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A week for the record books

Thomas Garretson, CFA — Minneapolis

The correction that seemed to hit stocks at warp speed has investors once again looking to central banks to save
the day. But as markets increasingly expect a flurry of further Fed rate cuts, already low Treasury yields are only
moving to new record lows.
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After conducting a stress test based on coronavirus risks, RBC
Capital Markets now estimates the downside risk to S&P 500
earnings in 2020 is at $170 per share, which is $2 lower than it 4 Some perspective on the U.S.’s coronavirus correction
estimated before the virus started spreading outside of China.
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Regardless, revenues and earnings of S&P 500 companies as
awhole are actually more domestically-geared than a lot of
major indexes outside of the U.S. So much of the impact on S&P
500 companies will come down to whether the spread of the
virus is contained domestically, and how well U.S. economic
fundamentals hold up.

Stock market developments significant, bond market
developments historic

And if that’s not enough for investors to process, the risk-off
sentiment, the flight to safety, and the subsequent expectations
for global central banks to take action in the form of interest
rate cuts have taken U.S. Treasury yields to all-time record lows.
The benchmark U.S. 10-year Treasury yield, off of which much
of the financial universe is priced in some way, shape, or form,
has traded as low as 1.24 percent, having opened the year at
nearly 2.0 percent. Globally, the entire German government
yield curve is back below zero percent, and the global stock of
negative-yielding debt is once again on the rise, nearing $14
trillion.

Global central bank easing in 2019 was supposed to set the
stage for a steadier 2020. With that now off the table, what
might the central bank response be to the economic risks from
the coronavirus, and do they even have the right tools?

No half measures

Amidst a global crisis, investors are once again looking to
global central banks to save the day. Unfortunately, they are
likely to find that not only is monetary policy not the right tool
in the face of potentially sharp declines in global demand and
disruptions in global supply chains caused by the coronavirus,
but most banks simply have limited room to act. Europe? The
European Central Bank (ECB) policy rate is still -0.50 percent.
The UK? Just 0.75 percent. China has been the most aggressive
in boosting lending and adding stimulus for local businesses,
but lacks the power to boost global demand.

Which leaves the Federal Reserve. Though historically low,
the Fed’s policy rate remains relatively high at 1.75 percent,
and markets are pricing that the Fed will need to be the bank
to provide the support. As the chart shows, markets are now
expecting three full rate cuts this year to a range of 0.75 percent
to 1.00 percent, with a 50 percent chance that the Fed cuts a
total of four times. In terms of timing, the market now expects
that the Fed will deliver at least one rate cut at the Mar. 18
meeting. However, the bigger issue, we fear, is that the Fed
may be past the stage of policy “mid-cycle adjustments” and
“insurance cuts.” At this stage, a return to the zero percent

to 0.25 percent range may be the only option to provide the
necessary backstop and economic boost.

The market now expects three Fed rate cuts this year
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Regardless, in the face of elevated uncertainty, cheaper money
through the channel of lower rates likely isn’t the answer to
countering the negative economic impacts of the coronavirus;
however, central bank policy can still serve to boost economies
and markets via the sentiment channel. Though central banks
may harbor doubts about the efficacy of lower interest rates,
they will have little choice but to act if sentiment remains weak.

The answer, of course, is fiscal stimulus, and we look for
some governments to move aggressively should the situation
continue to deteriorate. China already is.

Low yield contagion

In the U.S,, record low Treasury yields are an unwelcome
sight for investors already struggling to find income, but the
question is still, how low can they go? Despite the coronavirus
being a global risk, U.S. yields are actually falling faster than
their global counterparts. But this is actually not a new
phenomenon, U.S. yields have been converging with global
yields at a steady pace since the end of 2018.

And it’s an easy story to tell. In 2011, the ECB began cutting
rates, eventually moving into negative territory as the economy
struggled. In the U.S., the Fed stayed patient, started raising
rates only in 2015, and then only gradually as the economy
continued to recover, allowing U.S. yields to open up a sizeable
gap to the rest of the world, as shown in the chart on the
following page.

Now at year 11 of the current business cycle, and as the fiscal
stimulus of tax reform fades, perhaps it’s no longer realistic to
expect the U.S. economy to so handily outperform the rest of
the world. It’s not outside the realm of possibility that the
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10-year Treasury yield joins much of the developed world What goes up, must come down

below one percent, or even closer to zero percent, based U.S. yields likely to close gap with global yields

simply on historical relationships. 3.0%

Gut check 2.5%

There’s simply little precedence for these types of events.

