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Central bank policy—not the oil
price—will likely determine how
long before the Canadian dollar
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Contrary to popular belief the Canadian dollar is much more than just
a commodity story. We believe the actions of the BoC and the Fed will
drive the next big trend shifts, not the price of oil. But for just how long
will the loonie trade below fair value?

Extreme selloffs ripped through China and other Asian markets.
Valuations across the region may stay depressed until a catalyst
emerges that brings clarity to the China outlook.

The Fed still looks to us that it will kick off its interest rate hike cycle in
September. But while this cycle should follow a cautious, gradual path
our fixed income strategist shows investors how to be prepared for
a new risk that warrants more focus—heightened volatility that may
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Despite the turbulence that recently upended equity markets, we
think the secular bull market has room to run. The U.S. economy
has strong underlying fundamentals and should provide support to
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Q4, investors need patience as opportunities to buy outstanding
businesses at attractive prices should emerge.
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Global Asset
Class View

RBC’s Investment Stance
=

Global Asset Views

Equities – Average Performance

Asset
Class

While equity markets could experience more turbulence and downside in the

View

—

=

+

Equities
Fixed
Income

near term, we believe the correction will eventually run its course without
much more damage to the global economy than has already occurred. The
consensus forecast for 2015 global GDP growth has adjusted down to 3%, which
reflects the strains on emerging markets and commodity economies, yet a wide
range of indicators suggests markets are pricing in a much lower rate. In our
view, 3% growth is achievable despite China’s challenges.
We recommend investors with a 12-month or longer time horizon maintain a

Expect below Expect above
average average
performance performance
See “Views Explanation” below for details
Source - RBC Wealth Management

targeted, full allocation to equities. Earnings growth should persist for major
developed markets and their valuations are reasonable given the recent
correction and low interest rate environment.

Fixed Income – Below-Average Performance

–

As the Federal Reserve heads toward its first rate hike, it will likely embark on

a strategy to merely “normalize” interest rate policy, not to tighten financial
conditions outright. We continue to expect the Fed’s rate hike cycle will be slow,
gradual, and shallow, and that the Fed Funds rate will eventually crest at a lower
level than in previous cycles.
However, such a relatively tame rate hike cycle would not necessarily shield

the global fixed income market from volatile swings. The volatility that has
transpired in recent months could be the norm over the near term, at least. We
recommend maintaining appropriate liquidity to meet short-term needs and
take advantage of market opportunities as they arise.

Views Explanation
(+/=/–) represents the Global Portfolio Advisory Committee’s (GPAC) view over a 12-month investment
time horizon.
+ Positive implies the potential for better-than-average performance for the asset class or for the region
relative to other asset classes or regions.
= In-line implies the potential for average performance for the asset class or for the region relative to
other asset classes or regions.
– Negative implies the potential for below-average performance for the asset class or for the region
relative to other asset classes or regions.
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Loonie Tunes
The loonie’s downward spiral has taken it well below “fair value” where
we think it may remain for some considerable time. But investors
would be unwise to peg this as a case of déjà vu. We see other forces
than just the oil rout that determine the path for the currency. And
CAD weakness may be the best medicine for Canada’s economy.
	Matt Barasch
Toronto, Canada
matt.barasch@rbc.com

T
Jim Allworth
Vancouver, Canada
jim.allworth@rbc.com

he sheen is off the Canadian dollar. It has retreated by almost 30% from its 2011
high of US$1.06 and is down 18% from this time last year. Canadians are worrying
whether they are about to revisit the early 2000s when it took more than one-and-ahalf Canadian dollars to buy one U.S. dollar.
But we think the risks of this are low.
We believe the most significant part of the loonie’s decline is behind us, although
further downside risks on the order of about 10% can’t be ruled out. Further, we
expect CAD to continue to trade below fair value (roughly $0.85)—perhaps for years
to come—which we believe has important implications for Canadians both from an
investing and transacting perspective.

	Rajan Bansi
Toronto, Canada
rajan.bansi@rbc.com

Not Just a Commodity Story
While it is popular to pigeonhole the Canadian dollar as a so-called “commodity
currency,” we believe that the actions of the Bank of Canada (BoC) and the Federal
Reserve (Fed) play a much bigger role in driving big trend shifts in the Canadian
dollar than does the price of oil.
At the depths of the financial crisis, CAD traded below $0.80 and both Canada and
the U.S. had lowered their respective overnight rates to 0.25%. Over the next 2+ years,
CAD rose above par. While oil prices also climbed over this period, we believe the
bigger driver was the dramatically different monetary policies pursued by the two
countries.
Six years later, the Fed Funds rate is still at 0.25%, while successive Fed chairpersons
have been blunt about their intentions: rates would remain very low for very
long. Underscoring this commitment were three massive quantitative easing (QE)
programs designed to bring long-term rates down to very low levels as well.
Conversely, the BoC kept its overnight rate at 0.25% for only a few months and then
quickly raised rates to 1.00% in 2010. Shortly thereafter it began what was to be an
almost three-year-long hawkish rhetoric about the inappropriateness of ultra-low
interest rates for the Canadian economy, assuring markets that higher rates were just
around the corner.
This drove capital to Canada to not only get the higher rates on offer, but also because
of the prospect of even higher rates not far down the road. Foreign investors in
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CAN-US 3M T-Bill Spread and CAD/USD
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If the music didn’t
stop in early 2013,
it certainly slowed.

Canadian T-bills found that as time passed not only were they earning a superior
interest rate, but also all that money heading for Canada was driving the loonie
higher, giving them a currency profit as well.
This self-fulfilling, very profitable dynamic was importantly underpinned by the
unmistakably clear commitment of both central banks—to a near zero-rate policy on
the part of the Fed and to higher rates by the BoC.
If the music didn’t stop in early 2013, it certainly slowed.
The BoC began to acknowledge that there was much more “excess capacity” in the
Canadian economy than previously thought and given the fragility of the global
economy raising rates anytime soon would be inappropriate—the message had
changed.
About the same time, the Fed was announcing plans to wind down QE3 over the
course of the next year, beginning the process of “normalizing” interest rates.
Investors were still getting a higher T-bill return in Canada, but for how long? New
money stopped flowing in and the loonie began to weaken (declining nearly 15%
during a period in which WTI rose to US$94/barrel from US$87/barrel), introducing
the prospect of currency losses into the mix for investors.
In the past year, the rate shift has deepened. While the BoC has cut rates twice, the
Fed has ended its QE programs and now seems poised to begin hiking rates. Weak
oil prices have played a role to be sure, but we believe primarily as a mechanism that
has weakened the Canadian economy and forced the BoC to lower rates.

