. Typically there is a catalyst 
that ends the cycle.

• Historically, higher interest rates have been the 
catalyst ending the economic cycle.

• At this time, the Fed’s strategy of moving interest 
rates modestly higher doesn’t appear to be a 
threat to the economic expansion.

• We think there is little evidence of a recession  
in the next 12 months.

• Examining the last economic cycle, the Fed 
increased interest rates over three years, from 
2004 to 2007, before the cycle ended with a 
recession in 2008.

• As interest rates rose, the economy was slowing. 
When the Fed stopped hiking rates in 2006, the 
economy was still growing at approximately 2%  
for a year after.

GDP and Fed Funds—Long Term

Source: Thomson Reuters Datastream; UMB Investment Management
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Interest Rates and Stock Market

9

• As previously mentioned, rising interest rates have 

been historically blamed for ending economic 

cycles and equity bull markets.

• Over the past 35 years, corporate America has 

benefited from lower interest rates as their cost  

of capital declined.

• Historically Fed Funds would need to be above 5% 

before short rates become a threat to economic 

activity and corporate earnings. In today’s global 

environment, the trigger has likely dropped closer 

to 3% - a level perhaps 18 to 24 months away.

• In the last cycle, interest rates started at a very  

low level, similar to the current cycle. 

• Stock prices and interest rates moved in concert 

with one another as the economy expanded. This  

is exactly what we are currently experiencing.

• The data suggests that interest rates and stock 

prices will move higher in the near term as 

economic fundamentals improve.

S&P 500 and Fed Funds—Long Term

Source: Thomson Reuters Datastream; UMB Investment Management
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119.8

112.8

59.0

Confidence
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• 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.

• The NFIB Small Business Optimism Index remains 

near 12-year highs as the economy improves and 

businesses contemplate potential business-friendly 

policy shifts.

• Recently, the top concerns of small business 

owners were taxes, government regulations  

and labor quality. In our view, both the tax  

and regulatory environment should improve  

going forward. 

• Big businesses are not quite as optimistic as  

small businesses, as evidenced by the CEO 

confidence survey. 

• That said, the survey is at the high end of the range 

and consistent with a solid economic expansion. 

• Overall, we view the confidence exhibited  

by consumers and businesses as supportive  

to our economic forecasts. 

Big Business / Small Business / Consumer

Source: Thomson Reuters Datastream; UMB Investment Management
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Global
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• Global growth is improving after years of 

stagnation; the pick up in global growth is  

broad based. 

• Growth in China has stabilized and growth in the  

EU is improving as evidenced by the manufacturing 

and service data points. 

• We think the improvement in global growth will  

be positive for corporate earnings. 

• Higher corporate earnings will lead to increased 

capital expenditures from companies. 

• This is the first time we are seeing synchronized 

global growth since 2011, a development we think 

bodes well for global economic growth, corporate 

earnings, and stock prices. 

• We think it’s important to spend time analyzing factors 

that drive stock performance and use “big bad wolf”-

related market movements as an opportunity. 

• Historical data shows that the fundamentals, such as 

confidence metrics, corporate earnings, GDP growth,  

and labor market data, drive stock prices. 

• In contrast, the market typically does not respond on  

a sustained basis to economic policy uncertainty and 

geopolitical risk. 

• Currently, geopolitical risk is elevated but fundamentals 

are decisively positive, which supports our more bullish 

positioning in equities. 

Improving Global Economy
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What investment signals matter most?

January 1985 –  
August 2017, monthly data

S&P monthly return  
when indicator  

is above average

S&P monthly return  
when indicator  

is below average
Monthly excess  

S&P return

Leading Indicator Index 1.6% 0.4% 1.2%

CEO Confidence Index 1.6% 0.5% 1.1%

Payroll growth 1.4% 0.5% 0.9%

GDP growth 1.3% 0.6% 0.7%

Economic Policy Uncertainty Index 0.9% 1.1% -0.2%

Geopolitical Risk Index 0.9% 1.0% -0.1%

Source: JP Morgan; UMB Investment Management
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Stock Market
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• The stock market is ignoring the big bad wolves  

as corporate earnings remain strong.

• A key driver of our earnings forecast is an 

improvement in sales growth, driven by 

accelerating global economic growth.

• Recent earnings results have been driven by 

improving sales, aided by cost cutting and share 

buybacks

• Importantly, tax reform is not currently embedded 

in our earnings number, which could represent 

upside risk to our forecast. 

