
Wealth       |       Investments       |       Planning
Commerce Trust Company

2018 
MARKET OUTLOOK



MARKET SUMMARY 
    U.S. stock prices continue to rise – 

supported by coordinated economic 
growth around the world 

    If  the economic expansion extends 
through February, the current run-up 
will be the second longest in U.S. history

     Upside return potential for bonds 
appears limited with credit spreads at 
historic low compensation levels for risk

    We anticipate two to three interest rate 
hikes by the Federal Reserve in 2018

     U.S. GDP growth rate is expected to 
approach 2.5% in 2017 and 2018

     The recently passed tax reform bill will 
increase corporate earnings growth 
projections another 5% to 7% 

KEY STATS

2.5% 
2018 U.S. GDP GROW TH  
FORECAST

21.86% 
S&P 500 Y TD*

4.1%
2017 DECEMBER 
UNEMPLOYMENT 

2.35%
10-YEAR U.S. TREASURY 
YIELD*

3.64%
BLOOMBERG BARCLAYS 
AGGREGATE BOND INDEX 
Y TD RETURN*

5.34%
BLOOMBERG BARCLAYS 
MUNICIPAL BOND INDEX 
Y TD RETURN*

*AS OF 12/15/17
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RISING TIDE OF SYNCHRONIZED 
GLOBAL EXPANSION LIFTING ALL 
BOATS
The global economy has entered a period of  unusual 
stability and synchronized expansion. For the first time in 
more than a decade global economic activity is widespread. 
Evidence can be seen in solid manufacturing data, strong 
corporate earnings and revenues, as well as elevated equity 
markets. In fact, 90% of  nations in the world are growing, 
but nowhere would we categorize growth as explosive or 
worrisome (3.6% global GDP is expected in 2017, 3.7% 
in 2018). At the same time, inflation is subdued across the 
globe. This backdrop of  solid growth and low inflation has 
often been referred to as a “goldilocks” environment.
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ECONOMIC OUTLOOK
The U.S. expansion is now approaching 
8 1/2 years old, making it the third 
longest economic expansion dating back 
to the 1900s. History would suggest we 
are in the later stages of  the cycle, but 
encouraging trends suggest continuing 
strength into 2018. Some of  these 
positives include steady motor vehicle 
sales, recent increases in housing starts 
and permits, further growth in incomes, 
developing strength in industrial 
production, solid job growth and a 
falling unemployment rate. U.S. GDP 
growth rate is expected to approach 
2.5% in both 2017 and 2018, up from 
2.0% the last seven years.

U.S. GDP IN 
2018

EMPLOYMENT 
GAINS

RISING 
INFLATION
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Jobs and a healthy consumer are key components of  
economic growth. There has never been a recession when 
the economy is creating jobs. The non-farm payroll releases 
have reported 175,000 new jobs created per month in 2017. 
The unemployment rate has fallen to a 17-year low of  4.1%, 
and is expected to move even slightly lower over 2018 as the 
economy moves forward.
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One of  the distinctions of  this long business expansion 
has been stubbornly low inflation, which outgoing 
Federal Reserve chair Janet Yellen has called a “mystery.” 
Recent data shows that the core Personal Consumption 
Expenditures index (PCE) is running at 1.4% year-over-year, 
meaningfully short of  the Fed’s 2% target. However, while 
there are no widespread pricing pressures in place, there are 
some signs that inflation may be starting to rise. One factor 
is the relatively tight labor market, which is now at the point 
that has historically supported a boost to wages. In fact, 
recent increases in hourly earnings have been seen in the 
data, currently running at 2.5% year-over-year.

Recently, the focus has been on Capitol Hill and the tax 

JOBS AND A HEALTHY CONSUMER ARE KEY 
COMPONENTS OF ECONOMIC GROWTH. THERE HAS 
NEVER BEEN A RECESSION WHEN THE ECONOMY IS 
CREATING JOBS.
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reform bill, which passed the House and Senate and was 
signed into law by the president in late December. The bill is 
expected to lower corporate taxes, thereby increasing after-
tax returns to companies, and allow immediate expensing 
of  capital investments. This, in theory, is designed to lead to 
increases in investment, jobs and income over time.
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Overall, the global economy is on solid footing entering 2018. The 
probability of  recession for the United States remains low over 
the next year. After such a long and strong run, it’s important for 
investors to take a step back and think about where we are in the 
cycle. We believe we’re entering the later innings of  the economic 
cycle, which increases the risk of  a recession.