Economy Likely to Remain Weak Relative to U.S.
A clear divergence in economic fortunes between Canada and the U.S. will likely
limit any gains by the Canadian dollar against the greenback in the coming months,
in our view.
The sharp decline in oil prices and oil-related activity, coupled with a slower-thanexpected rebound in the manufacturing sector, has caused a contraction in the
Canadian economy over H1 2015 with full-year growth unlikely to exceed 1%. There
is evidence that manufacturing may be turning, courtesy of a weaker Canadian dollar
5
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and two interest rate cuts by the BoC, but even with these tailwinds, RBC Economics
expects the Canadian economy to grow just 2.3% in 2016.
In contrast, U.S. economic growth is showing signs of shifting to a higher gear.

... U.S. economic
growth is showing
signs of shifting to
a higher gear.

RBC Economics expects U.S. growth in 2015 to reach 2.4% before accelerating to
2.9% in 2016. The labor market, which has seen the creation of nearly 12 million
jobs over the past five years, continues to show solid job gains concurrent with a
benign inflation backdrop. A potential Fed interest rate hike later this year is an
acknowledgement that the economy is on firmer footing and emergency support is
no longer needed.

A Decade Below Fair Value?
When it comes to currencies, pinpoint estimates are rarely accurate and often
significantly off the mark. Rather, a better way to think about the likely future value of
a currency is to think about it relative to its fair value and whether conditions favour
it trading above or below that fair value over the intermediate-to-long term.
In the case of the loonie, fair value (purchasing power parity) relative to the U.S.
dollar is around US$0.85. We believe that going forward, and likely for the next
several years, CAD is likely to trade below fair value. From a historical perspective,
this would not be unusual as CAD often spends a decade or more on one side or
the other of fair value. This has been mainly a function of the commodity cycle and
the impact that a sustained upswing/downswing in commodities can have on the
Canadian economy and monetary policy.
While CAD rarely trades at fair value, it also rarely trades on a sustained basis at
more than 20% above or below fair value (the dark blue lines in the chart). That’s
because at valuation extremes, consumers and businesses on both sides of the
border are persuaded to change their behaviour. Already Canadians are travelling
and shopping much less in the U.S.—same-day trips by Canadians have plunged by
20% since this time last year and by 26% since peaking in 2012. Americans’ same-day
trips to Canada are up by 18% since last year. Moves of more than 20% either side of
purchasing power parity (fair value) have never been sustained. Today that would
suggest the 69-70 U.S. cent level represents the maximum downside from here.
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The loonie rarely
trades beyond
20% above or
below fair value.

Loonie
Tunes
Continue to Diversify to U.S. Markets

The U.S. stock
market offers
diversification
benefits for
Canadian
investors.

The U.S. stock market offers significant diversification benefits for Canadian
investors, helping to fill many of the gaps in the S&P/TSX, which is “barbelled” with
heavy concentrations in financials and resources and a dearth of opportunities
in health care, technology, and industrials. Further, with the deterioration in the
Canadian economy relative to the U.S. economy, we believe that U.S. stocks, which
have been outperforming Canadian stocks for the past four years, are likely to
continue doing so, as domestic Canadian concerns weigh on growth, especially for
those Canadian businesses that have limited exposure outside of Canada.

Consider Visiting the “Other” Naples
While CAD has lost about 20% of its value versus the greenback, it is worth noting
that the loonie has held in reasonably well against most other currencies, eking out
modest gains versus the euro and the Mexican peso over this time, while essentially
keeping pace with the Australian dollar. Perhaps Canadian snowbirds used to
vacationing in Naples, Florida should give some thought to visiting Naples, Italy,
where today the loonie goes comparatively much further.
Loonie vs. Competitive Currencies
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Lower for Longer for the Loonie
While we believe downside on CAD versus the greenback from current levels is likely
to be limited to about 10%, we also believe that CAD is likely to trade below fair value
(approximately $0.85) for potentially the next 3–5 years. Interest rate policies have
begun to diverge in favour of the U.S. dollar and may continue to do so until the
commodity cycle reboots and the Canadian economy finds a firmer footing.
Ironically, a weaker CAD may be the best medicine for the Canadian economy, as
it should gradually reinvigorate the moribund manufacturing sector, push more
Canadians toward “staycations,” and drive U.S. tourism to Canada.
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Wild, Wild East

Jay Roberts

Extreme equity market volatility and soft economic data from China
have produced outsized selloffs in Asian equity markets. Valuations in
the region are historically attractive. But markets are likely to remain
cheap until a catalyst emerges that materially improves the outlook
for the Chinese economy. We are lowering our recommended Asia exJapan exposure to market weight.

Hong Kong, China
jay.roberts@rbc.com

W

e moved to an overweight position in Asia ex-Japan equities in September 2014
based on an outlook for superior earnings growth and relatively low valuations. By
April, the MSCI AC Asia ex-Japan Index had risen to its highest level since the global
financial crisis. However, the reversal in many Asian equity markets over the summer
has been extreme. From peak to trough, the index declined 27% in four months,
second only (since the financial crisis) to the 28% drop over two months in 2011 when
equities reacted violently to the escalation in the European sovereign debt crisis.
As a result of the summer selloff, a number of Asian equity markets are trading at very
depressed valuations. On a price/book value basis, indexes in Hong Kong, Indonesia,
Korea, Malaysia, Singapore, and Taiwan are at their lowest level since the global
financial crisis.
The negative backdrop created by dollar strength and significant weakness in
commodity prices was compounded by recent events in China, including the extreme
movements in Chinese equities, the devaluation of the Chinese yuan against the
dollar, and weak manufacturing data.
Certainly, the gyrations in mainland Chinese equities over the past two months
have been wild and generated plenty of grim headlines. The 150% rally in mainland
equities in less than a year was associated first with positive and wide-ranging
economic and financial reform measures, and subsequently with market momentum
and speculation. The retracement has been associated with a rapid reversal of market
excesses as well as confusion generated by the government’s unprecedented efforts to
prop up an overvalued equity market.

