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European Union: Cohesion amid adversity
Frédérique Carrier – London 

The Russian invasion of Ukraine puts lives and livelihoods at risk. It may also have consequences 
for the global economy. We focus on how it could impact Europe’s recovery and look at some of the 
profound policy changes taking place in the EU as a result of the war, with an eye to positioning 
European equity investments.

Higher inflation, lower growth 
The conflict appears likely to push stubborn inflation even 
higher and dent growth in many countries around the 
globe, but it could affect Europe more than most. 

The biggest impacts, in our view, are likely to take the 
form of commodity prices being greatly elevated for 
longer, and supply chains—which had shown tentative 
signs of improvement earlier in the year—facing new 
stresses, given that Russia is a major provider of essential 
metals and agricultural resources.

Eric Lascelles, RBC Global Asset Management’s chief 
economist, estimates the conflict could drive U.S. inflation 
measured by the Consumer Price Index to 8.5 percent, 
up from the 7.5 percent previously penciled in. An even 
longer period of higher inflation would increase the risk of 
inflation expectations becoming stuck at a higher level, in 
his view. 

Lascelles estimates tentatively that a scenario of 
moderately elevated commodity prices and depressed 
demand due to the conflict could subtract 0.2 percent to 
0.5 percent from global growth, bringing his U.S. growth 
estimate down to 3.1 percent for 2022. 

Europe is particularly vulnerable to these disruptions 
because it imports close to 40 percent of its natural gas 

and 25 percent of its oil from Russia, though the level of 
dependence varies from country to country. 

With the caveat that estimates are highly changeable 
given the fluidity of the situation, Lascelles assesses the 
potential impact on European growth to be on the order 
of 0.7 percent of GDP, bringing his GDP growth forecast 
for 2022 down to three percent—still above the historical 
average. The region ended 2021 with particularly strong 
momentum, some of which is likely to spill over into spring 
and summer economic activity. But a higher inflation 
outlook is likely to hurt household wallets in Europe 
eventually, despite government support. To a lesser 
extent, a reduction in European exports to Russia, which 
represented 0.6 percent of regional GDP in late 2021, 
would also weigh on growth.  

Europe faces the potential loss of Russian 
energy supplies
A worst case scenario, which is less likely in our view, 
would be for Russia to entirely shut off its energy taps 
to Europe. This would have a larger impact, with global 
growth likely taking a one percentage point hit and 
European growth falling by as much as two percentage 
points, according to Lascelles. 
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Europe could cope with these new circumstances for a 
time by tapping regional and national strategic reserves, 
importing more natural gas, and possibly imposing mild 
measures to cap demand such as limiting some industrial 
gas uses. Most EU members should then be able to make 
it to next winter without severe shortages. 

Living without Russian gas for a longer period of time 
could prove challenging, as long-term supply contracts 
often limit the flexibility of producers to redirect large 
volumes of gas to new buyers. Some suppliers outside of 
Russia are also already producing and exporting at full 
capacity. 

An extreme disruption in the supply of energy would 
increase the risk of a recession in Europe.

Central banks face a policy quandary
For central banks, the higher inflation outlook is 
problematic. They now need to balance the risk of higher 
inflation against the risk of lower growth. 

We believe most should recognise that the geopolitical 
situation warrants caution, and may slow the pace of 
policy normalisation, including rate hikes, over the next 
few months. The dilemma could be most acute for the 
European Central Bank (ECB).

RBC Capital Markets now expects the ECB to postpone 
the announcement of the end of its Asset Purchase 
Programme by six months, to September, and to increase 
interest rates only in 2023 instead of later this year.    

Profound transformations in the EU
In the face of this adversity, profound transformations are 
taking place in the regional bloc. Regional cohesiveness 
has increased, and attitudes towards fiscal rectitude are 
relaxing.  

The war has brought member countries closer together. 
The decision by German Chancellor Olaf Scholz to 
approve the export of lethal weapons to a conflict 
zone for the first time since World War II is a notable 
development which could enable more coordination at 
the EU level. The threat of external aggression may also 
shift the balance towards a greater tolerance for decision 
making at the EU level rather than at the national level. 