The best case is that the coronavirus fears fade as quickly as 2.0%

they appeared. But as long as the underlying U.S. economic 1.5%

fundamentals remain intact, we still anticipate most equity

markets will finish the year in positive territory. Staying 1.0% ,\

invested is often the best strategy, and that is likely to ' i

remain the case. But more equity market volatility—in both 0.5% V

directions—and a period of consolidation could be in store in 0.0%

the months ahead.

This disease outbreak illustrates the benefits of diversification. 0:5%

While U.S. stocks are down 10 percent over the past week and 1.0%

have erased year-to-date gains, aggregate U.S. bond indexes are '95 '97 '99 '01 '03 '05 '07 '09 '11 '13 '15 '17 '19
up one percent. The classic 60/40 stock/bond portfolio is still

flat for the year. Investors didn’t really want to buy bonds with U.S. recession U.5.10Y: 1.27%
three percent yields, and they really didn’t want to buy them at — Global yield gap German 10Y: -0.54%

two percent yields, and they’ll likely wonder why they should Gap: 1.81%

even bother at one percent yields, but bonds still provide

25-year average

portfolio ballast in times of turbulence, and low yields can

Source - RBC Wealth Management, Bloomberg
move even lower.
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Ben Graham, CFA — Minneapolis

o U.S. equity markets are sharply lower in recent days as the
one-two punch of an uncontained coronavirus and the
recent evolution of the Democratic Party’s presidential
primaries act as a drag on stocks. For the week, the S&P
500 has declined 10.8% and entered correction territory with
the 12.2% retrenchment from intraday highs on Feb. 19. The
NASDAQ is down a similar amount while the Dow Jones
has held up “much better” with its 7.0% weekly decline. The
Russell 2000 is down 10.5% thus far this week and 11.7% from
its February high, while growth has held up better than value
across the U.S. equity universe.

« From a sector perspective, outperformance has only been
evident on a relative basis as the best-performing sectors
have merely declined less. Bond proxies and defensively-
oriented sectors have declined the least, with Consumer
Staples (-8.5%) the best weekly performer, followed by
Utilities (-8.7%) and Health Care (-9.3%). On the other end of
the spectrum, sectors most exposed to cyclical end markets
and the broader global growth narrative have seen the
poorest performance. Energy is the worst of the worst for the
week, down more than 16%, followed by Tech (-11.8%) and
Materials (-11.7%).

¢ In an attempt to measure the rapidity of the most recent
correction, we took a look at the worst 5-trading-day moves
since the current recovery began in mid-2009. Since the close

Silver lining: Markets have averaged 11.7% gains in the six
months after similar pullbacks
Worst 5-day returns for the S&P 500 since 2010

Feb. 2020 -11.7%
Aug. 2011 -13.0%

Aug. 2015 -10.9%

Feb. 2018 -8.5%

Source - RBC Wealth Management, FactSet; data through 2/27/20

on Feb. 20, the S&P 500 is down 11.7%, and there have only
been three similar periods in the last 10 years—February
2018, August 2015, and August 2011. The first was related
to liquidity, derivative, and volatility fears; the second to
fears of slowing global growth and rapidly falling oil prices
as a result of a slowing in the Chinese economy; while the
last was directly related to the European debt crisis and
fears of a global double-dip recession. The silver lining to
these experiences is the average return in the ensuing six
months was 11.7%, with all three periods delivering better-
than-average gains.

o While we view the coronavirus as modestly less material

than these two other experiences, it is worth noting that the
backdrop behind U.S. equities was primed for a correction
in a way that neither of the other periods were. As of their
recent highs, S&P 500 valuations—as measured by the next-
twelve-month (NTM) price-to-earnings (P/E) ratio—had
exceeded the January 2018 levels and reached highs for the
current expansion. The S&P 500 was in fact trading at 19.0x
NTM earnings per share, well ahead of the 10-year average
P/E of 15.0x.

o Aslong as the underlying U.S. economic fundamentals

remain intact, we anticipate most equity markets will
finish the year in positive territory. But more equity market
volatility—in both directions—and a period of consolidation
could be in store in the months ahead. We would continue to
hold a Market Weight position in U.S. equities for investors
with a time horizon of 12 months or longer.

o)

Meika McKelvey — Toronto

« After blowing past initial coronavirus concerns, Canadian

risk assets, including equities and corporate credit,
followed global markets lower this week as the virus began
to spread more meaningfully outside of China and concerns
surrounding the global economic impact of the virus
escalated. The S&P/TSX Composite has fallen more than
6% over the last four trading days, while Canadian credit
spreads have widened out alongside U.S. spreads to their
highest levels of the year (albeit they remain near all-time
narrow levels).