Not the Sole Arbiter
Most importantly, though, the roller-coaster ride in Chinese stocks should not be
viewed as the sole arbiter of the health of the Chinese economy. The evidence from
leading economic indicators is mixed and paints a familiar picture that has played
out over at least the last three years. Both official and unofficial data points to
weakness in manufacturing, still a vital part of the economy (see chart on following
page). The “flash” reading of 47.1 in the unofficial PMI for August received widespread
coverage as a particularly poor number. However, there have been similar troughs
each year since 2012.

8

GLOBAL INSIGHT | September 2015

Wild, Wild
East
China Services and Manufacturing PMIs
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By contrast, both surveys indicate continued strength in the services sector, now the
largest economic sector in China and the biggest employer.
However, we would caution that history suggests transitions from investment-led
economies to consumption-based ones are often fraught with volatility. Investors
intermittently underestimate and overestimate the risks of a material slowdown.
While we continue to believe that the Chinese economy will pull through the current
slowdown, we acknowledge that the risks of a longer, bumpier landing have grown.

Levers Left to Pull
The Chinese economy continues to expand but at a decelerating pace, as has been
the case for a number of years. However, China has finally begun to ease policy to
support growth. For example, interest rates have been cut five times since November.
There is considerable scope for further easing. Changes in monetary conditions
usually take six months to a year to be felt in the real economy. So any positive effects
from the easing already undertaken aren’t likely to show up in the form of faster
growth before next spring or summer.
China has other policy levers available to it, including fiscal spending on housing
and infrastructure. So far the government has resisted going this route in more than
a targeted way designed to alleviate some regional hardships. Debt outstanding,
although slowing, continues to grow somewhat faster than nominal GDP and policy
makers are wary of setting off another surge in borrowing that would inevitably
present even more serious policy challenges down the road.
That said, the government is unlikely to accept a harder landing for the economy
without using whatever policy alternatives are available to it.

China’s Services Sector –
Good for China’s Growth but Not for Its Suppliers
From an investment standpoint, we are less concerned with the outlook for mainland
shares, which are relatively small in relation to GDP, aren’t widely held by the Chinese
public, and are difficult to access by foreign investors in any case. However, the
nature and composition of China’s slowdown does hold ramifications for other
economies of the world. For example, the solid growth of China’s services sector has
9
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provided an important offset domestically to weakness in manufacturing, exports,
and slower growth in fixed asset investment. Moreover, growth from this sector is
much less debt-intensive, nor does it require as much attendant development of
infrastructure (roads, rails, power generation, etc.) as do manufacturing and housing
construction.
However, faster services sector growth in China is much less helpful to regional Asian
economies that have prospered from more than a decade of growing goods trade
with China. Nor does it do much, if anything, to help clear the glut of excess capacity
that has become apparent for oil, coal, iron ore, most other industrial metals, and
some agricultural commodities. This oversupply has and may continue to weigh
on many emerging economies—e.g., Russia, Brazil, Chile, Mexico—and several
developed ones, notably Australia and Canada.

Taking Exposure Down
While valuations for many regional Asian equities are historically compelling, they
may remain so, or be subject to further volatility as markets await further clarity on
Chinese policy. We are taking our overweight rating for the region down to market
weight.

10
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Federal Reserve:
“Later This Year” Is Here!

	Craig Bishop
Minneapolis, United States
craig.bishop@rbc.com

After years of extraordinarily “loose” monetary policy, we believe
the time is fast approaching when the Federal Reserve will begin
to “normalize” interest rates. The September Federal Open Market
Committee (FOMC) meeting may produce the first rate hike in over
nine years.
Our expectation is that global and domestic issues will ensure a slow
and gradual interest rate normalization process; this won’t prevent
rates from rising, but, in our opinion, should keep them fairly well
contained. On the other hand, the increased volatility investors have
been subjected to in recent months won’t be limited by a gradual,
shallow tightening cycle; it likely creates a new risk for investors to
consider going forward.

Higher Rates or Volatility, Which Is the Greater Concern?
We feel that despite recent global developments, the Fed will in fact begin
the normalization process at the September FOMC meeting based upon our
interpretation of the July FOMC meeting minutes.
At the July FOMC meeting, it was noted that (economic) conditions are approaching
the point where a rate hike is appropriate and the Fed said it would be appropriate
to raise rates when it has seen “some” further improvement in the labor market.
Recent comments from various Fed officials indicate a strong desire to raise rates; the
addition of the word “some” likely makes it easier for it to do so. If we look at this in
the context of recent U.S. employment data, “some” would mean the unemployment
rate continues its march to “full employment” levels of 5.0%–5.2% and payrolls
continue to post monthly gains of approximately 200,000 workers.
September Rate Hike Odds Since March FOMC Meeting
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monthly; market data based on Fed Funds Futures)
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Markets still see
September as a coin
flip while economists
remain confident.

Federal
Reserve
Rate hike expectations have breathed new life into forecasts for rising interest rates
and generated significant market volatility despite the message from the Fed that this
tightening cycle would be different—slow, gradual, and shallow. Therefore, we believe
the greater issue for investors in coming months will be learning how to live with
increased market volatility rather than a sharp upward move in rates.

Domestic Focus Has the Fed on Track
While many global issues continue to make headlines, notably Greece and China,
the Fed has made it clear that it has a domestic focus. This comes through in recent
comments from various Fed officials as well as the July FOMC meeting. International
developments were not mentioned while at the same time the Fed indicated that as
long as the U.S. economy and employment continue to further progress, it will feel
comfortable raising rates.
Past that first rate hike, however, global considerations—prolonged economic
weakness and accommodative central banks—could, in our view, play a greater role
in policy deliberations. We believe that the Fed will need to balance removing policy
accommodation with a U.S. economy that continues to grow more slowly than in
past expansions. The Fed has made it clear that its policy will be “data dependent”
which, in our view, could yield a tightening cycle that is much more gradual than past
cycles as the Fed potentially pauses when the economic data warrants.

