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Regional outlook — Canada

Sarah Neilson, CFA

V.P. and Senior Portfolio Manager
RBC Global Asset Management Inc.

Canada’s stock benchmark, the S&P/TSX Composite

Index, fell 0.6% on a total-return basis over the three
months ended November 30, 2023. In U.S.-dollar terms, the
S&P/TSX was flat, lagging the S&P 500 Index, which advanced
1.7%, and the MSC1 World Index, which gained 1.6%. Over the
12-month period ended November 30, the underperformance
of the S&P/TSX relative to global markets was more
pronounced. The S&P/TSX was up 1.4% over the past year

in U.S. dollars, while the S&P 500 gained 13.8%. Canadian
underperformance resulted from the sector composition

of the two markets, with U.S. equities supported by seven
large-cap technology stocks that represented, at one

point, 28% of the S&P 500. All had recorded hefty returns

in part due to optimism about their exposure to artificial
intelligence. The Information Technology sector was also
Canada’s best-performing sector but makes up only 7% of
the index. In October, stocks fell amid economic worries
after yields on Canadian and U.S. 10-year government bonds
climbed to the highest levels since the financial crisis 16 years
ago. Interest rates retreated into November, and Canadian
equities rebounded 7.5% that month, further aided by strong
corporate earnings.

Inflation continues to moderate but remains above targets
set by central banks. Lower gasoline prices have helped
lower inflation to 3.1% in Canada, partially offset by housing
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Irene Fernando, CFA

V.P. and Senior Portfolio Manager
RBC Global Asset Management Inc.

costs pulled higher by rising mortgage rates and rents. The
Bank of Canada (BOC) held its benchmark interest rate

at 5% in October, noting that the rapid rise in long-term
interest rates had tightened financial conditions and should
aid in slowing economic growth. The BOC is projecting that
inflation will remain close to 3% for the next two years given
persistently tight labour markets, and higher energy and
housing costs. Adding to inflationary pressures, Canada has
added about 1.2 million people to its population over the past
year, contributing to an increase in consumer spending and
housing demand.

Economic data continues to weaken in Canada and many
forecasters expect the economy to slip into a recession next
year. Growth forecasts reflect the lagged impact of tighter
financial conditions, with Canada’s GDP expected to grow
only 0.6% in 2024, compared with forecast growth of 1.2% for
the U.S. The BOC has also decreased its growth forecast for
2024, pointing to weaker consumer spending and housing.
While a persistently tight labour market has supported the
economy since the pandemic, recent data suggests the
excess demand for workers is waning. A more expeditious
return to 2% inflation will allow central banks to stop hiking
interest rates and presumably lower them at some point
next year.
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The Information Technology sector, led by Shopify, was up 8%
over the past three months. The recovery in Shopify shares
was the biggest contributor to the sector, returning 68% so
far this year. Shopify accounts for almost half the weight of
Canada’s Information Technology sector.

Continued economic resilience, robust growth expectations
and a potential for productivity and profits to benefit from
artificial intelligence have supported technology stocks this
year. The Consumer Staples and Consumer Discretionary
sectors have also performed well this year. The rapid rise

in interest rates continues to weigh on equities in the Real
Estate, Utilities and Communications Services sectors. The
Financials sector, dominated by the big banks, declined as
investors remain concerned that the negative impact of
higher interest rates on the economic outlook will require
banks to set aside more capital for credit losses.

S&P/TSX earnings expectations for 2023 reflect a 5% decline
over the prior year, mainly due to lower commodity prices
and weaker bank earnings. Investors expect earnings growth
to rebound to 10% next year, as financial results improve in
the Financials, Energy and Materials sectors. This outlook
will likely prove optimistic should a recession materialize.
The S&P/TSX currently trades at 12.9 times forward earnings,
below its long-term average of 14.5, with the largest sectors
in the index valued at discounts to their historical averages.
Given the differences in market composition, the S&P/TSX is
trading at a wide discount to the S&P 500, a situation that is
likely to persist.

The large six banks currently trade at 10 times forward
earnings, representing a 10% discount to the historical
average and a notable drop in expectations since May 2022.
Analysts’ estimates for next year’s bank earnings have come
down 14% since the beginning of this year, indicating the
substantial impact of higher interest rates on their business
models. The existing operating environment is marked by
reduced demand for loans, higher funding costs, increased
expenses and provisions for credit losses. The consensus
estimate is for flat EPS in fiscal 2024, followed by a 5%
increase the following year. These projections consider a
return to pre-pandemic levels of credit losses but assume the
economy avoids a recession.
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The main challenge is Canadian consumers facing higher
interest rates, as many homeowners could have trouble
affording their mortgages when their contracts come up

for renewal over the next two years. Banks are being forced
by regulators to maintain high levels of capital, potentially
impeding growth. The possibility of an economic soft landing
could support bank stocks, but the sector is likely to trade at
a discount to historical norms given the subdued outlook for
EPS growth.

