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Stock Market Outlook: Pick Your  
Spots Carefully
Interest-rate fears bring utility and real estate valuations in line, but 
the broader market still looks fully valued. 

By Matthew Coffina, CFA, Editor of Morningstar StockInvestor

After leading the market higher in 2014, utilities and real estate are the worst-performing 
sectors thus far in 2015. Shifts in the outlook for interest rates are causing stock prices to be 
far more volatile than long-run fundamentals.

Following a comprehensive review of competitive dynamics in the global banking industry, we 
upgraded our moat ratings for eight banks to wide. Meanwhile, strong performance by the 
health-care sector has left relatively few opportunities.

The S&P 500 is approximately flat since last quarter, leaving stocks fully valued. We encour-
age investors to consider their risk tolerance, pick their spots carefully, and prepare for subpar 
market returns over the next five years.

From Euphoria to Panic for Rate-Sensitive Stocks
To see investors’ mood swings when it comes to interest rates, take a look at a three-year  
chart of Utilities Select Sector SPDR XLU or iShares US Real Estate IYR. Both exchange-traded 
funds zoomed higher in the first half of 2013 as the 10-year Treasury yield fell as low as  
1.66%. They collapsed in the second half of 2013 as the 10-year rate surpassed 3.00%. They 
climbed steadily throughout 2014 as the Treasury yield fell back to 2.17%. And they’ve  
been sliding thus far in 2015 as long-term rates creep higher and the Federal Reserve signals 
its first hike to short-term rates in almost a decade.
 
We take a long-term view of both cash flows and discount rates, so our fair value estimates 
haven’t moved nearly as much as stock prices. Our discount rates incorporate a 4.5%  
normalized long-run risk-free rate, which is well above current interest rates. Last quarter,  
we thought utilities and real estate were overvalued, but with the recent stock price  
declines, we now see these areas as roughly fairly valued. The median stock in both sectors  
is trading at a 1%–2% discount to our fair value estimate.
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As investors continue to overreact to moves in interest rates, there are a few pockets  
of opportunity emerging. Within utilities, Southern Company SO, Duke Energy DUK,  
and American Electric Power AEP offer generous dividend yields and 8%–10% long-run  
total return potential. Wide-moat ITC Holdings ITC trades at the steepest discount to  
fair value since we started covering the stock and offers earnings growth that is double 
the regulated-utility average. As for real estate, we like the economic defensiveness, 
long-term growth opportunities, and above-average dividend yields of health-care real 
estate investment trusts, including Ventas VTR and HCP HCP.

Wide-Moat Banks, Overvalued Health Care
On the other end of the spectrum, the health-care sector has been on fire thus far in 2015, up 
by a double-digit percentage. That follows the pattern of the past three years, during which 
health care has delivered annual total returns approaching 30%—11 percentage points better 
than the S&P 500. Speculation about mergers and acquisitions and investors’ unbridled 
enthusiasm for biotechnology deserve much of the credit. The downside is that we now view 
health care as modestly overvalued, though there are a handful of exceptions such as Amgen 
AMGN and Baxter BAX. Technology and telecom stocks have also been engulfed in M&A 
rumors, and with both sectors overvalued, we encourage investors to be selective and focus 
on the fundamentals.

Elsewhere, we have eight new wide-moat banks following a comprehensive review of our 
moat methodology for the global banking industry. The highest-quality banks are able  
to establish sustainable competitive advantages through a combination of low costs (cheap 
deposit funding, superior underwriting, and operational scale) and customer switching  
costs (most customers would rather avoid the hassle of changing banks). We analyzed 22 
global banking systems and found that Australia, Canada, Sweden, and (to a lesser  
extent) Chile have favorable macroeconomic, regulatory, political, and competitive charac-
teristics that are conducive to moats. As a result, we upgraded our moat ratings for 
Toronto-Dominion TD, Bank of Nova Scotia BNS, Royal Bank Of Canada RY, Banco Santander 
Chile BSAC, Banco De Chile BCH, and Svenska Handelsbanken SHB A to wide from narrow. 
Although the U.S. banking system is more challenging—including intense competition and  
a fragmented regulatory landscape—we found that Wells Fargo WFC and U.S. Bancorp  
USB also deserved wide moats. Several of these banks are trading at attractive discounts to 
our fair value estimates, including Toronto-Dominion and U.S. Bancorp.

Flat Market Leaves Stocks Fully Valued
The S&P 500 has barely budged since our last quarterly update, so the market as a whole still 
looks fairly valued to slightly overvalued. The median stock in Morningstar’s coverage 
universe trades right around our fair value estimate. However, this measure has benefited 
from lower discount rates in our valuation models, as we now assume investors require  
a 9% long-run total return from stocks, down from 10% previously.
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There can be little question that higher valuations today correspond to lower returns tomor-
row. Elevated price/earnings ratios detract from future returns in at least two ways. First, 
they diminish the benefits of capital allocation: Higher stock prices mean lower dividend yields 
and less-effective share repurchases. Second, higher valuations increase the likelihood  
of future P/E multiple contraction, and make it less likely that P/E multiples will expand. 

On a price/earnings basis, the S&P 500’s valuation remains rich by historical standards. The  
index stood at 2,121 as of the market close on June 18. That implies price/earnings ratios of 
19.2 (using trailing-12-month operating earnings), 27.3 (using a 10-year average of inflation-
adjusted earnings—the Shiller P/E), or 18.5 (using trailing peak operating earnings). Those 
measures have been lower 65%, 76%, and 78% of the time since 1989, respectively. Such high 
valuation levels could be justified—assuming interest rates stay low and profit margins  
stay high—but we don’t see much room for error in today’s stock market.

Matthew Coffina, CFA, has a position in the following securities mentioned above: ITC WFC HCP.
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Economic Outlook: Stuck in Neutral as 
We Cling to Cash
Corporations have become so focused on conserving capital that 
long-term growth prospects are diminished.

By Robert Johnson, CFA, Director of Economic Analysis

The economy is still stuck in its 2.0%–2.5% growth rate.

Easing manufacturing growth and a slow-to-recover housing industry are holding back 
economic growth.

Corporations are merging and buying back stock—not investing—which is reducing growth 
prospects and amplifying the potential for inflation.

Despite a lot of ups and downs over the last three months, our full-year economic forecast 
remains relatively unchanged since our last report. Our full-year GDP growth forecast  
remains steady at 2.0%–2.5%, as it has for the last three years. We see nothing that would 
cause the economy to break sharply out of that channel.

Also, we are not changing our full-year forecast despite a first quarter that was a disap- 
pointment to many. Weather and poorly constructed seasonal adjustment factors  
produced a decline, just as they did in 2014. The first quarter of 2015 also suffered further  
from labor actions at West Coast ports that shifted the flow of imports and, to a lesser  
degree, exports.

Just as in 2014, we expect unusually large growth rates in the back half of the year to make  
up for the shortfall in the first quarter. This implies that growth will need to average over  
3% for the last three quarters of the year. That said, we don’t expect the bounce to be quite  

U.S. Economic Forecast

2012 2013 2014 2015E

Real GDP Growth (%) 2.3 2.2 2.4 2.0–2.5

Inflation (%) 1.9 1.2 1.2 1.8–2.3

Emp. Growth 
(Avg. Jobs Per Month)

186,000 194,000 260,000 240,000

Unemployment Rate (%) 7.9 6.7 5.6 5.0–5.5

10-Year Treasury (%) 1.78 3.04 1.6 3.0–3.5

Home Prices (%) 7.1 13.4 5.0–6.0 5.0–6.0

Source: Morningstar Estimates
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as large as in 2014. The first-quarter inventory drawdown was not nearly as dire in 2015, which 
means the subsequent bounce-back can’t be nearly as large, either.

Inflation is likely to run considerably higher in 2015 than either 2013 or 2014 on a fourth-quarter 
to fourth-quarter basis. Core inflation (excluding food and energy) will likely be around 1.7% 
for 2015, very similar to the last two years, but the ups and downs of energy prices will cause 
headline inflation to accelerate in 2015, especially if energy prices don’t fall soon.

We are still scratching our heads over how employment growth in 2013 and 2014 accelerated 
so sharply even as GDP remained stuck in its same old rut. Our feeling is that the next set  
of economic revisions will likely bring these two metrics, GDP growth and employment growth, 
into closer alignment. Without those revisions we surmise that employment almost has to  
slow in 2015 relative to 2014. Still, with a falling participation rate and retiring baby boomers, 
we suspect that the unemployment rate will continue to fall, perhaps as low as 5% by 
year end.

We suspect that overall employment growth will be modestly lower in 2015, which might not  
be an entirely bad thing given the labor market shortages that are brewing due to the  
retirement of the baby boomers. However, hourly wage growth, even adjusted for inflation, 
should more than offset stagnant employment growth rates and cause total wages paid  
to increase in 2015. That wage growth in turn should keep the overall consumption rate moving 
at a slightly better pace than in 2014—though, again, the acceleration isn’t likely to be large.