The Tightening Cycle Matters
Despite Fed Chair Janet Yellen’s repeated statements that the upcoming tightening
cycle will be different—gradual, slow, and shallow—markets have remained fixated
on the first rate hike. We believe investors are looking at the upcoming cycle through
the lens of the 2004–2006 experience. Over that two-year period, the Fed raised rates
in 17 successive meetings for a total increase of 425 basis points (bps). The 2-year and
10-year Treasury yields rose 255 bps and 45 bps, respectively, as both converged on
the 5.25% peak Fed Funds rate.
We believe that the current cycle is likely to take considerably longer than the 2004–
2006 cycle and is likely to see the Fed Funds rate eventually peak at around 3.75%.
This provides a target as to where we believe short and long rates might converge,
and based upon current levels would result in 2-year and 10-year T-note yields rising
approximately 300 bps and 150 bps, respectively.
Path to Normalization: Fed Funds to Rise, but to a Lower Peak
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Mind the Gap:
The FOMC sees
3.75% as the
terminal Fed Funds
rate, the market still
sees a lower path.

Federal
Reserve
“Data Dependency” May Keep Treasury Market on Its Toes
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Implications for Investors – Higher Rates, More Volatility
We believe higher rates are inevitable, but so is volatility. While there is broad
acceptance of the former, there has been an inadequate level of focus on the latter.
The interest rate normalization process will see the Fed Funds rate move toward the
3.75% level, but we do not expect the process to be smooth given the 0%–0.25% range
that has been in place for nearly seven years. The Treasury market, which has seen
the yield on the 10-year note swing in a wide range between 1.64% and 2.48% over
the past seven months, may already be exhibiting the levels of volatility investors will
soon be facing throughout the fixed income markets.
Investors cannot fully insulate portfolios, but they can position them to weather
what is shaping up to be a challenging several years. Maintaining an appropriate
level of liquidity to meet short-term needs and to take advantage of opportunities
in the corporate and municipal bond markets will be a critical element of success.
Selectivity with respect to sector allocation and issuer exposure will also be
important, as will be duration positioning.
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Global
Equity

Stormy Weather
Over the past several weeks, global
equity markets have endured
corrections of varying degrees,
accompanied by (and in some cases
caused by) increasingly negative
headlines from China and other
emerging markets (EMs), a sharp selloff
in commodities, and concern about the
prospective first Fed rate hike.
This corrective phase could play out
through the fourth quarter. However, we
still believe the secular bull market in
stocks that began in 2009 has significant
room to run.

What Is Causing the Selloff?
There are several related issues
weighing on investor sentiment:
Fed Tightening: Much of a Fed

tightening cycle is often accompanied
by equity market strength because
it speaks to the strength of the U.S.
economy. Typically, however, there
is two to three months of market
volatility around the time of the first
Fed hike as the market repositions for
higher rates.
China Weakness: (See Wild, Wild East

Jim Allworth
Vancouver, Canada
jim.allworth@rbc.com

Kelly Bogdanov
San Francisco, United States
kelly.bogdanov@rbc.com

	Matt Barasch
Toronto, Canada
matt.barasch@rbc.com

Davide Boglietti
London, United Kingdom
davide.boglietti@rbc.com
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article). China’s economy has begun
what will likely be a multidecade shift
from one overly dependent on fixed
asset/infrastructure investment to
one driven more by consumption.
As expected, this has led to a slowing
of the Chinese economy; however,
markets have become concerned
that Chinese growth has slowed too
much and the economy is in danger
of stalling. China has many policy
levers at its disposal to stimulate its
economy and mitigate these risks. We
believe China will continue to grow,
albeit more slowly than recent years.

Equity Views

Region
Global
United States
Canada
Continental Europe
United Kingdom
Asia (ex-Japan)
Japan

Current
=
=
=
=
–
=
+

Source - RBC Wealth Management; see “Views Explanation” on page 3
for details.

Commodity Selloff: The sharp

decline in crude and most other
commodities has spooked investors
worried that global growth, especially
Chinese growth, is dangerously low.
While weaker Chinese demand is a
factor, the bigger concern for most
commodities is too much supply,
built up over many years to position
for a China growing at 10%+. With
growth well below that level (6.5%
estimated), there is a large supply
overhang, trumping whatever
demand increases have emerged in
the U.S. and Europe.
EM Risk: EMs typically struggle to

adjust to Fed policy changes as debt
costs rise and capital flows towards
higher, safer rates. Add to this the
commodities selloff and slowing
Chinese demand and you have a
potentially toxic mix for many EMs.

The U.S. Economy
Remains on Firm Ground
There remain strong underlying
fundamentals at play within the world’s
largest, most important economy.
We believe the U.S. consumer is in
great shape. Employment is growing
at a solid 200,000 per month (1.4% per

Global
Equity
annum), wage rates are moving higher,
as are average hours worked. Consumer
confidence is elevated. Household debt
has fallen back to much-lower levels
in relation to disposable income and
will likely fall further as households
continue to save about 5% of monthly
income.
Debt service costs are low, and most
mortgages have been refinanced to lock
in low rates for the long term. Add in
the sharp decline in gasoline prices and
consumers have a significant amount of
dry powder available.
Housing and residential construction
goes from strength to strength with
starts recently hitting eight-year highs.
Banks are in very good shape and
increasingly willing to lend, providing a
further tailwind for the economy—one
largely absent for much of the past
decade.

Emerging Markets Bear Watching
EM economies are under a significant
amount of pressure. A strong U.S.
dollar and the prospect of rising U.S.
rates make their foreign debt harder
to service and to refinance. Weak
Chinese demand and low prices for
the commodities that many of these
economies export is adding to the
pressure on currencies and markets.
Two of the biggest EMs, Russia and
Brazil, are in recessions, which are likely
to worsen before improving.
The U.S. economy and most developed
European economies are reasonably
well insulated from EM weakness;
however, negative headlines out of
EMs and the depressive effect of low
commodity prices could continue
to produce volatility in high-yield
debt markets and weigh on investor
sentiment.
That said, we do not expect a replay of
the 1998 EM crisis because, unlike then,
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GLOBAL INSIGHT | September 2015

most EMs have built up large reserves
of foreign currency, giving them staying
power, but not by each providing a
solution to their slow growth problem.
Until such time that commodity prices
find a bottom (many are trading at
or below cash costs, which has often
served as a floor in the past) and/or the
U.S. dollar stabilizes, EMs are likely to
be under pressure.

