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RBC’s investment stance

Views explanation 
(+/=/–) represents the Global Portfolio Advisory Committee’s (GPAC) view over a 
12-month investment time horizon.  

+ Overweight implies the potential for better-than-average performance for the asset 
class or for the region relative to other asset classes or regions.

= Market Weight implies the potential for average performance for the asset class or for 
the region relative to other asset classes or regions.

– Underweight implies the potential for below-average performance for the asset class 
or for the region relative to other asset classes or regions.

Global asset views

Source - RBC Wealth Management

Asset 
Class

View

—       =       +
Equities

Fixed 
Income

See “Views explanation”  
below for details

Expect below- 
average 
performance

Expect above-
average  
performance

Equities 
• The low volatility era came to a sudden halt in February, but with economic 

momentum still strong in major regions and both corporate earnings and 
guidance robust, we give equities the benefit of the doubt. While we are mindful 
the business cycle is maturing, we would still hold a modest Overweight position 
in global equities because of low recession risks. 

• We continue to prefer Europe with its attractive valuations and improved 
economic prospects. U.S. earnings growth should remain strong and has 
been boosted by tax reform. Canada and Japan offer better value following 
the volatility bout, though both face challenges: the former from energy 
transportation challenges and NAFTA negotiations, and the latter from a  
strong yen. 

Fixed Income 
• Fears wage growth would encourage central banks across regions to tighten 

monetary policy beyond market expectations led to increased volatility in early 
February, forcing yields higher. Early concerns that the Fed might move more 
aggressively under new Chair Jerome Powell have subsided, and we expect the 
Fed to maintain the current policy of a gradual increase in interest rates. In the 
U.K., despite muted economic growth, the Bank of England had a decidedly 
more hawkish tone due to wage growth concerns. European and Canadian yields 
moved in sympathy with Treasuries. 

• Central banks continue to signal a gradual tightening in policy based on the 
economic data available, which could keep yields elevated while exerting further 
pressure on yield curves. We are Underweight fixed income, though higher rates 
and increased volatility should provide selective opportunities in credit. 

Global asset 
class view
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A rough ride back to normal
Equity markets had been so calm for so long, so investors can be 
forgiven for forgetting how a “normal” stock market behaves. The 
rough ride of the past few weeks has taken some excessive valuation 
and investor complacency out of the mix. But it is unlikely to have 
any noticeable effect on the global economy or on the encouraging 
corporate earnings outlook. The correction may have further to run, 
but we expect new highs and a resumption of the long-term bull 
market later in the year.

 Focus 
 article

Equity investors have been taken on a wild ride. The wildest has been in the U.S., 
where starting from just before the tax cut deal was struck in early December, 
the S&P 500 stormed higher to a peak of 2970, a very fat gain of 7.8% in just seven 
weeks. And then, abruptly, the market gave that back and a whole lot more, falling 
at its worst moment by 11% back to where it had been in September, just before 
Congress had begun to believe tax cuts were even possible. 

What produced all that upside into the January high? Back in September, when tax 
cuts seemed remote, consensus estimates had S&P 500 earnings rising to $142 per 
share in 2018, fueled by faster U.S. and global GDP growth and largely confirmed 
by management guidance—a nice improvement on the $132 expected for 2017. 

Once the possibility of a big corporate tax reduction began to gain traction, that 
$142 estimate started to rise week by week, reaching $156 per share not long after 
the cuts were signed into law. That’s a jump of about 10% in expected earnings 
for 2018; however, between September and the market peak in January the index 
powered higher by a startling 16%, pushing up the forward price-to-earnings (P/E) 
multiple to 18.4x from 17.4x.

And then the tide turned abruptly. The major indexes plummeted in just two 
tumultuous weeks back to where they had been four months earlier in September 

Jim Allworth
Vancouver, Canada 

jim.allworth@rbc.com 

A tale of four indexes

Source - RBC Wealth Management, Bloomberg; data as of 10:30 am CST 2/27/18
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A rough ride  
back to normal

P/Es pushed down by 
rising yields, but pulled 
higher by earnings 
growth.

of last year. The severity of the drop was exacerbated by the unwinding of several 
large volatility-linked investment funds whose particular structure forced the 
accelerated selling of stocks as prices fell and market volatility surged higher. 
Eventually selling was exhausted and buyers arrived, attracted by lower valuations 
than had been available for more than a year—16x forward earnings at the 
February low.

Dissecting the correction
But what triggered the downturn? And was the sharp advance in the market’s 
P/E multiple up into the January peak justified? Probably not is the answer to the 
second question, at least not over so short an interval. 

The most widely cited trigger for the stock market downturn was a U.S. Labor 
Department report that showed average hourly earnings in the manufacturing 
sector had unexpectedly surged, raising the spectre of an increase in inflation and 
even higher bond yields and therefore lower P/Es. As we have noted, the resulting 
market decline quickly became self-reinforcing and self-fulfilling, despite the fact 
the hourly earnings surge was quickly assessed by some as an extreme-weather 
aberration. 

We think there is more to the story.

Two things are usually pointed to as factors that can provoke a change in P/E 
multiples. One would be a change in the discount rate (the 10-year U.S. Treasury 
yield) used to calculate the present value of future earnings—the lower the 
discount rate the more future earnings are worth today, justifying a higher P/E 
ratio. So, when the 10-year yield moved sharply higher from a depressed 2.06% 
in September to a chunky 2.70% in January, one would have expected the P/E 
multiple to move down. Instead, it moved higher, from 17.4x to 18.4x 2018 
estimated earnings.