We have continued to be too bullish on interest rates and bearish on the ownership of bonds. 
We have always felt that without Fed intervention, the 10-year bond should trade at some 
fixed spread above the inflation rate. Perhaps a spread of 2.5% to 3% at high inflation rates and  
maybe between 1.5% and 2.0% at low inflation rates (the difference is at least partially  
related to the fact that inflation gains are fully taxed, requiring a higher spread to pay the 
taxes). If you take our year-end inflation forecast of around 2% and add 1.5% to that, you  
can see how we got to our U.S. 10-year bond rate forecast. As the Fed is still manipulating that 
rate some, we are allowing for a lower potential interest rate than our normal methodology 
might suggest.

We were feeling quite silly about our forecast in January and February when the 10-year rate 
got as low as 1.6%, driven not by fundamentals, but by quantitative easing programs in  
other countries. Money being the ultimate fungible commodity, some of the non-U.S. easing 
found its way back into the U.S. rate structure. As Europeans sensed an uptick in their  
economy and as speculators that had bid bond rates to a negative return came to their senses, 
German bond rates surged in the second quarter, with the German 10-year bond getting  
close to 1% at one point. This in turn caused U.S. 10-year rates to surge to a yield of over 2.4%. 
Now we don’t feel quite as silly about our forecast, though we admit to being a little closer 
than we like to the lunatic fringe with our 3.0%–3.5% forecast for U.S 10-year rates.
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While the top end of our housing price forecast range hasn’t changed for 2015, we keep chop-
ping numbers off the bottom range. Although we still have a 5% to 6% housing price  
increase estimate (which at one point was a range of 4% to 6%), it is looking more and more 
like we will hit the upper end of that range. Demand seems somewhat better, but on the  
supply side, housing starts still look pretty anemic and inventories of existing homes still aren’t 
really moving up, which is keeping continued pressure on prices.

Housing Not as Strong as Hoped 
Speaking of housing, it may not be a really big adder to the economy in 2015 and may not even 
meet our more modest expectations. We had been hoping housing starts might make it as high 
as 1.15 million units in a range of 1.1 million units to 1.15 million starts; it now looks like 1.1 
million units might be the best case and not the worst case. Don’t get us wrong; that is still  
a 9% gain, but not nearly as large as the 12% guess that we started the year with. Our existing 
home sales forecast remains intact at 5.3 million units with a slight bias to the upside.

For most of the last six months, we have been more negative on the economy than the consen-
sus (although now we are at about consensus), largely due to worries about the manufacturing 
sector. Unfortunately many of those worries have come true.

The manufacturing economy, along with the auto industry and the oil and gas industries,  
have been the unsung heroes of this recovery. Manufacturing overall probably accounts for 
15% of U.S. GDP (including mining and extraction and the auto sector) and housing for 3%.  
The trends in these key sectors were not good going into the year with the exception of maybe 
housing. Now all four are looking a bit underwhelming.

Housing Sector

2012 2013 2014 2015E

Housing Starts 
(thousands)

781 925 1006 1100

 Year over Year Growth (%) 18.4 8.8 9.3

Existing Home Sales 
(millions)

4.6 5.1 4.9 5.3

 Year over Year Growth (%) 10.9 -3.9 8.2

Source: Census Bureau, Morningstar Estimates

Manufacturing Sector

2012 2013 2014 2015E

Industrial Production 
(Manufacturing Only) Change (%)

3.9 3.2 4.5 3.0

Industrial Production  
(Mining and Extract Only) (%)

6.3 4.7 9.0 -2.0

Auto Sales (millions) 14.4 15.5 16.4 17.0

 Year-over-Year Growth (%) 7.6 5.8 3.7

Source: BEA, Census Bureau, National Association of Realtors, Federal Reserve, Morningstar Estimates
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Note, we aren’t forecasting any kind of disaster for these groups or the economy. We are just 
recognizing some key economic drivers aren’t growing as fast as they were—and that will 
keep the economy from rebounding as much as many had hoped. Those 3%–4% GDP growth 
forecasts for 2015 (or even 2016 for that matter) are looking a little silly.

Demographics will also hold back the overall growth rates for some time to come. Low popula-
tion growth (0.7% now, instead of 1.8% in the 1960s) is likely to keep the economy from 
growing any faster than our 2.0%–2.5% forecast, versus the average GDP growth rate over  
the last 50 years of around 3.1%. In addition, it isn’t helping that the fastest-growing age group  
in the U.S. economy is the miserly 65 and over crowd, while the absolute number of free-spend-
ing, high-income 50 year olds will be in a pattern of decline over the next five to 10 years.

Corporations Adapt for Slower Growth While Equity Markets Expect an Expansion
High valuations cited by our analysts in our sector outlook reports, as well as sector perfor-
mance over the last several quarters, suggest that investors are expecting the economy  
to shift back into high-growth mode. Meanwhile corporations seem more focused on making 
the most of what they view as a limited opportunity set.

First the investor point of view: In general valuations remain high with our coverage universe 
trading modestly over fair value on average, as it has for most of the past several years.  
The sector performance data show investors continuing to favor growthier areas and shunning 
slower-growth sectors. For example, utilities were by far the worst performers, down in  
both the quarter and year to date. This drop has been sharp enough to push this sector off of  
the list of grossly overvalued stocks. Meanwhile, health care and technology have both  
been big movers on the upside, along with consumer cyclicals. By size, geography, or style, 
there was no discernible difference in performance data for the latest three months (and little 
change in quarterly prices); year-to-date performance shows a huge bias toward growth  
stocks and non-U.S. markets.

Corporations Merging and Buying Back Stock, Not Investing
Meanwhile corporations continue to collectively sit on their hands and their piles of cash. In 
reading through our analysts’ individual sector reports, it’s hard not to notice that firms  
are on a merger-and-acquisition binge, with secondary interest in stock buybacks (most likely 
buybacks will set another record in 2015). Even technology powerhouse Intel INTC seems  
to have at least de-emphasized internal innovation in favor of a large acquisition.

In general, it seems that the dual benefits of eliminating a competitor and garnering large cost 
savings seem way more interesting than investing in growth and expansion.

We are particularly sickened by the drug industry where, instead of innovation, the latest  
trend seems to be purchasing companies that are underpricing their drugs or services and then  
immediately jacking up prices while cutting any new research on those same activities. (In 
fairness, some of the higher prices could eventually lead to more capacity increases to elimi-
nate some of the current bottlenecks in drug production. Capacity constraints and plant  
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failures have led to an unusually large number of shortages of literally hundreds of decades-old 
drugs.) Even on the innovation side, the drug companies seem to be focusing on specialty  
niche products that have limited competition and that can generate huge revenues per dose. 
There just doesn’t seem to be much talk of new mass-market drugs.

The food industry has been equally as guilty with their latest “innovation,” exemplified by a 
major spice company that has kept its product containers the very same size while filling each 
container with less product and charging the same price. Shrinking the sizes of things has  
been standard operating procedure for years, but putting a smaller amount in the very same-
sized package takes the game to a new, even more disgraceful level.

By at Least One Metric, Corporate Spending Isn’t What It Used to Be
Although there are probably a million different ways to look at capital spending data, it is clear 
that corporate spending, at least on any type of equipment, just isn’t what it used to be.  
Below is a graph of corporate equipment spending’s contribution to GDP growth since the 1940s  
on a 10-year averaged basis. The U.S. economy is clearly closer to record lows than record 
highs on a 10-year averaged basis.

By the way, one other data point to consider is that the stocks of capital goods producers  
have done worse than the market as a whole over the past year. Taking a longer view, the 
economy has gone from investing, expanding, and growing at any cost in the 1950s and  
1960s (which created its own set of wastefulness and economic booms and busts) to being so 
focused on conserving capital that long-term growth prospects are diminished.
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Lack of Capital Spending Combined With Labor Market Shortages  
Increases Inflation Risks 
We might add that labor market shortages combined with limited spending on capital  
goods is not a good combination for the longer-term inflation outlook. Old plants can be chicken- 
wired together only for so long. Even modest growth could create shortages and higher  
prices. Reading some of the details of recent mergers in the food industry, I was shocked to  
find that many of the U.S. food production lines are over 50 years old. Elsewhere, the  
housing industry could find it exceptionally difficult to get anywhere near its old production 
highs, given the capital, labor, and equipment that have been taken off line. I suspect  
that even the auto industry, which is notorious for its expansion binges, is nearing some types 
of capacity constraints.

But the U.S. Has Been in This Bind Before, and Eventually Thrived 
We could have said a lot of these same things about corporate spending five or 10 years ago, 
but we have indeed more than muddled through. New oil and gas drilling technologies  
were truly game-changers, dramatically reversing a 30-year downtrend in U.S. oil production, 
which was thought to be irreversible. Plus, the innovations, investments, and growth at  
Boeing BA and Airbus AIR have helped rescue the economy. The restructuring of the auto in- 
dustry, which included plant shutdowns, forced changes in labor contracts, and changes in 
franchise law, allowed this industry to rise from the dead with new and innovative products. 
Nobody foresaw that in 2007 and 2008. What will come to the rescue in the next decade?

Robert Johnson, CFA, does not own shares in any of the securities mentioned above.
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Rising rates reduce returns.

