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Asian equities have been treading water for the past few 
months after a strong performance in 2017, followed by the 
January jump higher and the February fizzle lower. There has 
been better relative performance from indexes in Australia, 
India, and Japan. Mainland China and Indonesia have 
underwhelmed. Indeed, the two major indexes in China—the 
Shanghai and Shenzhen Composites—are both close to 1-year 
lows. And that’s despite their quite different compositions (see 
China: The long march to reform, published October 3, 2017). 

Whether one looks at the MSCI AC Asia Pacific Index with its 
40% weighting to Japan or the MSCI AC Asia Pacific ex Japan 
Index, the result is the same: both are within a single point of 
their starting levels for the year. 

So what gives? Asia is by far the largest regional weighting 
within emerging markets (EM). Many EM pundits have been 
banging on the drum of “synchronized global growth”—which 
is a fair thesis—in support of their outlook for EM stocks. 

It can be a tough call to attribute causality for market 
movements to a particular event when there are so many 
inputs. However, there are a couple of items that have weighed 
heavily. More importantly, these are still in play. 

The price of money
The rise in U.S. bond yields continues to be a headwind. 
Asian investors pay close attention to the Fed and the U.S. 
bond market. Currency movements have a big impact on 
equity markets such as Japan and many companies issue 
dollar bonds rather than in local currency. Higher yields mean 
a higher cost of borrowing for consumers and companies. 
While the absolute level of yields in the U.S. and many Asian 
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It’s been a mixed bag for Asian equity performance since the rug got pulled out from under the market in 
February. We think Asian equities will continue to move sideways for a while as a couple of items that have 
weighed heavily are still in play.
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The U.S. imports a significant amount of electronic 
equipment & machinery from China
Top 10 U.S. imports from China as % of total (2017)
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countries remains low by historical standards, the uncertainty 
of how far and how fast yields will rise is an issue. 

The Asian bond universe has also seen some weakness, 
retreating by several percent in 2018. Higher U.S. bond yields, 
a stronger dollar, and some EM currency weakness have 
contributed to a pullback in bond prices, exacerbated by some 
outflow of funds from the sector. Asian bonds have also been 
impacted by a meaningful increase in Chinese offshore bond 
issuance. The underperformance of Asian bonds compared to 
U.S. bonds has been particularly noticeable in the riskier high-
yield segment. 

The pullback in the Asian bond market has come after 
several years of strong gains. Asian bonds were, and remain, 
vulnerable to a selloff due to very tight credit spreads (the 
amount of extra yield investors require to take on corporate 
credit risk). But there has been no notable deterioration in 
credit quality in the past few months. 

Events in Argentina, the second-largest economy in South 
America, may also have some impact on investor sentiment in, 
and fund flows to, EM bonds. Argentina raised its benchmark 
rate to 40% to combat soaring inflation of 25%. 

Trade tensions 
Political machinations have also fed investor concern. The 
ongoing trade dispute between the U.S. and China is looking 
like a situation that neither party wishes to back down from. 
After President Trump’s election, in which he campaigned to 
label China a currency manipulator, President Xi paid a visit. 
All went quiet—until recently when the U.S. imposed tariffs on 
around $50B of Chinese goods and China retaliated. 

While the imposition of tariffs by both sides demonstrates that 
the situation is well beyond mere political posturing, there 
was some hope initially that only a few blows would be struck, 
some points would be notched up on the board, and each side 
would claim victory of some kind and move on. 

However, recent trade negotiations in Beijing showed how far 
apart the two countries are. The U.S. would like China to slash 
its $375B trade surplus by $200B by 2020. In our view, this is 
unrealistic. China has said it can buy more from the U.S. if the 
U.S. relaxes certain restrictions, such as on the exporting of 
U.S. technology that could have military applications. This is 
also a non-starter, in our opinion. 

Additionally, it appears the U.S. is attempting to check China’s 
ambitions in technology and manufacturing via its Made in 
China 2025 plan. Bloomberg reported that one of the current 
U.S. demands is for China to stop providing government 
support or subsidies to industries in this plan. The plan was 
introduced in 2015 and aims to turn China into a world power 
within 10 years in new growth areas, such as electric cars, 
biotechnology, and artificial intelligence. 