» Continued weakness in activity indicators, combined with

other current “home grown” problems (notably the ongoing
rail blockades) as well as escalating coronavirus fears have
pushed rate expectations significantly lower from pre-
January Bank of Canada (BoC) meeting levels. Odds for a rate
cut at next week’s BoC meeting have risen to approximately
40%, while a 25 basis point cut is now fully priced in by April
and a second full cut is expected by September.

February 27, 2020 | RBC Wealth Management
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o The Canadian dollar has come under some significant
pressure this week as the broader coronavirus-induced risk-
off move has impacted both commodities and commodity
currencies. The Canadian dollar has fallen around 1.2%
against the U.S. dollar since the start of the week, while WTI
crude oil has fallen more than 10% over the same period to
a 12-month low of approximately US$46.8/barrel. Although
the full economic impact of the Covid-19 outbreak remains
unknown, it continues to resemble a giant pothole for the
energy market as curtailed demand conditions weigh
heavily.

e On Feb. 21, Canada closed out a relatively busy week for data
with the December retail sales release. With its most recent
dovish tone centered on the domestic growth slowdown
during the final weeks of 2019, the BoC'’s focus of late has
been on activity statistics. Retail sales volumes fell 2.1% from
Q3 2019, sitting close to flat on the month, as well as on a
year-over-year basis (up around 0.4%). This reading caps off a
poor year for the sector, and continues the story of sluggish
consumer spending despite labour income strength and
elevated consumer confidence.

8
-
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Thomas McGarrity, CFA & Blaine Karbonik, CFA — London

o European equity indexes entered into correction territory
as fears surrounding the coronavirus outbreak continue to
intensify. All the gains made by the STOXX Europe 600
Index since the beginning of November 2019 have been
wiped out. Since its peak on Feb. 19, the aforementioned
index has fallen just over 10%, led down by the travel &
leisure (e.g., airlines), basic resources (e.g., miners), banks,
autos, and oil and gas sub-sectors. Defensive sectors Utilities
and Real Estate outperformed but still fell 6.6% and 8.0%,
respectively. In the fixed income market, the yield on
German 10-year Bunds dropped below -50 basis points
on “safe-haven” demand, while credit spreads widened
marginally.

¢ Cyclical parts of the equity market, particularly luxury
goods and autos within the Consumer Discretionary sector,
as well as the Energy and Materials sectors, remain the
biggest areas of risk to earnings estimates in the short
term, in our view. However, this is already starting to be
reflected in share prices.

o Companies are beginning to quantify the expected
impact of the outbreak. For example, global brewing giant
Anheuser-Busch InBev is forecasting a 10% decline in
group profit in Q1 2020, while spirits group Diageo estimates
the negative impact on sales and operating profit to be
£225 million-£325 million and £140 million-£200 million,
respectively (approximately 3%-4% of total sales). Food and

beverage group Danone estimates €100 million in lost sales
in Q1 2020, mostly relating to its water business in China.

o The euro remains highly exposed to negative spillover
effects from the coronavirus, putting the expected growth
recovery for the euro area at risk, especially given the already
fragile state of the region’s manufacturing sector. Beyond
virus concerns, other headwinds cloud the outlook for the
currency, including trade deal negotiations with the UK,
persistently negative interest rates, and overhanging political
risks. In light of these challenges, we believe a cautious
outlook for the euro is prudent.

A\ \p}
Jasmine Duan — Hong Kong & Nicholas Gwee, CFA — Singapore

o Asian equity markets traded lower across the board this
week as investors are increasingly concerned about the
continuing spread of the Covid-19 virus outside of China.
The decline in Asia was led by Thailand, which suffered its
biggest drop in six years on Feb. 26 as the rising number of
confirmed coronavirus cases dimmed the outlook for a quick
rebound in tourism.

o China reported 29 deaths from the coronavirus epidemic
on Feb. 27, the lowest daily figure in almost a month, and a
slight uptick in fresh infections to 433. Beijing has pledged
further fiscal and monetary measures to help stimulate
an economic growth rebound. Senior officials from the
People’s Bank of China have highlighted that the economy
will likely pick up quickly after the coronavirus is contained
and stage a “V-shaped” recovery. According to a Bloomberg
report, (1) the daily coal burn at China’s six major coastal
power plants began to increase during Feb. 15-20, and
the pace is accelerating, although it remains 40% below last
year’s level, and (2) major manufacturing hubs reported
work resumption rates exceeding 50% over Feb. 15-17. We
believe economic activity is beginning to recover after a very
slow start to February, supported by various government
initiatives, and we expect a jump in the operating rate as the
14-day self-quarantine for workers who traveled during the
recent Chinese New Year holiday starts to lift.