Corporate credit spreads: investment-grade struggles, while high-yield outperforms.

Slow but steady economic growth will support the corporate credit market.

Long-term interest rates begin to normalize toward historical norms.

Rising interest rates have led to slight losses in many fixed-income indexes as lower bond 
prices offset the yield carry. Interest rates appear poised to rise further over time as  
they normalize relative to other financial metrics and an improving economy. In such an  
environment, we expect high yield to continue outperforming investment-grade. 

Rising Rates Reduce Returns 
Last quarter, we discussed how speculators had bid up the prices of bonds so high in many 
European countries that the effective yields on sovereign bonds were negative if held to  
maturity. Essentially, that meant investors were locking in guaranteed losses if they held the 
bonds until maturity. In our opinion, that would only make economic sense for one of two 
reasons. One, if an investor were expecting a significant global deflationary event that would 
decimate other asset values across the world; or two, if an investor intends to sell the  
bonds to another investor at a price that locks in an even greater loss/negative yield. In this 
case, speculators bid up bond prices in anticipation of flipping the bonds to the European Central 
Bank for a profit. The ECB began its quantitative easing program during the first quarter  
and had stated that it would buy debt under its asset purchase program, even if it were trading  
at a negative yield. As these sovereign bond yields dropped, interest rates declined across  
all of the developed markets as global investors searched for yield anywhere they could find it.

This strategy has not worked out for many speculators as interest rates in the United States 
bottomed out during late January and hit their lowest levels in Europe during April. Since then, 
interest rates have steadily risen. For example, as of June 24, the yield on the 10-year U.S. 
Treasury has risen to 2.38%, 21 basis points higher than at the end of last year and 71 basis 

Credit Markets: Investment  
Grade Struggles, While High  
Yield Outperforms 
Interest rates appear poised to rise further over time as the  
economy improves, creating an environment in which high yield 
should continue outperforming investment-grade.

By Dave Sekera, CFA, Director of Corporate Bond Strategy
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points off the January lows. In Europe, the German 10-year Bund has risen to 0.84%, 30 basis 
points higher than at the end of last year and 77 basis points off its April low.

As underlying rates have risen, bond prices have been pushed down to where most domestic 
fixed-income indexes are either barely positive or have declined year to date. While  
domestic and European fixed-income indexes have struggled, emerging-market indexes  
have performed well.

Broad Market Index

YTD 2014 2013 2012 2011

Core Bond -0.08 6.07 -1.89 4.41 7.97

Sector Indexes

US Gov't Bond -0.24 5.08 -2.74 1.98 9.35

Agency 0.21 3.01 -1.03 1.96 5.24

Corporate Bond -0.65 7.20 -1.50 10.54 7.21

BofAML High Yield Master II 3.18 2.50 7.42 15.58 4.38

Eurobond Corp -1.58 8.35 1.94 12.67 2.94

TIPS -0.53 3.95 -8.53 6.93 13.49

Emerging Markets Indexes

Emerging Mkt Composite 2.91 5.06 -4.39 16.25 2.65

Emerging Mkt Sovereign 1.62 7.69 -3.40 13.75 3.98

Emerging Mkt Corporate 3.84 3.47 -2.81 15.32 0.18

Data as of 6/24/15
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Declining bond prices have offset the amount of interest that income bonds have generated in 
the short term, and it appears this trend may continue over the second half of the year.  
Interest rates may rise further toward normalized levels as the Fed appears poised to raise  
the federal-funds rate later this year. In our view, with the economy looking stronger in the  
second quarter, the yield on the 10-year Treasury bond could easily rise to 3.0%–3.5% to reach  
a more normalized level relative to inflation, inflation expectations, and the shape of the  
yield curve. 

Corporate Credit Spreads: Investment Grade Struggles, While High Yield Outperforms 
Thus far this year, investment-grade corporate credit spreads have languished, whereas, 
high-yield spreads have performed well. Since the end of last year, the average spread in the 
Morningstar Corporate Bond Index (our proxy for investment-grade bonds) has widened 8  
basis points to +148. However, the credit spread of the Bank of America High Yield Master II 
Index has tightened 38 basis points to +466.

In our first-quarter outlook published late last year, we made the case for the high-yield  
market outperforming investment grade in 2015. Although much of the outperformance we 
expected in high yield for this year has already occurred, we continue to believe that  
high-yield bonds will provide a better return than investment grade. High-yield bonds have  
a much lower correlation to underlying interest rates than investment-grade bonds do  
and are more dependent on economic conditions. Even though the contraction in GDP for the  
first quarter was disappointing, Robert Johnson, CFA, Morningstar’s director of economic 
analysis, projects full-year 2015 GDP growth to range between 2.0% and 2.5%. As such, GDP 
growth will have to average over 3% for the remainder of the year to reach Johnson’s  
forecast. This level of growth should be enough to hold down default rates, which will in  
turn support the high-yield market.
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Last March, we cited that much of the recent demand in the U.S. corporate bond market  
had been attributed to foreign investors in developed markets looking to both pick up  
the higher all-in yields U.S. corporate bonds offer, as well as invest in the safety of the 
strengthening dollar. While the spread between the 10-year U.S. Treasury and 10-year German 
Bund has recently dropped to 154 basis points, it’s not that far from its historically widest 
levels when the spread reached 185 basis points earlier this spring. In addition, the Bank of 
Japan continues to weaken the yen with its own asset purchase plan, which has prompted 
some Japanese fixed-income investors to also reallocate their asset mix into the U.S. corporate 
bond market.

With U.S. interest rates higher than European rates, the differential in yield between the 
Morningstar Corporate Bond Index and the Morningstar Eurobond Corporate Index is  
substantial. Currently, the average yield of our U.S. corporate bond index is 3.31%, compared 
with our European corporate bond index at 1.23%. In addition to the higher yield, the purchas-
ing power of assets invested in U.S. dollar denominated bonds has greatly appreciated. As the 
Federal Reserve has completed its quantitative easing program and poised to begin raising 
interest rates later this year, the U.S. dollar has appreciated significantly. Year to date, the U.S. 
dollar has appreciated over 7% versus the euro and over the past year has appreciated by  
17%. Comparatively, the U.S. dollar has appreciated 3% compared with the Japanese yen thus 
far this year and has gained about 21% since this time last year. Among those global fixed-
income investors that can purchase debt denominated across multiple currencies, the higher 
all-in yields and the rising value of the U.S. dollar have driven up demand for U.S. 
corporate bonds.

Slow but Steady Economic Growth Will Support Corporate Credit Market 
As previously highlighted, we expect real GDP growth for calendar 2015 will range between 
2.0% and 2.5%. The contraction in economy in the first quarter should prove to be an anomaly 
as the temporary factors (such as the West Coast port strike and abnormal winter weather 
patterns) wear off and economic activity returns to normal. In addition, the decline in oil prices 
from last year should provide a tailwind for consumer spending by the second half of the  
year to help spur further economic growth. Historically, there has been a three to nine month 
lag effect between the decline in oil prices and resultant increase in consumer spending.

Recent economic metrics indicate that the economy is back on course. For example, in May, 
retail sales rose a solid 1.2% over April. Even excluding the increase from rising auto and 
gasoline sales, retail sales still rose 0.7%. In addition, both March and April sales reports were 
revised higher. This will in turn support GDP growth estimates for the second quarter. On  
a year-over-year basis excluding autos and gasoline, noninflation adjusted sales rose approxi-
mately 4%. This rate of growth is within the range of the same slow and steady growth  
that sales have expanded on a year-over-year basis over the past year.

In such a benign environment, corporate credit spreads appear fairly valued. Currently, the 
average spread of the Morningstar Corporate Bond Index is a half-standard deviation  
tighter than its historical average. In our view, the greatest risk to bondholders in general will 
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continue to be steadily rising interest rates and for corporate bondholders, idiosyncratic  
risk leading to credit rating downgrades. While we don’t expect long-term interest rates will 
spike higher in the short term, we continue to think that as monetary policy begins to  
tighten later this year, interest rates will rise as they normalize compared with inflation, 
inflation expectations and the shape of the yield curve.