Yes, risks have abated in most areas, but global growth 
could be derailed by any number of  threats. Geopolitical 
risks are an ever-present wildcard, with rising protectionist 
sentiment in the developed world perhaps the leading 
candidate to curtail global trade. Throw in escalating tensions 
with North Korea, a policy mistake by the Federal Reserve 
(Fed) or China, or fiscal dysfunction in the United States, 
and investors face a challenging environment to generate 
meaningful returns – especially when most asset valuations 
are elevated. Our forecast looks for subdued, but continued, 
global equity market returns, and modestly higher bond yields 
as the cycle extends into at least 2018, and possibly beyond.
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EQUIT Y OUTLOOK
Equity prices surged around the world 
last year, but the rally actually began in 
2016. The upward march has surprised 
investors with its persistence and lack 
of  volatility. The S&P 500 index has 
not incurred a 5% decline since June 
16, 2016, which is over 80 weeks ago. 
Historically, stocks incur a 5% correction 
every 10 weeks or 50 trading days. Only 
twice since 1928 have we gone longer, 
and if  we reach mid-February, it will be 
the longest. 

One factor driving stock prices higher is 
the accelerating coordinated economic 
growth around the world boosting 
growth for S&P 500 Operating Earnings 
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in 2017 by 17%. Projections are for another 15% in 2018. 
Expectations are that we can add on to the earnings growth 
rate another 5% to 7% as the new corporate tax rate 
becomes effective. 
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Accommodative monetary policy conditions around the 
world have also fueled the rally with daily announcements 
of  buyouts and buybacks from corporations. Better business 
conditions, less regulation and higher stock prices have sent 
consumer and business confidence to levels last seen in 
the late 1990s. As consumer confidence levels rise, so do 
investors’ appetites for riskier investments with the prospects 
of  higher returns. No one likes earning 1% to 3% when 
stocks are going up 20%. While the individual equity exposure 
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as a percent of  total investments is reaching historically high 
levels, it can still move higher as fear of  missing higher returns 
wins over the lower return of  safer investments.

Granted, stock prices can move higher, but realize this 
bull market will enter its 9th year in March without a 20% 
correction. We’re going to need strong earnings growth to 
justify valuation levels as measured by the median P/E of  
the S&P 500. The current median P/E is a little over 25 
times approaching levels last seen in the 1990s. The blip in 
late 2001 was following the September 11th attack and the 
economy shutting down for a brief  period. In 2018 we will 
be watching as the Fed raises short-term interest rates and 
whether that will cause the yield curve to invert (short rates 
higher than long rates). An inverted yield curve typically 
spells trouble for stock prices.

We remain neutral on the outlook for stocks with a slight 
tilt toward international versus domestic compared to our 
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long-term recommendation of  70% domestic and 30% 
international. We are concerned we are entering the phase of  
the investment cycle when greed takes over and investors let 
their risk levels increase with valuation levels quite high. As 
seen in the late 1990s, the fear of  missing out on a big gain 
overwhelms the real level of  risk the investor can tolerate. 
While not a stock, bitcoin fits the bill of  a speculative bubble 
increasing 5% to 10% a day. We caution to resist the urge to 
sell bonds to increase equities or to increase the risk level of  
your equity portfolio. Make sure you are comfortable with 
your equity exposure when we finally get a 20% correction.

ALTERNATIVE INVESTMENTS OUTLOOK
Alternative investments include strategies such as Hedge 
Funds, Real Estate, Energy Master Limited Partnerships 
(MLPs) and Commodities. We utilize them in many client 
portfolios to reduce the volatility of  the overall portfolio. 
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While some of  these investments may exhibit their own 
levels of  volatility, they often do not move in sync with 
traditional stocks and bonds, thereby potentially providing 
some protection from sharp drops in the stock market, or a 
sudden rise in interest rates.

While the conditions that drive their prices may differ, Real 
Estate Investment Trusts and MLPs are really a subset of  
the stock market. But the Hedge Fund world is where we 
really strive to find managers whose strategies can provide 
protection in a declining market. However, since 2009 when 
the stock market began recovering from the Great Recession, 
there have not been many opportunities to realize value from 
any asset that does not correlate well with stocks. Additionally, 
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interest rates have remained low, allowing bond prices to 
remain high. It is therefore no surprise that Hedge Funds 
have not provided much help to portfolios over this time. 

Given our view of  the global synchronized recovery 
continuing for a while longer, Hedge Funds may continue 
to be an un-loved strategy. However, stocks are clearly 
expensive and we are long overdue for a correction. The 
time will come when many clients will be thankful for some 
exposure to Hedge Funds. Think of  them as the insurance 
policy you question owning every year, until that unforeseen 
event occurs.

FIXED INCOME OUTLOOK
An active yet accommodative Fed, subdued inflation 
numbers, and modest economic growth were some of  the 
factors affecting the bond market this past year. The result 
was low volatility. The U.S. economy showed improvement 
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in 2017, leaving us with favorable 
conditions for modest bond market 
performance.

The U.S. Treasury yield curve flattened 
throughout the past year after the Fed’s 
three hikes of  the federal funds rate. 
Most of  the rise in Treasury yields came 
in the short end (1 to 5 years) part of  the 
yield curve. Longer maturity yields (10 
to 30 years) were flat or lower relative to 
the start of  the year as of  mid-December 
because of  low inflation expectations. 
With credit spreads tightening due to 
favorable business conditions, all fixed 
income sectors generated positive returns 
year-to-date. The Bloomberg Barclays 
Aggregate Bond Index reported a 3.64% 
return (through December 15, 2017). 
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Lower-quality holdings on average outperformed higher-
quality, leaving High Yield as one of  the top performing 
sectors with a 7.27% return.