The Stock Market
May Have Been Overdue
The S&P 500 went more than 1,400 days
without a 10% price correction. While
this is not unprecedented (there have
been runs of more than 2,000 days), it is
more usual for the market to experience
a 10%–20% correction roughly every
one to two years. These corrections
often present useful long-term buying
opportunities as good businesses sell
off with the broader market.
Corrections of greater than 20% in the
stock markets of developed economies
have almost always been associated
with U.S. recessions. Recessions, in
turn, have always been preceded by a
period of “tight money” when credit
became prohibitively expensive and
hard to get. Today, credit is cheap and
accessible. We see U.S. recession risks as
very low and believe that any corrective
phase in most major markets is likely
to be just that—a correction, not a bear
market.

Patience Is Called For
In addition to the normal two to
three months of market volatility that
typically accompanies the first Fed rate
hike, we think tax-loss selling will also
figure into the mix this year.
Some stocks, notably in the energy
and commodity sectors, are down very
substantially. Many others, especially
those with direct exposure to China,
have retreated by a significant amount

Global
Equity
from earlier highs. Many investors paid
capital gains tax on profits realized
last year or will have to pay for gains
realized earlier this year. Similarly,
mutual fund and hedge funds that
have realized gains in the first half of
this tax year will be looking to offset
those by realizing some losses.
We expect the correction to eventually
present opportunities to buy
outstanding business at very attractive
prices. However, the selling pressures
that are providing that opportunity
may not fully abate for some weeks or
months yet.

Outlook
We believe the long-term secular bull
market that began at the financial
crisis lows of 2009 has further to
run. This is the first correction of
consequence for the S&P 500 since
the 21% pullback in the teeth of the
European debt crisis in 2011. From the
lows of that correction to the peak this
May, the S&P 500 added approximately
1060 points or almost 100% over four
years. In a correction, it would not be
unusual to give back 25%–35% of that
advance while remaining inside the
confines of a long-term uptrend that
would eventually take the market to
new all-time highs. We believe that is
where stock markets find themselves.

Regional Highlights
United States
The global equity rout reached

all corners of the U.S. market in
August. The S&P 500 and Dow Jones
Industrial Average fell 12.4% and
16.1% below their all-time highs,
respectively, before paring their
losses toward month end.
We view this mainly as an imported

correction from China rather than
one caused by systemic risks within
the domestic economy or financial
system. Furthermore, it is not
unusual for the market to struggle
ahead of the Federal Reserve’s first
rate hike (see chart).
While U.S. stocks could experience

more turbulence in the near
term, we believe the correction
will run its course without much
damage to S&P 500 profits and
revenues. The domestic economic
recovery remains intact and could
gain ground in coming months.
Earnings estimates for China- and
commodity-exposed companies
are vulnerable to further cuts,
but estimates for domestically
oriented companies and those with
meaningful European exposure
should hold steady or improve, in
our opinion.

S&P 500 Declines Within 12 Months Prior to the First Rate Hike
'98

'71

'99 '74 '80* '80* '84 '77

'79 '04 '73 '94

0%
-5%
-10%
-15%

Average -14.8%

-20%
-25%
-30%
-35%
* Two distinct tightening cycles in 1980 separated by a rate cut cycle in between (Volcker era).
Source - RBC Wealth Management, Bloomberg
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The U.S. equity
market usually
corrects before the
Fed moves.

Global
Equity
The S&P 500 now trades at a P/E

ratio of 15.4x the 12-month forward
consensus forecast. This belownormal valuation should lend
support to the market.

Canada
We remain cautious on Canadian
stocks for a number of reasons:
Recent weakness in Canadian bank

stocks has pushed the sector below
long-term valuation averages;
however, we remain concerned that
loan growth will be challenged over
the next several quarters and credit
could deteriorate modestly from
benign levels, as the oil rout takes a
toll.
Energy stocks have been hit hard

over the past year. We believe the
recovery in crude prices is likely to
play out over several years, which
will continue to put pressure on
sector balance sheets and cash
flows. Absent another sharp leg
down in oil, the high-quality largecap names likely have limited
downside, in our view.
While we remain market weight with

a negative bias, we would note that
some high-quality names, such as
the rails and utilities, have sold off
considerably in the past few weeks
and we would look to add exposure
in these areas.
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Continental Europe & U.K.
The recent earnings season has

been positive for European equities.
Improvements in macroeconomic
data, positive bank lending figures,
and relatively attractive valuations
remain potential catalysts for
European stock markets. The
ongoing turmoil in EMs, however,
could continue to drive volatility
in the short term given the high
percentage of corporate revenues
coming from the region. The recent
strengthening of the euro could
represent another headwind in
the short term. As a result, we
favour domestic sectors, especially
those with pricing power and/
or consolidation potential, such
as telecoms, or sectors exposed
to positive fundamentals, such as
pharma and media.
We remain underweight U.K.

equities given their high exposure
to the oil and mining sectors. Lower
commodity prices and risks of
dividend cuts in those two sectors are
the main reasons for the year-to-date
FTSE100 underperformance, in our
opinion. Exposure to EMs for some
large consumer staples companies
is another concern in the short term.
Domestically, we see opportunities
in select consumer discretionary and
retail stocks that can benefit from
lower unemployment figures and
improvements in wage inflation.

Global
Fixed Income

More than Yuan Concern
Central Bank Rate (%)
U.S.
Canada
Eurozone
U.K.