Canadian energy stocks were flat over the past three
months, remaining resilient as investors have gravitated

to the sector’s strong cash flows in the face of a 15% drop

in crude-oil prices. Global demand for crude oil has finally
recovered from the COVID- related economic slowdown,

and supply has equally recovered, leading to a balanced
market. Prices are also supported by OPEC production cuts
announced earlier this year. In a recession scenario, demand
for crude oil is likely to wane and prices would likely pull
back. Energy producers have benefited from oil prices above
US$75 per barrel, and they have used this money to reduce
debt, and boost share repurchases and dividends. We expect
two major energy-infrastructure systems to come online

by mid-2024: the $48 billion LNG Canada export facility in
British Columbia, a Shell-led complex that prepare shipments
of Canadian liquified natural gas to Asia; and the federal
government’s $31 billion Trans Mountain Expansion pipeline,
which will transport Canadian crude oil from Alberta to the
West Coast. These projects are expected to bring increased
demand for the country’s petroleum resources and could
spur consolidation among producers as they try to lock up
resources.

Gold prices recently surged above US$2,000 an ounce in
November amid falling Treasury yields and related U.S.-dollar
weakness, the growing expectation that interest rates will fall
next year and geopolitical turmoil. Gold-related companies
make up close to 7% of the S&P/TSX index and in our view do
not fully reflect the recent move up in prices.



Regional outlook — Europe

David Lambert

Senior Portfolio Manager and Head
RBC Global Asset Management (UK) Limited

The drop in stocks over the summer reduced equity
valuations to levels that we consider reasonably attractive
and that are usually followed by rallies in value stocks. At the
trough, a majority of European stocks traded near 10-year
lows measured by price to book value. Even with the strong
bounce since the beginning of November, equity valuations in
Europe remain low.

The cheapness of value stocks is throwing up a dilemma for
investors given that the European economy is weakening. The
proportion of stocks at historically low valuations generally
peaks into an economic slowdown, not ahead of one, and the
current set-up indicates stock valuations could come under
even more pressure if the economic contraction deepens.

The late stage of the economic cycle would suggest that we
favour stocks with high and stable returns on capital, so-
called “quality” stocks. However, these “safer” equities are
carrying a bit more risk because their valuations are high
versus “cheap” stocks. The valuation gap between quality
and value is not as wide as it was in early 2022, but it remains
elevated going back 40 years. In this environment, we think
stock selection should move to the fore as we need to find
the right balance of value, quality and momentum in specific
equities.

Simply buying value stocks is dangerous at times when there
has just been a big run-up in interest rates and the potential
for an economic slowdown is increasing. Plenty of cheap
stocks may be cheap because they reflect the risk of high
debt loads and the likelihood of a squeeze on profit margins
should revenues plunge. We note that, in Europe, just 42% of
the cheapest quintile of stocks have sufficient cash flow to
cover earnings before interest and taxes (the fixed-charge
ratio).

In a low-interest-rate world, the funding gap might have been
papered over easily enough through access to cheap debt.
With that option in jeopardy or forestalled, however, tapping
into equity markets may be the only way these companies
can raise capital in a pinch. Even growth companies whose
valuations are based mostly on future cash flows are no
longer the golden goose they’ve been for the past 15 years.
We must be more discerning in the stocks we buy, and in
making sure we do not take on too much exposure to any one
sector.

European leading Indicators declined in October for the

fifth consecutive month, suggesting the threat of a looming
recession. Against such a backdrop, the best bet for investors
has often been high-quality, large-cap value stocks. Investing
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Europe - Recommended sector weights
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in businesses whose returns are high and stable, and which
can grow their asset base is usually a long-term winner
provided that there is a margin of safety on valuation.
However, valuations for these types of stocks have soared
since the global financial crisis 15 years ago, eliminating much
of that margin of safety.

European equity markets have underperformed versus the
U.S. since the financial crisis, as historically low interest
rates drove investors to pay higher valuations for the fast-
growing companies that are more common in the U.S. Going
forward, we think that an extended period of higher interest
could reverse that process, benefiting European stocks on a
relative basis. We are already seeing this trend unfold within
Europe, where the valuation gap between the most expensive
and cheapest stocks is beginning to close. We would never
argue that European valuations should be on par with those
in the U.S., but we do think the long-term discount should be
closer to 20% rather than the 30% where it currently sits.

We also wonder whether investors are underestimating
changes in the composition of the stocks in European
benchmarks, as faster-growing, higher-quality industries

like technology and luxury goods make up an increasing
percentage of the benchmark at the expense of old-economy
stocks such as telecommunications providers and banks. This
shift has occurred in many regions, but Europe had lagged.

