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The right stuff
Thomas Garretson, CFA – Minneapolis

Global yields have been trending higher for many months, but the pace of gains has gathered steam this
year, bringing with it some market jitters. But we see yields rising for the right reasons, bringing with it
little threat for markets.
It has been a while since markets have had to contend
with a rising rate environment. But with the benchmark
U.S. 10-year Treasury yield powering through the 1.30
percent level this week—the highest since this time last
year—and up sharply from a low of just 0.51 percent last
August, investors are weighing the threat to U.S. stocks,
where many indexes remain near record highs.
What’s driving yields? To this point, it has been almost
entirely due to the market repricing inflation expectations
amid rising growth projections. Where the 10-year
Treasury yield is now 0.78 percent higher from the lows,
the market’s expectation of 10-year inflation has risen by
about 0.61 percent over that same period. Of course, that
continues to bring about inflation fears, but we think the
bulk of the near-term inflationary pressures in the pipeline
are fully priced into markets. To wit, the minutes of the
Fed’s January meeting released this week acknowledged
the inflation risks this year, but that over the longer term
most policymakers still viewed the risk for inflation as
“weighted to the downside.”
As the chart shows, we think yields are quickly repricing
toward pre-pandemic levels amid growing optimism
around the economic outlook and reopening. But as
these moves go, sharp rises in Treasury yields are
typically followed by relatively mundane range-bound
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trends. The February Bloomberg survey of analysts saw
a notable upward revision to 10-year yield forecasts, but
the path is still seen holding below two percent through
the middle of 2023. In our view, the next test for the 10year will be the 1.50 percent level, which has effectively
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No need to yield to yields
But as yields have heated up, so too have the number
of headlines about the potential threat to stock market
valuations. The basic story is that since a stock’s price
is simply the discounted value of its future cash flows,
discounting those cash flows at higher rates should
lead to lower stock prices and valuations. But the key
is that it’s the level of rates relative to growth. As long
as rates don’t get too far ahead of corporate earnings
and economic growth, the net impact should be largely
neutral.
The top chart attempts to show this dynamic as the
change in Treasury yields tends to track the path of
corporate earnings, particularly of late as rising yields
reflect sharply rising earnings estimates for S&P 500
constituents.
The chart also shows that higher yields and rising
earnings estimates currently reflect an improved growth
outlook, a factor that we think will outweigh the risks from
rising rates for markets in the early stages of an economic
recovery. Pair that with our view that Treasury yields are
ultimately likely to remain anchored near historically low
levels, and the narrative that higher yields will take down
stocks quickly falls apart.

Treasury yields and corporate earnings tend to move
together

Turning back to fixed income markets, rising Treasury
yields have not exactly lifted all boats. Though Treasury
yields have jumped by nearly 80 basis points since last
August, the average yield on the Bloomberg Barclays
Investment Grade Corporate Bond Index is essentially
unchanged at just 1.93 percent. Municipal bond yields
have actually declined to new record lows in recent
months, with the average yield on the Bloomberg Barclays
Municipal Bond Index now only 0.95 percent, down from
nearly 1.50 percent last fall. Needless to say, despite rising
Treasury yields, it remains a challenging environment for
investors starved for income.
And with rising inflation expectations, that environment
is made all the more difficult as investors seek out
strategies to, at the very least, keep pace. We think the
expectations the Fed will keep rates at zero percent
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served as the floor for yields for the past decade. From
there we share the view that the 10-year will struggle to
trade above two percent until the Fed is well into the next
rate hike cycle, which we think remains a number of years
away. On a 12- to 24-month horizon, we see the 10-year
holding between 1.50 and two percent.

Change in 10-yr Treasury yield
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for a number of years has kept yields at the short end
historically low. And with that, yield curves are now the
steepest since 2016, thus offering investors the chance to
extend maturities for yield. We favor a barbell approach
of some short-dated maturities to reinvest as rates rise
along with longer maturities in order to not give up too
much income. Finally, we continue to augment portfolio
income with preferred shares, a sector we think will
continue to be well-supported.
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UNITED STATES
Alan Robinson – Seattle

• Stocks struggled during the holiday-shortened
week as sentiment was buffeted by weather impacts
across most of the country and concerns over vaccine
bottlenecks and new COVID-19 variants. But not all
news was negative, as U.S. retail sales rose strongly
in January, up 5.3% from December as consumers used
the $600-a-recipient stimulus checks to fund renewed
spending.
• RBC Capital Markets, LLC Head of U.S. Equity Strategy
Lori Calvasina addressed a notable feature of the
rebound in stocks since the March 2020 lows—the
outperformance of “low quality” stocks, or those with
low returns on equity and stressed balance sheets (see
chart). She noted that “this is textbook behavior coming
out of a recession” and that over the past three
recessions her analysis finds that the initial “low
quality” trade in markets lasted an average of 25
months and a median of 18 months, suggesting a few
more quarters of relative upside for low quality stocks.
• Frigid temperatures across the U.S. boosted the rally
in energy markets, increasing demand for fuel and
power while threatening oil and gas production in Texas.
RBC Capital Markets, LLC Commodity Strategist Michael
Tran raised the prospect of West Texas Intermediate
(WTI) oil prices overshooting the $70 per barrel level
by year-end as traders eye a new oil supercycle in
2022, with demand increasing and supply declining.

