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City National Rochdale, LLC, a registered investment adviser.

On the Radar

1.	 What are City National Rochdale’s expectations for 
economic and investment outcomes over the next 12 months?

The U.S., Europe, and emerging market nations are experiencing a 
coordinated period of expanding economies, rising corporate profits, 
rising incomes, moderate inflation, and low interest rates. 

Though the U.S. economy is likely entering the last stage of 
the current business cycle, the domestic expansion is expected 
to continue at a modest pace over the next year, provided the 
Fed proceeds cautiously and no major disruptions arise on the 
geopolitical front. 

While we expect continued growth for U.S. and global economies in 
2018, investors appear to have fully priced in this positive outlook, 
and at the moment we see few compellingly attractive asset classes, 
whether we look at equities or fixed income. 

Consequently, we have trimmed our expected returns for growth 
equities over the next few years. For investment grade and high yield 
fixed income investors, we have also trimmed projected returns given 
our expectations for moderately rising rates (see chart). 

Overall, we believe economic conditions, relative valuations, and 
earnings growth forecasts continue to support our overweight to U.S. 
equities and opportunistic fixed income, as well as our underweight 
to investment-grade bonds. However, given the recent appreciation 
in financial markets, investors should lower expectations for overall 
portfolio returns over the next one to two years. Moreover, patience 
is warranted for investing new cash. 

2.	What part of the economy is showing the most promise for 
faster GDP growth?

The investment sector of GDP has had the strongest growth in 
the past year (4.2%) and in this expansion (6.1%) (see chart). The 
investment sector of GDP makes up 17% of GDP.

The investment sector is benefiting from improvements in the sub 
sector of equipment investment. This sub sector has performed well 
this year, bouncing back from the manufacturing downturn in 
2015/16. It is getting further help from the stronger global economy 
and a lower value of the U.S. dollar, which is down more than 5% 
this year, and has driven a revival of exports.  

Furthermore, with capacity utilization back at the long-term 
average, companies are being pressed to invest in machinery so 
they can maintain market share. If the Republicans’ plan to cut 
the headline corporate tax rate and allow immediate expensing of 
capital investment gets passed into law, that could provide further 
stimulus.
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3.	What are the implications of the flatter yield curve?

The f lattening of the slope of the yield curve has been a 
popular and reliable leading indicator for past recessions. 

In each recession since the late 1960s, the differential 
between short- and long-term interest rates approached zero 
or inverted before the onset of the recession. This year there 
has been a persistent narrowing of the yield curve; it started 
the year at 125 bps and is currently at 57 bps.

We do not believe the recent f lattening is a forebear of a 
recession. The current flattening is occurring for reasons not 
seen in past expansions.

Fed monetary policy is pushing up short-term interest 
rates, which is normal for an expansion. What is different 
this time around is the very low level of inflation and the 
massive amount of quantitative easing, which is putting 
downward pressure on long-term interest rates. Normally, in 
an expansion, longer-term interest rates move up with higher 
inflationary fears – they move up at a slower pace than short-
term interest rates, thus the flattening.

Economic fundamentals have been improving for some time. 
That along with the federal tax cut should keep the U.S. 
economy on its upward trajectory.

4.	How will the Fed change under new leadership?

Jerome “Jay” Powell has been nominated as the new chair 
of the Federal Reserve. He is a trained lawyer and current 
member of the Fed’s Board of Governors. He will be the first 
non-economist to run the Fed since the early 1970s, when G. 
William Miller, a former Textron executive, held that job. In 
Powell’s five years on the Fed, it has been reported that he has 
learned a great deal of economics and has earned the respect 
of staff economists. 

The board is changing. With Yellen’s departure and NY 
president Bill Dudley resigning, the number of economic 
Ph.D.s. on the FOMC will drop to just eight. For the past 
few years there has been an average of 13. But the big variable 
ahead will be the nominations of other members of the Fed’s 
Board of Governors. There are four openings for the seven-
member board. Who gets nominated, be they doves or hawks, 
will heavily influence the direction of the Fed.