With their shorter duration, high-yield bonds are less correlated to movements in interest  
rates and returns are much more closely tied to economic growth. As such, we expect 

Credit Sector Performance

Sector
Average 
Rating

Modified  
Duration OAS (bps) 

YTD OAS Spread 
Chg (bps) 

YTD Excess 
Return (%)

YTD Total 
Return (%)

TOTAL A- 6.7   144   0 0.44 (0.50)

FINANCIAL A 5.4   127   1 0.60 0.10 

Bank A 4.9   127   (1)  0.67 0.32 

Finance A 5.5   117   3 0.68 0.14 

Insurance A 7.9   143   10 0.14 (1.19)

REITs A- 6.1   140   18 0.27 (0.48)

INDUSTRIAL A- 7.2   151   (2)  0.33 (0.78)

Basic Industries BBB+ 7.1   195   2 1.06 0.03 

Consumer Products A- 6.8   124   11 (0.06)  (1.00)

Energy A- 7.2   190   (50)  2.02 0.84 

Healthcare A- 7.8   124   14 (0.02)  (1.27)

Manufacturing A- 5.8   106   6 0.31 (0.28)

Media BBB+ 8.5   181   33 (2.23)  (3.68)

Retail A 8.0   127   6 (0.15)  (1.53)

Technology A+ 6.7   121   16 0.07 (0.84)

Telecom BBB+ 8.1   181   14 (0.12)  (1.62)

Transportation BBB+ 8.4   146   6 0.09 (1.58)

UTILITY BBB+ 8.7   174   5 0.53 (1.10)

Electric Utilities A- 8.9   149   5 0.18 (1.55)

Gas Pipelines BBB+ 8.3   210   3 1.07 (0.38)

Rating Bucket

AAA Bucket 8.1   86   14 -0.75  (2.09)

AA Bucket 6.0   91   4 0.41  (0.27)

A Bucket 6.3   116   5 0.38  (0.42)

BBB Bucket 7.2   195   (9)  0.57  (0.57)

Term Bucket

 1–4 A 2.4   89   (5)  0.64  0.96 

 4-7 A- 4.7   127   (3)  1.11  1.01 

 7-10 A- 7.1   160   (4)  0.99  0.19 

10PLUS A- 13.2   214   13 -0.81  (4.03)

Data as of 06/12/2015
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high-yield bonds to continue outperforming investment-grade bonds for the remainder of the 
year. However, global events that would precipitate a general widening in credit spreads 
include a rapid decline in oil prices, a recessionary environment in the eurozone (which could 
presage sovereign debt and banking concerns) or rapid deceleration of economic growth in 
China and the other emerging markets, which would pressure countries reliant on 
commodity exports.

Long-Term Interest Rates Begin to Normalize Toward Historical Norms 
Last quarter, we opined that interest rates should continue to rise as they migrate back toward 
historical norms as compared with inflation, inflation expectations, and the shape of the yield 
curve. In addition, while the decline in first-quarter GDP was disappointing, recent economic 
indicators are pointing to a much stronger second quarter.

Inflation does not appear to be a near-term concern, but could begin to emerge as soon as next 
year as the impact of falling oil prices declines in the second half of this year, lapping the 
beginning of the decline last summer. While the headline reading for the Consumer Price Index 
for April was a moderate 0.1%, CPI excluding food and energy rose more than expected. CPI 
less food and energy rose 0.3% month over month and 1.8% year over year. Although the Fed’s 
preferred measure of inflation may be the Personal Consumption Expenditure Index, the  
core CPI reading remains close to the Fed’s targeted inflation rate of 2%. The higher reading 
was driven by a 0.7% month-over-month increase in the medical care index as well as a  
0.6% increase in used vehicles and a 0.5% increase in household furnishings. Low oil prices 
have helped keep overall inflation levels low since last fall, but with oil prices stabilizing,  
the downward pressure on inflation will start to abate in the second half of the year. Based  
on Morningstar director of economic analysis Johnson’s calculations, if core inflation remains 
at 1.8% and gasoline prices stay where they are now (30% off their recent lows), the  
total inflation rate could rise to 2.2% in December and 3% in January and February 2016.
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As such, we think it is becoming increasingly difficult for the Fed to justify keeping short-term 
rates at zero percent. The original intent for the zero interest rate policy was as an emergency 
measure to support the entire financial system in December 2008, when then economy  
was in a free-fall, and that this policy would only be kept in place during the financial crisis  
and would normalize soon thereafter. With declining unemployment and modestly positive 
economic growth, we expect this backdrop will be sufficient to encourage the Fed to begin 
raising short-term rates in the second half of 2015. As short-term rates adjust upward to 
incorporate the rising Fed funds rates, we think the normalized interest rate for the 10-year 
Treasury is between 3.00% and 3.50%.

However, we also recognize that several exogenous factors are playing a role in making U.S. 
Treasury bonds increasingly attractive to foreign investors. The outlook for European growth 
remains moribund while sovereign interest rates in the eurozone have fallen. In fact, with  
the yield of German 10-year bonds under 1% and Japanese bonds only yielding a half a percent, 
for foreign investors, U.S. Treasuries are providing both a pickup in yield as well as offering 
relative safety from further depreciation in foreign exchange rates, as many global central 
banks attempt to weaken their own currencies relative to the U.S. dollar.

Dave Sekera, CFA, does not own shares in any of the securities mentioned above.
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CMBS: Continued Strong  
Issuance; Pockets of Concern 
in Postcrisis Deal

By Steve Jellinek, Vice President of CMBS Analytical Services

We expect U.S. commercial mortgage-backed securities issued since 2010, or CMBS 2.0, to 
continue to outperform pre-2010 issuance. However, we have identified areas of concern in 
more recent issuance related to lease expirations and tenancy.

Amid competition among banks and nonbank lenders, loan originators’ underwriting continues 
to relax, driving loan- and deal-level leverage higher. Of most concern, Morningstar Credit 
Ratings, LLC, has observed a marked increase in interest-only loans.

Morningstar remains concerned about the deterioration in originators’ standards and continues 
to require stronger levels of credit enhancement—or protection against losses when defaults 
occur—than historically was required in precrisis issuance.

CMBS originations continue with gusto as $44.9 billion of CMBS was issued through May, up 
from $35.4 billion for the same period last year, according to Commercial Mortgage Alert.  
Other benchmarks for the industry continue to improve. The delinquency rate continues to  
fall, with the delinquent unpaid principal balance for CMBS loans dipping by 0.13% to  
$29.51 billion in April, its lowest level in more than five years. The delinquency rate also hit a 
multiyear low at 3.75%, down 2 basis points from March.

Originators’ Underwriting Standards Continue to Loosen 
Morningstar continues to observe relaxed originators’ underwriting standards in higher loan/
value ratios, lower debt yields, additional debt (often in the form of mezzanine financing  
held outside of the CMBS trust), more tenant early-termination provisions, and increased use 
of interest-only financing. The rise of interest-only financing is most concerning, as more  
than three fourths of the loans in CMBS deals originated so far in 2015 had at least a partial 
interest-only period compared with just one fifth of the loans in 2010. As demonstrated  
during the peak of the CMBS market in 2007, interest-only loans tend to demonstrate higher 
default, severity and loss rates than amortizing loans, with partial-interest-only loans the 
quickest to default, suggesting that the change in payment terms may cause some borrowers 
to default earlier in the term of the loan.

While we are seeing examples of credit deterioration among some 
large CMBS 2.0 loans, it is nowhere close to the meltdown in the 
2005–07 vintages.

3
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The collateral quality of CMBS 2.0 deals could also slip because of originators’ increased use of 
master leases in which a borrower agrees to cover lease payments on vacant space in a 
property until a tenant is found. Such structures make the collateral appear more fully leased 
and the income higher than it is in reality. Another concern is that we have seen a few  
isolated examples where some loans were underwritten using forward-looking assumptions, 
sometimes referred to as pro forma underwriting, but these have not had any negative credit 
consequences. While the term pro forma can be interpreted in different ways, it typically 
refers to the practice—common during the CMBS market’s heyday in 2007—of estimating 
future property cash flows rather than using current rents in place. With the exception of a few 
well-supported situations, Morningstar’s analysis does not conform to this practice and  
what we’re seeing today is not close to the “Field of Dreams” pro forma underwriting we saw 
in vintage deals.

Pockets of Distress in CMBS 2.0 
Morningstar notes some pockets of distress within CMBS deals issued since the crisis. One 
area of concern is tenant issues related to retail properties. For example, the potential  
loss of a large anchor such as Sears or J.C. Penney, which is shuttering dozens of stores for  
the second year in a row, still looms over the CMBS retail sector. Furthermore, we find  
that resolutions of defaulted loans in precrisis deals backed by troubled malls in smaller  
markets fared worse, suffering much higher loss severities than resolutions of defaulted  
mall loans in larger metro areas, and we expect this trend to continue as troubled postcrisis 
retail assets move through the disposition process.

A prime example is Cantor Fitzgerald’s inaugural CMBS deal, CFCRE Commercial Mortgage 
Trust 2011-C1, which is almost 30% backed by loans whose collateral tenants have  
early-termination clauses. One of the deal’s assets, the Hudson Valley Mall, backing a $58.0 
million loan, is the largest CMBS 2.0 loan in special servicing. The mall, which lost anchor  
JC Penney, makes a rather unwelcome appearance on the website Deadmalls.com. The 
performance of the regional mall south of Albany, New York, has deteriorated, and a sizable 
portion of the tenants have left or can leave in the next 12 months. Morningstar’s analysis 
suggests the property’s value has declined more than 50% since it was last appraised in 2011.

