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RBC’s investment stance

Equities

* Equity markets are still grappling with issues that have lingered since the
correction began in February, including trade disputes, the flat Treasury yield
curve, Chinese deleveraging, and European political uncertainties. While most
markets have held up relatively well, China’s Shanghai Composite Index slipped
into bear market territory in June.

* One thing is apparent: the world’s largest economy shows no signs of buckling.
Sturdy U.S. economic growth should support global growth and equity prices
during this consolidation period. We expect strong corporate earnings to power
developed markets higher by year’s end. However, their trajectories could be
more volatile and shallower than during the double-digit annual return runs
0f 2016 and 2017. We would maintain a slight Overweight position in global
equities.

Fixed income

¢ Central bankers are paying more attention to trade developments, according to
comments from several at last month’s European Central Bank Forum on Central
Banking. Although these concerns haven't risen to the point where central
bankers are including them in their economic outlooks, the bankers noted
that escalating trade tensions could negatively impact business confidence
and economic growth. For now, these concerns are unlikely to derail current
monetary policy plans to gradually dial back stimulus.

* The heightened attention to conditions that arise in the latter part of an
economic cycle—rising interest rates, flattening yield curves, and high corporate
debt levels—leave many investors overly cautious, in our opinion. Even though
we maintain our Underweight to fixed income, investors should not ignore
selective opportunities in credit and/or strategic yield curve positioning.

Views explanation
(+/=/—) represents the Global Portfolio Advisory Committee’s (GPAC) view over a
12-month investment time horizon.

+ Overweight implies the potential for better-than-average performance for the asset
class or for the region relative to other asset classes or regions.

= Market Weight implies the potential for average performance for the asset class or for
the region relative to other asset classes or regions.

— Underweight 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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European equity
downgrade: Continental drift

Europe’s recovery remains in place but momentum that seems

to have plateaued bears watching. And while political risk is no
stranger to the region, Italy’s embrace of populism is an unwelcome
development. With the investment case for European equities more
opaque, we think it is prudent to take a step back and lower our
stance to Market Weight.

We upgraded European equities to Overweight in May 2017, when economic data
was accelerating and surprising on the upside, political risk had waned after the
election of centrist Emmanuel Macron as president of France, and valuations
were attractive. But the loss of economic growth momentum in early 2018 and the
reappearance of political risk have led to our downgrade.

Plateau point

While the European recovery is continuing, leading indicators suggest to us

that growth is no longer accelerating and may have plateaued earlier than we
expected, while economic surprises are tending to be negative rather than positive.
Disappointing data in Q1, such as the composite Purchasing Managers’ Index
(PMI), a gauge of economic activity, was explained away by most observers by
one-off factors including weather, strikes, and the timing of holidays. However, the
trend seems to have some legs as euro area industrial production for April came in
at -0.9% m/m, slightly weaker than the consensus expectation.

But this is not to say that the economy is weak.

The recovery continues to be supported by the return of capital expenditure,
itself underpinned by rising utilisation rates and the availability of credit. Such

Economic momentum wanes but remains healthy
Euro area composite PMI quarterly average
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investment is occurring at a time when unemployment is falling and wages are
growing modestly, both of which are helping consumers loosen their purse strings.
Governments have also adopted a less austere attitude to their finances. RBC
Capital Markets expects Q2 growth of 1.2% y/y, a respectable level for the region.

The path of growth and inflation is sound enough for the European Central Bank
(ECB) to pursue its plan of withdrawing monetary stimulus. The ECB has indicated
that, if conditions permit, it will reduce the monthly pace of asset purchases to
€15B from September until the end of December when the quantitative easing
(QE) programme will come to an end. It expects to maintain interest rates at
current levels until “at least through the summer of 2019,” after which it has
pencilled in a modest increase in rates.

The Italian job

Political risk is no stranger to the region and headline noise reappeared in June

in regards to Germany and Sweden. Yet, in our minds, the key political risk which
should preoccupy investors resides in Italy, the eurozone’s third-largest economy,
given its high indebtedness; still vulnerable banking system; and latent, underlying
Euroscepticism.

We believe the recent Italian upheaval also changes the equation for the European
investment case despite financial markets’ seeming complacency about the
political risk.

Indeed, markets cheered when non-Eurosceptic Giovanni Tria was recently
appointed as minister of economy and finance, overlooking the fact that the
populist government aims to raise spending, cut taxes, reduce the retirement
age, and roll back some of the pro-growth reforms instituted by the previous
government. We think those policies would not only worsen the fiscal deficit, but
may also weaken the Italian economy.

According to EU calculations, Italy’s structural deficit would swell to 2.0% of GDP
in 2019 under those proposals instead of narrowing to 0.8% of GDP, a level the
EU estimates would enable Italy to reduce its heavy debt burden and putiton a
sustainable path. A 2% deficit is not worrying per se, but it needs to be put in the
context of the country’s weight within the EU, its high indebtedness, and its still
somewhat fragile banking system.

Italy has a heavy debt load
2017 government net debt % GDP

Italy 130
Spai )
P o7 Italy’s high
France 96 indebtedness could
U.K. 90 swgll. further by fiscal
deficits.
Euro area 37
U.S. 77
Germany 66

Source - Bloomberg, RBC Wealth Management
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Furthermore, while support for the euro in Italy has improved, it is the lowest in
the EU at only 59%, compared to 71% in France and 80% in Germany, according
to the European Community Barometer survey. Confrontation with Brussels could
project the euro membership issue back to the fore. Hence, a wider deficit in this
context would raise the vulnerability of the region, in our opinion.

