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The Economy Is Growing but So Is
the Risk of a Recession

The pace of economic growth has been slowing this year.
Policymakers are telling the same hawkish story: The Fed will do
what it takes to get inflation down even if it triggers a recession.

That is not much of a surprise since 2021 had the
fastest yearly pace of growth in about 40 years (chart
1), and many of the tailwinds that supported that
growth (federal government stimulus, low-interest
rates that allowed for refinancing of debt, etc.) are
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no longer available. Added to that are the higher
levels of inflation that have taken away purchasing
power, and the Fed, which has been aggressively
raising interest rates to discourage spending to quell
inflation. The Fed is front and center of the discussion
regarding the future direction of the pace of economic
growth. The underlying economy is doing okay once
volatility in the data from the pandemic is stripped
away. The unemployment rate is falling, wages are
increasing and spending continues to grow. The
economy is probably growing between 1.0% and
2.0%, slightly below the 2.25% it averaged during
the past expansion that lasted ten years. But now
entering center stage are Jay Powell and the Federal
Reserve Bank. They remain resolved to do what is
necessary to bring inflation back to its target rate of
2.0%. In March, they started raising interest rates
from the near-zero level. This summer, they pushed
the overnight federal funds rate above the neutral
level (the hypothetical “Goldilocks rate” that neither
stimulates nor constricts economic growth; below it
is stimulative, and above it is restrictive). They plan
on raising it further into the restrictive territory with
rate increases of 75 basis points (bps) in November,
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50 bps in December and another 50 bps in 2023
(chart 2).

The Fed'’s planned pace of tightening is the fastest
since 1980 (chart 3), when Paul Volker, then chairman
of the Fed, raised interest rates from 10% to 20% to
bring down inflation, which peaked at 14.8%. Today’s
Fed needs to be aggressive; their actions to date have
had minimal impact on inflation. But it is starting to
impact behavioral changes, which is the first step in
bringing down inflation.

The most interest rate-sensitive sector of the
economy is housing. And in time-honored fashion, the
housing sector is taking it on the chin, falling victim

to the Fed'’s actions. Mortgage rates are now above
7%, well above the 3% rate of a year ago. The monthly
mortgage cost for a median-priced home has surged
to $1,858; two years ago, it was $1,060 (chart 4). The
higher interest rates will start moving into other areas
of the economy like auto loans (currently at 5.8%, a
year ago, they were 3.9%).

This is the early stage of the Fed’s quest to bring
down inflation. How long will it take is the $64,000
guestion. At some point, households will become
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fearful of a recession and job cuts. As a result, they
will reduce spending and increase savings, slowing the
pace of economic growth and reducing the inflation
rate. That is what the Fed is hoping for, what they

call a soft landing. But if it doesn’'t do the trick, the

Fed will continue to raise interest rates, which will
cause job losses and a recession. How this plays out

is still unknown since the trajectories of changes in
consumer behavior are nearly impossible to model.

CHART 3: Federal Funds Rate Across Tightening Cycles
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CHART 4: Monthly Mortgage Payment - Median
Existing Home
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Market Trends
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Investors have had little place to hide in 2022, as both equity and fixed income markets
simultaneously recorded three consecutive negative quarters for the first time in over four
decades. Unfortunately, volatility looks set to continue near term with the persistence and
breadth of inflation providing an unwelcomed reminder to markets that rates may stay higher
for longer than anticipated. Until a pattern of lower inflation readings is established, equities are
likely going to have a hard time mounting a sustainable rebound, and bonds could remain under

pressure.
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%5{& LABOR

Demand for workers remains
strong, but the pace of hiring
is slowing. This is what the Fed
wants to help reduce the rapid
wage growth, which is keeping
inflation high.!

LUMBER

Lumber prices have almost
returned to their pre-pandemic
level. During the recent
housing boom, they more than
quadrupled in price.*

THE FED

Fed policymakers remain
diligent in their plans to raise
interest rates to help combat
high inflation. The Fed expects
to hike 125 basis points more
before the year is out.?

‘% INFLATION

Pricing pressures remain
stubbornly high at 8.2%, which
will keep the Fed on track for
their planned interest rate
increases.”
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The red-hot housing market

has slowed significantly due to

mortgage rates above 7.0%; they
were around 3.0% last year.?

HOUSING

Dg GASOLINE

-

After falling 135 cents this
summer, gasoline prices are
starting to increase due to fears

of a reduced oil supply from
OPEC+.¢
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Sources

Bureau of Labor Statistics, The Federal Reserve
The Federal Reserve

National Association of Realtors, Bankrate.com
Chicago Mercantile Exchange

Federal Reserve, Bureau of Labor Statistics
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Automobile Association of America, OPEC+

Index Definitions
CPI: The Consumer Price Index (CPI) is a measure that examines the weighted average of prices of a basket of
consumer goods and services, such as transportation, food and medical care.

Important Disclosures

The information presented does not involve the rendering of personalized investment, financial, legal or tax advice. This
presentation is not an offer to buy or sell, or a solicitation of any offer to buy or sell any of the securities mentioned herein.

Certain statements contained herein may constitute projections, forecasts and other forward-looking statements, which
do not reflect actual results and are based primarily upon a hypothetical set of assumptions applied to certain historical
financial information. Readers are cautioned that such forward-looking statements are not a guarantee of future results,
involve risks and uncertainties, and actual results may differ materially from those statements. Certain information has
been provided by third-party sources and, although believed to be reliable, it has not been independently verified, and its
accuracy or completeness cannot be guaranteed.

Past performance or performance based upon assumptions is no guarantee of future results.

Indices are unmanaged and one cannot invest directly in an index. Index returns do not reflect a deduction for fees or
expenses.

Any opinions, projections, forecasts, and forward-looking statements presented herein are valid as on the date of this
document and are subject to change.

All investing is subject to risk, including the possible loss of the money you invest. As with any investment strategy, there
is no guarantee that investment objectives will be met and investors may lose money. Diversification does not ensure a
profit or protect against a loss in a declining market. Past performance is no guarantee of future performance.

This material is available to advisory and sub-advised clients, as well as financial professionals working with City National
Rochdale, a registered investment adviser and a wholly-owned subsidiary of City National Bank. City National Bank

provides investment management services through its sub-advisory relationship with City National Rochdale.

Investing in international markets carries risks, such as currency fluctuation, regulatory risks, and economic and
political instability.

Investing involves risk, including the loss of principal.

Non-deposit investment products are not FDIC insured, are not bank guaranteed, and may lose value.
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