Importantly, the resolve of the Trump administration should 
not be underestimated. The president has a number of 
notable China hawks advising him. Peter Navarro, a member 
of Trump’s team and advisor on trade policy, wrote Death by 
China: Confronting the Dragon – A Global Call to Action in 
2011. The title is self-explanatory. Robert Lighthizer, the U.S. 
Trade Representative, is also highly critical of China on trade 
issues. It would be of no surprise to us if the trade dispute with 
China continues to worsen and the Trump administration 
continues to take concrete, meaningful steps against China. 
But China will be no pushover, in our view. 

Investment stance
Global equity corrections such as the one in February can take 
months to properly work through. Broadly speaking, we expect 
Asian equity markets to continue to move sideways for a while 
longer with some risk to the downside if the trade negotiations 
were to spin out of control or if bond yields were to march 
higher again. 

Source - Ministry of Commerce, China; RBC Wealth Management

The U.S. is an important source of transportation equipment 
for China
Top 10 U.S. exports to China as % of total (2017)

Source - RBC Wealth Management, Bloomberg
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Asian equities are flat for the year
1-year performance, normalized to January 1, 2018
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U n i t e d  S t a t e s 

Ben graham – Minneapolis          

•	 Major U.S. equity indexes have moderated in recent days 
after the gains of the prior week. The rising U.S. 10-year 
Treasury yield hit the highest levels since 2011, surging to 
3.11% on May 17. For the month of May, this interest rate 
is up 16 basis points, with the unsurprising result being a 
0.7% decline in the Barclays U.S. Aggregate Total Return 
Index over the same time frame. The effect was similar on 
equities, as the bond proxies declined. Utilities are the 
worst-performing group in May, down 5.4%.

•	 In light of this recent rate environment, cyclical and 
economically sensitive stocks worked well. Energy and 
Materials were the leaders of recent sessions. Additionally, 
the size trade has experienced small caps outperforming 
large in recent months. The Russell 2000, a broad small-
cap index, leads the S&P 500 in May by a tally of 5.4% to 
2.7%. 

•	 With earnings season almost fully in the rearview mirror, 
Thomson Reuters shows S&P 500 earnings per share are 
on track to grow 26.1% y/y for the quarter and consensus 
forecasts point to 21.8% growth for the year. S&P 500 
revenues are on track for 8.2% y/y growth in Q1 and mid-
to-high single-digit growth for the full year. Q1’s strong 
earnings results come despite the S&P 500 forward price-
to-earnings (P/E) ratio declining from the January high 
of 18.5x to currently 16.4x. Accounting for this quarter’s 
results, the trailing P/E ratio has declined from 23.3x prior 
to Q1 earnings to the current level of 19.7x.

•	 On the economic front, the Citi Economic Surprise Index 
for the U.S. remains elevated above historical averages, 
but is in decline. The index is designed to measure the 
direction and magnitude of economic data and the 
surprises they produce. The most recent reading of 12.5 is 
above the average for the last 12 months, but well below 
the January peak of 80.7. Retail sales and housing starts 
that were in line with or fractionally below consensus 
contributed to the deceleration of recent readings.

C a n a d a 

Diana Di luca – Toronto

•	 Government of Canada (GoC) bond yields broke out to 
multi-year highs this past week, but it has been a lower 
altitude flight for Canadian yields compared to U.S. 
Treasuries, as high levels of household indebtedness could 
temper the BoC’s rate hike path. Nevertheless, rates are at 
four- to seven-year highs across the curve in Canada. From 

a Canadian fixed income perspective, we believe the move 
higher in rates should be viewed as an opportunity and a 
warning shot. 