With just under 70% of its sovereign bonds held domestically, including a 20%
share bought by the Bank of Italy under the ECB’s asset purchase programme,
a financial crisis could be sparked by a dispute with the EU about Italy’s fiscal
situation and/or downgrades from rating agencies should the downgrades
persuade investors to offload their Italian financial assets.

It is conceivable, though not our base-case scenario, that a major dispute could
raise the spectre of a euro exit. Italy would then have to choose between returning
to fiscal prudence and into the fold of the EU, or leave the EU and print its own
low-credibility, much-devalued currency.

We assign a low probability to a crisis like this occurring, but we think investors
are now more likely to stay on the sidelines given this noisier political backdrop,
curbing further inflows into European financial assets.

Taking a step back

If the investment case is becoming more opaque with growth having peaked and
the return of political risk, why not choose to go to Underweight instead of Market
Weight for the region?

We feel a neutral weighting is more appropriate for two reasons. First, economic
growth is plateauing, but it is still above average, and the ECB’s dovish stance

remains supportive. The ECB has recently suggested that its quantitative easing
programme will end by year end 2018, but that interest rates will remain at their

RBC Capital Markets’ expectations for monetary policy
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Final QE Decision due (Q3 2019) (Q4 2019)
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present level “at least through the summer of 2019” or for as long as necessary

to ensure inflation expectations continue to recover. Loose monetary policy is
weighing on the euro which has weakened by more than 7% since the beginning
of the year, a welcome respite for the economy and exporters in particular. The
consensus earnings estimates are for growth of some 11% and 9% for this year and
next, respectively, both of which we believe are not only respectable levels, but
seem achievable.

Second, valuations are not overly demanding. The European equities market is
currently trading on a price-to-earnings ratio of 14.6x and price to book value of
1.7x, both of which are roughly in line with their long-term averages while the wide
discount to the U.S. has yet to close.

With the European economy seemingly plateauing, a murkier political outlook,
and valuations appearing closer to fair value on some measures, we think it is
prudent to downgrade European equities to Market Weight. We have removed
our positive bias toward banks, and would be selective on cyclicals, focusing on
Industrials and Technology. We continue to prefer core markets to the periphery.
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Beyond the bottom line:
The ESG investing advantage

More companies are realizing that they can strengthen their
operations by looking beyond the bottom line. Likewise, by using a
different investment lens—one based on Environmental, Social, and
Governance criteria—investors can enhance upside potential and
buffer against risk.

In the Johns Manville 2011 Sustainability Report, legendary investor Warren Buffett
wrote, “Today our world is changing faster than ever before—economic, geo-
political, and environmental challenges abound. However, taking shortcuts is not
the pathway to achieving sustainable competitive advantage, nor is it an avenue
toward satisfying customers. In times such as these, a company must invest in the
key ingredients of profitability: its people, communities, and the environment.”!

Socially Responsible Investing (SRI) was born in the 1970s out of opposition

from some religious groups to holding investments that did not align with their
values, such as companies deriving revenue from alcohol, gambling, pornography,
tobacco, or weapons.

Environmental, Social, and Governance (ESG) investing represented a step
beyond SRI. Instead of negatively screening out securities that don’t fit the mold,
it searches for companies that meet predefined criteria within the ESG categories.
The approach looks to integrate non-financial factors with traditional financial
data. While ESG criteria are often not considered in traditional financial analysis,
recent research argues that integrating this data can both enhance the return and
buffer against risk in investment portfolios. If a company ignores these factors
and, for example, seeks to increase profits at any cost (e.g., abusing employees

or significantly polluting the environment), at some point the company—and
shareholders—will bear the brunt of reputational damage, fines, sanctions, or
potentially criminal charges.

Investing reimagined

Decades ago Benjamin Graham, often known as the father of modern investing
and a famously long-term thinker, laid out how most investors evaluate companies
in his seminal books, Security Analysis and The Intelligent Investor. For years,
investment analysis has heavily relied on the evaluation of tangible assets and
traditional financial data.

However, think tank Ocean Tomo found that tangible data makes up a surprisingly
small percentage of the market value of the S&P 500 Index.” Rather, the majority

1 “Johns Manville 2011 Sustainability Report” JM.com. Johns Manville, 03/2012. Web.
2 “Annual Study of Intangible Asset Market Value from Ocean Tomo, LLC.” OceanTomo.com, Ocean Tomo, LLC.
5 March 2015. Web.
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market-value-study/

of the value for companies within the index is comprised of goodwill, reputation,
customer and employee relationships, environmental performance, brand, and
other intangible assets.

Investors who consider this data have an advantage over those who do not. We
can see the impact that ignoring ESG factors can have on the value of a stock
from examples like Transocean after the Macondo oil spill, Volkswagen and the
discovery of its fuel efficiency deception, and Experian following its massive data
breach. Avoiding these types of controversies can have a significant impact on the
performance of an investment portfolio.

What kind of impact can ESG factors have on returns?

This was the topic of a research paper published in 2015 in the Journal of
Sustainable Finance & Investment. The article pulled data from 2,200 previously
published studies dating back to the 1970s that addressed ESG factors and their
relation to corporate financial performance. In a meta-study that pooled the
findings of these other works, the authors pinpointed that only some 8% of the
studies found that ESG factors had a negative impact on stock performance.?

This meta-study broadly shows that companies can outperform when they have
superior ESG characteristics. But what does this mean when a portfolio is created
considering ESG factors in the investment process?

Morningstar published its inaugural Sustainable Funds Landscape report in 2018.
This was Morningstar’s first report that focused on managers who proactively
consider ESG in their investment process. They found that, within the U.S., there
are now mutual funds in every major asset class that intentionally consider
sustainability. Going one step further, Morningstar evaluated the performance of
these funds versus its investment universe.