Low quality (or high beta) stocks tend to outperform
at the start of an economic expansion
Weekly values of the S&P 500 High Beta Index vs. Low
Volatility Index, with 2/22/19 = 100
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Power grid failures brought renewed focus on the
need for infrastructure spending. The Wall Street
Journal reported President Joe Biden plans to propose
a $2 trillion infrastructure package after the expected
passage of a $1.5 trillion COVID-19 relief plan by midMarch.
• With earnings season winding down, more than
80% of companies in the S&P 500 (and >90% by
market capitalization) will have reported by the end
of the week. Results so far have been resilient, with
sales up 2.3% y/y and profits up 3.6% from the same
quarter in 2019 when the economy was running at
full tilt, according to FactSet. However, many traders
shrugged their shoulders at these solid results, implying
expectations were already quite high.

CANADA
Luis Castillo – Toronto

• Canada’s inflation rate rose by a modest 1.0% y/y
in January, according to Statistics Canada, beating
expectations, largely on the back of higher gasoline
and durable goods prices. Gasoline prices were up for
a second consecutive month, increasing 6.1% m/m in
January. Although energy prices are still down year
over year, RBC Economics estimates energy prices will
likely propel inflation temporarily higher in the coming
months as the oil rally has continued in February and
Ontario’s electricity price cuts are set to expire in the
coming weeks. Canada’s 10-year inflation breakeven, a
measure of market-implied inflation expectations, rose
and sits near its highest level since 2018. Despite the
higher expectations, it appears Canada’s policymakers
continue to see little immediate threat from rising prices
as the Bank of Canada (BoC) has pledged to keep rates
low until inflation sustainably returns to the BoC’s 2%
target.
• The 30-year Government of Canada bond yield
has moved back up towards pre-pandemic levels,
climbing above 1.7% for the first time since early January
2020 as inflation expectations continue to push longterm yields higher. As the BoC maintains short-term
yields anchored at record lows in 2021, we continue
to expect this volatility to appear in the long end of
the curve. Within fixed income portfolios, rising bond
yields lead to falling prices. However, it’s important to
realize the duration of most fixed income portfolios
is shorter than most clients’ investment horizons and
although higher interest rates alter the path of returns,
they do not change the long-term returns of hold-tomaturity bond investors. Despite the short-term pain,
we think investors with a time horizon longer than
the duration of their bond holdings can benefit by
reinvesting maturities at higher rates.
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EUROPE
Thomas McGarrity, CFA & Frédérique Carrier – London

• Former European Central Bank President Mario
Draghi formed a government of national unity in Italy
which enjoys solid parliamentary support. Thanks to
dexterous negotiations, all parties are represented,
except for the right-wing Fratelli d’Italia, which refused
to join Draghi’s government. The government’s priorities
will be the COVID-19 vaccine rollout, the disbursement
of the EU Recovery and Resilience Facility, and reforms
to enhance Italy’s growth potential, e.g., for public
administration, justice, and education. Such reforms are
necessary for Italy to access the EU funds.
• To help with this ambitious agenda, Prime Minister
Draghi selected technocrats for his cabinet, such
as the former director general of the Bank of Italy as
the minister of economy and finance. He also tapped
the business community and appointed Vittorio Colao,
former CEO of Vodafone, to head the Ministry for
Technological Innovation and Digital Transition.
• Given the diverse nature of the coalition, we expect
heated debates around certain measures. However,
given the current sense of emergency in the country
and with none of the parties doing well enough in the
polls to want to face new elections, we expect this
government to last until the end of the legislature’s
term in 2023.
• Over half of STOXX Europe 600 companies expected
to report have done so. While almost two-thirds of
companies have beaten consensus earnings per share
estimates, less than half have beaten sales estimates.
This suggests a decent number of earnings beats have
been driven by margins coming in ahead of
expectations owing to companies cutting costs amid
the COVID-19 crisis to support profitability. This was also
the case last quarter and we believe it could be a key
theme for the earnings recovery for the year ahead. As
demand picks up when economies reopen, given
reduced cost bases, operating leverage could be even
greater than in a typical cyclical upswing.

