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Shock absorption?

Kelly Bogdanova — San Francisco

While stock markets remain on a road littered with potholes, a confluence of catalysts has facilitated a forceful
rebound. We size up the bounce in global equities, but we caution that this is no time to be complacent as plenty
of uncertainties and risks could shake markets.

Most equity markets have rallied substantially since Mar. 23, the Equity indexes have recovered some of their lost ground
day many country and global indexes hit a low point. Since Index performance since the MSCI All-Country World Index peaked
then, the S&P 500 has jumped 25.1 percent, while Canada’s on Feb. 12, 2020
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But this is no time to be complacent about market risks, of
which there are many. We continue to believe it is appropriate
to hold equities at the Underweight level in portfolios—this is
below the long-term strategic recommended level. The strength
in equity markets allows those who are not yet Underweight to
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reposition portfolios.
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glimmers of light have started to shine through, boosting equity
markets in the past few weeks:

o The spread of COVID-19 infections has eased in the U.S.,
Canada, and Western Europe. The daily number of deaths
has declined in some of the hardest-hit areas, such as Italy,
Spain, and New York.

o There are signs that some parts of major economies—
whether it be in certain regions or a limited number of
industries—could begin the process of opening up in weeks
rather than months.

¢ The historic $2.3 trillion in lending and bond purchase
facilities recently announced by the Federal Reserve to shore
up and support the credit market, including high-yield debt,
was well received by equity markets. It removed the risk of an
imminent credit crunch. Furthermore, market participants
realize the Fed still has more arrows in its quiver.

¢ The OPEC+ deal to significantly cut oil production by 9.7
million barrels per day removed a potential negative from
the crude oil and equity markets. Of course, the oil market
remains quite weak due to the collapse in demand caused
by COVID-19 shutdowns, but at least major oil-producing
countries can begin the process of whittling down supply.

Understanding what this rally is

While the catalysts that drive bear market rallies differ
dramatically from one bear market to the next, it’s interesting
that the magnitudes of the rallies are similar.

For example, during this COVID-19 crisis, the S&P 500 climbed
27.2 percent from Mar. 23 through Apr. 14, its recent high point.

During the bear market associated with the bursting of the
tech bubble and 9/11 attacks, the S&P 500 rallied between
19.0 percent and 21.4 percent on three separate occasions,
according to Bloomberg.

During the global financial crisis bear market, the S&P 500
staged two big rallies less than one month apart in late 2008.
The first was an 18.5 percent move, followed by a separate 24.2
percent run.

Such moves provided opportunities to reposition portfolios
until the full bear market cycles were flushed out of the system.

Potholes await

Despite the glimmers of hope and the slower pace of negative
news lately, there are still a number of risks facing this
COVID-19 bear market:

o The stream of negative economic data has only just begun.
We believe market participants are bracing for record-
breaking or near-record-breaking declines in a host of data
in a number of countries, and for deep (and brief) recessions

in major economies. A lot of bad news is already factored
into markets. But it’s not yet clear if market participants are
underestimating (or overestimating) the magnitude and
duration of the economic retrenchments. Perhaps even more
importantly, it is not yet clear whether they are gauging the
recovery trajectories properly.

» The process to open up major economies is not without
complications and health risks. Increasingly, business
groups and some elected officials are calling for mass
“testing, testing, testing” as a key requirement to get things
moving again, but COVID-19 and antibody testing are not yet
widespread in the U.S. and many other countries.

o The start of Q1 earnings season so far has revealed what
market participants know—there is a lot of uncertainty
about what Q2 earnings and beyond will look like. The 2020
Refinitiv I/B/E/S consensus estimate for the S&P 500 of
$142 per share has fallen meaningfully, and we think it will
continue to push lower. RBC Capital Markets recently cut its
2020 estimate to $135 per share, but there are downside risks
to this estimate if the presumed economic rebound in the
second half of the year is muted or pushed back.

o There is anecdotal evidence that many institutional investors
are looking past the earnings valley of 2020, and ahead to
2021. This makes sense given equities should be valued on a
multiyear stream of profits, not just on earnings for a couple
of quarters or one year. But the view of 2021 is cloudy at this
stage given the lingering risks associated with the opening up
of major economies and the spread of the virus. Will there be
additional COVID-19 outbreaks in the months ahead or next
year? RBC Capital Markets has penciled in $153 per share for
the S&P 500 for 2021, and this estimate is dependent on any
changes in the economic landscape.