First, Morningstar evaluated short-term, annual performance over the last three
years. In 2015-17, managers who considered sustainability in their investment

3 Gunnar Friede, Timo Busch & Alexander Bassen (2015) ESG and financial performance: aggregated evidence
from more than 2000 empirical studies, Journal of Sustainable Finance & Investment, 5:4, 210-233, DOI:
10.1080/20430795.2015.1118917.
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process outperformed their Morningstar category by 57%, 55%, and 54%,
respectively.

Morningstar also evaluated longer-term performance of these same funds.
Morningstar assigns a 1-5 star rating based on long-term performance. As of the
end of 2017, 40% of the sustainable funds had 4 or 5 stars, while only 24.5% had

1 or 2 stars (the mutual fund universe had 32.5% of funds in the top two categories
combined).” This research is rather a definitive indication that ESG factors can
have a positive impact on performance across multiple asset classes over multiple
time frames.

Sustainable funds Morningstar ratings skew positive

40
Star rating # 35

30
* k *x %k 10 - 25 Forty percent of funds
20 with “sustainability” in
* kK *k 37 15 their process scored in
u u 10 Morningstar’s top
5 two categories.
x*%x 42 | mm . . 8
1 2 3 4 5

* % 24 Star rating

* 4 M Sustainable %  EUniverse %

Source - Morningstar Direct; data through 12/31/17
Note: Oldest share classes, n=118

Informational advantage

What makes it possible for companies to outperform their peers when they
address ESG factors? The Sustainable Accountings Standards Board, or SASB, is
working to answer that question. The SASB was formed with the idea of setting
standards for corporate reporting of sustainability (ESG) information and in doing
so address the issue of “materiality.” The U.S. Supreme Court defines information

Material ESG factors impact performance

Stock returns (in annualized alpha) by type of
sustainability performance
When companies focus
their attention on the
ESG factors that are
Performance on most important to
MATERIAL factors their business and
-2.90% 0.60% ignore those that
are not important,
their potential for
LOW HIGH outperformance is high.
Performance on
IMMATERIAL factors

HIGH

6.01% 1.96%

LOW

Source - “The Jury is In: Materiality Matters” Jerome Lavigne-Delville.
sasb.org. SASB, 03/2017. Web. Accessed 05/2018

“ John Hale Sustainable Funds U.S. Landscape Report, Morningstar.com, Morningstar, January 2018, Web.
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as material if there is “a substantial likelihood that the disclosure of the omitted
fact would have been viewed by the reasonable investor as having significantly
altered the ‘total mix’ of information made available.” Greenhouse gas emissions
aren’t likely to matter too much to a health care company but they are of vital
importance to a transportation company, while water usage is a major risk for

a health care company but of almost no importance to the same transportation
company.

The 2015 paper, Corporate Sustainability: First Evidence on Materiality, compared
the stock returns for firms that scored well on the factors the SASB had identified
as material for their sector versus firms that had scored poorly on the same factors.
The high-scoring stocks significantly outperformed their lower-scoring peers.
What the paper also found, and perhaps surprisingly, was that firms that did well
on material issues but poorly on immaterial issues performed even better.® This
showed that firms that focus on what is important to their industry, rather than
wasting time on issues that are not, perform better.

Investing in companies that operate in a way that improves society certainly offers
some psychological benefits, but without a strong case for financial benefit, an
ESG approach could be a hard sell to most investors. However, study after study
has now shown that not only does an ESG approach—when combined with
traditional financial analysis—benefit return, it can also decrease risk.

Logically, we think this makes sense as well—companies that cut corners tend
to reap the penalty of those practices in the end. Companies that see changes
in the world and business environment as opportunities rather than obstacles
should be better positioned to thrive in this changing environment, in our view,
and investors who look to identify these companies can potentially boost their
portfolio’s performance.

> Mozaffar Khan, George Serafeim, and Aaron Yoon (2015) Corporate Sustainability: First Evidence on Materiality,
Harvard Business School
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Room to run

The S&P 500, the DOW, Europe’s Stoxx,
and Japan’s TOPIX are all still below
their January highs. By contrast, the
NASDAQ), Canada’s TSX, and the FTSE
in the U.K. are all at or have set new
highs in recent weeks.

Importantly, U.S. small-cap indexes
exceeded their January peaks in June,
as did the advance-decline index

of market breadth. Small-cap and
breadth indexes typically start to
move lower on a trend basis months
or quarters before the major large-
cap indexes set their final highs for
the cycle. Instead, they have been
powering higher—suggesting more
upside to come for the S&P 500 and
other large-cap indexes.

And we think there is room to run.
The U.S. economy looks to have
reaccelerated in Q2 while most other
economies are holding their own;
earnings estimates remain elevated;
and forward price-to-earnings

(P/E) multiples are not demanding.
Importantly, the factors we monitor
closely that have reliably flagged
approaching recessions ahead of time
are all suggesting that no significant
global or U.S. economic downturn is
imminent. These include the cost and
accessibility of credit, employment
conditions, as well as new orders and
production levels.

All that said, there have been changes
at the margin for some factors which
suggest our recommended, modestly
above-benchmark exposure to stocks
in portfolios should be accompanied
by increased vigilance in coming
quarters.

Equity views

Region Prior Current
Global + +
United States = =
Canada = =
Continental Europe + V=

United Kingdom = =
Asia (ex-Japan) = -
Japan = =

+ Overweight = Market Weight — Underweight
Source - RBC Wealth Management

Perhaps the most important is

the change in tone from the Fed.
Communications accompanying

its June rate increase indicated the
collective view of the Federal Open
Market Committee now looks for two
further hikes this year (up from one
previously) and an additional hike next
year over and above the three forecast
previously (our forecast remains
unchanged at the Fed’s previous levels;
see the U.S. fixed income comments
on page 17.)