Treasury yields surged near the 2014 high-water mark
10-year Treasury yield (%)

Source - RBC Wealth Management, Bloomberg; data through 2/28/18

Rising yields should 
have depressed P/Es.
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The other factor that could argue for a change in the market’s P/E ratio would be 
a shift in the long-term average growth rate of S&P 500 earnings per share. In this 
case, many investors believe that tax cuts have unleashed an increase in these 
long-term growth prospects. We are not convinced. 
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A rough ride  
back to normal

No sign of a U.S. 
recession on the horizon.

So far, what we know for sure is that the reduced tax rate should boost after-
tax margins by an amount equal to the tax savings in 2018 and that American 
companies should be able to sustain that improvement through 2019—corporate 
managements have said as much.

Beyond that it is much murkier. Will companies choose to reinvest these extra 
cash flows in their businesses or instead, distribute them as increased dividends 
and/or buybacks, neither of which would justify a sustained higher P/E? If they do 
plow the tax savings back into their businesses will those companies earn as high 
a return on this new addition to shareholders’ capital as on their existing capital 
stock? Maybe eventually, but probably not at once. 

Might some of this improved margin be sacrificed to more intense competition, 
given U.S. consumers are getting only a very modest lift from the personal tax 
changes? Or, alternatively, in a very tight labor market could wage increases take 
away from the corporate bottom line much of what the new tax legislation has 
given?

For now, we know about as much as we can know about what earnings should be 
reported this year and next. CEOs in the U.S. have given forthright guidance about 
what effect tax cuts will have on the bottom line and about their enthusiasm for 
the business outlook. We expect it will be at least six months, probably longer, 
before events could conspire to seriously challenge RBC Capital Markets’ upbeat 
view that has S&P 500 earnings per share rising by 17% this year to $155, and by a 
further 7% to $167 in 2019.

Fallout shelter
Worries that recent market volatility will produce economic fallout are misplaced, 
in our view, and in the view of Fed Chairman Jerome Powell, who stated in his 
recent congressional testimony that the Fed believes the market gyrations will 
have little or no effect on the course of economic growth. Our recession indicators, 

Recession scorecard

Note: Past performance is not indicative of future performance  
Source - RBC Wealth Management’s national research correspondent as of 3/1/18
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A rough ride  
back to normal

Economic slack finally gone in developed world
Output gap for developed economies (% of potential GDP)

Note: International Monetary Fund (IMF) estimate for 2018 
Source - IMF, Haver Analytics, RBC Global Asset Management
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several of which typically give long advance warning of an impending economic 
downturn, are all still giving firmly positive readings.

Outside of the U.S., German business confidence is at a 30-year high. Confidence 
across most of the eurozone is similarly elevated. Japan, China, and India all seem 
to be thriving, as is Canada despite concerns about the potential for adverse trade 
and NAFTA outcomes. 

With the economic and earnings underpinnings as firm as they are and with no 
recession in sight, we are comfortable with our modest Overweight in global equity 
portfolios and expect the major averages will achieve new highs later in the year. 
But this correction could have further to run before a sustainable turn higher can 
get underway. Very often, market downturns that feature some panic selling, as 
this one did, go on to rally for a while before subsiding into a retest of the lows over 
some weeks or months—enough time to allow complacent optimism to give way 
to pessimism and concern.

That may or may not be the course the market follows this time, but when the 
longer-term uptrend does eventually get re-established, we expect the slope of the 
advance will be somewhat shallower and less of a straight line than what investors 
have become used to over the past two-and-a-half years. 

Economic 
fundamentals remain 
solid and are likely 
to be unaffected by 
market volatility.

Much of the policy good news is on the table, but markets will have to contend 
with strengthening headwinds over the next couple of years, including: gradually 
tightening monetary policies from the Fed and other central banks, capacity 
constraints, upward pressures on wages and inflation, and some normalization of 
bond market spreads.

As long as the U.S. and global economies continue to grow, we expect equity 
markets will be able to navigate past these more challenging conditions.
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Don’t let emerging markets 
be an investment blind spot 
A well-rounded, diversified approach should be at the core of a 
global equity portfolio, and emerging markets are one key piece 
that shouldn’t be ignored or overlooked. We’ve asked Phil Langham, 
RBC Global Asset Management’s head of emerging markets equity, 
why investors should take a fresh look at emerging markets. He 
sees appealing long-term growth potential, as well as attractive 
trends and drivers of emerging market performance in 2018 and 
beyond that help the asset class stand out.

Q: There have been major changes in emerging markets over the 
years. Why should investors take a closer look? 

A: The key reason for taking a closer look is the high growth that emerging 
markets offer. In 1985, emerging markets represented something like 35% of global 
GDP. That’s now grown to around 57%. 

We can expect its share of global GDP to continue to increase because emerging 
markets still account for over 70% of global GDP growth. The factors driving that 
increase are the ability to catch up in terms of technology, demographics, lower 
credit penetration, and lower GDP penetration.

This is also reflected in a growing market value. In 1996, the market capitalization 
or value of emerging market equities was around 10.7% of the global share. It is 
now around 21%, and is expected to grow to about 39% in the year 2030. 

GDP per capita in emerging markets is a fraction of what it is in developed 
markets, so there is still a lot of catch-up potential.

 Focus 
 article

Phil Langham
London, England 

phil.langham@rbc.com 

Global EM equity weight progression (%)

Source - National research correspondent; February 2016 
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Emerging  
markets

We’ve found three 
factors that tend to drive 
future performance: 
Currency, economic 
growth, and return on 
equity.

Q: On a sector basis, are there trends that make emerging markets 
more investable than they were years ago?