0.25
1.00

1-Year Out

0.50
0.50
0.05
0.05
0.50
1.25
4.60*
3.85

China
Japan

08/31/15

0.10
0.05

*1-yr base lending rate for working capital, PBoC
Source - RBC Investment Strategy Committee,
RBC Capital Markets, Global Portfolio Advisory
Committee (GPAC), Consensus Economics
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Concerns about a potential
spillover from a slowdown in key
international markets into the U.S.
make it a close call as to whether
the Federal Reserve moves at
the September FOMC meeting.
U.S. economic data leading up to
the meeting will hold the key. A
September Fed rate hike seemed
to be a near certainty a few weeks
ago; however, the odds have fallen
to less than 35% according to the
futures market. New York Fed
President William Dudley’s statement
on August 26 that “the normalization
process at the September FOMC
meeting seems less compelling”
was a reflection of the Fed’s desire
to not tighten monetary policy until
economic data confirms that the U.S.
has maintained its favourable growth
trajectory. We believe U.S. growth
remains resilient and that an October
or December rate hike is likely should
the Fed remain on hold in September.
Investors have recently been reminded
of the ballast bonds provide to
portfolios. We believe financial market
volatility will continue in the coming
months and investors should maintain
an appropriate asset allocation that
includes fixed income. This “ballast
effect” was evidenced in August as
bonds rallied as risk aversion increased.
We expect volatility to remain elevated
through the end of 2015. Matching
liquidity needs with appropriate
positioning will remain critical, as well
as ensuring portfolios are diversified by
maturity, sector, and issuer.

Regional Highlights
United States
Will the Fed’s “data dependency”

give way to “market dependency”
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Sovereign Yield Curves
3.5%
3.0%
2.5%
2.0%
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Source - Bloomberg

at the September 17 FOMC meeting?
Recent data, including strong
upgrades to initially reported GDP
estimates and solid job gains, would
signal a green light for the Fed, but if
recent market volatility and tighter
financial conditions don’t dissipate
meaningfully, that will likely prove
more than sufficient to push September
off the table for a still-wary Fed.
We see China’s recent move to de-

peg its currency from the dollar as a
prudent move amid its rebalancing
economy. While it has since stabilized,
downside risk looking forward
remains, particularly if other countries
in the region also seek to devalue,
boosting global disinflationary
concerns and biasing U.S. Treasury
yields lower.
Credit spreads have consistently

widened over the past three months,
both on an energy and ex-energy basis
and joined only recently by weakness
in equity prices, raising business-cycle
concerns amid an aging economic
expansion. We still believe that, market
corrections aside, this recovery has
room to run fundamentally, which
should be generally supportive for
credit products.

Global
Fixed Income

10-Year Rate (%)
U.S.
Canada
Eurozone*
U.K.
China
Japan

2.22
2.75
1.44
1.75
0.80
1.00
1.96
2.75
NA
0.38
0.60

3.40
08/31/15
1-Year Out

*Eurozone utilizes German bunds.
Source - RBC Investment Strategy Committee, RBC
Capital Markets, GPAC

Canada

Continental Europe & U.K.

Spreads in the corporate bond markets

We expect the combination of investor

reached the widest levels seen in the
last three years as liquidity conditions
remain challenging, especially in the
lower-rated segments of the market.
Investors looking to sell corporate
bond positions should be cognizant
that liquidity is likely to remain thin for
some time.

aversion to emerging market debt
and the commodity price adjustment
over the summer months to serve as a
tailwind for the eurozone bond market
in the fall. We see value in select
peripheral sovereigns versus coreEuropean government bonds. Markets
and rating agencies alike cheered the
announcement of a snap election by
former Greek Prime Minister Alexis
Tsipras, although growth concerns
in China overwhelmed sentiment in
August.

Rate-reset preferred shares continued

to trade lower as 5-year Canada yields
hit new lows, compounded by recent
credit spread widening. Valuations on
some issues are attractive even though
headwinds are likely to continue.

The UK Gilts market continues to

exhibit sensitivity in the short end
of the curve to the prospect of an
interest rate hike by the Federal
Reserve in September. We expect
heightened volatility in the near term
given uncertainty about a September
hike and the future path of the Fed
Funds rate. Value can be found in
the 3- to 6-year segment of the curve
as expectations for inflation and
near-term volatility seem to be priced
appropriately.

GDP growth in Canada is poised

to be negative for Q2, which would
mark a technical recession given
the contraction recorded in Q1. Yet,
some economic data points for June
are spurring hopes that the second
half could see a rebound in growth.
The June retail sales report showed
sales climbing 0.6% m/m together
with the second straight increase in
manufacturing sales. This suggests
the Canadian economy may have
expanded in June, which would be the
first month of positive GDP growth this
year.

We see value in the corporate bond

market after spreads widened in
August in response to Chinese growth
concerns. Our preference is for issuers
that are likely to weather a possible
slowdown and are less exposed to
China’s economy.

Monthly Market Performance YTD Amid Bouts of Volatility
S&P 500

VIX Index
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Source - RBC Wealth Management, Bloomberg, Barclays
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Jun

Jul

Aug

VIX Index (Volatility)

Market Performance

U.S. Aggregate Bond Index

Despite historically
low yields and
looming Fed rate
hikes, bonds have
returned +0.5% this
year compared to
-4.0% for equities.

Commodities
Oil

Expected production growth from Iraq

Earlier this year, oil rallied as investor

Commodity Forecasts
2015E 2016E
Oil (WTI $/bbl)

52.00 63.00

Natural Gas ($/mmBtu) 2.96

3.45

Gold ($/oz)

1,165

1,200

Copper ($/lb)

2.75

2.75

Corn ($/bu)

3.94*

4.20

Wheat ($/bu)

5.27*

5.57

*H2 2015
Source - RBC Capital Markets forecasts (oil, natural
gas, gold, and copper), Bloomberg consensus
forecasts (corn and wheat)

expectations centered around
demand strengthening on weak prices
and global supply backing off as capex
budgets were severely reined in.
Since then, sticky production from

U.S. shale producers, strong OPEC
supply growth, and uncertainty
around Chinese economic growth
have driven oil prices lower.
While official global demand forecasts

remain robust for 2015 and 2016, the
outlook has become murkier as the
economic data from China indicates a
fragile backdrop.
Capex has ratcheted down and

and Iran exacerbate supply-side risks.
The International Energy Agency

estimates the market was
oversupplied by about 3.0 million
bbl/d in Q2 2015, its highest level
since 1998; industry observers expect
this oversupply to persist for several
quarters.
RBC Capital Markets’ commodity

strategy team sees WTI averaging $52/
bbl this year and $63 in 2016. Our
strategists are constructive on the
crude oil market over the medium and
longer term.