The Fed also some dropped some
longstanding “lower for longer”
language in its communique.

This opens the door for the Fed to
normalise policy rates somewhat
faster than previously indicated—not
a dramatic change perhaps, but one
that arguably brings closer the tighter
credit conditions that historically
have produced economic and
earnings downturns, as well as more
challenging equity markets. That said,
this more hawkish tone also gives the
Fed something to back away from if
growth and inflation come in weaker
than expected.
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Global manufacturing growth eases
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Also worth noting, global Purchasing
Managers’ Indexes (see chart) have
rolled over and are now below recent
peak levels. While they remain
comfortably in the zone indicating
manufacturing volumes continue to
expand, they are no longer moving
higher. This might be pointing toward
a leveling out of earnings estimates,
suggesting the rich P/E ratios seen at
the January peak might have set a high-
water mark for valuations that will be
difficult to exceed.

For our part, we expect earnings
growth alone will be able to power
the indexes high enough to deliver
worthwhile all-in returns from stocks.
However, we expect their trajectory to
be more volatile and shallower than
what prevailed in the double-digit
annual return runs of 2016 and 2017.
We have also downgraded Europe

to Market Weight from Overweight

«

(see “European equity downgrade:
Continental drift” on page 4). That

leaves all regions rated Market Weight.

There is, of course, a growing “wall of

worry” emanating from several sources:

trade disputes; fractious politics in

the U.S., U.K,, and Europe; the ever-
present risk of geopolitical flare-ups;
and China concerns. The fate of NAFTA
negotiations are front of mind for
Canadians (and many Americans),
followed closely by a deterioration of
trade relations between the U.S. and
China and just about everyone else.

Hopes for a quick NAFTA resolution
have faded recently as Mexican
elections and U.S. midterms begin

to factor into timing assumptions.
Any deal reached now by the U.S.
with NAFTA partners, China, or
Europe would have to be successfully
shepherded through a contentious
election season. Agreements by
negotiators on any of these fronts
and then approval by politicians
could involve a wait that lasts well
into next year. And the odds of which
outcomes—benign or damaging—are
likely to prevail have already swung in
both directions more than once.

We expect that to the extent there
are negative outcomes from these
disputes/negotiations, they will be
felt most fully by the global economy
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S&P 500 quarterly earnings growth rate (y/y)
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and by markets in the next economic
downturn when it arrives. So far,
neither the economic and credit
indicators we watch nor the stock
market itself are suggesting such a
downturn is looming.

Regional highlights

United States

e The S&P 500 held up well in June
and Q2, rising 0.5% and 2.9%,
respectively, especially considering
the numerous uncertainties,
including tit-for-tat tariff disputes
between the Trump administration
and multiple trading partners.

¢ The market has been able to
withstand the trade onslaught (thus

far) because the two factors that tend

to have the greatest influence on
stock prices over time—economic
and earnings growth—remain
strong. Q2 GDP has the potential

to rise at its fastest clip in almost
four years thanks to tax cuts, low
unemployment, and improved
business and consumer confidence.
We anticipate Q2 earnings and
revenues will rival the robust growth
in the prior quarter.

e The trade disputes have yet to dent
consensus economic and earnings
estimates, but that could change if
the U.S. imposes tariffs on foreign
autos and trading partners respond
in kind, and if the China dispute
becomes protracted. We doubt the
Trump administration will let up on
its protectionist agenda just yet.

e The market could continue the
consolidation process that began
in February as it digests the
substantial rally of 2017 and works
through the tariff and strong dollar
headwinds, while also factoring
in uncertainties about Fed policy;,
yield curve flattening, and inflation.
While the market has the potential
to ultimately break out to new highs,
the tariff noise could delay this and
cause some bumps over the near
term. We continue to recommend
a Market Weight position in U.S.
equities.

Canada

e The S&P/TSX has outperformed
the S&P 500 since early March as
the resource/commodity complex
has helped propel the domestic
benchmark. Despite recent
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outperformance, the Canadian
index continues to trade at a wider-
than-average discount relative to

the U.S. benchmark on a price-to-
earnings (P/E) basis. We continue to
balance Canada’s attractive valuation
against domestic-specific challenges
and maintain a Market Weight
recommendation.

Household debt remains in focus and
is set against a backdrop of higher
borrowing rates. The household debt-
to-income ratio declined to 168% in
Q1, down from a high of 170% in Q3
of last year. This is consistent with
the Bank of Canada’s assessment that
household vulnerabilities are easing
but remain elevated.

We have reduced our recommended
Canadian banks allocation to a
modest Underweight. Credit losses
remain near cycle lows even as higher
rates are set to pressure households’
debt service ratios and major
housing markets are cooling. Banks
are presently trading in line with
their long-term average valuation.
We believe there is limited risk in
reducing our position somewhat
ahead of any deterioration in the
credit cycle.

President Donald Trump struck a
surprisingly confrontational tone

in the wake of the G7 Summit when
addressing Prime Minister Justin
Trudeau and the United States’
trade skirmishes with Canada.
While NAFTA negotiations seem to
have stalled on the auto and sunset
provisions, we would note that the
president has shown an ability to
abruptly change his position. Still,
ongoing uncertainty on trade policy
remains a headwind to investment in
the Canadian economy.

¢ Canadian readers are now the proud
owners of the Trans Mountain
pipeline and related expansion
project after the CA$4.5B purchase
by the Government of Canada. It is
unclear if the federal government
will face a smoother path through
construction of the controversial
project. A lack of export capacity
for Canadian crude oil remains a
headwind to our outlook for Energy
stocks.

Continental Europe & U.K.