ASIA PACIFIC
Jasmine Duan – Hong Kong & Nicholas Gwee, CFA – Singapore

• This is a shortened trading week for China and Hong
Kong markets due to the Lunar New Year holiday.
• The Chinese government encouraged citizens to
reduce intercity travel during the holiday. As a result,
Chinese consumers increased spending on restaurants,
online sales, and movies as travel restrictions made it
difficult for them to visit their hometowns.

European profit margins have room to expand
Average profit margins for STOXX Europe 600 companies
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• According to the Ministry of Commerce, sales at
key retailers and restaurants during the holiday
amounted to RMB 821 billion (US$127 billion), an
increase of 4.9% from 2019 and up 28.7% versus 2020.
The number of people traveling over the past 20 days
plunged 73% y/y, according to the Ministry of Transport.
• E-commerce benefited from the travel restrictions, as
families exchanged gifts by post. Cainiao, the logistics
arm of Alibaba Group, said package volumes handled
during the holiday were five times higher compared to
the same period in 2019. Cinema box office sales were
particularly strong over the period, climbing 33% from
2019 to RMB 7.8 billion.
• Japanese exports accelerated in January, mainly from
surging shipments to China. The value of overseas
shipments climbed 6.4% y/y, rising for a second
straight month and picking up from December’s 2%
growth. A 51% surge in exports of chip-making gear and
a jump in shipments of plastics drove the gains. Demand
was strong in Asia, particularly in China, though holiday
distortions likely inflated the increases.
• China e-commerce giant JD.com (9618 HK) plans to
list its shipping business, JD Logistics, in Hong Kong.
According to an unsubstantiated Bloomberg report, the
IPO could raise roughly US$5 billion and value the unit
at about US$40 billion. Details of the proposed spinoff
haven’t been finalized, the company said in an IPO
prospectus filed with the stock exchange. JD Logistics
had more than 800 warehouses across China as of endSeptember 2020.
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MARKET

Scorecard

Equities (local currency)

Level

MTD

YTD

1 yr

2 yr

3,913.97

5.4%

4.2%

16.1%

41.0%

Dow Industrials (DJIA)

31,493.34

5.0%

2.9%

7.7%

21.7%

Nasdaq

13,865.36

6.1%

7.6%

42.5%

85.6%

2,218.39

7.0%

12.3%

31.8%

41.4%
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33.4%

9.3%
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30.4%

42.1%

India Sensex

51,324.69

10.9%

7.5%

25.5%

44.6%

2,908.85

0.2%

2.3%

-9.0%
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3.6%

0.2%
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1.0%

-1.0%

Gov’t bonds (bps change)

Yield

MTD

YTD

1 yr

2 yr

U.S. 10-Yr Treasury

1.294%

22.8

38.1

-26.7

-136.9

Canada 10-Yr

1.141%

25.2

46.4

-18.8

-75.4

UK 10-Yr

0.622%

29.5

42.5

1.1

-54.4

-0.346%

17.2

22.3

Germany 10-Yr

3.6%

6.1

-45.6

YTD
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-0.8%

-1.5%

3.8%

18.2%

1.93%

-0.7%

-2.0%

4.8%

24.4%
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3.96%

1.0%

1.3%

7.3%

19.0%

Commodities (USD)

Price

MTD

YTD
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1,776.23

-3.9%

-6.4%
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33.9%

Fixed income (returns)

Yield

MTD

U.S. Aggregate

1.30%

U.S. Investment-Grade Corp

Gold (spot $/oz)
Silver (spot $/oz)

27.06

0.3%

2.5%

48.9%

71.1%

8,403.25

6.9%

8.4%

46.2%

32.7%

Oil (WTI spot/bbl)

60.52

15.9%

24.7%

16.3%

8.9%

Oil (Brent spot/bbl)

63.39

13.4%
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-4.7%
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Copper ($/metric ton)

Source - Bloomberg; data as of 4:35 pm ET
2/18/21.

3.4%

5.7%

30,236.09

Brazil Ibovespa

Examples of how to interpret currency
data: CAD/USD 0.78 means 1 Canadian
dollar will buy 0.78 U.S. dollar. CAD/USD
0.5% return means the Canadian dollar
rose 0.5% vs. the U.S. dollar year to
date. USD/JPY 105.67 means 1 U.S. dollar
will buy 105.67 yen. USD/JPY 2.3% return
means the U.S. dollar rose 2.3% vs. the
yen year to date.

4.3%

Nikkei 225
Singapore Straits Times

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
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Currency returns quoted in terms of the
first currency in each pairing.
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Currencies
U.S. Dollar Index

Rate

MTD

YTD
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0.0%
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USD/CAD
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EUR/USD
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-1.0%
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GBP/USD
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9.0%

USD/JPY
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2.3%
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-4.6%
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5.5%

USD/BRL
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-0.7%

4.5%
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45.4%
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