Gold
Gold has spiked off its recent lows as

industry experts now expect nonOPEC supply to contract slightly in
2016. However, OPEC supply remains
very high at 31.8 million bbl/d, its
highest in three years.
The role of swing producer has been

thrust onto U.S. shale players by
Saudi Arabia as the latter continues
to hike production. The challenge, in
our view, is that the former cannot
be as responsive as the Saudis, and
production levels have remained
stubbornly high despite several
quarters of price pain. Access to
capital, whether bank lines or public
raises, will very likely force curtailed
development in a prolonged price
rout.

investors flock to safe-haven assets
amid emerging market growth fears
and an equity market selloff.
ETF holdings remain low, albeit with a

small uptick of late.
A pushback of the Fed’s first rate hike

beyond the September 2015 FOMC
meeting would be positive for gold.
Potential sales of gold reserves from

Russia or other emerging market
governments as in the 1997–98
Asian financial crisis could present a
negative catalyst.
We would expect global economic

growth fears related to China and
emerging markets broadly to be the
key driver of gold prices in the near
future.

OPEC Crude Oil Production (thousand bbl/d)
33,000

While non-OPEC
is reeling,
OPEC is charging
ahead with
production at
full tilt.

32,000
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30,000
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	Mark Allen
Toronto, Canada
mark.d.allen@rbc.com
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Source - Bloomberg, RBC Dominion Securities; data through 7/31/15
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2014

Currencies
U.S. Dollar
Recent volatility in the stock and

Currency Forecasts
Currency Current Forecast
Pair
Rate Sep 2016 Change*
USD Index

95.82

93.11

-3%

CAD/USD

0.76

0.76

0%

USD/CAD

1.31

1.31

0%

EUR/USD

1.12

1.16

4%

bond markets may dissuade the
Fed from raising interest rates in
September. This change in sentiment
has weakened the dollar against other
developed market currencies.
We expect this weakness to persist

until Fed officials provide more detail
regarding the extent to which global
growth concerns might affect its
decision to tighten policy. However,
we note the dollar is not particularly
overvalued at present (see chart).

GBP/USD

1.53

1.68

10%

USD/CHF

0.97

0.98

1%

USD/JPY

121.23

123.00

1%

AUD/USD

0.71

0.72

1%

NZD/USD

0.63

0.62

-2%

EUR/JPY

135.90

142.68

5%

EUR/GBP

0.73

0.69

-5%

Euro

EUR/CHF

1.08

1.14

5%

The euro has become a risk-off proxy,

Emerging Currencies
USD/CNY

6.38

6.90

8%

USD/INR

66.48

66.00

-1%

USD/SGD

1.41

1.55

10%

USD/TRY

2.91

2.75

-5%

USD/PLN

3.78

3.41

-10%

USD/MXN

16.75

15.00

-10%

USD/BRL

3.62

3.95

9%

* 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

one of the side effects of quantitative
easing in the eurozone. Low European
interest rates make it easy to borrow
euros to fund more risky investments;
however, when risk appetite fades,
investors are forced to unwind these
trades and buy back euros to repay
their loans.
Global market turmoil, therefore, is

supportive of the euro, and we now
expect the currency to hold its value
until risk appetite returns.

Chinese Yuan
The People’s Bank of China (PBoC)

dropped the yuan’s de-facto peg
against the U.S. dollar on August 11.

Although the currency is still tightly
controlled, the PBoC now wants
market forces to play a greater role in
determining its value.
We believe this will put greater

pressure on the yuan, given that
(1) economic data from China
continues to deteriorate and (2) its
erstwhile dollar peg made the yuan
significantly overvalued against the
currencies of its regional neighbors.

British Pound
The U.K. and U.S. economies are at

a similar cyclical phase, with growth
in both causing traders to focus their
attention on the eventual removal of
monetary stimulus.
As long as robust economic activity

persists, we expect the pound will
remain well supported against other
developed nation currencies.

Japanese Yen
The yen has strengthened from its

125 USD/JPY multiyear low, but we
expect further yen weakness and
new lows if the recent devaluation
of the Chinese currency triggers
deflation in Japan.
This may prompt Japanese pension

funds to buy higher-yielding foreign
bonds, adding to selling pressure on
the yen.

Dollar Valuation Strong, but Still Not at Extreme Levels
30%
20%

% deviation of U.S. dollar from "fair valuation"
against currencies of major countries

10%
0%
-10%
-20%

	Alan Robinson
Seattle, United States
alan.robinson@rbc.com
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Japan
Argentina
South Africa
Mexico
Turkey
Eurozone
India
Chile
Colombia
Canada
Russia
Hungary
Indonesia
South Korea
Czech Rep.
Australia
New Zealand
Poland
Norway
U.K.
Sweden
Singapore
Israel
China
Brazil
Switzerland

-30%

Fair valuation is based on purchasing power parity for developed nation currencies and on proprietary
RBC “POLAR” model for emerging currencies; value for Japanese yen (+37%) is truncated.
Source - RBC Wealth Management, RBC Capital Markets, Thomson Reuters

Dollar bull markets
typically continue
until the tradeweighted average
overvaluation
exceeds 20%.

Key
Forecasts

( 2.2%
1.7%
2012

1.9%
1.5%
2013

United States — Solid Growth

3.2%
1.8% 3.2%
1.8%
2015E
2014E
Real GDP Growth

Inflation Rate

In H1 private sector grew by 3.3% y/y despite severe Q1

weather and port strike. Home sales surging. Housing
permits, starts near 8-year high. Unemployment claims at
40-year low. Leading indicators, confidence elevated.
ISM indexes, including new orders, all in expansion

territory. Construction spending, capex higher.

2.4%

2.3%

2.5%

1.5%

1.6%

0.0%

1.8%

2013

2014

2015E

2016E

2.0%

2.4%

1.9%

Canada — Weak

Q2 was 2nd quarter of GDP decline, but June saw first

monthly GDP increase this year. House construction
firm, business capex and government weak. Consumer
attitude restrained by resource sector job loss,
stagnant wage growth.
Mfg. sales and new orders up 2 mos. running. Energy

capex plans down sharply. Loonie weakness helping
services and tourism, but not yet manufacturing.

1.0%
2013

1.9%
2014

1.0%
0.8%
2015E

1.8%
2.0%
2016E

Eurozone — Improving

Q2 will have been 9th successive quarter of positive

growth, including for Spain, which has been accelerating.
France picking up, Italy improving. Private sector lending
up year over year for 7 mos. running after almost 3-year
decline.
PMIs solid, business confidence, industrial production on

the rise. Spanish/Portuguese elections in the fall could be
contentious, dampen sentiment.