¢ We recently upgraded the U.K. to
Market Weight. While government
infighting continues to make it
difficult to visualize post-Brexit
Britain, there seems to be more
momentum towards aiming for a
“softer” Brexit. A clearer picture
should emerge in July when Prime
Minister Theresa May divulges a
long-awaited white paper on the
U.K's future trading relationship
with the EU, and Parliament votes
on whether the U.K. should stay in a
customs union.

¢ This uncertainty and its impact
on the U.K. economy have tested
investors’ nerves since the EU
referendum two years ago, but
with relative equity valuations at
unusually attractive levels, investor
interest is likely to be piqued anew, as
indicated by the raft of high-profile
takeovers recently announced.

¢ We find good value in the U.K. Energy
and Financials sectors in particular.
Retail and Utilities valuations are
also undemanding, in our view, but
the background remains challenging
with online disruption for the former
and regulatory and political pressure
for the latter.
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Asian equity market returns from 52-week highs

-20.7%

Japan (TOPIX)

South Korea (KOSPI)
Singapore (Straits Times)
Hong Kong (Hang Seng)
China (Shanghai Comp.)

U.S. (S&P 500)

Source - RBC Wealth Management, Bloomberg; data through 6/29/18

 For our perspective on European
equities, including the recent
downgrade, see the Focus Article
“European equity downgrade:
Continental drift.”

Asia

e The ongoing trade dispute between
the U.S. and China, which may
impact regional supply chains, had
a sizeable negative effect on Asian
equities in June. The MSCI AC Asia
Pacific index is down 4.5% in 2018.

e Mainland China equities are now
in a bear market and at a two-year
low. The Shanghai Composite is
down 20% from its January high and
13.9% year to date. While the trade
situation with the U.S. has certainly
impacted stocks—performance in
June was worse than the negative

performance in February when there

was a global equity correction—there
are other factors at work, too. One is
the process of financial deleveraging,
or the reduction of riskier debt, that
has been unfolding in China. Tighter
financial conditions on the mainland
are a headwind for equities.

Should the U.S. continue on its
current protectionist trajectory, we
anticipate that Asian equities will
continue to move lower through the
summer. Beyond that, we believe
that the background of good global
growth and robust earnings growth in
the region should be supportive.

¢ We continue to prefer Japanese

equities among the major Asian
markets based on attractive
valuations, improved earnings
prospects, and solid economic data.
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Source - RBC Investment Strategy
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Asset Management
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Trade storms in a tea cup,

or more?

Four of the world’s top central
bankers—Jerome Powell of the U.S.
Federal Reserve, Mario Draghi of the
European Central Bank, Haruhiko
Kuroda of the Bank of Japan, and Philip
Lowe of the Reserve Bank of Australia—
appeared together on a panel at the
ECB Forum on Central Banking in June.
These central bankers set monetary
policy for more than a third of the
world’s economy and by and large their
issues are very similar—stubbornly

low inflation, low levels of economic
growth, and gradual removal of policy
stimulus.

New to the conversation, however, are
growing concerns over escalating trade
tensions and their potential impact

on business confidence and hence
economic growth. Powell suggested
that trade policy changes to date
haven't filtered into the Fed’s economic
outlook, but noted rising concerns that
were echoed by others on the panel.
Draghi noted his own fears over an
erosion of business and consumer
confidence.

The Bank of England’s Mark Carney and
Bank of Canada’s Stephen Poloz weren'’t
on the panel, perhaps due to pending
meetings for their respective banks; the
Bank of Canada meets July 11. While
each have their own regional issues,
based upon recent comments Carney
and Poloz would likely concur with the
trade concerns of the ECB Forum panel.

For now, the global expansion is likely
safe, in our view. But even as U.S.
administration officials dismiss central
bankers’ concerns, these same bankers

Fixed income views

Gov’t Corp.
Region Bonds Credit Duration
Global - + 5-7 yr
United
- 7-10yr
States " y
Canada = = 3-5yr
Continental
= + 5-7yr
Europe
United
- - = 5-7yr
Kingdom y
+ Overweight = Market Weight — Underweight
Source - RBC Wealth Management
Sovereign yield curves
3.5%
3.0% 2.86
2.5% 2.16
2.0%
o 1.28
1.50/0 U.S.
1.0% Canada
0,
0.5% UK
0.0%
2Y 5Y 10Y 20Y 30Y

Source - Bloomberg

are aware that the day could come
when they are faced with a trade war
that could place them in the position
of making policy decisions to either
support growth (by lowering rates) or
to head off higher inflation (by hiking
rates). In coming months, however,
investors are likely to be challenged by
increased market volatility.

Regional highlights

United States

¢ The Federal Reserve raised short-
term rates to a range of 1.75%-2.00%
in June, as expected, and now
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2.86
u.s. 3.00
2.16
Canada 2.50
0.30
Eurozone 0.75
1.28
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China 3.47
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Japan | 5%
06/30/18 1 year out

Note: Eurozone utilizes German Bunds
Source - RBC Investment Strategy
Committee, RBC Capital Markets, Global
Portfolio Advisory Committee, RBC Global
Asset Management
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foresees two more increases this year,
rather than one more as previously
expected. However, the yield curve
has flattened precipitously since

the most recent Fed meeting, with
falling 10-year Treasury yields leading
the spread between 2- and 10-year
yields down to just 0.33%. While the
Fed remains firmly on the rate hike
warpath, the market appears to be
telling it to tread carefully. Largely
due to a flat yield curve, we continue
to expect just one more rate hike this
year.