A: We have seen quite a substantial improvement in the quality of the indexes. 
Commodity sectors, such as Energy and Materials, represented about 40% of the 
MSCI Emerging Markets Index 10 to 15 years ago. That’s now down to less than 
15%. Information Technology, which was about 15%, has now virtually doubled to 
almost 30%. Consumer sectors have also grown. These sectors tend to be higher 
quality and offer higher return on equity.

This shift is why the commodity-heavy Canadian market is no longer a good 
proxy for EM equities. The correlation between EMs and the Canadian market has 
declined and is now really no different than with other markets.  

Q: In thinking about 2018 and beyond, how do the key drivers of 
emerging market equities stack up?

A: We’ve found that there are three factors that tend to drive future performance.

The first one of these is currency. Our feeling is that even if the U.S. dollar 
strengthens, there are actually a lot of reasons why EM currencies can perform well 
against the dollar.  

EM currencies look undervalued based on a wide range of different measures. 
They are also supported by positive real interest rates, unlike some developed 
markets, and a dramatic improvement in fundamentals. Over the last few years, 
we’ve seen current account deficits moved to surpluses. We’ve seen growing 
currency reserves and improvements in growth. Even in China we’ve seen one of 
the biggest capital outflow threats from a year ago turn to capital inflows.

The second driver is economic growth, and particularly growth relative to 
developed markets. When the gap between EM and developed market GDP 
growth is expanding, it tends to drive EM outperformance. Conversely, EM 
underperformance has been driven by poor relative growth versus developed 
economies.

Developed vs. emerging economies real GDP growth

Source - IMF World Economic Outlook; data as of April 2017; “F” = forecast 
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Emerging  
markets

The International Monetary Fund is forecasting that the growth gap is going to 
continue to increase. And we feel that that’s likely to go on being the case because 
most reforms we’re seeing in these economies are leading to improvements in 
growth. Virtually every EM country is seeing an improvement in its political 
landscape and in its economic management.

And the third factor that drives EM performance is the earnings and return on 
equity cycle. Over time, return on equity in emerging markets tends to fluctuate a 
lot; it tends to be quite cyclical. The main contributor to return on equity is profit 
margins. Margins were weak from 2010 to 2016 due to poor productivity and 
overcapacity, but the cycle has now turned. We feel that over the next five or six 
years, the margin improvement that we expect to see can lead to quite sustainable 
earnings growth in emerging markets of about 10% to 15% per year.

Q: What about valuation? Can it be used as a gauge of future 
performance?

A: What we’ve seen historically is that valuation only tends to be a good guide of 
future performance at extremes. So, for example, when the price-to-book (P/B) 
ratio is below 1.3 times (cheap) or above 2.4 times (expensive), this is a strong 
indicator of where future performance will be.

Currently, EM valuations are smack in line with the long-term averages but are 
trading at quite a decent discount to developed markets in both P/B and price-to-
earnings (P/E) terms. The discount is around 27%. When you’re pretty much in the 
middle of long-term averages as we are now, then valuation doesn’t tend to be a 
good guide in terms of what drives future performance. 

GDP growth differential 
has been a driver of 
relative performance vs. 
developed markets.

Emerging markets outlook 
Long-term EM equity performance and economic growth relative to developed markets (DM)

Source - FactSet, Datastream, Bloomberg, national research correspondent; data as of December 2017
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Emerging  
markets

Common characteristics 
of EM companies we 
invest in are: Sustainably 
high cash flows, high 
return on investment, 
long-term investment 
themes, and ESG 
characteristics.

Q: What are some of the common characteristics of the EM 
companies you invest in?

A: We’re focusing on companies that have sustainably high cash flow on invested 
capital and therefore offer excess shareholder returns. We found that the main 
factors that lead to the sustainably high cash flows and return on investment are 
strong management and industry dominance.  

We also evaluate companies within a framework of long-term investment themes. 
Currently, we’re focusing on the themes of domestic consumption, deposit 
franchises, digitalization, health & wellness, and infrastructure.

The important thing about these themes is that they really allow us to get away 
from the constraints of the index benchmark, which includes typical country and 
sector over- and underweights. From a top-down macro point of view, the themes 
really position the portfolio in areas of long-term sustainable growth.

One other aspect we feel is very important is to evaluate firms based on 
environmental, social, and governance (ESG) characteristics. Companies that pay 
attention to ESG tend to have a strong culture of excellence and therefore don’t 
face the same problems as competitors. They’re companies where employees 
and management tend to be much more engaged and therefore much more 
productive, and these are all factors that lead to higher and more sustainable 
returns.

Q: As we think about categories of EM stocks, are there some 
distinctions that stand out?

A: We believe that EM small caps are an interesting asset class. One quite 
surprising fact is that there is a huge choice of emerging market small-cap stocks. 
There are over 7,000 small caps and they make up 94% of the EM stock universe. 
There are only about 500 large- and mega-cap stocks.

Another thing that may surprise investors is the unusual phenomenon in EM small 
caps of high returns but lower risk, which differs in developed markets where small 
caps have high returns and higher risk. So with EM small caps you have lower 
volatility, a lower beta, and a lower correlation with the MSCI World Index. Another 
important factor supporting EM small caps is faster growth.  

Q: With so many small caps and a growth orientation, do dividends 
play much of a role in emerging markets?

A: People generally don’t view EM stocks as being ways to play dividends, or 
don’t see dividends as a way to play EM stocks. But actually there are even more 
companies in emerging markets that pay dividends, roughly 83%, than there are 
in developed markets, which has about 78%. And EMs are doing this on a much 
lower payout ratio. The faster earnings growth supports very fast dividend growth 
in emerging markets. I think it adds to the attraction of this area.