•	 We believe opportunity is found in short- and 
intermediate-term CAD bonds. Shorter-term bonds 
now provide a good alternative to cash because short-
term bond yields have climbed significantly more than 
the high interest savings account (HISA) rate recently, 
so we think there is now an opportunity cost to sitting in 
cash. A little further along the yield curve, in 3- to 6-year 
bonds, investors can find a number of 2.50%–3% yields 
in bonds trading well below par. We believe the warning 
shot is being sent for longer-duration Canadian bonds. 
Despite the recent rise in yields, the 10-year and 30-year 
GoC yields are still barely above the rate of inflation and 
about 60 basis points below their U.S. equivalent. We 
do not think bonds in this part of the yield curve offer a 
compelling risk-reward profile and recommend investors 
Underweight these maturities.

•	 From a credit perspective, the Canadian consumer, 
provincial governments, and floating rate leveraged loan 
market have amassed significant debt loads over the past 
decade, and higher rates could strain interest coverage 
measures.

•	 The Canadian preferred share market is at its highest 
level in two months, driven by the run-up in rates. 
Higher interest rates improve the cash flow profile of the 
approximately 80% of the market that is comprised of 
rate reset and floating rate issues beyond the next reset 
date. While about 75%–80% of the rate reset market trades 
near $25, we think there are still a number of attractive 
discounted issues that show upside potential in a rising 

Source - RBC Wealth Management, Bloomberg; data through 5/16/18

Small caps have outperformed large caps in 2018
Relative performance of the Russell 2000 & S&P 500
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rate environment. Note, however, that discounted rate 
resets tend to be a more volatile segment of the market 
than high reset issues. 

E u r o p e 

Frédérique Carrier & Thomas Mcgarrity, CFA – london 

•	 In Italy, after two months of negotiations, a coalition 
government was formed between the far right Northern 
League and far left 5 Star Movement. Such an unlikely 
partnership is likely to trend toward common ground, 
such as a higher fiscal deficit and a dislike for central 
policies.

•	 Such a populist government is the worst-case outcome 
for the Italian economy, in our opinion. We expect a 
higher fiscal deficit, and thus indebtedness, through a 
combination of lower taxes and higher universal basic 
income. Fiscal largesse is a concern given Italy already 
has perilously high levels of debt at a whopping 130% of 
GDP. Moreover, both parties also agree on rolling back the 
previous government’s labour market reforms which had 
underpinned the recovery. 

•	 While both parties have toned down their Eurosceptic 
rhetoric, they harbor a less-embracing attitude toward 
Europe which will likely make it more difficult for French 
President Emmanuel Macron and German Chancellor 
Angela Merkel to achieve their goal of a stronger European 
integration. 

•	 Reaction in the fixed income markets was muted and 
the 10-year Italian yield, which had reached a 2018 low of 
1.712% in April, shot back up to its January high of 2.176% 

though it remains below the 10-year Treasury yield. The 
euro continued its slow slide and has now lost 5.7% of its 
value against the U.S. dollar since its February high. 

•	 In the U.K. corporate world, Ocado Group grabbed 
the headlines. Its stock leapt more than 40%  on the 
news Ocado had signed a significant partnership deal 
with major U.S. grocery retailer Kroger. The grocer 
will become the exclusive user in the U.S. of Ocado’s 
technology for the development of new automated 
warehouse facilities for online retail distribution. 

Source - RBC Wealth Management, Bloomberg; data through 5/16/18

Continental Europe returns and the impact of currency 
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Data as of May 17, 2018

Source - Bloomberg. note: Equity returns do not include dividends, except for the german DAX and Brazilian Ibovespa. Bond yields in local currencies. Copper 
Index data and U.S. fixed income returns as of Wednesday’s close. 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. Data as of 8:35 pm gMT 5/17/18. 

Examples of how to interpret currency data: CAD/USD 0.78 means 1 Canadian dollar will buy 0.78 U.S. dollar. CAD/USD -1.8% return means the Canadian dollar 
fell 1.8% vs. the U.S. dollar year to date. USD/JPY 110.76 means 1 U.S. dollar will buy 110.76 yen. USD/JPY -1.7% return means the U.S. dollar fell 1.7% vs. the 
yen year to date. 