The Barclays Municipal Bond Index is up 5.34% year-to-
date, despite the uncertainty surrounding the passage of  
tax reform. Investors felt comfortable that any proposed 
tax changes would keep the municipal bond tax exemption 
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intact. Focus quickly turned to the relative value as muni 
yields began the year at or above yields on taxable bonds.

Municipal market technicals were favorable for most of  
the year as new issue supply trended lower with generally 
strong demand from both institutional and retail investors. 
The lower corporate tax rate would reduce the appeal of  
tax-exempt bonds for many institutional holders, including 
insurance companies and banks. There are provisions related 
to the issuance of  private activity bonds and advanced 
refundings that could limit future supply. With tax reform 
finalized, potential changes in supply and demand for muni 
bonds could make the market more volatile. Such volatility 
could lead to a buying opportunity for municipal bonds in 
2018.

Strong global economic fundamentals and the Congressional 
approval of  U.S. corporate tax reform have helped bolster 
the taxable bond market. However, in 2018, we expect 
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headwinds to grow as late economic cycle behavior erodes 
the pillars supporting the market. Tighter monetary policy in 
the United States and Europe is likely to start to reverse the 
current favorable trends and could weigh on credit spreads 
as the year unfolds. 

Domestically, in addition to several rate hikes, the Fed is 
expected to continue to shrink its balance sheet in 2018. The 
Fed announced this past October the start for its balance 
sheet unwind plans. The Fed will be trimming the $4.5 
trillion balance sheet it built up after the Great Recession. 
The process begins with a small step, $10 billion in total per 
month, but over time it will increase into a reduction of  $50 
billion per month. Across the Atlantic, the European Central 
Bank is preparing to end its quantitative easing program and 
has also stated that it will eventually begin to raise its policy 
rate. If  higher yields abroad result, some of  the foreign 
investment demand for U.S. bonds may diminish. The low 
interest rate environment we have experienced since 2008 
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may finally be coming to an end as global markets confront 
tighter monetary policy.

Upside potential for bonds appears limited with credit 
spreads at historic low compensation levels for risk and the 
potential threat of  higher interest rates looming here and 
abroad. Expect spreads to initially grind marginally tighter in 
early 2018, but potentially drift wider as the year progresses. 
It is possible for spreads to widen to a small extent (10-15 
basis points, 100 basis points equals 1%) and corporates 
could still mathematically outperform Treasuries because of  
corporates’ higher starting yields. Regardless, 2018 is likely 
to be a more challenging year for bonds. 

We recommend an overweight position to the non-
government sectors, while gradually improving portfolios’ 
quality and liquidity. As upside potential diminishes for 
corporate bonds, raising mortgage-backed securities 
exposure is suggested. As tax reform is implemented, 
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opportunities could develop for raising municipal bond 
exposure. Portfolio durations should be maintained slightly 
short to neutral relative to their corresponding benchmarks.

CONCLUSION
The goldilocks environment is an enviable place to be given 
where we’ve come from since March 2009, the trough of  
the Great Recession. If  the expansion continues through 
February, the current run-up will be the second longest in 
U.S. history. We can all be sure the economy will command a 
large share of  the news in the coming year.

A macro bullish framework is certainly in place and markets 
may reach new highs. As such and as this climate evolves, 
we’ve shifted some of  our allocations toward International 
and Emerging Market stocks. On the fixed income side, it 
appears municipal bonds may provide growing relative value 
in the coming year.
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Investors building on the optimism and lack of  stock 
market volatility must, however, temper their outlook as 
the domestic gains are now largely behind us. We believe 
investors should discuss with their advisors the portfolio 
strategies that are best suited for this equity valuation-rich 
environment down the road. 

While we are likely due for some type of  equity correction, we 
doubt that this will be the harbinger of  a near-term recession. 
Economic fundamentals dictate the possibility that these 
events are just healthy steps along the path of  any economic 
expansion, which is likely to be the longest on record.

INVESTMENT POLICY COMMITTEE - DECEMBER 20, 2017

Past performance is no guarantee of future results, and the opinions and other information in the Market 
Outlook are as of December 20, 2017. The Market Outlook is a special report designed to provide 
investment information on economic markets for Commerce Trust Company’s clients. It is intended 
to provide general information only and is reflective of the opinions of the Commerce Trust Company 
Investment Policy Committee.

This material is not a recommendation of any particular security, is not based on any particular financial 
situation or need, and is not intended to replace the advice of a qualified attorney, tax advisor, or 
investment professional. Diversification does not guarantee a profit or protect against all risk. Commerce 
Trust does not provide tax advice or legal advice to customers. Consult a tax specialist regarding tax 
implications related to any product and specific financial situations.
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