* Do increasing credit spreads, or yield

compensation in excess of Treasury
yield for credit risk, signal growing
corporate distress? Investment-grade
corporate bond spreads have been

on the rise since February, and at
1.24% over Treasuries, have touched
their highest levels since late 2016.
We don't think the rising spreads are a
sign of distress in this case, but rather
a function of increasing issuance as
corporate acquisition activity picks
up. Credit spreads in the riskiest
corners of credit markets—those with
bottom-rung credit ratings of CCC—
have actually tightened to Treasuries,
a sign of economic confidence.

Treasury curve: 30Y - 2Y
3.0%

2.5%
2.0%
1.5%
1.0%
0.5%

0.0%
Jun'15 Jun'16 Jun'17

e While much of the recent

commentary has centered on
flattening Treasury yield curves, the
municipal curve has actually been
steepening. Moving from the short
end of the muni curve to the long
end nets investors an incremental
yield gain of 1.50%, the highest since
March, compared to just 0.67% for
the same extension on the Treasury
curve. Yields on short munis have
actually moved lower on reduced
supply and excess demand since May,
creating an opening for investors to
swap into longer maturities.

Canada
e Government of Canada (GoC) bonds

outperformed in June as yields
decreased for the second month in a
row and the yield differential between
GoC and U.S. Treasury equivalents
moved to the widest levels in years.
Trade policy uncertainty appears to
be weighing on longer-dated GoC
yields, causing a further flattening
of the curve. We continue to believe
a slow and gradual approach by the
Bank of Canada, combined with
persistent core inflation, leaves
longer-dated yields vulnerable to
moves higher. Our focus remains

Muni curve steepens relative to treasury curve
Muni curve: 22Y+ - 2Y

Steeper muni curve

opens up opportunity
for investors to extend
muni bond maturities.

Jun'18

Source - RBC Wealth Management, Bloomberg
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on short to intermediate maturities
where we feel there is better
compensation for interest rate risk.

e Canadian credit spreads have
remained relatively tight this
year compared to other markets,
including the U.S., creating a good
opportunity to upgrade credit quality
in our view. We believe the growing

number of BBB-rated securities in the

Canadian corporate index over the
past five years represents a potential
vulnerability for the next downgrade
cycle. Investors can find highly rated
3-6 year bonds that offer 2.5%-3%
yields trading below par.

¢ Preferred share performance has
been flat over the month as a lack of
supply and no material changes in
credit spreads have helped support
the market against lower GoC yields.
We remain constructive on preferred
shares but continue to recommend
investors take an actively managed
approach.

Continental Europe & U.K.

Europe

e The ECB surprised the market at its
last meeting with an unexpectedly
dovish forward guidance around
the future path of interest rates.
ECB President Mario Draghi gave
a cautious view of the economic
outlook and now expects rates to
remain unchanged “at least through”
summer 2019. Markets, which
had been pricing in the first rate
hike in June 2019 before the ECB

meeting, have now pushed back
their expectation for a rate increase
towards September 2019.

Despite the cautious economic
outlook, the ECB did announce
plans to taper its asset purchase
programme, with monthly purchases
to be reduced to €15B per month
from October 2018 before being
terminated at the end of the year.
Given that markets had anticipated
this announcement at either the
June or July meeting, the more
dovish rhetoric came as a surprise

as it points to a longer period of
accommodative monetary policy and
negative interest rates for the euro
area. This is supportive for credit and
we see potential for a pullback in
spreads from the recent widening so
long as political risks, particularly in
Italy, remain subdued.

UK.
e Since the Bank of England remained

on hold in June, expectations around
the next increase in interest rates
now focus on Q3, with the probability
of an August hike currently at 60%.
The overhang of Brexit negotiations
is likely to continue to weigh on the
U.K. economy with unfavourable
risk/reward implications for U.K.
rates. We continue to suggest a
selective approach to credit and
prefer to look at more geographically
diverse companies that are less
exposed to the near-term headwinds
currently buffeting the U.K.



Commodities

Commodity forecasts

2018E 2019E

Oil (WTI $/bbl) 67.77  75.91

Natural Gas ($/mmBtu)  3.00  2.85

Gold ($/02) 1,307 1,300
Copper ($/1b) 3.24  3.25
Corn ($/bu) 3.91  4.06
Wheat ($/bu) 4.90 5.00

Source - RBC Capital Markets forecasts (oil,
natural gas, gold, and copper), Bloomberg
consensus forecasts (corn and wheat)
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Early vs. late economic cycles

Entering the second half of the year,
we believe the question on everyone’s
mind is how much gas is left in the
tank of the global economy? Central
banks’ tightening monetary policies
and the ECB’s plan to unwind its bond
purchasing program lead us to believe
that we're in the late stages of the
current economic cycle. We believe it’s
useful to consider the performance

of commodities early and late in
economic cycles.

During the initial recovery phase,
commodity producers are usually facing
a weak pricing environment brought on
by a combination of: 1) excess capacity,
as expansion undertaken at the
previous peak comes online; and 2) high
levels of inventory built up as demand
weakened in the economic downturn.
Facing uneconomic prices, producers
eventually right-size production and
mothball new projects.

Late in the cycle, the situation is
reversed. Producers with no new
capacity coming online and lean
inventories encounter stronger demand
from a growing economy. Commodity
prices rebound until the arrival of

new capacity and the prospect of an

economic downturn usher in a new
period of price weakness. The exhibit
below shows how commodity prices fell
and rebounded as the current economic
cycle progressed.

Four out of five commodities in RBC
Capital Markets’ coverage have shown
positive performance during this late-
cycle phase (Q2 2016-Q2 2018), in
contrast to the early-cycle phase (Q2
2013-Q2 2015) when prices were down
23% on average. So far, prices have
rebounded by an average of 47%. It is
also important to note that investments
in underlying operators may not
perfectly track changes in spot prices of
commodities, as execution risk, leverage,
and potential hedges are other factors to
take into account.