The war also appears to be reducing the appeal of euro-
skeptic political parties, both from the extreme right and 
extreme left, which have at times cited Putin as a role 
model. This reduces the risk of an anti-EU government 
being elected in France or Italy (French elections will take 
place in April), and likely channels the political winds 
more firmly towards the centre. 

Importantly, we think Germany abandoning its long-held 
preference for reining in fiscal deficits should diminish 
tensions within the bloc, where limiting national deficits 
to three percent of GDP has been a thorny issue for 

years. German Finance Minister Christian Linder is now 
advocating for increased defense spending representing 
2.7 percent of his country’s GDP, with further increases 
possible thereafter. A more constructive tone from 
Germany, long a fiscal hawk, suggests a review of EU 
fiscal policy—a key topic under discussion this year—
could result in a more accommodative stance on what 
constitutes an acceptable level of budget deficit, as 
opposed to a fiscal policy straightjacket. 

The green transition in a holding pattern
The transition towards cleaner and greener energy 
policies, a key regional focus, may well stall in the 
short term as a result of the conflict. On the one hand, 
Germany’s advocacy for a more rapid build-up of 
renewable capacity as an investment in “freedom” from 
Russian energy dependence (and, by extension, Russian 
influence) as well as its decision to bring forward its goal 
of 100 percent green power to 2035 from 2040 represent 
a strategy likely to be copied by other countries. On the 
other hand, coal-burning power plants could be revived 
and the closure of German nuclear plants might be 
postponed as short-term measures to reduce dependence 
on Russian energy. Nonetheless, the decarbonisation 
push remains an area where Europe stands out relative to 
other regions, given it is home to numerous leading global 
companies that should be well positioned to benefit from 
the pickup in green spending this decade.

Maintaining our regional Overweight
Despite a more complicated outlook for the region as a 
result of the war, and inevitable volatility in the short to 
medium term, we continue to suggest holding a modest 
Overweight position in European equities. So far in 
2022, the MSCI Europe ex UK Index is down more than 
11 percent in local currency terms, leaving it trading on 
14x its 12-month forward earnings, a steeper-than-average 
discount to the U.S. on a sector-neutral basis. This low 
valuation suggests the severity of the situation and the 
upcoming downgrade in growth forecasts have largely 
been discounted in the price. 

In addition, we think recent developments in the region—
including increased cohesion as expressed by the 
EU’s swift action on sanctions, Germany’s foreign and 
fiscal policy U-turns as well as its possibly more lenient 
approach to EU fiscal rules, and decreased concerns that 
anti-EU political forces could prevail in a large country—
all point to reduced tensions within the bloc. We think 
the changes lower the risk of a potential EU breakup, 
and increase the likelihood of more fiscal support for the 
regional economy. These profound transformations could 
contribute, in time, to reducing the valuation discount 
historically attributed to the region. 
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UNITED STATES

Ben Graham, CFA – Minneapolis

 n As the Russia-Ukraine conflict ages into its second 
week, U.S. equities are on track for modest losses 
as of intraday trading on Thursday, Mar. 3. Small caps, 
as measured by the Russell 2000, are positioned for 
weekly leadership thus far, with the Nasdaq and Dow 
Jones Industrial Average each lagging slightly. Growth is 
outpacing value this week, as of midday trading, despite 
Energy continuing to rally and lead the market as Russian 
oil supply is perceived by some key market participants 
to be at risk of declining due to the indirect consequences 
of the current central bank sanctions and selective SWIFT 
actions, according to the RBC Capital Markets commodity 
team. Treasury yields have moved modestly higher 
after sharp declines to start the week, while the spread 
between corporate interest rates and government interest 
rates is near its widest level since November 2020. This 
widening spread is indicative of increased business and 
cycle risk, likely as a function of both geopolitical tensions 
and rising inflation in the U.S.