There have been other loans in recent deals with single- or large-tenant exposure, which is 
generally riskier than buildings having a large, diversified tenant roster. Three of the 10-largest 
loans in the COMM 2014-UBS5 deal have collateral tenants that occupy more than 75%  
of the asset’s space. Moreover, several top-10 loans in recent CMBS offerings are based on 
leases that expire before loan maturity or have leases with early-termination options.  
This includes two of the three loans noted in COMM 2014-UBS5, the $64.0 million loan on 
Summit Rancho Bernardo, an office property in San Diego, and the $47.7 million loan on  
the Quakerbridge office property in Hamilton, New Jersey. In that situation, there is always  
the risk that a large tenant will not renew; there is significant time and cost involved with 
replacing a major tenant if it leaves or defaults.
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Among the larger CMBS 2.0 loans on the Morningstar Watchlist, a report Morningstar 
compiles to alert investors to potential problems before they occur:

Morningstar added the loan backed by Gateway Salt Lake, a 623,972-square-foot open-air 
lifestyle center in Salt Lake City to our Watchlist more than two years ago because of low  
cash flow as occupancy dropped to 79%. New competition has been poaching tenants, 
including the highly successful Apple retail store, driving net cash flow below what’s needed  
to service the debt. Morningstar’s analysis puts the collateral value at more than $25  
million less than the $95.3 million loan balance, based on the loan sponsor’s write-down  
of the asset’s value.

Of CMBS 2.0 loans recently placed on our Watchlist, the $51.2 million loan backed by 110 Plaza 
San Diego and the $46.3 million loan backed by 24 West 57th Street may be at greatest  
risk of facing debt-service shortfalls in the near term because of expiring tenant leases. The 
Ana Tzarev art gallery, the second-largest tenant of 24 West 57th Street, a mixed-use  
complex in New York City, vacated in April, leaving 15.8% of the area to be filled. The tenant 
will forfeit the security deposit and pay a lease termination fee, helping to alleviate cash  
flow stress while a new tenant is sought. We expect the vacated space to be filled eventually 
given the property’s prime Manhattan location; however, cash flow disruptions could  
surface in the short term and put the loan in special servicing. Meanwhile, at 110 Plaza, an 
office tower in San Diego, the largest tenant, the California Department of General  
Services, will vacate in October. With the property occupied at just 71%, we expect the  
loan to move to special servicing soon after the tenant departs.

In addition to tenant and lease issues in collateral backing post-2010 CMBS loans, Morningstar 
notes some more creative structural twists in CMBS 2.0 loans. Such is the case on a  
$99.3 million hotel loan, Marriott Crystal Gateway in Crystal City, Virginia, within the DBUBS 
2011-LC1 Mortgage Trust transaction relating to an incentive management fee due to  
Marriott. Term-sheet details for the transaction show that the incentive management fee  
due to Marriott could increase to 17.7% in 2017 from 11.8% because of a change in payment 
prioritization, which will take a considerable chunk of net cash flow if it happens. As such, 
Morningstar believes the property would need a significant increase in revenue per available 
room to pay the higher fee.

Another concern is multifamily properties in and around military bases, some of which are 
seeing increased vacancy because deployments remain significant for some combat  
outfits. Sequestration (automatic cuts to the federal budget) and hiring freezes could further 
pressure CMBS loans backed by multifamily properties near military bases in the years ahead. 
A case in point is a $24.5 million loan backed by a multifamily property that caters primarily  
to troops from Fort Stewart in Georgia. The property, which was recently taken back by the 
CMBS trust as military deployments led to a sharp downturn in the property’s cash flow, 
permits military personnel who are in occupancy to terminate their leases upon deployment. 
Morningstar projects a loss of up to $4.0 million as the appraised value has declined nearly  
40% compared with the appraisal performed in 2011. 
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While we highlight these areas of concern among more recent CMBS issuance, historical 
perspective is necessary. On a percentage basis, just 1.3% of the outstanding loan balance 
from the 2010–14 vintages is currently on the Morningstar Watchlist compared with a 
whopping 31.7% of the pre-2010 deals.

Riding the Maturity Wave 
CMBS issuance peaked at $228.56 billion in 2007. The massive amount of performing CMBS 
originated during the real estate boom of the past decade continues to shrink, with the  
total amount expected to mature through 2017 now below $275 billion as loans are refinanced 
in a low interest-rate environment. The majority of these maturing loans were underwritten  
at a time when aggressive lenders eased their lending requirements to increase originations. 
While the year-to-date payoff rate of 86.4% shows impressive refinance demand for maturing 
loans, a significant portion of highly leveraged loans made between 2005 and 2007 affected  
by lax underwriting and a sharp decline in cash flow during the crisis will need to be refinanced.

Of the $48.64 billion of CMBS loans scheduled to mature throughout the remainder of this year, 
$8.43 billion, or 17.3%, have already paid off, leaving $40.21 billion maturing through the  
rest of the year. Morningstar has valued 97.4% of the 2015 maturities by balance. Based on 
Morningstar’s experience covering most of the CMBS universe, our historical analysis  
indicates that an 80% loan/value threshold is a reliable barometer of a loan’s likelihood of 
being paid off on time. However, while 36.2% of the loans have LTVs greater than 80%,  
we expect the 2015 payoff rate to remain at roughly 80%–85% as Morningstar has observed 
an increase in the market’s appetite to provide takeout financing for loans secured by higher 
quality assets with LTVs between 80% and 85%. Looking further out, we expect $112.66 billion 
of CMBS loans to mature in 2016 and another $111.76 billion of CMBS loans to mature in  
2017. We have valued 70.4% of the 2016 maturing loans, 35.3% of which have LTVs greater 
than 80%. Similarly, we have valued approximately 70.6% of the 2017 maturities and project 
the on-time payoff rate to drop to about 51.2% based on 48.8% with LTVs greater than 80%.

Although the considerable amount of real estate capital available because of persistently  
low interest rates continues to fuel a healthy refinance rate of 2005–07 vintage loans, worries 
about the ability of the CMBS market to refinance the wave of maturities are complicated  
by expectations that the Federal Reserve will raise its key federal-funds rate later this year. 
Although many borrowers will find that even after 10 years of perceived growth and 
appreciation, the net operating income of the property will not underwrite to loan proceeds 
sufficient to repay the outstanding loan, the CMBS new-issuance market has  
demonstrated strong year-over-year growth, providing an important source of first  
mortgage capital for future CMBS refinancing needs.
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Delinquency Trends 
As noted, the delinquent unpaid balance—defined as loans that are at least 30 days behind on 
a payment—is at its lowest level in more than five years. By vintage, deals issued from  
2005 through 2007 remain a significant portion of overall delinquency, at $25.51 billion by UPB 
and 86.4% of total delinquency. By comparison, the highest delinquency rate for deals  
issued from 2010 through 2015 is 0.03% (2012 vintage at $206.8 million, only 0.7% of overall 
delinquency). Separately, to date in 2015, special servicing transfers total $2.71 billion 
compared with $3.32 billion over the same time period in 2014. The percentage of loans in 
special servicing stands at 4.39%, down from 4.52% in March and 5.55% in April 2014. 
Through April, the unpaid principal balance for specially serviced CMBS decreased to $34.56 
billion from $35.37 billion in March and down from $41.60 billion in April 2014. The  
weighted-average loss-severity rate in April, the latest available month, declined to its lowest 
level since Morningstar Credit Ratings began tracking the metric 22 months ago, sliding  
to 16.4% from 29.8% in March. Realized losses on distressed sales of CMBS assets also hit a 
22-month low, declining to $190.9 million from $257.6 million in March. Finally, after years  
of CMBS downgrades significantly exceeding upgrades, improving collateral performance led 
to upgrades outpacing downgrades 67 to four this year. In 2014, we raised 752 classes and 
lowered 647, compared with 327 upgrades and 5,309 downgrades in 2010.

Conclusion
The CMBS market has been benefiting from the tailwinds of an improving U.S. economy, strong 
commercial real estate fundamentals, and an accommodative interest-rate environment. 
Although credit deterioration may be concerning to investors as issuers continue to produce 
loans with looser underwriting standards and more leverage, we have not seen the quality  
of underwritten cash flows deteriorate materially, which is a positive trend compared with 
underwriting in 2006 and 2007. Morningstar has increased subordination levels in response  
to higher loan-level LTVs in an attempt to offset riskier collateral with stronger structural  
credit enhancements. Finally, investors are demanding higher spreads for deals that are 
perceived to be riskier. While the market could experience turbulence, ultimately the  
CMBS expansion will forge ahead.

By Steve Jellinek does not own shares in any of the securities mentioned above.
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Basic Materials: China Slowdown 
Continues to Weigh on Our Commodity 
Outlook (With One Exception)

By Jeffrey Stafford, CFA, Senior Equity Analyst

The basic materials sector is trading close to our aggregate fair values at a median price/fair 
value of 0.97 compared with a market price/fair value of 0.99.

Mined commodity prices tied to China’s sun setting infrastructure and housing boom are 
unlikely to recover, but we see uranium as an exception to this story as China builds out its fleet 
of nuclear reactors.

While we expect China’s housing market to eventually falter, the outlook for U.S. residential 
construction is better than most think, with implications for lumber and coatings companies.

In the prevailing low price environment for steelmaking commodities, we are closely monitoring 
steel trade regulation. With one case already filed in early June, we expect more to come.