Overall, we believe the late-cycle phase
has further to run with the next global
economic downturn not expected before
late 2019 or early 2020, but investors
should be cautious in their exposure to
commodities. We recommend focusing
on companies with higher degrees

of earnings and cash flow visibility, a
history of sound capital allocation, and
cleaner balance sheets. Another option is
specialized commodity funds.

Early vs. late stage commodity performance

mWTI
= Natural Gas
Gold 48%
= Copper
H Lumber

59%

o -2%
-9%

-7009
-26% 20% 6%
-36%

Early stage

83%

Commodities tend
48% to outperform in late
economic cycles.

Late stage

Source - RBC Capital Markets, Bloomberg; data as of 6/14/18



Currencies

Currency forecasts

Forecast
Jun 2019 Change*

Currency  Current
pair rate

Major currencies

USD Index  94.47 91.89 -3%
CAD/USD 0.76 0.79 4%
USD/CAD 1.31 1.26 -4%
EUR/USD 1.16 1.22 5%
GBP/USD 1.32 1.31 -1%
USD/CHF 0.99 1.02 3%
UsD/JPY 110.76  115.00 4%
AUD/USD 0.74 0.73 -1%
NzD/USD 0.67 0.69 3%
EUR/JPY 129.36  140.00 8%
EUR/GBP 0.88 0.93 6%
EUR/CHF 1.15 1.24 7%
USD/CNY 6.62 7.20 9%
USD/INR 68.47 69.00 1%
USD/SGD 1.36 1.37 1%

* 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
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U.S. dollar: Fed revives the rally -
Signals for a more aggressive near-term
rate path by the Federal Reserve revived
the dollar upswing. The growth thrust
from tax cuts alongside building price
pressures and a labour market growing
increasingly tight suggest further hikes
in 2018, which should support an
upward dollar trend through year end,
in our view. Escalation of trade tensions
with China and an attendant flight to
safety could further reinforce the trend.

Euro: Caution warranted — A wave

of political turmoil and a surprisingly
cautious European Central Bank (ECB)
accelerated a selloff in the euro in June.
Lingering political risks are likely to
keep pressure on the currency in 2018.
Barring a renewed flare-up of euro exit
talks around Italy, the winding down
of the ECB bond purchasing program
by year end should position for a rate
increase by Q3 2019, in our opinion,
eventually supporting the euro trending
higher against the U.S. dollar by year-
end 2019.

British pound: Brexit bruises —

The U.K. economy ground to a halt

to start 2018, ostensibly positioning
against a forthcoming rate hike by the
Bank of England. Sterling came under
greater pressure as a result, falling to

a seven-month low against the U.S.
dollar in June. With the BoE attributing
the slump to harsh weather, renewed
market optimism for a rate hike may
support sterling; however, this is likely to
be tempered by continued uncertainty
around the Brexit outcome.

Canadian dollar: Trade woes -
Trade fears, volatile commodity
prices, and scope for more aggressive
U.S. policy tightening contributed

to the Canadian dollar tumbling to a
12-month low against the U.S. dollar
in June. In the absence of material
trade dislocations between the U.S.
and Canada, an economy running
beyond capacity and inflation trending
above 2% bode well for rate hikes later
this year, which in turn, should keep
the currency range-bound against a
backdrop of rising rates in the U.S.

Japanese yen: A bumpy ride -
Rising hedging costs on the back of
higher U.S. rates could see Japanese
investors take on foreign currency
exposure, with a subsequent easing in
demand for the yen. This, alongside
continued U.S. dollar strength,
underpins our neutral view on the
currency pair, barring an escalation of
global trade tensions which could see
investors flee to the safety of the yen.

% change against the U.S. dollar over past 60 days

JPY

U.S. dollar strength
since mid-April has
CAD been broad based.

AUD

NZD

EUR

GBP

MXN

Source -Bloomberg, RBC Wealth Management; data through 6/21/18
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United States — Spending led growth

Retail sales up 0.9% m/m, raising Q2 GDP estimates
over 4%. Robust hiring continues despite shortage

of qualified labor. Unemployment rate lowest since
2000 with 6.5 million open jobs. Housing mixed

with higher rates and low supply weighing on selling
activity, but wage growth helping affordability.
Headline CPI up on gasoline prices, core rose to
2.2% on increasing home rents. Consumer, business
sentiment sliding amid trade disputes, although both
near cycle highs.

Canada — Trade uncertainty a headwind

Trade uncertainty weighing on economic activity. GDP
flat m/m after a stronger prior month due to mining,
oil, and gas activity. Other data points to a moderation
in growth, but wage growth remains a positive at 3.9%
y/y. Of note, Core CPI decreased to 1.9% in May, while
April retail sales retreated 1.2% m/m. The latter is
somewhat unsurprising as consumer credit growth is
decelerating while the BoC raises interest rates.

Eurozone — Italian uncertainty

Area PMiIs retreating from robust levels that began
the year. Q1 GDP in at 2.5% q/q. Retail sales
accelerated to 1.7% y/y pace from 0.8%. Italian debt
market turmoil has subsided, although risk premium
elevated with a new budget and possible downgrade.
ECB policy exceptionally accommodative although
signaling gradual shift away from stimulus; however,
Italian uncertainty complicates the move.

United Kingdom — Rebound ahead?

Industrial production dipped 0.8%, continuing a
soft start to the year. Inflation steady at 2.4%y/y,
but real wages slipped to 2.8% y/y from 2.9%. Bank
of England held rates at 0.5%, markets see a 68%
chance of August hike as policymakers expect a Q2
rebound in growth, and look to stay ahead of a tight
labor market with unemployment at 4.2%.