 n As of midday trading on Mar. 3, sector leadership in 
recent weeks and months can be found clearly in Energy, 
as well as Utilities and Consumer Staples, as these 
sectors have held nearest to their 52-week highs. In fact, 
Energy has actually set new 52-week highs this week 
as oil prices soar on geopolitical tensions. Meanwhile, 
Consumer Staples and Utilities remain close to their 
highs as investors position portfolios defensively. 
The worst performance is evident in Communication 
Services, which is nearly 20% lower than its 52-week 
high. Company-specific missteps and the relative growth 
orientation of the sector are the primary drivers. Other 
sectors that have pulled back the most from recent 
highs include Consumer Discretionary and Information 
Technology where the growth orientation and the nature 
of the impact of inflationary pressure on these sectors act 
as headwinds.

 n The weekly initial unemployment claims report 
showed that the U.S. economy saw fewer filings than 
expected with the announced 215,000 coming in below 
the consensus estimate of 229,000. Manufacturing 
activity was also stronger than anticipated with 
this week’s release of February’s ISM Manufacturing 
Purchasing Managers’ Index data registering 58.6, higher 
than expectations at 58.0 and indicative of an ongoing 
economic expansion. 

CANADA

Luis Castillo & Simon Jones – Toronto

 n After being anchored at the lower bound since March 
2020, and despite heightened geopolitical tensions, the 
Bank of Canada (BoC) has followed through with a 
25 basis point hike to its policy rate. Canada’s strong 

economic growth in Q4 2021 was cited in the BoC’s 
statement as confirmation that the economic slack 
experienced in the early phases of the pandemic has now 
been absorbed. The statement also included comments on 
the conflict between Russia and Ukraine, which the bank 
cites as a “major new source of uncertainty,” adding to 
inflationary pressures around the world. Canada’s latest 
inflation print of 5.1% for the month of January was in line 
with BoC expectations, but the bank now sees inflation 
climbing higher in the near term than previously expected. 

 n It has taken nearly two years, but real GDP in Canada 
has returned to pre-pandemic levels. Economic growth 
finished on a strong note in 2021, expanding 1.6% in Q4, 
bringing total GDP growth for the year to 4.6%, according 
to Statistics Canada. The household savings rate fell to 
6.4% during the quarter, down from 9% in Q3, due to a 
combination of higher household consumption and lower 
disposable income. Although it remains well above the 
pre-pandemic level of 2.7%, a continued deterioration in 
the savings rate could begin to weigh on consumption as 
the year progresses. The most surprising aspect of this 
release, however, was the preliminary GDP estimate 
for January, which showed the economy expanded 0.2% 
m/m, despite the introduction of various public health 
restrictions. If this rate of growth were to prove correct, 
it would indicate that the economy was more resilient 
throughout the omicron wave than originally anticipated.

EUROPE

Rufaro Chiriseri, CFA & Thomas McGarrity, CFA – London

 n Since last Thursday’s open (Feb. 24), when the Russian 
government sent troops into Ukraine, the STOXX Europe 
600 Index is down 3.6%; however, the dispersion of 

 U.S. equity moves off of 52-week highs 

Source - RBC Wealth Management, FactSet, data through 9:45 am ET 3/3/22

Index % off 52-week high

Industrials -5.9%

Consumer Discretionary -15.9%

Consumer Staples -2.2%

Health Care -6.8%

Financials -8.2%

Real Estate -11.2%

Information Technology -12.5%

Communication Services -19.2%

Utilities -4.4%

Energy -0.6%

Materials -7.8%

S&P 500 -8.5%

Dow Industrials (DJIA) -7.8%

Nasdaq -14.9%
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performance under the surface has been very wide. 
Basic Resources has been the best-performing subsector, 
up 6.3%, as metal commodity prices rallied on heightened 
supply concerns, as well as signs of healthy demand from 
China. 

 n Energy has also outperformed, up around 5% at 
the subsector level. While traditional energy stocks 
have generally outperformed, with the exception of 
those companies that have higher exposure to Russia, 
renewable energy stocks have seen sharp share 
price gains owing to the intensifying energy security 
concerns that have emanated from this crisis. We believe 
this seems likely to further fast-track Europe’s clean 
energy shift.  