EM portfolio managers have a large number of companies to choose from that 
have dividend yields above 3%. There are around 900 stocks in that category. 
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Emerging  
markets

I think there are risks 
to growth in China, but 
I don’t think there are 
meaningful risks to the 
Chinese equity market.

And unlike what we see in the developed world where high dividend payers are 
generally concentrated in the more mature sectors like Telecom and Utilities, what 
we see in emerging markets is that dividend stocks cover a wide range of different 
sectors and countries.

Q: Finally, could you address the elephant in the room? China is 
a big part of the emerging market space. What are your thoughts 
about the risks there?

A: I think there are risks to growth in China, but I don’t think there are meaningful 
risks to the Chinese equity market. 

What we generally see in China is a tradeoff between reforms and growth. 
Essentially, the authorities are keen to continue their reform program but also still 
have an eye on growth. I think they probably have too much of an eye on growth, 
and I’d be more comfortable if we saw slightly slower growth but more progress on 
reforms—more puncturing of asset bubbles, cutting back on credit growth, and 
anti-corruption efforts. But things in China tend to move relatively incrementally.  

A lot of reforms that we’re seeing are positive and in particular we’re seeing 
capacity being taken out of industries where overcapacity has been a massive drag 
for several years. As a result, the banking system is gradually being cleaned up.

We’re reasonably positive on the macro environment in China. We do think 
that corporate governance is improving and that we will find more investment 
opportunities in China in the future.  

EM corporate capacity to pay dividends is strong
Payout ratio ([dividends per share / earnings per share] x 100)

Source - RBC Global Asset Management, FactSet; data as of December 2016

After a decade of 
very strong growth, 
EM companies are 
uniquely positioned to 
increase payouts.

20%

30%

40%

50%

60%

70%

2010 2011 2012 2013 2014 2015 2016

Emerging markets

Developed markets



13      Global Insight  |  March 2018                                                

 Global 
 equity

Equity views

+ Overweight     = Market Weight     – Underweight 
Source - RBC Wealth Management

The correction that began in January 
may have further to run. A retest 
of the lows can’t be ruled out. But 
this volatility is likely to have little 
or no impact on economic growth. 
Our recession indicators suggest no 
economic downturn on the horizon. 
We look for major markets to post new 
highs later this year with more to come 
in 2019. 

We are comfortable being moderately 
Overweight equities in a global 
portfolio. In particular, we recommend 
an Overweight in Europe and an 
Underweight for the U.K. (See 
regional comments below.) For a fuller 
discussion of our outlook see “A rough 
ride back to normal” on page 4.

Regional highlights
United States
• If the S&P 500’s 5.6% January rally was 

rare, then its subsequent movements 
were even more extraordinary, with a 
10.2% correction followed by a swift, 
strong 7.7% bounceback leaving the 
index up 1.5% year to date. Part of the 
volatility occurred because the U.S. 
equity market has yet to make up its 
mind about whether rising Treasury 
yields and moderately higher 
inflation are threats. 

Region Current

Global +

United States =

Canada =

Continental Europe +

United Kingdom –

Asia (ex-Japan) =

Japan =

• At this stage, we are willing to give 
the economy and the Federal Reserve 
the benefit of the doubt. Amid 
the back and forth in equities, our 
forward-looking economic indicators 
remained firm. None are warning of 
heightened recession risks. Corporate 
fundamentals are still sturdy as well, 
with S&P 500 earnings set to rise 17% 
for the year based on RBC Capital 
Markets’ $155 per-share estimate. 
Even if we strip out the significant 
benefit from corporate tax cuts, 
earnings would grow at a respectable 
high single-digit rate.

• We think the long-term equity bull 
market has room to run, but it will 
likely take time to sort through 
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 Global 
 equity

uncertainties about Treasury yields, 
inflation, and Fed policy. In the near 
term, the market could consolidate 
and jostle between the January all-
time highs and February lows. We 
maintain Market Weight exposure to 
U.S. equites.

Canada
• We remain Market Weight Canadian 

equities. The February selloff 
compressed the price-to-earnings 
(P/E) valuation of the S&P/TSX 
Composite to a level roughly in line 
with its long-term average, and the 
index remains historically cheap 
relative to the S&P 500. We believe 
this fairly reflects domestic risks 
including higher interest rates, 
energy transportation issues, and 
NAFTA uncertainties.

• NAFTA negotiations resumed on 
February 25 in Mexico City. A number 
of sticking points remain with respect 
to U.S. proposals on rules of origin, 
government procurement, dispute 
resolution, sunset clauses, and 
agricultural supply management. 
A successful resolution would not 
necessarily prompt us to upgrade 
our view on Canadian equities, as 
valuations in industries that would be 
most affected by NAFTA changes are 
not currently reflecting a meaningful 
discount to compensate for this risk.

• Canadian housing remains in focus 
with higher interest rates and tighter 
regulations on uninsured mortgages 
already impacting the market. Resales 
in the Toronto region declined 22% 
y/y in January. The slowdown can 
be partially attributed to higher 
activity in November and December, 
as new mortgage rules that went 
into effect on January 1 likely pulled 
transactions forward. Meanwhile, 
prospective sellers remain on the 

sidelines to see whether warmer 
weather will thaw prices. Greater 
Toronto prices fell sequentially for the 
eighth straight month in January.

Continental Europe & U.K.
• We remain Overweight European 

equities (ex-U.K.). The acceleration 
in economic momentum may have 
peaked, but activity should remain 
robust in 2018. This bodes well for 
corporate earnings growth, which has 
so far beaten consensus expectations 
in the Q4 reporting season. Sales 
growth is coming in at a mid-single-
digit rate, while earnings growth is in 
the midteens. Management guidance 
is upbeat. 