o South Korea has the highest number of confirmed cases
outside of China at 1,595 with 12 fatalities. Authorities
identified a religious group in the southeastern city of
Daegu as being at the heart of the outbreak. Samsung
Electronics (005930 KS) temporarily shut down a factory
in South Korea that manufactures its new Galaxy Z Flip
smartphone after an employee tested positive for the
coronavirus. The Bank of Korea downgraded its 2020 GDP
growth forecast to 2.1% from 2.3% amid mounting evidence
of an economic hit from the outbreak, but unexpectedly kept
interest rates steady.

February 27, 2020 | RBC Wealth Management
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Source - Bloomberg. Note: 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 convention (CAD/USD is

the exception). Currency returns quoted in terms of the first currency in each pairing. Data as of 9:35 pm GMT 2/27/20.

Examples of how to interpret currency data: CAD/USD 0.74 means 1 Canadian dollar will buy 0.74 U.S. dollar. CAD/USD -3.0% return means the Canadian
dollar fell 3.0% vs. the U.S. dollar year to date. USD/JPY 109.69 means 1 U.S. dollar will buy 109.69 yen. USD/JPY 1.0% return means the U.S. dollar rose 1.0%

vs. the yen year to date.
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estimates have been removed due to applicable legal, regulatory or
policy constraints which may include when RBC Capital Markets is
acting in an advisory capacity involving the company.
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Risk Rating:

The Speculative risk rating reflects a security’s lower level of
financial or operating predictability, illiquid share trading volumes,
high balance sheet leverage, or limited operating history that result
in a higher expectation of financial and/or stock price volatility.

Valuation and Risks to Rating and Price Target

When RBC Wealth Management assigns a value to a company in a
research report, FINRA Rules and NYSE Rules (as incorporated into
the FINRA Rulebook) require that the basis for the valuation and
the impediments to obtaining that valuation be described. Where
applicable, this information is included in the text of our research
in the sections entitled “Valuation” and “Risks to Rating and Price
Target”, respectively.

The analyst(s) responsible for preparing this research report have
received (or will receive) compensation that is based upon various
factors, including total revenues of RBC Capital Markets, LLC, and
its affiliates, a portion of which are or have been generated by
investment banking activities of RBC Capital Markets, LLC and its
affiliates.

Other Disclosures

Prepared with the assistance of our national research sources.
RBC Wealth Management prepared this report and takes sole
responsibility for its content and distribution. The content may
have been based, at least in part, on material provided by our
third-party correspondent research services. Our third-party
correspondent has given RBC Wealth Management general
permission to use its research reports as source materials, but
has not reviewed or approved this report, nor has it been informed
of its publication. Our third-party correspondent may from time

to time have long or short positions in, effect transactions in,

and make markets in securities referred to herein. Our third-

party correspondent may from time to time perform investment
banking or other services for, or solicit investment banking or other
business from, any company mentioned in this report.

RBC Wealth Management endeavors to make all reasonable efforts
to provide research simultaneously to all eligible clients, having
regard to local time zones in overseas jurisdictions. In certain
investment advisory accounts, RBC Wealth Management or a
designated third party will act as overlay manager for our clients
and will initiate transactions in the securities referenced herein

for those accounts upon receipt of this report. These transactions
may occur before or after your receipt of this report and may have
a short-term impact on the market price of the securities in which
transactions occur. RBC Wealth Management research is posted to
our proprietary Web sites to ensure eligible clients receive coverage
initiations and changes in rating, targets, and opinions in a timely
manner. Additional distribution may be done by sales personnel
via e-mail, fax, or regular mail. Clients may also receive our
research via third-party vendors. Please contact your RBC Wealth
Management Financial Advisor for more information regarding RBC
Wealth Management research.