1.3%

0.9%
0.4%

1.5%

2.3%

0.0%

1.0%

2015E

2016E

2.6%

2.5%

2.5%

1.5%

0.0%

1.8%

2013

2014

2015E

2016E

7.8%

7.4%

-0.4%
2013

2014

United Kingdom — Growing

Q2 GDP met expectations, up 2.6% y/y. Led by large

services sector, trade. Construction and business
capex flat. Oil sector subtracted from growth.
Employment softer. PMIs positive. New orders
healthy.

2.6%
1.7%

Growth pace sustainable for 2015, but uncertainty

around EU membership referendum may weigh on
business investment/confidence.

China — Slowing

Q2 GDP at 7.0% in line with gov’t full-year target, but

internals are mixed/weaker. Fixed asset investment
slowing, as is loan growth. Manufacturing PMI has
turned negative. Consumer, business confidence
softer.
Government easing credit conditions, more to come.

2.6%

Some firming in house prices.
2013

6.5%

2.0%

1.5%

2014

2015E

6.0%

2.5%
2016E

Japan — Conflicted

GDP growth sagged in Q2, but up year over year.

Leading indicators, PMIs, corporate earnings, and
business confidence all firm.
Consumer confident, but spending flat. Weak oil

prices putting inflation targets in jeopardy.
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Source - RBC Investment Strategy Committee, RBC Capital Markets, and GPAC

Market
Scorecard

Index (local currency)

Level

1 Month

YTD

12 Months

S&P 500

1,972.18

-6.3%

-4.2%

-1.6%

Dow Industrials (DJIA)

16,528.03

-6.6%

-7.3%

-3.3%

NASDAQ

4,776.51

-6.9%

0.9%

4.3%

Russell 2000

1,159.46

-6.4%

-3.8%

-1.3%

S&P/TSX Comp

13,859.12

-4.2%

-5.3%

-11.3%

FTSE All-Share

3,434.66

-6.0%

-2.8%

-5.6%

362.79

-8.5%

5.9%

6.1%

German DAX

10,259.46

-9.3%

4.6%

8.3%

Hang Seng

21,670.58

-12.0%

-8.2%

-12.4%

Shanghai Comp

3,205.99

-12.5%

-0.9%

44.6%

Nikkei 225

18,890.48

-8.2%

8.3%

22.5%

India Sensex

26,283.09

-6.5%

-4.4%

-1.3%

Singapore Straits Times

2,921.44

-8.8%

-13.2%

-12.2%

Brazil Ibovespa

46,625.52

-8.3%

-6.8%

-23.9%

Mexican Bolsa IPC
Bond Yields

43,721.96
-2.3%
8/31/15 12/31/14

1.3%
8/31/14

-4.2%
12-mo. Chg

STOXX Europe 600

US 2-Yr Tsy

0.738%

0.661%

0.488%

0.25%

US 10-Yr Tsy

2.218%

2.180%

2.343%

-0.13%

Canada 2-Yr

0.439%

0.409%

1.104%

-0.67%

Canada 10-Yr

1.493%

1.441%

1.995%

-0.50%

UK 2-Yr

0.687%

0.568%

0.838%

-0.15%

UK 10-Yr

1.962%

1.882%

2.368%

-0.41%

Germany 2-Yr

-0.203%

-0.232%

-0.029%

-0.17%

Germany 10-Yr
Commodities (USD)

0.798%
Price

0.644%
1 Month

0.890%
YTD

-0.09%
12 Months

Gold (spot $/oz)

1,134.80

3.6%

-4.2%

-11.9%

Silver (spot $/oz)

14.63

-1.1%

-6.9%

-24.9%

5,147.00

-1.4%

-19.2%

-26.6%

Uranium ($/lb)

36.75

2.1%

-8.1%

28.9%

Oil (WTI spot/bbl)

49.20

4.4%

-7.6%

-48.7%

Oil (Brent spot/bbl)

54.15

3.7%

-5.5%

-47.5%

Natural Gas ($/mmBtu)

2.69

-1.0%

-6.9%

-33.8%

Agriculture Index
Currencies

279.97
Rate

-2.1%
1 Month

-13.2%
YTD

-13.1%
12 Months

Copper ($/metric ton)

US Dollar Index

95.82

-1.6%

6.2%

15.8%

Equity returns do not include dividends,
except for the German DAX. 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 0.76 means 1 Canadian dollar
will buy 0.76 U.S. dollar. CAD/USD -17.2%
return means the Canadian dollar has fallen
17.2% vs. the U.S. dollar during the past 12
months. USD/JPY 121.23 means 1 U.S. dollar
will buy 121.23 yen. USD/JPY 16.5% return
means the U.S. dollar has risen 16.5% vs.
the yen during the past 12 months.

CAD/USD

0.76

-0.4%

-11.6%

-17.2%

USD/CAD

1.31

0.4%

13.1%

20.8%

EUR/USD

1.12

2.1%

-7.3%

-14.6%

GBP/USD

1.53

-1.8%

-1.5%

-7.5%

AUD/USD

0.71

-2.7%

-13.0%

-23.8%

USD/CHF

0.97

0.1%

-2.7%

5.3%

USD/JPY

121.23

-2.1%

1.2%

16.5%

EUR/JPY

135.90

-0.1%

-6.2%

-0.6%

EUR/GBP

0.73

3.9%

-5.9%

-7.7%

EUR/CHF

1.08

2.1%

-9.9%

-10.1%

USD/SGD

1.41

2.9%

6.5%

13.1%

Source - RBC Wealth Management, RBC
Capital Markets, Bloomberg; data through
8/31/15.

USD/CNY

6.38

2.7%

2.8%

3.8%

USD/BRL

3.62

5.8%

36.2%

61.9%
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Equity markets
declined across
the board in
August, and Asia
underperformed.

Bond yields
rose modestly
for the month
amid volatile
trading. U.S.
2-year jumped to
its highest level
since December
2014.

Crude oil bounced
in August following
severe losses in
July.

Commodity
currencies
hit hard.

U.K. rate hikes
delayed.
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