• Given this backdrop, valuations are 
not demanding, in our view. The 
region is trading at its long-term 
average on a forward P/E basis 
relative to world indexes. 

• With economic growth still robust 
but no longer accelerating, we 
think it is time to become more 
selective on cyclical positioning. 
Cyclicals’ earnings momentum 
is still supportive, but following 
their strong performance and 
valuation rerating, cyclicals look less 
appealing. Moreover, in the past, 
when economic indicators such as 
the German ifo Business Climate 
Index or U.S. ISM Manufacturing 
Purchasing Managers’ Index have 
peaked, cyclicals have not tended 
to outperform defensives, despite 
equities overall continuing to 
advance. 

• We would look for selective 
opportunities in defensive stocks 
which have suffered for being 
perceived as bond proxies, and 
are now trading at more attractive 
valuation levels. We also remain 
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constructive on well-capitalised 
banks. 

Asia
• A number of Asian equity markets 

corrected in February, taking their 
cues mostly from the U.S. market 
decline. The Hang Seng dropped by 
11% from top to bottom. The TOPIX 
slumped by 9.8% from its peak, 
not helped by yen strength as the 
currency appreciated to its strongest 
level against the dollar since late 
2016. However, both indexes 
rebounded fairly strongly after the 
rapid selloffs. 

• We continue to like Japanese stocks 
due to reasonable valuations, 
satisfactory profit growth, supportive 
economic data, and highly 
accommodative central bank policy. 
However, index earnings are sensitive 

to yen movements. The currency’s 
recent strength may impact earnings 
guidance in the short term and 
provide a headwind for Japanese 
stocks. Thus, we maintain a Market 
Weight, or benchmark, allocation. 

• Chinese economic data remains 
relatively smooth with little new 
on the policy front. We continue 
to believe that mainland China 
A-shares are expensive in general, 
especially small- and midcap stocks. 
However, the MSCI China Index, 
which is heavily weighted towards 
technology companies, offers long-
term growth potential. 

• A key risk to Asian equities in general 
is a reversal of U.S. dollar weakness. 

Asian index returns year to date

-8%

-4%

0%

4%

8%

12%

Dec 31 Jan 14 Jan 28 Feb 11 Feb 25

Hong Kong Asia (ex-Japan) China Japan

Note: Hong Kong is the Hang Seng, China the Shanghai Comp., Japan the 
TOPIX, and Asia (ex-Japan) the MSCI of the same name  
Source - RBC Wealth Management, Bloomberg; data through 2/28/18

Asian markets 
followed the early 
year correction with a 
rebound in the second 
half of February.
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Sovereign yield curves

Source - Bloomberg
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“Policy normalization” has always been 
a vague term used to describe recent 
policy actions by the Federal Reserve 
and other major central banks. With 
all now moving in the same direction 
to dial back extraordinary monetary 
policy measures, we suggest it is time 
to drop all pretense. Our title, inspired 
by Shakespeare’s Romeo and Juliet, 
suggests a name shouldn’t necessarily 
change the true underlying meaning; 
hence, normalization is policy 
tightening, in our opinion.  

The minutes from the Fed’s January 
Federal Open Market Committee 
meeting were noteworthy for the 
renewed confidence the Fed’s inflation 
target (2%) would be achieved amid 
a growing optimism the pace of 
economic growth could accelerate due 
to tax reform. Clearly, further tightening 
should be expected. Similarly, other 
major central banks are optimistic 
about the future pace of growth, which 
suggests investors should expect tighter 
policy going forward through either 
rate hikes, reduced quantitative easing, 
or a combination of the two. As was 
suggested in the Global Insight 2018 
Outlook, this is clearly the year of the 
central bank.

When investors hear the word 
tightening, the image it tends to 
conjure up is of a stern central banker 
yanking away the punchbowl of 
monetary policy stimulus to cool off 
an overheating economy. However, it 
is important to maintain perspective. 
Central bankers’ message is that 
monetary policy tightening will take 
place at a gradual and deliberate pace. 
Yes, investors will be challenged by 
movements in rates and changing yield 

Tightening by any other name
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Fixed income views

+ Overweight     = Market Weight     – Underweight 
Source - RBC Wealth Management

curves, but as our regional experts note, 
selective fixed income opportunities 
will continue to present themselves. 

Regional highlights
United States
• The Federal Reserve’s March 20–21 

meeting should prove to be the most 
anticipated in some time as markets 
seek clarity on what monetary 
policy might look like under newly 
confirmed Fed Chair Jerome Powell. 
Fed uncertainty has been one of 
the contributors to recent market 
volatility, but we expect the meeting 
to provide some calm as officials 
are unlikely to signal any significant 

 
Region

Gov’t 
Bonds

Corp. 
Credit

 
Duration

Global – + 5–7 yr

United 
States

–  + 7–10 yr

Canada – = 3–5 yr

Continental 
Europe

=  + 5–7 yr

United 
Kingdom

– = 5–7 yr



17      Global Insight  |  March 2018                                                

 Global 
 fixed income

changes. We look for the Fed to 
maintain its current forecast of three 
rate hikes this year, with the first of 
those, and the sixth this cycle, all but 
certain to be delivered at the meeting.

• The 10-year Treasury yield has been 
on the march higher after stronger-
than-expected wage growth in the 
January jobs report sparked fears of 
inflationary pressures in the pipeline. 
Currently hovering near 2.90%, 
the 10-year yield faces significant 
resistance around the 3.05% level, the 
2014 high, in our opinion. 

