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Markets continue to surprise investors
Entering 2017, market experts predicted the S&P 500 Index would finish the year at 2,335, a 4.3% return.1 Most of the
experts believed that interest rates and market volatility would rise. While the short-term 2-Year US Treasury note interest
rate rose from 1.19% to 1.89%, the long-term 30-Year US Treasury bond interest rate actually fell from 3.05% to 2.74%.
Volatility was virtually non-existent. For only the second time in 35 years, the S&P 500 Index did not experience a decline of
5% or more during the year. The last time this happened was 1995. Further, 2017 was the only year in the last 90 that
posted positive gains in each of the 12 months.2 Suffice it to say the S&P 500 Index return of 21.8% surprised the majority
of investors.
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Measuring the current economic expansion
The current economic expansion that began in 2009 has
become the 3rd longest expansion since 1900. After 102
months of GDP growth, investors are growing concerned that
a recession is lurking just around the corner.
Time is not the only way to measure economic expansions.
Figure 1 shows a very different perspective of the current
expansion. Instead of measuring the number of months, this
chart measures the amount of cumulative GDP growth from
each economic expansion. The current expansion has been
one of the slowest expansions since WWII. From this vantage
point, the current expansion ranks as the 3rd lowest.
Cumulative GDP growth during previous economic expansions
has averaged 24%.3 With only 15% cumulative growth, the
current expansion has a ways to go before making it to
average. Measuring cumulative GDP growth shows more
upside potential for the current expansion.

Inflation is the key
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It is said that equity bull markets do not generally die of old age. They are usually killed off by the Federal Reserve. 4 In a
normal economic cycle, the Federal Reserve typically begins to raise short-term interest rates when they become
concerned inflation is getting too hot. If these rates are pushed too high, they may eventually choke off the expansion and
start a recession.
The slow growth of the current economic expansion has kept inflation subdued. The Core Personal Consumption
Expenditures Price Index, the Fed’s measure of inflation, has trended below 2% since the Great Recession began in
2008. The low inflation rate has given the Fed the ability to normalize rates slowly.
The Federal Reserve began raising interest rates in December of 2015. Since that start, the Fed Funds rate has risen to
1.50%. The Fed has stated they plan to raise the Fed Funds rate three times in 2018. Assuming a 0.25% increase each
time, Fed Funds would end the year at 2.25%.
Most market experts expect inflation to move higher in 2018. Higher inflation means higher interest rates. So how far do
interest rates have to move before they begin to choke off the current economic expansion and current bull market?
Research shows that historically, the 10-year U.S. Treasury note yield has been able to rise to a level of 5.00% before the
S&P 500 Index begins to experience negative returns.5

Figure 2

US Equity Market Performance
A big driver of returns for the S&P 500 Index
in 2017 was accelerating earnings growth. In
2015, earnings for the S&P 500 Index were
hit hard by plunging oil prices. Earnings began
to decline in the 2nd quarter of 2015 and
didn’t recover until the 1st quarter of 2017.
For the full year 2017, earnings are estimated
to have grown over 10%. 2018 earnings are
estimated to grow faster than 2017. Prior to
the tax reform, 2018 earnings were expected
to grow about 9%. Due to tax cuts, growth is
now expected to be 14.7%. Accelerating earnSource: Bloomberg
ings growth has given investors confidence
that US economy may be moving to a higher long term growth rate. That confidence is evident by the year-end 2017
price to forward 12 month earnings ratio (P/E ratio) of 17.7x.6
After a 21.6% move in the S&P 500 Index last year, what can we expect going forward? If the S&P 500 Index maintains
its valuation P/E ratio of 17.7x, and confidence in earnings growth for 2018 and 2019 continues to be high, the index
could produce low double-digit returns in 2018. If inflation picks up pushing interest rates higher or confidence in
earnings growth wavers, 2018 returns could be much more subdued and possibly negative. The passing of the tax plan
has made low double-digit returns in 2018 more likely.

Foreign stocks may have more room
Since 2009, US company earnings have been growing faster than foreign company earnings. That trend changed in 2017.
Foreign economies are earlier in their recoveries. These recoveries have lagged the US recovery by roughly two years. While
US companies have been producing record earnings, foreign company earnings are still well below historical highs. Foreign
company earnings would have to grow 59% just to get back to their previous highs. Not only are foreign earnings growing
faster, but valuations are also cheaper than US stocks. When comparing valuations between foreign and US stocks, the
difference is at its highest level since 2008.7
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Index Definitions
S&P 500 Index – The Standard and Poor’s 500 is an unmanaged index considered to be representative of the stock market in general.
US Treasury 2-year note – A 2-year Treasury note is a debt obligation issued by the United States government that matures in 2 years. A 2-year Treasury note pays interest at a fixed rate once every six months and pays the face value to the holder at maturity.
US Treasury 10-year note – A 10-year treasury note is a debt obligation issued by the United States government that matures in 10 years. A 10-year
Treasury note pays interest at a fixed rate once every six months and pays the face value to the holder at maturity.
US Treasury 30-year bond – A 30-year treasury bond is a debt obligation issued by the United States government that matures in 30 years. A 30-year
Treasury bond pays interest at a fixed rate once every six months and pays the face value to the holder at maturity.
Fed Funds rate – The interest rate at which a depository institution lends funds maintained at the Federal Reserve to another depository institution
overnight. The federal funds rate is generally only applicable to the most creditworthy institutions when they borrow and lend overnight funds to each
other.
Core Personal Consumption Expenditures Price Index - The "core" PCE price index is defined as personal consumption expenditures (PCE) prices excluding food and energy prices. The core PCE price index measures the prices paid by consumers for goods and services without the volatility caused
by movements in food and energy prices to reveal underlying inflation trends.
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