 n Non-commodity cyclicals have borne the brunt of 
the selloff, particularly autos and banks. With regards 
to the latter, the equity risk premium attached to bank 
equities’ valuations tends to move rapidly, to reflect 
heightened uncertainty and increased risks. The key 
risks to the European banks relate to: (1) a slowdown 
in economic growth; (2) reduced interest rate hike 
expectations for 2022; and (3) banks’ direct and indirect 
exposure to Russia. On the latter, European banks’ direct 
aggregate exposure to Russia is small, equivalent to 0.7% 
of total claims, according to the Bank for International 
Settlements. However, some banks, such as Société 
Générale and UniCredit, have a higher exposure. The 
former has estimated a capital impact of around -50 
basis points in a “potential extreme scenario” from its 
direct exposure. We expect banks’ share prices will likely 
continue to be volatile in the near term. 

 n There is now a clear divergence in central bank policy, 
with the European Central Bank likely to delay raising 
interest rates, whereas the market expects the Bank 
of England (BoE) to raise interest rates by 0.25% this 
month, albeit with some notable caution. The BoE has 
to contend with possible “upside surprises on inflation” 
against the backdrop of Russia’s invasion of Ukraine, 
which upends the growth outlook. A BoE Monetary Policy 
Committee member noted the risk of inflation becoming 
“embedded” as companies and employees expect 
wages to rise by about 5% this year. These inflationary 
pressures will likely outweigh the geopolitical concerns 
at the BoE’s upcoming policy meeting on Mar. 17, in our 
view. 

ASIA PACIFIC

Jasmine Duan – Hong Kong

 n Asian markets fluctuated during the week on the 
back of a series of factors, including talks between 
Russia and Ukraine, a surge in commodity prices, and 
expectations of a Fed rate hike. Companies ranging from 
energy players, infrastructure builders, and smartphone 
manufacturers to automakers have announced their 

businesses may be affected by the Russia-Ukraine war. 
Among smartphone manufacturers, Xiaomi (1810 HK) and 
ZTE (763 HK) had the highest exposure to Russia and 
Ukraine by percentage of sales in 2021. For automakers, 
Hyundai Motor (005380 KS) and Kia Corporation 
(000270 KS) had a combined 23% market share in Russia 
as of the end of 2021. 

 n Guo Shuqing, chairman of China’s banking regulator, 
the China Banking and Insurance Regulatory 
Commission, signaled that he’s comfortable with 
moves being seen in home prices during the industry 
slowdown—as long as they aren’t too extreme. Guo’s 
remarks signal that authorities are sticking to their line 
that homes are for living in, rather than speculation. 
But officials recently also tweaked some policies, 
including cutting mortgage down payment ratios in 
some cities. We think more policy relaxation is likely to 
be announced after the “Two Sessions” (the concurrent 
annual meetings of the National People’s Congress and 
Chinese People’s Political Consultative Conference) in 
early March. In addition, Guo said Ant Group Co. and 13 
other fintech platforms have yet to complete rectifications 
ordered by the government, but overall progress has been 
“smooth.”

 n Hong Kong’s Purchasing Managers’ Index (PMI) 
plunged to 42.9, the lowest level since April 2020. New 
orders and output also hit their lowest points since April 
2020. The PMI signals a worsening in the economy as 
new COVID-19 cases surge and Hong Kong braces for a 
citywide lockdown, likely during compulsory testing of 
the entire population in March. According to a Bloomberg 
survey of economists, gross domestic product is expected 
to contract 1% in Q1 2022. 

Performance of top five and bottom five subsectors 
since Russia’s invasion of Ukraine
STOXX Europe 600 Index
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Source - RBC Wealth Management, Bloomberg; data through 3/3/22
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Equities (local currency) Level MTD YTD 1 yr 2 yr