• Most fixed income sectors posted 
negative returns in February, with 
preferred shares outperforming on 
a 0.30% gain. Highly sensitive to 
interest rate moves, investment-grade 
corporate bonds fell 1.62%, while the 
speculative-grade sector dropped 
1.07% as equity market volatility 
spilled over into credit markets. 
However, the decline in bond prices 
has pushed the yield on investment-
grade corporates to a six-year high of 
3.7%, offering an extremely attractive 
entry point for investors, in our view. 

Canada
• Government of Canada bond 

yields have taken a break from the 
steepening momentum that has 
been in play since mid-December 
and were largely unchanged through 
February. The yield curve remains 
historically flat and we continue 
to believe that higher inflation 
expectations and a synchronised 
reduction in monetary stimulus from 
developed market central banks 
will translate to higher yields. Short-
to-intermediate maturity bonds, 
especially those that are trading 
heavily below par, present the most 
attractive return profile, especially for 
taxable investors, until both absolute 
and relative yields offer more 
compensation for interest rate risk. 

• Credit spreads have widened as 
volatility in equity markets has spilt 
over into other risk assets, though 
they remain within touching distance 
of decade lows. We would continue to 
avoid taking on too much credit risk 
within portfolios.

• Preferred shares followed other risk 
assets lower in February, offering 

^Under review 
Note: Eurozone utilizes German Bunds 
Source - RBC Investment Strategy 
Committee, RBC Capital Markets, Global 
Portfolio Advisory Committee
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We view investment-
grade corporate credit 
as attractive with 
yields at the highest 
levels in months and in 
some cases years.
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better entry points for some risk-
tolerant, underallocated investors. We 
remain constructive on the outlook 
for preferreds this year thanks to our 
expectation for higher bond yields 
combined with fair valuations. 

Continental Europe & U.K.
• Despite recent market volatility, 

European corporate credit has 
performed relatively strongly and 
remains well supported, with 
investment-grade spreads only 
rising by a handful of basis points. 
In contrast, high yield has shown 
equity-like volatility, reflecting its 
lower credit quality, although spreads 
remain not far off post-crisis lows.

• The recent drift up in German yields, 
following the move higher in U.S. 
Treasuries since the start of the year, 
has provided a better outright yield 
level for investment-grade credit. 
Investors are now able to achieve 
yields of almost 1%, compared to the 
lows of 0.6% seen during the past 
three months. Given the continuing 

positive economic momentum in the 
region, we believe cyclical sectors 
such as Financials and Industrials 
offer some improved opportunities.

• The Bank of England’s (BoE) meeting 
in February delivered a more hawkish 
tone from the Monetary Policy 
Committee despite only marginal 
changes in GDP and inflation 
forecasts. Signs of a pickup in pay 
growth and global economic strength 
have raised the prospect of the BoE 
following up on its November hike. 
As a result, RBC Capital Markets now 
expects a further increase of 25 basis 
points in May.

• We maintain a preference for sterling 
corporate credit over Gilts, even 
though the latter have outperformed 
relative to U.S. Treasuries and 
German Bunds over the past weeks. 
We consider the Gilt risk/reward 
profile to be unfavourable given 
prevailing Brexit risks and political 
uncertainty, both likely to increase 
over the coming months.
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The balancing act
Recent volatility in equity, fixed 
income, and currency markets have 
put commodity market participants on 
their heels. Some investors perceive the 
recent weakness in crude oil and other 
commodities is a result of the overall 
market turbulence. However, we believe 
the pullback in oil is more of a seasonal 
phenomenon rather than driven by 
structural forces. 

Softening physical differentials 
North Sea crudes such as Brent have 
been experiencing difficultly finding 
buyers with spot prices down as much 
as 10.7% since reaching a high of $70.15 
in January. Whether markets can absorb 
incremental barrels of oil comes down 
to simple supply and demand. The 
coming weeks will be important to see 
if the issues within the North Sea are 
more regional in nature.

Seasonal demand 
A normal seasonal lull in demand may 
also be a driver behind weakening oil 
prices. Typically, planned U.S. refinery 
maintenance peaks in February and 
starts tapering off by early March. 
Therefore, temporary pockets of 
oversupply can transpire, putting 
downward pressure on prices, as 

witnessed within the North Sea physical 
crudes. However, the market will have a 
better idea of the true absorption rates 
once U.S. refineries are back up and 
fully operational.

U.S. production growth
While OPEC and Russia continue 
to curb oversupply by extending 
production cuts, the same cannot 
be said for U.S. shale producers. Rig 
counts dating back to August 2017 were 
relatively flat, whereas an additional 26 
rigs were added recently in February. 
This surge is partially due to the rise in 
the WTI crude oil benchmark in January 
and the lagged response rigs have to 
changes in spot prices. Ongoing U.S. 
shale rig counts will be a vital metric to 
determine the overall impact on supply.

A marathon, not a sprint
The rebound in oil has generated some 
optimism in the market given the 
depressed pricing environment during 
the last few years. However, rebalancing 
global supply is a marathon and it is 
important for investors to be cognizant 
there is no sprint to the finish line. RBC 
Capital Markets notes that investors 
should not discount the cautionary 
signs that have emerged. 

2018E 2019E

Oil (WTI $/bbl) 54.00 56.00

Natural Gas ($/mmBtu) 3.00 3.00

Gold ($/oz) 1,300 1,300

Copper ($/lb) 3.00 3.25

Corn ($/bu) 3.76 3.95

Wheat ($/bu) 4.65 4.75

Source - RBC Capital Markets forecasts (oil, 
natural gas, gold, and copper), Bloomberg 
consensus forecasts (corn and wheat)

Commodity forecasts

WTI spot prices    

Source - RBC Wealth Management, Bloomberg; data through 2/22/18

The coming weeks will 
be more indicative if 
the recent weakness 
in WTI is due to a 
seasonal lull.
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U.S. dollar: Sour sentiment  
Signs of a sustained turnaround for 
the U.S. dollar are proving elusive. 
Inflamed negative sentiment, owing 
to the rising threat of trade wars, is 
outweighing the prospects for higher 
inflation and interest rates with a recent 
dollar upswing no better than tentative. 
Economic conditions remain supportive 
of a modest U.S. dollar recovery in 
2018, although a proposed wider U.S. 
fiscal deficit alongside impending 
protectionist actions have soured U.S. 
dollar sentiment once again. 