Govt bonds (bps chg) Yield MTD YTD 1 yr 2 yr

U.S. 10-Yr Tsy 3.111% 15.8 70.6 79.3 131.5

Canada 10-Yr 2.520% 21.3 47.5 97.7 105.9

U.K. 10-Yr 1.563% 14.5 37.3 49.0 3.5

germany 10-Yr 0.640% 8.1 21.3 31.4 44.0

Fixed Income (returns) Yield MTD YTD 1 yr 2 yr

U.S. Aggregate 3.42% -0.7% -2.9% -0.9% -0.3%

U.S. Invest grade Corp 4.06% -0.8% -4.0% -0.1% 2.8%

U.S. High Yield Corp 6.33% 0.1% -0.1% 3.2% 17.5%

Currencies Rate MTD YTD 1 yr 2 yr

U.S. Dollar Index 93.4930 1.8% 1.5% -5.8% 0.6%

CAD/USD 0.7812 0.3% -1.8% 7.3% -0.6%

USD/CAD 1.2801 -0.3% 1.8% -6.8% 0.6%

EUR/USD 1.1795 -2.3% -1.7% 8.4% 2.6%

gBP/USD 1.3515 -1.8% 0.0% 5.0% -7.0%

AUD/USD 0.7510 -0.3% -3.8% 1.2% 0.3%

USD/JPY 110.7600 1.3% -1.7% -1.8% 3.9%

EUR/JPY 130.6400 -1.1% -3.4% 6.4% 6.6%

EUR/gBP 0.8727 -0.6% -1.7% 3.2% 10.3%

EUR/CHF 1.1815 -1.3% 1.0% 9.1% 7.7%

USD/SgD 1.3423 1.2% 0.5% -3.9% -0.7%

USD/CnY 6.3672 0.6% -2.1% -7.7% -2.0%

USD/MXn 19.7258 5.4% 0.3% 4.6% 12.0%

USD/BRl 3.6937 5.3% 11.5% 16.7% 3.8%

m a r k et  s co r e c a r d

Equities (local currency) Level MTD YTD 1 yr 2 yr

S&P 500 2,720.13 2.7% 1.7% 13.9% 31.8%

Dow Industrials (DJIA) 24,713.98 2.3% 0.0% 17.9% 39.2%

nASDAQ 7,382.47 4.5% 6.9% 21.6% 55.0%

Russell 2000 1,625.29 5.4% 5.8% 16.8% 44.9%

S&P/TSX Comp 16,143.55 3.4% -0.4% 3.9% 17.8%

FTSE All-Share 4,278.59 3.7% 1.3% 7.5% 26.1%

STOXX Europe 600 395.79 2.7% 1.7% 1.6% 17.9%

EURO STOXX 50 3,592.18 1.6% 2.5% 0.2% 20.8%

Hang Seng 30,942.15 0.4% 3.4% 25.3% 49.6%

Shanghai Comp 3,154.28 2.3% -4.6% 0.6% 5.4%

nikkei 225 22,838.37 1.6% 0.3% 17.4% 41.4%

India Sensex 35,149.12 0.0% 3.2% 17.6% 39.3%

Singapore Straits Times 3,536.76 -2.1% 3.9% 9.2% 25.8%

Brazil Ibovespa 83,621.95 -2.9% 9.4% 26.5% 60.0%

Mexican Bolsa IPC 45,787.90 -5.3% -7.2% -6.7% 0.3%

Commodities (USD) Price MTD YTD 1 yr 2 yr

gold (spot $/oz) 1,291.13 -1.8% -0.9% 4.3% 0.4%

Silver (spot $/oz) 16.43 0.6% -3.0% -0.2% -5.7%

Copper ($/metric ton) 6,795.00 0.4% -5.7% 22.1% 37.9%

Oil (WTI spot/bbl) 71.49 4.3% 18.3% 49.5% 63.8%

Oil (Brent spot/bbl) 79.48 5.7% 18.9% 56.5% 76.7%

natural gas ($/mmBtu) 2.85 3.3% -3.4% -11.6% 36.8%
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