Biding our time

We think the lingering uncertainties argue for keeping some
powder dry, and holding equities at the Underweight level in
portfolios.

In the near term, markets have to contend with weak economic
data, a difficult Q1 earnings season, and uncertainties
associated with unwinding mass quarantines. Over the longer
term, we expect major economies and corporate profits to
bounce back.

April 16,2020 | RBC Wealth Management
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Ben Graham, CFA — Minneapolis

¢ U.S. equity markets have shown a wide divergence in
performance thus far this week with the NASDAQ easily
outpacing all other indexes with its 4.6% gain. Both the
S&P 500 and Dow Jones are within 1% of last week’s closing
levels, and small caps continue to sharply underperform
given their decline of more than 5.5%. Sector strength was
most evident in Consumer Discretionary, greatly assisted
by Amazon.com’s near 20% weekly gain. Health Care and
Tech stocks also showed relative strength against the major
indexes. Sector weakness was clear in the most cyclical
sectors, as Energy, Financials, and Materials all declined at
least 5%, as did Real Estate.

o Amuch anticipated earnings season kicked off this week
with JPMorgan and UnitedHealth headlining the banking
and Health Care releases. A common theme so far,
particularly for the banks, has been to deliver revenues
at or above the levels seen in Q1 2019 with bottom-line
earnings per share well below those reported a year ago.
In the Financials sector, this is related to banks increasing
their loan loss reserves—money put away now and
earmarked for possible losses later—in advance of a likely
2020 recession. The 10 S&P 500 banks that have reported
results thus far have increased reserves by $23.5 billion
in aggregate this quarter alone. Specifically as it relates
to JPMorgan, the company increased its reserves by $6.8

billion and has positioned itself for an approximate 25% GDP

contraction in Q2 with 10%-plus unemployment. JPMorgan
is not alone in this reserve-building trend, but it is the only

NASDAQ outperforms S&P 500 as value lags growth
Month-to-date performance
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company to highlight specific GDP and unemployment
levels that it is currently prepared for.

o Economically speaking, unemployment claims continue

their rapid climb despite a modest deceleration in

the pace. After last week’s increase of 6.6 million new
unemployment claims, this week saw an increase of 5.2
million, bringing the total number of new claims since March
began to 22.5 million. The very slender silver lining in the
data is that unemployment is now in the second consecutive
week of declining new claims after the 6.9 million mark two
weeks ago and this week’s report was actually better than
consensus forecasts of 5.8 million.

w

Arete Zafiriou & Ryan Harder — Toronto
o COVID-19 and efforts to contain it disrupted Canadian

business operations last month, and the March jobs report
showed employment falling by 1.01 million. Notably, this
includes 644,000 people who left the labor force—those who
are not employed, but who are also not actively searching
for a job. Accommodation and food services industries

were hit the hardest, followed by the information, culture,
and recreation industries. For reference, since 1976, the
largest previous decrease in nonfarm payrolls month-
over-month was 125,000 in January 2009. RBC Economics
expects the April jobs report to show even greater losses,
given another 3 million people reportedly applied for jobless
benefits after the March survey period.

o The Bank of Canada (BoC) significantly increased

its stimulus to the Canadian economy this week by
launching a new Corporate Bond Purchase Program
(CBPP) and Provincial Bond Purchase Program (PBPP).
Most provinces, which are seeing increased strains on
healthcare spending while enduring substantial tax revenue
declines, have seen their borrowing costs increase as the
spread on provincial bonds relative to federal bonds had
roughly doubled in the weeks leading up to Wednesday’s
BoC meeting. With stated maximums of CA$50 billion
(provincial) and CA$10 billion (corporate), the programs
follow similar initiatives from the U.S. Federal Reserve,
which has been purchasing corporate bonds, ETFs, and
even some high-yield bonds for weeks. Provinces and
corporations have already seen conditions improve on
the back of the news, with provincial and corporate credit
spreads tightening by 20 basis points or more by the end of
day Wednesday. Because banks are already receiving unique
consideration from the BoC, their bonds are excluded from
the CBPP, as are any securities rated below BBB.