Euro: Strength anticipates eventual 
policy shift, but on hold for now 
Markets appear unfazed by subdued 
price pressures in the region, as the 
ongoing economic expansion has seen 
long positioning in the euro boost the 
currency to multiyear highs against 
the dollar. The potential for currency 
strength to eventually weigh on growth 
and the absence of higher rates should 
cap euro performance and keep the 
currency range-bound against the dollar.

Pound: Stronger on rate outlook
A surprisingly hawkish tone from the 
Bank of England prompted markets 
to adjust their expectations for a rate 
hike to as early as May, helping to push 
the pound to its highest level against 
the dollar since the June 2016 EU 
referendum. There is a confluence of 

 Laura Cooper
 London, United Kingdom 
 laura.cooper@rbc.com 

Currency Current Forecast
pair rate Dec 2018 Change*

Major currencies

USD Index 90.61 93.10 3%

CAD/USD 0.77 0.82 6%

USD/CAD 1.28 1.22 -5%

EUR/USD 1.21 1.18 -2%

GBP/USD 1.37 1.27 -7%

USD/CHF 0.94 1.03 10%

USD/JPY 106.68 109.00 2%

AUD/USD 0.77 0.73 -5%

NZD/USD 0.72 0.71 -1%

EUR/JPY 130.08 129.00 -1%

EUR/GBP 0.88 0.93 6%

EUR/CHF 1.15 1.22 6%

Emerging currencies

USD/CNY 6.33 6.80 7%

USD/INR 65.17 65.20 0%

USD/SGD 1.32 1.40 6%

* Defined as the implied appreciation or 
depreciation of the first currency in the pair 
quote.  
Examples of how to interpret data found in 
the Market Scorecard. 
Source - RBC Capital Markets, Bloomberg

Currency forecasts

headwinds still facing the U.K. economy 
and while it has shown resilience in the 
face of Brexit uncertainty, political risks 
brewing under the surface are likely to 
put pressure on the pound in 2018.

Canadian dollar: Bearing the brunt  
of trade tensions
The end of a strong run of hiring gains 
saw the Canadian dollar plunge to a 
2-month low against the U.S. dollar. 
The headline decline masked stronger 
wage growth and a rise in full-time 
employment, indicative of still positive 
economic momentum. Our outlook for 
the Canadian dollar to unwind recent 
losses against the U.S. dollar is premised 
on the Bank of Canada hiking rates by 
an additional 75 basis points this year 
with escalating trade risks likely to ease 
somewhat.

Yen: Rally in full swing for now 
A rally in the yen took hold as risk 
appetite abated. The currency surged 
to a 15-month high against the dollar 
and posted gains across other major 
currencies. Market optimism for an 
upcoming policy shift has buoyed the 
yen, yet, in our view, the reappointment 
of Governor Haruhiko Kuroda to the 
Bank of Japan signals that stimulative 
monetary policy to reflate the economy 
will remain in place and likely temper 
the currency’s performance.

Japanese yen rallies to multi-month highs
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An abatement of risk 
appetite sparked a 
renewed rally in the 
yen.
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Source - RBC Investment Strategy Committee, RBC Capital Markets, Global Portfolio Advisory Committee, Bloomberg 
median forecasts 

Canada — A brief hiccup    
• The labor market lost 88k jobs and unemployment 

ticked higher to 5.9% from 5.8%, as higher minimum 
wages in Ontario negatively impacted part-time 
employment. But employment in other regions 
remained strong, and core inflation increased for the 
4th straight month to 1.83% y/y, keeping pressure on 
the BoC to continue gradually hiking rates.

Eurozone — Inflation headwind 
• Mario Draghi and the ECB touted a 2.7% Q4 growth 

rate while still voicing support for keeping a layer 
of easy monetary policy in place for the foreseeable 
future. Core inflation at 1.0% y/y should keep the 
bank patient, and a strong euro has kept inflation 
pressures muted. Consumer spending should 
drive growth as optimism is near cycle highs, and 
unemployment remains at a cycle low of 8.6%.

United Kingdom — Moving to tighten   
• The BoE held rates steady, but raised its 2018 growth 

forecast and noted it would raise rates “earlier” to 
combat inflation. Core inflation accelerated to 2.7% 
from 2.5% and Q4 wages jumped 2.5%, supporting 
the hawks. But the bank will likely continue to move 
slowly, as the unemployment rate unexpectedly 
increased to 4.4% from 4.3% as more workers 
entered the labor market. 

China — Trading surges         
• Price inflation moderated, CPI and PPI decelerated 

30 bps each to 1.5% y/y and 4.3% y/y, respectively. 
The trade gap with the U.S. fell nearly $5B as imports 
surged 37% on strong demand, though this is 
exaggerated due to calendar effects of the Chinese 
New Year. Sentiment is rising within small businesses, 
financiers, and steel manufacturers, which should 
support growth through 2018. 