As China’s economy rebalances, we think a slowdown in the country’s investment growth rate 
is inevitable. This outlook does not paint a pretty picture for many industrial commodities for 
which China has been the main growth engine over the past decade, with recent data showing 
evidence of weakening Chinese demand. Global steel production fell year on year in both  
April and May because of lower Chinese output. Chinese steel consumption fell for the first 
time in over a decade in 2014, and we project it will continue its decline through 2015 and 2016.

We expect the shift in China’s GDP composition to weigh on metals prices. Our long-term 
forecast for iron ore is $60 per metric ton compared with a trailing five-year average of  
$128. We project met coal prices of $110 per metric ton versus its trailing five-year average of 
$191 per metric ton. Since it is used later in the construction process, copper leverage to 
Chinese real estate is somewhat lagged. That said, copper prices have fallen with other metals 
and we expect prices of $2.46 per pound compared with trailing five-year average of $3.44  
per pound. China’s slowing electricity demand growth and shift away from polluting coal-fired 
plants leads us to expect thermal coal prices of $67 per metric ton versus the trialing five- 
year average of $91 per metric ton.

However, uranium remains a notable exception in the industrial commodities space. While 
China accounts for around half of global demand for coal, copper, and iron ore, China accounts 

We expect coal, copper, and iron ore prices to remain below long-
term averages as China continues to shift away from an investment-
led economy.
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for less than 10% of global uranium demand. We think China will quadruple its uranium demand 
over the next decade as the country builds out a fleet of nuclear reactors to supplement  
coal’s baseload power generation. Uranium supply will struggle to keep pace, and we expect 
prices to need to increase from $50 per pound today to $75 per pound over the next few  
years to incentivize enough projects to plug the shortfall.

Although Chinese housing showed some signs of life in the recent quarter with the latest price 
data painting a picture of improving demand, we’re still bearish on the long-term outlook for 
Chinese housing construction. Interest rate cuts and the lifting of restrictions on second-home 
buying seemed to help buoy near term prices, but these are temporary measures that will do 
little to solve the long-term issues facing Chinese housing construction.

Whereas we expect weak Chinese housing construction to weigh on global industrial  
commodity demand, we are far more bullish on U.S. residential construction. Demographic 
conditions are ripe, as millennials, the largest generation in U.S. history, form households  
and buy their first homes. In addition, we expect financial constraints that have forestalled a 
full housing recovery to fade, as labor markets tighten and mortgage eligibility standards 
loosen. Consensus forecasts housing starts rising to 1.4 million–1.5 million over the next 
several years, up from current starts of roughly 1.0 million and in line with the trailing 50-year 
average. We forecast starts rising to 1.9 million by 2019, and the best decade for new  
residential construction since the 1970s. Industries with the highest exposure include timber 
and coatings.

In the prevailing low price environment for steelmaking commodities, we are closely monitoring 
trade regulation. U.S. steelmakers, in particular, have been vocal about the need for increased 
protectionism on the trade front. In the first five months of 2015, imports accounted for 32%  
of finished steel consumption, up from 26% over the first five months of 2014. Elevated import 
volumes have weighed on steel prices, which have finally begun to stabilize after consistent 
declines over the trailing 12 months.

U.S. steelmakers filed a trade case on the import of corrosion-resistant steel in early June and 
we anticipate additional trade case filings over the second half of the year. If these cases  
are filed and the Department of Commerce issues favorable rulings, shipment volumes and 
capacity utilization for U.S. steelmakers would exhibit a noticeable uptick.

Top Basic Materials Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty

Consider  
Buying

Peabody Energy  QQQQQ $6.50 Narrow Very High $3.25 

Cloud Peak Energy  QQQQQ $12.00 Narrow Very High $6.00 

Arrium  QQQQQ AUD 0.30 None Very High AUD 0.15

Data as of June 22, 2015
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Peabody Energy BTU
Peabody Energy mines thermal coal in the U.S. primarily in the Powder River Basin and  
Illinois Basin, or ILB, and thermal and metallurgical coal in Australia. Peabody’s domestic coal 
operations have struggled as low natural gas prices have driven significant coal-to-gas 
switching. With gas prices lingering between $2.50 and $3 per thousand cubic feet, coal’s cost 
competitiveness continues to remain under threat. However, as natural gas prices rise to  
our energy team’s forecast of $4 per thousand cubic feet, PRB and ILB coal will regain cost 
competitiveness. In addition, ILB coal should continue to gain share at the expense of  
the secular decline of Central Appalachian coal due to continually escalating costs. For its 
Australian operations, seaborne prices have continued to plunge as high-cost global  
supply has been slow to shutter amid weakening demand. However, as oversupply is  
rationalized, Peabody’s Australian operations will benefit from higher seaborne prices.

Cloud Peak Energy CLD
Cloud Peak Energy mines thermal coal out of the Powder River Basin (PRB) at low production 
costs. While rail issues that plagued deliveries over the last year have largely dissipated, 
prolonged weak natural gas prices have driven significant coal-to-gas switching. Combined 
with a relatively mild winter, utilities were able to build up depleted coal inventories organically 
through scheduled shipments. With gas prices lingering between $2.50 and $3 per thousand 
cubic feet, coal’s cost competitiveness continues to remain under threat. However, as natural 
gas prices rise to our energy team’s forecast of $4 per thousand cubic feet, PRB coal will  
regain its cost competitiveness, driving improved results for Cloud Peak.

Arrium ARI
Arrium is involved in iron ore mining, steelmaking and the supply of mining consumables  
such as grinding balls used in the processing of copper and gold. Arrium is undervalued, 
reflecting negative sentiment toward the relatively high-cost iron ore business, which we  
agree has limited value. The lower Australian dollar should help steel margins and  
offshore mining consumables earnings on translation. The mining consumables business 
provides a much-needed base of stable earnings. We think it’s likely earnings and the  
share price will improve from current depressed levels, but investment is only for those with  
a high risk tolerance.

Jeffrey Stafford, CFA does not own shares in any of the securities mentioned above.
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Consumer Cyclical: Assessing 
Disruptions in Restaurant, Retail,  
and Travel 
Changing consumer preferences and technological innovations have 
led to valuation shifts across different consumer cyclical industries.

By R.J. Hottovy, CFA, Consumer Strategist, and Dan Wasiolek, Senior Equity Analyst

Our consumer cyclical universe trades at an average price/fair value of 1.02, suggesting  
that market valuations are generally aligned with our longer-term revenue growth and margin 
expansion forecasts. Sentiment among affluent consumers appears relatively healthy, 
though we continue to take a more balanced view of the spending power of lower- to middle-
income consumers.

From a valuation perspective, one of the most intriguing categories is restaurants, marked  
by the rise of moat-disruptive fast-casual players like Chipotle CMG and Panera PNRA. Coupled 
with fewer high-growth opportunities across the traditional retail sector and the lack of a 
major disruptive presence like Amazon AMZN, we believe this has attracted investors to the 
restaurant category, resulting in inflated valuations in many cases.

Although we believe pressure from e-commerce led to structural changes across the retail 
industry, we still find several instances of retailers that are better insulated from e-commerce 
competition than others, including Tractor Supply TSCO.

We believe the market continues to overlook the longer-term growth prospects of online travel 
industry, particularly those players with international exposure.

Our consumer cyclical universe trades at an average price/fair value of 1.02—a shade below 
Morningstar’s overall coverage universe at 1.03—suggesting that market valuations are gener-
ally aligned with our longer-term revenue growth and margin expansion forecasts. Although 
sentiment among affluent consumers appears relatively healthy and we expect growth out of 
our discretionary names (albeit at a decelerating pace), we’re monitoring spending among  
high-end consumers, which tend to take spending cues from asset and equity market valuations. 
A meaningful reversal in high-end spending would not only have an adverse impact on  
discretionary names, but also have implications across the broader consumer sector. That being 
said, we’ve adopted a more balanced outlook for spending among lower-to-middle-income 
consumers, acknowledging positives in the continued unemployment declines, general housing 
market improvements, and lower gas prices but also negatives in real wage growth trends  
and elevated cost-of-living expenses like rent, utilities, and health care. We’re more cautious 
about Europe consumer spending trends amid persistent unemployment, but remain  
generally upbeat about the longer-term potential of China’s middle-class through wage- 
driven wealth creation.
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From a valuation perspective, one of the most intriguing categories is restaurants, with fast- 
casual chains like Chipotle and Panera increasingly becoming disruptive forces for both  
traditional quick-service and casual-dining restaurant chains. In our view, fast-casual restau-
rants have adjusted better to changes in consumer behavior during the past several years, 
including increased spending power among minority groups and millennials (which has created 
demand for a wider variety of flavors, better-for-you products, and locally sourced food),  
evolving views about in-restaurant experiences (resulting in consumer calls for customizable 
menus and faster throughput), and widespread advances in consumer-facing technologies 
(leading to mobile-based ordering, payment, and loyalty programs as well as in-restaurant 
wire-less offerings). More important, consumers aren’t just willing to visit fast-casual chains 
more frequently; they’re also willing to pay premium prices for the product and restaurant 
experience. The companies that have stayed ahead of changing consumer preferences have 
also experienced a meaningful increase in average checks during the past five years, while 
the increase for traditional quick-service restaurants, or QSRs, has been more muted. In our 
view, the increase in average check suggests greater pricing power, and by extension, a 
 strengthening of the brand intangible asset source that we consider when evaluating economic 
moats among retailers and restaurants.