We hasten to add that this scenario does not rule out many
traditional large-cap businesses. Europe may, in fact, be on
the verge of a resurgence in capital expenditures involving
energy and food security, infrastructure and defense, after
the pandemic and Russia-Ukraine war exposed supply-side
vulnerabilities. Such a shift could benefit Europe’s higher
weighting in Industrials, Materials and Energy.

We expect overall European earnings to fall 2.5% in 2023 due
to particularly weak year-over-year numbers in the Energy
and Materials sectors. Excluding these sectors, earnings
gains should be in the low single digits, rising to 7% in 2024 -
a little below average growth of around 10%.

Regional outlook - Europe | David Lambert
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Chris Lai

Portfolio Manager
RBC Global Asset Management (Asia) Limited

Asian stocks were essentially unchanged during the three
months ended November 30, 2023. Equity markets were flat in
September and fell in October, with the decline due primarily
to the potentially negative economic impact of the Israel-
Hamas war and rising global interest rates. Equities recovered
in November, as investors judged that the war would not
expand and as U.S. interest rates started to fall. Exports

for countries such as Japan and Taiwan remained solid,

and domestic consumption was healthy across many Asian
economies.

Within the region, notable underperformers included
Thailand, Hong Kong and Ching, the latter of which was

hurt by a moribund Chinese housing market and reluctant
consumers. Taiwan, Japan and India outperformed, while
Japanese stocks were aided by corporate-governance
reforms aimed at encouraging companies to focus more on
shareholder value. India was a strong performer given robust
economic growth, relatively benign inflation, pro-business
government policies and ample bank credit.

Across the region, the Information Technology, Financials
and Materials sectors outperformed the benchmark, while
Industrials and Real Estate underperformed.
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Japan

The outlook for the Japanese economy has improved over
the course of 2023, with the most recent GDP forecast rising
to 1.8% from 1.3% at the beginning of the year. The economy
has been helped by rising auto exports and declining use of
imported liquified natural gas as more nuclear power comes
online. We expect a pickup in domestic consumption from a
low base and demand for services in the coming months to
offset any drop in demand for exports.

Inflation remains under control, with 2023 CPI forecast at
3.0% for 2023, falling from a 3.6% rate in the first quarter,
which was the highest since the 2010s. We expect inflation to
be sustained above the 2% level given higher import costs,
the weakest yen in more than three decades, higher oil prices
and wage hikes.

The Bank of Japan (BOJ) continued to loosen its grip on long-
term interest rates in October, taking another step toward
ending its massive yield-curve-control stimulus program.
Further adjustments will depend on the strength of Japanese
consumption and the pace of inflation. In addition, the U.S.
economic outlook is an important factor for the BOJ given the
importance of exports.



Asia - Recommended sector weights
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Rest of Asia

China’s economy is showing signs of stability, but we remain
cautious on whether the bottom has come, especially in
the areas of property and services. China’s CPI has turned
positive, suggesting that consumer prices will firm after a
deflation scare. Economists have dropped GDP forecasts
from earlier in the year but appear to be confident that the
decrease in expectations has passed. The People’s Bank

of China continues to support the economy via rate cuts,
and the government is taking steps to support the property
market. Mortgage rates have fallen and curbs on home
purchases have been lifted in Beijing, Shanghai, Shenzhen
and China’s other megacities.

In Hong Kong, retail-sales growth has remained strong,

but private investment continues to face headwinds due to
high interest rates. Hong Kong’s currency peg means that
monetary policy follows the actions of the U.S. Federal
Reserve (Fed), and the Fed’s decision to pause interest-rate
hikes in September provided a bit of relief to investors and
consumers. Hong Kong’s government recently announced

a cut in the duty imposed on stock purchases and property
taxes to stimulate demand for equities and housing.

We expect GDP growth in India to slow to 6.2% in 2023

from 7% in 2022. India remains one of the faster growing
economies within Asia. Inflation has fallen more quickly than
expected from a high of 7% in July 2023 to 5% in October,
driven mainly by lower food prices. The lower inflation rate
allows the Reserve Bank of India to keep its policy rate
unchanged. Fixed investments remain strong driven primarily
by the public sector.
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Inflation in South Korea is higher than we expected due to
rising crude-oil and agricultural prices. The recent economic
data showed a strong recovery in manufacturing, especially
amid a bounce-back in exports. Semiconductor production
has become the key driver of growth as there is solid demand
for artificial intelligence-related products and sustained
demand for PCs and smartphones.