April 16,2020 | RBC Wealth Management
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Frédérique Carrier & Thomas McGarrity, CFA — London

¢ While lockdown conditions are widely expected to be
extended in the UK, a number of continental European
countries (Germany, Spain, Austria, and Denmark)
are starting to roll out the relaxation of containment
measures. More easing will require reliable testing and
monitoring so as to manage a potential second and third
wave of infections. Full easing will likely only come when
vaccines are available, in the spring of 2021 at the earliest
according to health experts.

« In an attempt to quantify the impact of COVID-19 on the
European economy, RBC Capital Markets has modeled
five scenarios with varying durations of full lockdowns and
post-lockdown social distancing measures. The most likely
scenario (40% probability), in its view, has lockdowns in
place until the end of May, with social distancing continuing
from June to September, after which the economy would
return to 97% of potential. Its base-case scenario is the
weighted average of the five scenarios, which range from the
above to two that take into account the possibility of a second
wave of the epidemic. This base case points to euro area
GDP contracting by 13.6% y/y in 2020 and then bouncing
back by 15.1% in 2021.

o The consensus currently expects continental European
earnings to decline by 13.5% y/y in 2020. We believe this
is much too optimistic given the high proportion of cyclical
companies in the MSCI Europe ex UK Index—the actual
earnings contraction is likely to be a multiple of that. As Q1
earnings season starts in earnest, few companies have felt
bold enough to issue guidance for full-year 2020. But more
than earnings themselves, we believe investors should focus
on balance sheet quality, as well as the ability of companies
to generate cash flow or have enough liquidity to survive the
upcoming months of subdued economic activity.

S
Jasmine Duan — Hong Kong & Nicholas Gwee, CFA — Singapore

o Asia Pacific equity markets have traded mostly higher
during the week, led by New Zealand and Taiwan. New
Zealand has seen a slowdown in the spread of COVID-19
and there are signs that the government may partially lift the
country’s lockdown as early as next week. Taiwan reported
no new cases of COVID-19 for the first time in more than a
month on Apr. 14, in the latest sign that the island's early and
effective prevention methods have paid off.

Asian equities rally in April, but lag the U.S.
Month-to-date performance
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« The People’s Bank of China stepped up its accommodative

monetary policy by lowering one-year medium-term
lending facility loans to financial institutions to a record-low
rate of 2.95% and reducing the amount banks must hold as
reserves by around $28 billion. Observers believe the easing
moves were in preparation for a series of potentially very
weak economic data due to be released soon. Elsewhere,
new home prices in China rose 0.13% m/m in March as
pent-up demand after a period of restrictions during the
height of the country’s COVID-19 epidemic supported
sales. Despite the uptick, we believe it remains to be seen if
there will be a full rebound in home prices, as the Chinese
leadership continues to discourage home speculation and
risks remain that some provinces may have to shut down
again should there be a second surge in virus cases.

The Global Portfolio Advisory Committee has downgraded
Japan equities from Overweight to Market Weight. The
Committee is of the view that Japan equities will likely

trade in ranges in the short-to-medium term. While the

Abe administration and the Bank of Japan have weighed

in with unprecedented measures to support the economy
and the financial market, sustainable upside is unlikely at
least until COVID-19 is contained in Japan. As highlighted

in the previous Global Insight Weekly, we expect the state of
emergency (which has since been extended to the entire
country) to drag Japan into a deeper recession in 2020.
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