The growth of the fast-casual restaurant industry coincides with a major structural shift within 
the retail space: greater adoption of online and mobile commerce. With fewer retailers  
operating in relatively insulated categories offering meaningful long-term growth opportunities 
in the United States, we believe the commercial retail real estate market has found itself  
with excess supply. In our view, commercial landlords are eager to fill this real estate, and 
 between the overlap with changing consumer views about dining out and the strong unit  
economics for operators, fast-casual restaurants have become the one of the preferred ways  
to fill this excess real estate capacity. Coupled with fewer high-growth opportunities across  
the traditional retail sector and the lack of a major disruptive presence like Amazon, we believe 
this has attracted investors to the restaurant category, resulting in inflated valuations in many 
cases (though we still see opportunities in names like Starbucks SBUX and Panera).

Although we believe pressure from e-commerce led to structural changes across the retail 
industry and has indirectly driven up valuations in the restaurant category, we still find several 
instances of retailers that are better insulated from e-commerce competition than others. 
Tractor Supply is a perfect example, offering a unique competitive position relative to peers  
that focus on one segment of the market. Tractor Supply’s breadth across categories— 
including livestock and pet (44% of sales); hardware, truck, towing and tool products (22%); 
seasonal products (20%); work/recreational clothing and footwear (9%); and agriculture  
(5%)—provides a one-stop solution for those looking to fill multiple needs in a number of out- 
door categories. While consumers are able to acquire similar merchandise at peers like  
Home Depot HD and Lowe’s LOW, most are willing to pay premium prices at Tractor Supply  
in order to meet all of their outdoor lifestyle product needs at one location, rather 
than stopping at multiple locations to ensure they obtain the lowest price for each 
individual product.
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We believe that Tractor Supply’s product offerings will allow the company to maintain its 
market leadership position in the $400 billion Outdoor Lifestyle market (which encompasses  
including home improvement, pet supplies, and apparel) for two reasons. First, despite its 
leading position in certain categories, we think the firm possesses the ability to continue to 
benefit from scaling its operations, as it builds out its store footprint (we expect Tractor  
Supply to add about 100 stores annually over our ten-year explicit forecast). We think another 
rural lifestyle competitor would need to get to more than 1,000 locations to begin to  
capture similar vendor pricing as Tractor Supply, particularly in some of the specialized catego-
ries like Equine or Livestock. If competitors were to arise, we still think Tractor Supply could  
offer better pricing thanks to its established scale, possibly driving the new entrant out of 
 business in key markets (or could even prevent entry). We have seen numerous small hardware 
and pet supply stores close their doors over the last few decades as larger competitors like 
Home Depot, Lowe’s, and PetSmart have entered local markets. We don’t view Tractor Supply’s 
competitive positioning much different from either the home improvement and pet supply  
sectors, which remain relatively insulated from e-commerce threats, as many of the more  siz- 
able items Tractor Supply stocks are costly to ship (generators, safes, animal feed). The  
company also captures vendor benefits from its sizable volume in certain categories that it  
can pass on in everyday low prices, which would put it on equal pricing footing versus an  
online retailer.

Online travel is another area exposed to rapid technological changes that the market continues 
to overlook, particularly those players with international exposure. The online travel market has 
been a fast-growing space the past five years (with a 13.1% annual growth rate since 2010), 
and we see several industry growth drivers, including emerging markets, in-destination 
services, vacation rentals, mobile usage, and hotel service software that will support solid 
although slightly slowing bookings growth the next several years. This industry growth, which 
we forecast at a 9.8% annual clip through 2019, should benefit both Expedia EXPE and Price- 
line PCLN despite what will remain a competitive environment. Aided by its strong position in  
this future growth, we see Priceline’s market share of online travel bookings growing at a  
faster rate than that of Expedia, reaching midteens share in 2019 from low-double-digit share  
in 2015, as we project a 17.4% bookings CAGR over the next five years for the company.  
We project 15.5% 2015-19 earnings CAGR for Priceline, and with its shares trading at around  
16 times our 2016 Non-GAAP earnings estimate, we believe the market is not fully recog- 
nizing Priceline’s strong position in the future growth we see for the industry, leading to an 
attractive entry point into this high-ROIC, narrow-moat, positive-moat-trend company.  
We reiterate our $1,835 Priceline fair value estimate, and believe the shares currently offer a 
sizable margin of safety for investors.

Top Consumer Cyclical Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Wynn Resorts QQQQ $162.00 Narrow High $97.20 

Priceline Group QQQQ $1,835.00 Narrow High $1,101.00 

Swatch Group QQQQ $29.00 Wide High $17.40 

Data as of June 22, 2015
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Wynn Resorts WYNN
We view Wynn Resorts as a well-established high-end iconic brand that is positioned to par- 
ticipate in the attractive long-term growth opportunity of Macau (70% of EBITDA), as the 
company expands its room share to 9% from 6% through the Cotai Palace opening in 2016. The  
offset to this expanded room presence is the continued shift away from VIP and gaming 
revenue (where Wynn has an outsize exposure) toward nongaming and mass play, as well as 
its existing Macau property being located on the peninsula, where traffic has lagged Cotai.  
In our view, it is not unreasonable to expect Macau visitation and revenue to reaccelerate to  
above a mid-single-digit pace in a few years, as new casinos open in 2015–17 (increasing 
Macau room supply toward 43,000 from 28,000 currently), infrastructure is built out in 2017 
and beyond (easing overcrowding and accessibility issues), and nearby Hengqin Island is  
developed over the next decade (3 times the development area of Macau). This increased sup- 
ply should easily be matched with demand, as the population within a few hours of Macau  
is seven times that of Las Vegas, yet the number of Macau rooms and visitors were only one- 
fifth and three-fourths that of Las Vegas in 2014. With Wynn holding one of only six 
gaming licenses it stands to benefit from this growth.

Priceline Group PCLN
We think that Priceline’s narrow economic moat, derived from a powerful network effect, is 
becoming stronger over time, and expect the company to increase its global market share of all 
travel bookings from mid-single digits currently, to high-single digits in the next five years.  
With more than 85% of bookings derived from less penetrated international markets, we ex- 
pect the company to grow significantly faster than rival Expedia. We view valuation as  
attractive, with the stock trading at a P/E ratio of only about 16 times our estimated 2016 non- 
GAAP earnings, an unduly low multiple given our outlook for roughly 16% EPS growth the  
next five years.

Swatch Group UHR 
We view Swatch as one of best ways to gain exposure to the global hard luxury market, long- 
run European recovery, and emerging markets’ middle class growth simultaneously. We  
believe new products and technologies for mechanical watches could be growth drivers for the 
watch industry, increasing consumer awareness and shifting preferences further toward  
Swiss mechanical watches. Technologies will necessitate a further retail build-out for Swatch 
brands and enable increased automation in production, both driving long-term margins. In 
addition, Swatch’s watch components business has high barriers to entry and should increase 
margins over the long term, aided by Swiss Competition Authority rulings. The sudden  
appreciation of the Swiss franc is a short-term negative, but revenue related to U.S. dollars will 
partly offset franc-based costs and the strength in the franc should normalize in the long  
run. While the potential of the Apple Watch still remains to be proven, early indications sug- 
gest it will not make significant improvements over current functionality of a phone. We  
believe the smartwatch category will yield very different consumer benefits from Swiss me- 
chanical watches, but could renew interest in wrist watches for younger consumers.

Neither R.J. Hottovy, CFA, nor Dan Wasiolek owns shares in any of the securities mentioned above.
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Consumer Defensive: Companies with 
Improvement Plans Offer Opportunities

By Adam Fleck, CFA, Director of Consumer Equity Research

The consumer defensive sector still trades roughly 1% above our fair value estimate, but we 
see a handful of undervalued industries and companies.

Consolidation remains a theme in the consumer staples arena, with the Heinz-Kraft merger 
highlighting the opportunity for rationalizing brands and improving profitability.

We believe companies in the defensive retail space build competitive advantages through 
pricing power and cost advantages; the market seems to be offering a discount for wide-moat 
Wal-Mart WMT.

We don’t think e-cigarettes present a substantial threat to tobacco companies’ economic 
moats, because it could take 20 years for the product to gain full adoption, in our opinion. 

The consumer defensive sector trades at a median price/fair value of 1.01, though is slightly 
less overvalued than our overall coverage universe, which trades at a median price/fair value 
of 1.03. Investment opportunities remain, but many of the stocks we consider the most  
undervalued are seeing severe foreign currency headwinds from the strong U.S. dollar (includ-
ing top pick Nestle NESN), threats to their growth from slowing international consumer 
spending (which has also plagued Nestle), or are going through fundamental business changes 
(like Procter & Gamble PG) that could continue to challenge these companies’ revenue and 
earnings over the near term (albeit with the long run looking quite a bit rosier). Overall, we  
remain cautious on global consumer spending, particularly in emerging and developing  
markets, and generally recommend focusing on companies in the sector with narrow or wide 
moats that enjoy strong brand intangible assets or sustainable cost advantages.