China — Uncertain times

Trade disputes muddy the growth outlook, following
decelerations in industrial output, fixed-asset
investment, and retail sales in May. Uncertainty
prompted the People’s Bank of China to unexpectedly
keep its repo rate unchanged rather than an expected
hike. It cut the required reserve ratio in order to free
capital for banks to boost credit availability amid
slowing growth.

Japan — Tough inflation target

Q1 GDP revised lower on weaker inventory build,
though business investment was revised to a 0.3%
g/qincrease from a 0.1% q/q drop. Bank of Japan
held rates at -0.1%, with core inflation well below
target at 0.7% y/y as yen appreciation has pressured
import prices, but policymakers expect a Q2 rebound
and are eyeing some form of monetary normalization.

w Real GDP growth

2016 2017 2018E  2019E

2.0%

2016 2017 2018E  2019E

2016 2017 2018E  2019E

—+o—|nflation rate

2.3%
2016 2017 2018E  2019E
2.3% 2.5%

2016 2017 2018E  2019E

1.5%
2016 2017 2018E  2019E

Source - RBC Investment Strategy Committee, RBC Capital Markets, Global Portfolio Advisory Committee, RBC Global
Asset Management
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Equity returns do not include
dividends, except for the
Brazilian Ibovespa. 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 -1.3%
return means the Canadian
dollar has fallen 1.3% vs. the
U.S. dollar during the past 12
months. USD/JPY 110.76 means
1 U.S. dollar will buy 110.76 yen.
USD/JPY -1.5% return means

the U.S. dollar has fallen 1.5%
vs. the yen during the past 12
months.

Source - RBC Wealth Management,
RBC Capital Markets, Bloomberg;
data through 6/30/18.
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Index (local currency) Level 1 month YTD
S&P 500 2,718.37 0.5% 1.7%
Dow Industrials (DJIA) 24,271.41 -0.6% -1.8%
NASDAQ 7,510.30 0.9% 8.8%
Russell 2000 1,643.07 0.6% 7.0%
S&P/TSX Comp 16,277.73 1.3% 0.4%
FTSE All-Share 4,202.25 -0.5% -0.5%
STOXX Europe 600 379.93 -0.8% -2.4%
EURO STOXX 50 3,395.60 -0.3% -3.1%
Hang Seng 28,955.11 -5.0% -3.2%
Shanghai Comp (2,847.42 8.0% )  -13.9%
Nikkei 225 22,304.51 0.5% -2.0%
India Sensex 35,423.48 0.3% 4.0%
Singapore Straits Times ~ 3,268.70 -4.7% -3.9%
Brazil Ibovespa 72,762.51 -5.2% -4.8%
Mexican Bolsa IPC 47,663.20 6.7% -3.4%
Bond yields 6/29/18 5/31/18 6/30/17
US 2-Yr Tsy 2.528% 2.427% 1.382%
US 10-Yr Tsy 2.860% 2.859% 2.304%
Canada 2-Yr (1.914%  1.918%)  1.103%
Canada 10-Yr 2.168% 2.244% 1.762%
UK 2-Yr 0.724% 0.610% 0.358%
UK 10-Yr 1.278% 1.230% 1.257%
Germany 2-Yr -0.665% -0.656% -0.572%
Germany 10-Yr 0.302% 0.341% 0.466%
Commodities (USD) Price 1 month YTD
Gold (spot $/02) 1,253.16 -3.5% -3.8%
Silver (spot $/0z) 16.12 -1.9% -4.9%
Copper ($/metric ton) 6,625.00 -3.2% -8.1%
Uranium ($/1b) 22.70 0.7% -5.0%
0il (WTI spot/bbl) ( 7415 10.6%)  22.7%
il (Brent spot/bbl) 79.44 2.4% 18.8%
Natural Gas ($/mmBtu) 2.92 -0.9% -1.0%
Agriculture Index 285.73 -8.4% 1.3%
Currencies Rate 1 month YTD
US Dollar Index 94.4700 ( 0.5% 2.5%
CAD/USD 0.7614 -1.3% -4.3%
USD/CAD 1.3133 1.4% 4.5%
EUR/USD 1.1684 -0.1% -2.7%
GBP/USD 1.3207 -0.7% -2.3%
AUD/USD 0.7405 -2.2% -5.2%
uSsD/JPY 110.7600 1.8% -1.7%
EUR/JPY 129.3600 1.7% -4.4%
EUR/GBP 0.8847 0.6% -0.4%
EUR/CHF 1.1570 0.4% -1.1%
USD/SGD 1.3624 1.9% 2.0%
USD/CNY 6.6210 3.3% 1.8%
USD/MXN 19.9078 0.0% 1.3%
USD/BRL 3.8765 4.1% 17.2%

12 month

12.2%
13.7%
22.3%
16.1%
7.2%
5.0%
0.1%
-1.3%
12.4%

-10.8%

11.3%
14.6%
1.3%
15.7%
-4.4%

12 mo. Chg

1.15%
0.56%
0.81%
0.41%
0.37%
0.02%

-0.09%
-0.16%
12 month

0.9%
3.1%
11.8%
10.7%
61.1%
65.8%
-3.7%
-4.0%

12 month

-1.2%
-1.3%
1.3%
2.3%
1.4%
-3.7%
-1.5%
0.7%
0.9%
5.7%
-1.0%
-2.4%
9.9%
17.2%

Chinese stocks fell
into bear market

territory on worries
of slowing growth.

Canadian bonds
rallied on softer
inflation data
and safe-haven
demand amidst
trade uncertainty.

Crude surged

to multiyear
highs as the U.S.
pushed allies to
halt imports of
Iranian oil.

The dollar added
to its 2018 rally
with the Fed
projecting two
more rate hikes.
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