Japan — Slack remains  
• Q4 GDP grew just 0.5% after a strong 2.2% Q3 

reading as inventories declined and a strengthening 
yen hurt exports. At 0.9% y/y, inflation is trending 
soft and should continue to do so as GDP growth 
trends below the estimated potential of 0.9%. The 
BoJ continued to increase bond purchases and has 
committed to its 0% 10-year yield target, at least until 
the new consumption tax in 2019. 

United States — Accelerating    
• The labor market continues to strengthen, wages grew 

at fastest pace of the cycle at 2.9% y/y, and core CPI 
came in at 2.1%. Dollar weakness is placing upward 
pressure on import prices, rising 3.6% y/y. The Fed 
is more hawkish, acknowledging higher inflation 
expectations and tax reform fueled growth. A March 
rate hike appears very likely and 2 more expected in 
2018.   
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Index (local currency) Level 1 month YTD 12 month 

S&P 500 2,713.83 -3.9% 1.5% 14.8%

Dow Industrials (DJIA) 25,029.20 -4.3% 1.3% 20.3%

NASDAQ 7,273.01 -1.9% 5.4% 24.8%

Russell 2000 1,512.45 -4.0% -1.5% 9.1%

S&P/TSX Comp 15,442.68 -3.2% -4.7% 0.3%

FTSE All-Share 3,981.61 -3.8% -5.7% 0.7%

STOXX Europe 600 379.63 -4.0% -2.5% 2.5%

EURO STOXX 50 3,438.96 -4.7% -1.9% 3.6%

Hang Seng 30,844.72 -6.2% 3.1% 29.9%

Shanghai Comp 3,259.41 -6.4% -1.4% 0.5%

Nikkei 225 22,068.24 -4.5% -3.1% 15.4%

India Sensex 34,184.04 -5.0% 0.4% 18.9%

Singapore Straits Times 3,517.94 -0.5% 3.4% 13.6%

Brazil Ibovespa 85,353.59 0.5% 11.7% 28.0%

Mexican Bolsa IPC 47,437.93 -6.0% -3.9% 1.2%

 Bond yields 2/28/18 1/31/18 2/28/17 12 mo. Chg

US 2-Yr Tsy 2.250% 2.141% 1.260% 0.99%

US 10-Yr Tsy 2.861% 2.705% 2.390% 0.47%

Canada 2-Yr 1.787% 1.838% 0.758% 1.03%

Canada 10-Yr 2.235% 2.289% 1.635% 0.60%

UK 2-Yr 0.778% 0.664% 0.100% 0.68%

UK 10-Yr 1.501% 1.510% 1.151% 0.35%

Germany 2-Yr -0.540% -0.526% -0.899% 0.36%

Germany 10-Yr 0.656% 0.697% 0.208% 0.45%

 Commodities (USD) Price 1 month YTD 12 month

Gold (spot $/oz) 1,318.38 -2.0% 1.2% 5.6%

Silver (spot $/oz) 16.42 -5.3% -3.1% -10.4%

Copper ($/metric ton) 6,894.50 -2.6% -4.3% 15.6%

Uranium ($/lb) 22.00 -1.1% -7.9% -4.4%

Oil (WTI spot/bbl) 61.64 -4.8% 2.0% 14.1%

Oil (Brent spot/bbl) 65.78 -4.7% -1.6% 18.3%

Natural Gas ($/mmBtu) 2.67 -11.0% -9.7% -3.9%

Agriculture Index 304.10 6.4% 7.8% -0.3%

 Currencies Rate 1 month YTD 12 month

US Dollar Index 90.6130 1.7% -1.6% -10.4%

CAD/USD 0.7793 -4.0% -2.0% 3.7%

USD/CAD 1.2831 4.2% 2.1% -3.5%

EUR/USD 1.2194 -1.8% 1.6% 15.3%

GBP/USD 1.3760 -3.0% 1.8% 11.1%

AUD/USD 0.7762 -3.6% -0.6% 1.4%

USD/JPY 106.6800 -2.3% -5.3% -5.4%

EUR/JPY 130.0800 -4.0% -3.8% 9.1%

EUR/GBP 0.8862 1.3% -0.2% 3.7%

EUR/CHF 1.1518 -0.4% -1.6% 8.3%

USD/SGD 1.3248 1.0% -0.8% -5.6%

USD/CNY 6.3310 0.7% -2.7% -7.8%

USD/MXN 18.8381 1.3% -4.2% -6.3%

USD/BRL 3.2477 1.9% -1.8% 4.4%

Equity returns do not include 
dividends, except for the German 
DAX and Brazilian Ibovespa. 
Equity performance and bond 
yields in local currencies. U.S. 
Dollar Index measures USD vs. 
six major currencies. Currency 
rates reflect market convention 
(CAD/USD is the exception). 
Currency returns quoted in 
terms of the first currency in 
each pairing. Examples of how 
to interpret currency data: CAD/
USD 0.77 means 1 Canadian 
dollar will buy 0.77 U.S. dollar. 
CAD/USD 3.7% return means 
the Canadian dollar has risen 
3.7% vs. the U.S. dollar during 
the past 12 months. USD/JPY 
106.68 means 1 U.S. dollar will 
buy 106.68 yen. USD/JPY -5.4% 
return means the U.S. dollar has 
fallen 5.4% vs. the yen during 
the past 12 months.

Source - RBC Wealth Management, 
RBC Capital Markets, Bloomberg; 
data through 2/28/18. 

After falling over 
10% into correction 
territory, U.S. stocks 
have rallied to push 
year-to-date returns 
back into positive 
territory.

Silver fell on 
prospects of 
higher interest 
rates.

The euro 
weakened as 
policymakers 
expressed a 
commitment to 
accommodative 
policies.

Market 
scorecard

A weak payrolls 
report in Canada 
put downward 
pressure on 
short-term rates.
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