Recent economic data suggest that inflationary pressures
are easing in Australia as a result of higher interest rates and
easing supply-chain pressures. The Reserve Bank of Australia
(RBA) indicated that it’s assessing the impact of prior
monetary tightening on the economy, and the governor of the
central bank has left open the possibility of further tightening.
Our view is that the RBA is probably done with the current
round of rate hikes given the weakening macroeconomic
environment and the possibility of a recession. We expect the
RBA to begin lowering its policy rate as early as the second
quarter of next year. The longer-term outlook for Australia
remains positive given strong population growth and modest
fiscal expansion. However, slowing economic growth around
the world, and especially in China, remains a headwind to
keep in mind.



Christoffer Enemaerke

Portfolio Manager
RBC Global Asset Management (UK) Limited

Central banks in many emerging-market countries were fast
to react to rising inflation following the pandemic and started
tightening monetary conditions in advance of developed-
market central banks. We are now entering an unprecedented
situation where policy rates in emerging markets are
converging with developed-market rates and poised to drop
below them for the first time. Inflation-adjusted interest rates
are at historically high levels in emerging markets, making

it easier for them to reduce nominal rates. Policy rates have
already been cut in Brazil and Chile, and we would expect
more emerging-market countries to follow suit over the
coming months.

The early tightening cycles in many emerging markets
brought down inflation, and policy rates and bond yields
now appear to have peaked in many markets. As a result,
emerging-market bonds denominated in local currencies
significantly outperformed developed markets in recent
years. In contrast to bonds, emerging-market equities
extended their decade-long underperformance versus
developed markets. Much of the relative weakness has been
driven by China, which accounts for almost a third of the
MSCI Emerging Markets Index.

One of China’s main issues following the pandemic has been
consumers’ lack of confidence in the economy, leading to
increased savings rates and anemic consumption. China
already has one of the world’s lowest ratios of consumption

to GDP, and unlocking consumer potential will be a key for
long-term economic growth. Lower consumption is also
explained by the fact that China has a less developed social
safety net, which means Chinese families must keep more
savings in reserve to pay for medical care, old age and
education.

The Chinese government has started to introduce more
stimulus measures in recent months, including rules
loosening down-payment requirements for mortgages, in
an attempt to boost the residential-property market. This
step is important as property is one of the main drivers

of consumption in China. We expect more consumption-
boosting measures in the form of social-welfare spending.

The rise in geopolitical tensions between the U.S. and China,
which has imposed non-tariff trade barriers such as quotas,
has led China’s trade partners to diversify their supply
chains. China’s share of U.S. imports peaked at 21% in 2018
and has since fallen to 14%. However, China has a highly
skilled labour force, a complete industrial ecosystem, strong
infrastructure and a large domestic consumer market. So
while China’s share of U.S. imports has decreased, its share
of value-added exports continues to rise, reflecting continued
improvement in export competitiveness. One example of
this evolution is China's environmental supply chain, which
has helped offset the loss of market share in the electronics
supply chain.
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There have been four major cycles of emerging-market
equity performance over the past three decades, with
durations ranging from six to 12 years. Two of the cycles
were characterized by strong relative performance versus
developed markets and two cycles by weak performance.
The most important long-term predictor of emerging-market
returns versus developed markets has been earnings growth
measured in U.S. dollars. The most recent of the cycles has
now lasted 12 years, with zero annual earnings growth in
emerging markets over this period, and has coincided with
significant underperformance relative to developed-market
equities.

We would expect the decline in emerging-market interest
rates over the next year to occur faster than any declines

in developed markets, and for the drop in emerging-market
rates to bolster the earnings of emerging-market companies.
The improved emerging-market earnings outlook in turn
suggests better relative performance for stocks in emerging
markets.

An important driver of GDP growth for emerging markets in
the long run has been urbanization. Typically, we have seen
per-capita GDP increase as the percentage of the population
moving to cities has climbed. For example, China’s GDP per
capita rose exponentially over the past 30 years along with
surging urbanization. Some of the largest emerging-market
countries outside of Ching, including India and Indonesia,
still have strong potential for urbanization to drive long-term
economic growth.

From a valuation perspective, emerging-market equities
continue to look particularly cheap in comparison with
developed-market equities. Emerging-market stocks trade
at a 45% discount to developed markets based on price-to-
book value - close to the lowest level in 20 years. Another
indicator that suggests emerging markets are attractively
valued is the Shiller CAPE Ratio, which is based on average
inflation-adjusted earnings over a 10-year period. Emerging
markets trade at a CAPE Ratio of 12.5x, half the 25x figure
for developed markets. While valuation levels are generally
unreliable as predictors of performance over short-term
periods, the long-term relationship between returns to
equities and valuations is robust. Against this backdrop,

current valuations of emerging-market equities look relatively

attractive.
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Regional outlook — Emerging markets | Christoffer Enemaerker
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