S&P 500 4,386.54 0.3% -8.0% 13.3% 41.9%

Dow Industrials (DJIA) 33,891.35 0.0% -6.7% 8.0% 26.9%

Nasdaq 13,752.02 0.0% -12.1% 2.9% 53.6%

Russell 2000 2,058.87 0.5% -8.3% -7.7% 35.6%

S&P/TSX Comp 21,255.64 0.6% 0.2% 15.4% 28.4%

FTSE All-Share 4,134.87 -0.6% -1.7% 9.6% 11.5%

STOXX Europe 600 446.33 -1.5% -8.5% 8.0% 18.7%

EURO STOXX 50 3,820.59 -2.6% -11.1% 3.0% 14.4%

Hang Seng 22,343.92 -1.6% -4.5% -23.2% -15.0%

Shanghai Comp 3,484.19 0.6% -4.3% -0.7% 17.3%

Nikkei 225 26,393.03 -0.5% -8.3% -10.3% 23.7%

India Sensex 55,468.90 -1.4% -4.8% 10.3% 45.4%

Singapore Straits Times 3,244.40 0.1% 3.9% 9.1% 7.9%

Brazil Ibovespa 115,173.60 1.8% 9.9% 3.3% 8.0%

Mexican Bolsa IPC 53,300.66 -0.2% 0.1% 16.7% 26.4%

Gov’t bonds (bps change) Yield MTD YTD 1 yr 2 yr

U.S. 10-Yr Treasury 1.846% 2.1 33.6 45.4 68.2

Canada 10-Yr 1.818% 0.5 39.2 48.7 71.7

UK 10-Yr 1.259% -15.1 28.8 57.2 85.3

Germany 10-Yr 0.027% -10.8 20.4 37.9 65.1

Commodities (USD) Price MTD YTD 1 yr 2 yr

Gold (spot $/oz) 1,929.02 1.0% 5.5% 11.0% 21.4%

Silver (spot $/oz) 25.25 3.3% 8.3% -5.7% 50.9%

Copper ($/metric ton) 10,194.25 2.8% 4.7% 10.6% 79.5%

Oil (WTI spot/bbl) 110.60 15.5% 43.7% 85.1% 136.6%

Oil (Brent spot/bbl) 112.93 11.8% 45.2% 80.1% 117.6%

Natural Gas ($/mmBtu) 4.82 9.5% 29.2% 69.8% 174.5%

Currencies Rate MTD YTD 1 yr 2 yr

U.S. Dollar Index 97.3850 0.7% 1.8% 7.3% 0.0%

CAD/USD 0.7911 0.3% 0.0% 0.0% 5.4%

USD/CAD 1.2640 -0.3% 0.0% 0.0% -5.2%

EUR/USD 1.1114 -0.9% -2.3% -8.1% -0.2%

GBP/USD 1.3397 -0.2% -1.0% -4.0% 5.0%

AUD/USD 0.7295 0.4% 0.4% -6.7% 11.6%

USD/JPY 115.5100 0.4% 0.4% 8.3% 6.6%

EUR/JPY 128.3800 -0.5% -1.9% -0.5% 6.4%

EUR/GBP 0.8296 -0.8% -1.4% -4.2% -5.0%

EUR/CHF 1.0232 -0.5% -1.4% -7.5% -4.2%

USD/SGD 1.3551 0.0% 0.5% 1.9% -2.5%

USD/CNY 6.3211 0.2% -0.6% -2.3% -9.2%

USD/MXN 20.6498 0.9% 0.6% 0.2% 6.5%

USD/BRL 5.1020 -1.0% -8.5% -9.9% 14.0%

Equity returns do not include dividends, 
except for the 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 con-
vention (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 0.79 means 1 Canadian 
dollar will buy 0.79 U.S. dollar. CAD/USD 
0.0% return means the Canadian dollar 
return is even with the U.S. dollar return 
year to date. USD/JPY 115.51 means 1 
U.S. dollar will buy 115.51 yen. USD/JPY 
0.4% return means the U.S. dollar rose 
0.4% vs. the yen year to date.

Source - Bloomberg; data as of 3/2/22 market close
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Fixed income (returns) Yield MTD YTD 1 yr 2 yr

U.S. Aggregate 2.42% -0.6% -3.9% -3.2% -2.1%

U.S. Investment-Grade Corp 3.19% -0.9% -6.1% -4.0% -1.6%

U.S. High-Yield Corp 5.65% 0.0% -3.7% 0.4% 9.8%
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