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Unfriendly trade winds?
Putting the selloff in perspective

Markets swooned worldwide amid a reignition of U.S.-China trade tensions and a sinking Chinese yuan.
While the selloff was jarring, some perspective is in order. We believe investors should maintain equity
positions as the U.S. economy is not in danger of an imminent recession, but volatility could persist.

After a one-month truce, the U.S.-China trade dispute
has flared up again with another round of tit-for-tat
trade restrictions and some heated rhetoric, impacting
financial markets worldwide.

The latest trade barriers do not warrant making abrupt
adjustments to equity portfolios, in our view, because
the U.S. and global economies do not seem in danger of
an imminent recession. The trade actions are actually
smaller and more cautious than at first blush.

For investors with a 12-month or longer time horizon,
we would hold U.S. equity exposure at the benchmark
or Market Weight level in portfolios. Even though the
expansion and bull market have lasted over 10 years,
U.S. economic and equity fundamentals are relatively
stable.

But the trade moves generate more global economic
risks and uncertainties. The fact that this is occurring
at a time when the recovery is admittedly long in the
tooth can add to market volatility. A heightened level of
vigilance is warranted.

Conflict in context

e The new 10% U.S. tariff on $300B in Chinese goods
is a firm nudge, not a body blow. We view this tariff
largely as an attempt to exert psychological pressure
on China. It raises the risk the White House could
ultimately go all-in by hiking the tariff from 10% to
25% or more in the coming months, as President
Trump has already threatened.

Major indexes are holding onto gains

Year-to-date equity returns through August 5
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* The Canadian market was closed for a holiday on August 5, a day of
declines for the global equity market, so performance for that index is
captured through August 2. Source - RBC Wealth Management, Bloomberg;
data through 8/5/19

On a practical basis, assuming the 10% tariff is
implemented on September 1, China’s economy
could lose more steam, mainly due to uncertainties
that even higher tariffs could be forthcoming,
although the Chinese government and central bank
still have levers to pull.

For the U.S,, this new tariff is barely a blip on the
radar screen. While prices of some consumer goods
could rise modestly, the total impact would be
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equivalent to a mere 0.1%—that’s one-tenth of one
percent—of the $21T U.S. economy, according to
Tom Porcelli, chief U.S. economist at RBC Capital
Markets, LLC.

e China’s retaliation is more strategic and political
than economic. China is also applying psychological
pressure. It countered the 10% tariff in two areas
near and dear to Trump, by suspending agriculture
purchases from the U.S. and allowing its currency
to weaken. In our assessment, there is no path to
Trump’s re-election without the farm states; we
presume Chinese leaders understand this.

But here again, this move is unlikely to have a
noticeable impact on the U.S. economy. Agriculture
exports to China plunged by 54% from 2017 to 2018
due to previous tariffs, and yet the U.S. economy
kept growing. For all of 2018, U.S. agriculture exports
to China were less than a fraction of one percent

of GDP. So we believe the broader economy can
absorb further declines, although, unfortunately, the
Chinese restrictions will continue to constrain some
agriculture producers and farm states.

¢ The “currency manipulator” designation is
symbolism over substance. For the first time in 25
years, the U.S. Treasury Department has designated
a major trading partner as a “currency manipulator.”
This fans the trade dispute flames and has already
sparked “currency war” rhetoric, but it is unlikely
to have much practical impact in the near term, in
our view. This designation will prompt the U.S. to
negotiate currency issues with China or pursue its
case with the International Monetary Fund. The U.S.
already has many tariffs and restrictions on China,
and some of the penalties prescribed for currency
manipulators don’t apply to China.

Treasuries flashing caution; other indicators
not so much

We continue to view market-based and economic
indicators as the best guides of long-term equity market
performance.

As the 10-year Treasury yield plunged 35 basis points
over four trading sessions to 1.71% on Monday, part of
the Treasury yield curve became more inverted, with

short-term yields creeping higher than long-term yields
by a greater magnitude. Recession risks have risen by
this measure.

However, our other major U.S. recession indicators
have yet to flash red or even yellow. Employment

data, leading economic indicators, and the level of
manufacturing new orders versus inventories are still
signaling that GDP growth should persist for at least
the next 12 months. In addition, consumer spending

is elevated, confidence is high, and wages have been
rising at a healthy clip for more than a year. This is
notable because consumer spending drives almost 70%
of U.S. economic activity.

One of our overriding concerns is that the longer the
trade dispute persists, the higher the risk that consumer
and business confidence will erode, which could shift
the investment landscape.

It’s fundamental

Aslong as trade tensions don’'t heat up to the degree
that a global or U.S. recession becomes a credible
threat, we think the equity market can work through
this volatile period.

Corporate fundamentals are relatively stable with S&P
500 earnings growing slightly in the first half of the
year on top of torrid growth in 2018. We think modest
earnings growth will persist in the second half. We
expect revenue growth to register in the mid-single-
digit range in 2019, a respectable level on top of 8%
growth last year. U.S. profits and revenues don't rise in
straight lines during expansion cycles, so we are not
unduly troubled by slower growth rates this year.

The S&P 500 price-to-earnings ratio is somewhat
elevated at 16.3x RBC Capital Markets’ 2020 earnings
estimate of $175 per share, but it is not so high that it
would preclude gains.

While heightened vigilance is warranted, we believe

it’s too early to become overtly risk averse by reducing
overall equity exposure much lower than the long-term
strategic recommended level. Accordingly, we continue
to recommend a Market Weight or benchmark position
in U.S. equities.
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