• We believe the market is fairly valued.

• The S&P 500 trades at nearly 18x forward earnings, 

which is slightly higher than the long-term average. 

• Typically, a low interest rate and low inflation 

environment results in price to earnings (P/E) 

multiples of 17-20x. 

• We believe market returns will be driven by 

earnings growth in 2018. 

• We expect high-single digit total returns in 2018.
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Bond Market

• The FOMC’s traditional econometric model for

interest rates, the Taylor Rule, currently indicates

that Fed Funds could be in the 2.25% range, given

the current basket of economic indicators. This

even assumes a 1.00% Neutral Real Rate — much

lower than historical precedence.

• Even with low inflation readings, the FOMC’s

models indicate that Fed Funds could be

1.00% higher.

• Wage pressure appears to be building, adding fuel

to the move toward higher rates.

Spread Compression Continues: 
Caution Signals are Flashing

• Credit spreads have continued to grind lower

in tandem with steady improvements in

economic data.

• Spread compression has occurred despite steady

deterioration in overall balance sheet health.

• Leverage ratios have been increasing,

accompanied by muted growth in earnings.

• Caution is warranted in the High-Yield market.
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U.S. Market Performance — Equity and Fixed Income

Equity Market Performance

• The S&P 500 rose 4.48 in Q3.

• The technology sector was the best performing 

sector in Q3, gaining 8.65%.

• Technology stocks are benefitting from strong 

demand for mobile, social, and cloud products. 

• Consumer staples weakened in Q3, driven by 

slowing industry trends in the grocery category. 

Outlook

• We continue to expect rates to drift modestly 

higher towards year-end as global economic 

stability and modestly stronger inflation allows  

the Fed to continue normalizing rates.

14

Equity

Index/Sector

Total Return % as of 9/30/17

1 Month 3 Month YTD 1 Year

S&P 500 2.06 4.48 14.24 18.60

Technology 0.64 8.65 27.36 28.88

Health Care 0.99 3.65 20.31 15.49

Materials 3.52 6.05 15.82 21.26

Industrials 4.00 4.22 14.13 22.34

Financials 5.14 5.24 12.48 36.16

Consumer Discretionary 0.84 0.84 11.93 14.52

Utilities -2.74 2.87 11.87 12.03

Real Estate -1.39 0.93 7.39 2.66

Consumer Staples -0.86 -1.35 6.57 4.42

Telecommunication 3.52 6.78 -4.69 -0.14

Energy 9.94 6.84 -6.63 0.16

Source: Bloomberg

Bond Market Performance

• Rates increased slightly in Q3.

• Steady spread compression helped the long  

credit indices push ahead of the broad markets.

• Strong credit returns (spread compression) have 

generated broad YTD returns, better than 

expected.

Outlook

• We continue to expect rates to drift modestly 

higher towards year-end as global economic 

stability and modestly stronger inflation allows  

the Fed to continue normalizing rates.

Fixed Income

Sector

Total Return % as of 9/30/17

1 Month 3 Month YTD 1 Year

Corp Long -0.06 1.97 8.46 3.02

Gov Cred Long -0.96 1.53 7.65 -0.79

U.S. Credit -0.22 1.35 5.08 1.96

U.S. MBS -0.22 0.96 2.32 0.30

U.S. Aggregate -0.48 0.85 3.14 0.07

Gov Cred Intermediate -0.45 0.60 2.34 0.23

Tsy Long -2.16 0.58 6.02 -6.35

Treasury 20+ Year -2.22 0.58 6.26 -6.66

U.S. Agency -0.48 0.41 2.07 0.07

U.S. Treasury -0.86 0.38 2.26 -1.67

Agency Intermediate -0.28 0.35 1.40 0.27

Tsy Intermediate -0.60 0.34 1.56 -0.73

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

Consumption 1.3 2.6 1.9 2.0 1.3 2.2

Investment -0.7 -0.5 0.4 1.4 -0.2 0.7

Net Exports -0.3 0.3 0.4 -1.6 0.2 0.2

Government 0.3 -0.2 0.1 0.0 -0.1 0.0

Total 0.6 2.2 2.8 1.8 1.2 3.1

Year Q1 Q2 Q3 Q4 Year

2014 -0.9  
(A)

4.6  
(A)

5.2  
(A)

2.0  
(A)

2.6  
(A)

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)

2.8  
(E)

3.0  
(E)

2.3  
(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 © 2017. 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