The Fed still plans on raising the funds rate three times in 2018; 
but, because inflation remains low, the market is more skeptical 
and is currently expecting just two rate hikes.
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5.	After the strong performance we’ve seen so far this 
year, what can investors expect from equities over the 
next 12 months?

We believe the current backdrop of moderate economic 
growth, inf lation, and interest rates is likely to keep the 
secular bull market moving forward. However, given the 
recent appreciation in prices, more modest gains should be 
expected over the next year.

The YTD returns seen so far appear justified as investors have 
responded to a rebound in corporate profits and improving 
global demand, as well as the increasing likelihood of a 
significant reduction in the corporate tax rate.  

Assuming tax cuts are implemented sometime by the second 
half of 2018, we think U.S. corporate earnings could increase 
by about 8-10% over 2018, which should help support higher 
equity prices. Further modest multiple expansion is also 
possible in this environment.

Downward equity price volatility is likely to be a possibility 
until the outcomes of tax policy, healthcare, and regulatory 
changes out of Washington are known.

6.	Has the outlook for Europe improved?

Yes, the Euro Zone appears to have turned a corner as 
progress continues on key structural reforms (particularly 
labor) across member states.  The European Commission 
recently increased its 2018 GDP forecast for the EU to 2.1% 
from 1.8%, because of resilient private consumption, falling 
unemployment, stronger global demand for exports, and 
more pro-growth policy initiatives. Investment is also picking 
up amid favorable financing conditions and considerably 
brighter economic sentiment as uncertainty has faded. 

Although growth is still wildly divergent among countries, 
the economies of all member states are now expanding and 
their labor markets are improving (see chart).

Importantly, the expansion underway in Europe appears 
to be only at its mid-cycle stage (compared to late-cycle in 
U.S.) and still has significant room for growth before the 
economy is operating at potential.  This continuing slack is 
a key support for the expansion, helping to keep the cost of 
doing business (i.e., labor and interest rates) lower, and for a 
longer period.
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Index Definitions
The Standard & Poor’s 500 Index (S&P 500) is a market capitalization-weighted index of 500 common stocks chosen for market size, 
liquidity, and industry group representation to represent U.S. equity performance.

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. 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.

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

There are inherent risks with equity investing. These include, but are not limited to, stock market, manager, or investment style risks. 
Stock markets tend to move in cycles, with periods of rising prices and periods of falling prices.

Investing in international markets carries risks such as currency fluctuation, regulatory risks, and economic and political instabil-
ity. Emerging markets involve heightened risks related to the same factors as well as increased volatility, lower trading volume, 
and less liquidity. Emerging markets can have greater custodial and operational risks, and less-developed legal and accounting 
systems, than developed markets.

There are inherent risks with fixed income investing. These may include, but are not limited to, interest rate, call, credit, market, 
inflation, government policy, liquidity, or junk bond risks. When interest rates rise, bond prices fall.  This risk is heightened with 
investments in longer-duration fixed income securities and during periods when prevailing interest rates are low or negative.

Investments in below-investment-grade debt securities, which are usually called “high-yield” or “junk” bonds, are typically in weaker 
financial health, and such securities can be harder to value and sell and their prices can be more volatile than more highly rated 
securities.  While these securities generally have higher rates of interest, they also involve greater risk of default than do securities 
of a higher-quality rating.

The yields and market values of municipal securities may be more affected by changes in tax rates and policies than similar income-
bearing taxable securities. Certain investors’ incomes may be subject to the federal Alternative Minimum Tax (AMT), and taxable 
gains are also possible.

Investments in the municipal securities of a particular state or territory may be subject to the risk that changes in the economic 
conditions of that state or territory will negatively impact performance. These events may include severe financial difficulties and 
continued budget deficits, economic or political policy changes, tax base erosion, state constitutional limits on tax increases, and 
changes in the credit ratings.

Investments in emerging markets bonds may be substantially more volatile, and substantially less liquid, than the bonds of govern-
ments, government agencies, and government-owned corporations located in more-developed foreign markets.

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

Returns include the reinvestment of interest and dividends.

Investing involves risk, including the loss of principal.

As with any investment strategy, there is no guarantee that investment objectives will be met, and investors may lose money.

Past performance is no guarantee of future performance.
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