Conflicts Disclosure: RBC Wealth Management is registered with
the Securities and Exchange Commission as a broker/dealer and
an investment adviser, offering both brokerage and investment
advisory services. RBC Wealth Management’s Policy for Managing
Conflicts of Interest in Relation to Investment Research is available

from us on our website at https://www.rbccm.com/GLDisclosure/
PublicWeb/DisclosureLookup.aspx?EntitylD=2. Conflicts of
interests related to our investment advisory business can be
found in Part 2A Appendix 1 of the Firm’s Form ADV or the RBC
Advisory Programs Disclosure Document. Copies of any of these
documents are available upon request through your Financial
Advisor. We reserve the right to amend or supplement this policy,
Part 2A Appendix 1 of the Form ADV, or the RBC Advisory Programs
Disclosure Document at any time.

The authors are employed by one of the following entities: RBC
Wealth Management USA, a division of RBC Capital Markets,

LLC, a securities broker-dealer with principal offices located in
Minnesota and New York, USA; by RBC Dominion Securities Inc., a
securities broker-dealer with principal offices located in Toronto,
Canada; by RBC Investment Services (Asia) Limited, a subsidiary
of RBC Dominion Securities Inc., a securities broker-dealer with
principal offices located in Hong Kong, China; by Royal Bank of
Canada, Singapore Branch, a licensed wholesale bank with its
principal office located in Singapore; and by RBC Europe Limited,
a licensed bank with principal offices located in London, United
Kingdom.

Research Resources

This document is produced by the Global Portfolio Advisory
Committee within RBC Wealth Management’s Portfolio Advisory
Group. The RBC WM Portfolio Advisory Group provides support
related to asset allocation and portfolio construction for the
firm’s Investment Advisors / Financial Advisors who are engaged
in assembling portfolios incorporating individual marketable
securities. The Committee leverages the broad market outlook as
developed by the RBC Investment Strategy Committee, providing
additional tactical and thematic support utilizing research from
the RBC Investment Strategy Committee, RBC Capital Markets, and
third-party resources.

Third-party disclaimers

The Global Industry Classification Standard (“GICS”) was developed by and is
the exclusive property and a service mark of MSCl Inc. (“MSCI”) and Standard

& Poor’s Financial Services LLC (“S&P”) and is licensed for use by RBC. Neither
MSCI, S&P, nor any other party involved in making or compiling the GICS or any
GICS classifications makes any express or implied warranties or representations
with respect to such standard or classification (or the results to be obtained by
the use thereof), and all such parties hereby expressly disclaim all warranties of
originality, accuracy, completeness, merchantability and fitness for a particular
purpose with respect to any of such standard or classification. Without limiting
any of the foregoing, in no event shall MSCI, S&P, any of their affiliates or any
third party involved in making or compiling the GICS or any GICS classifications
have any liability for any direct, indirect, special, punitive, consequential or any
other damages (including lost profits) even if notified of the possibility of such
damages.

References herein to “LIBOR”, “LIBO Rate”, “L” or other LIBOR abbreviations
means the London interbank offered rate as administered by ICE Benchmark
Administration (or any other person that takes over the administration of such
rate).

Disclaimer

The information contained in this report has been compiled by RBC Wealth
Management, a division of RBC Capital Markets, LLC, from sources believed
to be reliable, but no representation or warranty, express or implied, is made
by Royal Bank of Canada, RBC Wealth Management, its affiliates or any other
person as to its accuracy, completeness or correctness. All opinions and
estimates contained in this report constitute RBC Wealth Management’s
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judgment as of the date of this report, are subject to change without notice and
are provided in good faith but without legal responsibility. Past performance

is not a guide to future performance, future returns are not guaranteed, and a
loss of original capital may occur. Every province in Canada, state in the U.S.,
and most countries throughout the world have their own laws regulating the
types of securities and other investment products which may be offered to
their residents, as well as the process for doing so. As a result, the securities
discussed in this report may not be eligible for sale in some jurisdictions.

This report is not, and under no circumstances should be construed as, a
solicitation to act as securities broker or dealer in any jurisdiction by any
person or company that is not legally permitted to carry on the business of a
securities broker or dealer in that jurisdiction. Nothing in this report constitutes
legal, accounting or tax advice or individually tailored investment advice.

This material is prepared for general circulation to clients, including clients
who are affiliates of Royal Bank of Canada, and does not have regard to the
particular circumstances or needs of any specific person who may read it. The
investments or services contained in this report may not be suitable for you and
itis recommended that you consult an independent investment advisor if you
are in doubt about the suitability of such investments or services. To the full
extent permitted by law neither Royal Bank of Canada nor any of its affiliates,
nor any other person, accepts any liability whatsoever for any direct, indirect or
consequential loss arising from, or in connection with, any use of this report or
the information contained herein. No matter contained in this document may
be reproduced or copied by any means without the prior written consent of
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