The consumer staples industry also continues to consolidate, most recently with the  
announced tie-up of Kraft KRFT and Heinz. Similar to previous deals private equity partner  
3G has struck, we expect a fair amount of brand pruning as a result of this combination,  
along with substantial improvement in business efficiency (similar to the success Heinz has 
already realized—its EBITDA margins soared to 26% in fiscal 2014 from 18% predeal in 
mid-2013). While we don’t believe Kraft’s shares offer a sizable margin of safety for investors, 
we’d point to other opportunities in the space with significant internal-improvement  
opportunities such as the previously mentioned Procter & Gamble and Mondelez MDLZ.

Many consumer defensive firms are concentrating on improving 
profitability amid a challenging foreign currency environment and 
sluggish top-line growth, leading to investment opportunities.
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Beyond the consumer product manufacturers, we also see opportunity in some defensive 
retailers. In this space, we believe that a firm with a narrow economic moat should be able to  
charge material price premiums (it should exhibit pricing power) for comparable products  
or have the ability to drive more traffic and sell more products than its competitors (customer 
captivity); the latter case involving higher throughput that tends to drive economies of  
scale based on cost advantage, which we view as more durable for retailers than pricing 
power alone. We assign wide moats to the small number of firms that have the strongest  
and potentially mutually reinforcing combinations of brand intangible assets and cost advan-
tages, such as Wal-Mart, which we see as currently undervalued.

Finally, the tobacco industry is another in which we see a proliferation of wide economic 
moats. However, the emergence of e-cigarettes is one of the most controversial issues in the  
industry today and the single-most disruptive force since cigarettes were declared to be 
harmful to public health. Investors are concerned that e-cigs may threaten the competitive  
advantages and cash flows of the large tobacco manufacturers and accelerate the decline  
of cigarette volumes. That said, our analysis shows that not only are there significant risks  
to the current growth trajectory of e-cigs, but that only in the most bullish outcome for  
e-cig growth will they materially dent the cash flows and valuations of the Big Tobacco firms.

To reach this optimistic scenario, we believe that the products themselves will have to 
 improve to better replicate the smoking ritual and that the regulatory and taxation 
 environment will need to remain favorable, which we think is only likely should scientific 
evidence prove that e-cigs offer a reduced risk method of consuming nicotine. As such,  
we are reiterating our wide economic moat ratings for global tobacco players British American 
Tobacco BATS, Imperial Tobacco ITYBY, and Philip Morris International PM. Given the  
limited impact we expect from e-cigs, we are also maintaining our fair value estimates for  
all three firms. We continue to regard Philip Morris International as our top pick of the  
group based on valuation and competitive positioning.   

Nestle NESN
Although Nestle operates as the 800-pound gorilla in the consumer products landscape,  
it isn’t immune to significant competition from both global peers and local players in 
 emerging markets, which has pressured the firm’s top line lately. However, in our view,  
the breadth of Nestle’s product portfolio—which spans the coffee, bottled water,  

Top Consumer Defensive Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Nestle QQQQ CHF 83 Wide Low CHF 66.40

Procter & Gamble QQQQ $90 Wide Low $72.00 

Philip Morris International QQQQ $92 Wide Low $73.60 

Data as of June 22, 2015
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ice cream, confectionery, and pet-care aisles—and its low-cost global sales and distribution 
network (the basis for our wide moat) combined with continued brand investments should 
ensure that its competitive edge doesn’t waver. The shares look undervalued at current levels, 
and for investors wishing to gain broad exposure to the consumer staples industry, Nestle   
may be an appropriate holding.

Procter & Gamble PG
We contend that Procter & Gamble represents an attractive investment opportunity in the 
consumer products space. Like others in the industry, P&G has been challenged over the past 
several years by intense competitive pressures and muted consumer spending. However,  
we further surmise that lackluster innovation and an attempt to overextend its geographic  
reach has had a more pronounced negative impact on P&G’s financial performance and 
 subsequently its share price. Despite this, recent investments behind new products, a more  
disciplined expansion plan, and efforts to rightsize the brand mix while improving the  
efficiency of operations appear to be gaining traction. As such, we contend that P&G is poised  
to post accelerating top-line growth as well as improving profitability metrics over the  
next several years.

Philip Morris International PM
Philip Morris International is our pick of the tobacco category both on business quality and 
valuation. We like the firm’s portfolio positioning, as it is in the premium segment where brand 
loyalty is strongest, and its possesses a first mover advantage in next generation heat-not-
burn e-cigarettes. The stock has struggled over the last twelve months due to accelerated 
currency headwinds and some new challenges in Asia. However, with the bar set quite low  
for 2015, we think PM is poised for a better year, and we expect to see an improvement in 
growth in Indonesia, where price gaps to competitors have narrowed. Standardized packaging 
remains the greatest risk to PM, in our opinion, but generally, we regard the fundamentals  
of the global tobacco industry as being quite sound.

Adam Fleck, CFA, does not own shares in any of the securities mentioned above.
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Energy: No Rapid Rebound for  
Oil Prices
The rapid decline in oil prices has created significant investment 
opportunities, but downside risk remains in the short term.

By David Meats, Equity Analyst

The United States has rapidly become the critical source of incremental supply for global oil 
markets, and growth has come overwhelmingly from unconventional drilling. The large    
increases in U.S. output did not upset global supply/demand balances over the past few years,  
largely because significant amounts of supply were disrupted by political/security issues  
(Libya and Iran, for example). But in 2014 the scales finally tipped: Combined with weakening  
demand and OPEC’s decision not to reduce its own production, major supply imbalances  
resulted that, as of today, have yet to dissipate.

In the current market environment of high costs and low oil prices, upstream firms face  
extremely challenged economics where new investment is not value-creative. Such  
conditions are not sustainable over the long term, however, and we expect the combination  
of rising oil prices and falling costs to provide significant relief in the coming years.

Despite our belief that tight oil has considerable running room from here, it can’t completely 
meet future global demand. The marginal barrel, therefore, will come from higher up the global 
cost curve. Our forecasts show that higher-quality deep-water projects will be the highest- 
cost source of supply needed during the rest of the decade. As a result of this meaningful move 
down the cost curve, our midcycle oil price forecast for Brent is $75 per barrel (WTI: $69/bbl), 
meaningfully below 2014 highs.

Although U.S. gas production is likely to slow in the near term as oil-directed drilling hits the 
brakes, the wealth of low-cost inventory in areas like the Marcellus points to continued  
growth through the end of this decade and beyond. Abundant supply is holding current prices 
low but in the long run we anticipate relief from incremental demand from LNG exports as  
well as industry. Our midcycle U.S. natural gas price estimate is $4/mcf.

Given both its remaining growth potential and ability to scale up and down activity quickly,  
tight oil has effectively made the United States the world’s newest swing producer.  
Drastic spending cuts will lead to a meaningful decline in near-term production, but the strong  
economics of the major U.S. liquids plays means production will again begin growing as  
soon as oil prices recover.

Based on our belief that U.S. unconventionals will continue to be able to meet 35%–40%  
of incremental new supply requirements in the coming years, we believe that additional 
volumes from high-cost resources such as oil sands mining and marginal deep-water will not 
be needed for the foreseeable future. This disruptive force that already has upended  
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global crude markets isn’t going away anytime soon. U.S. shale once again is proving truly to be 
a game changer.

Meanwhile, demand tailwinds from exports and industrial consumption will help balance the 
domestic gas market eventually, but ongoing cost pressures from efficiency gains and  
excess services capacity—as well as the crowding out of higher-cost production by world-
class resources such as the Marcellus Shale and associated volumes from oil-rich areas  
such as the Eagle Ford and Permian—are weighing on near-term prices. Even under these 
circumstances, however, undervalued, cost-advantaged investment opportunities remain.

Encana ECA
Encana is our top pick within the U.S. oil-focused exploration and production group. The  
company’s growth is underpinned by high-quality Permian and Eagle Ford acreage. The compa-
ny has transformed dramatically in the past 12 months, with two major acquisitions and a 
string of divestitures and is emerging leaner and meaner. The company now has a footprint in 
several top-quality oil plays in the United States and Canada.

ExxonMobil XOM 
We view ExxonMobil as offering the best combination of value, quality, and defensiveness. 
Exxon will see its portfolio mix shift to liquids pricing as gas volumes decline and as new  
oil and liquefied natural gas projects start production. The company historically set itself apart 
from the other majors as a superior capital allocator and operator, delivering higher returns  
on capital than its peers as a result. 

Cabot Oil & Gas COG
On the gas side, Cabot controls more than a decade of highly productive, low-cost drilling 
inventory targeting the dry gas Marcellus Shale in Pennsylvania. Fully loaded cash break-even 
costs are less than $2.50 per mcf.

David Meats does not own shares in any of the securities mentioned above.

Top Energy Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Encana QQQQ $16 Narrow Very High $8 

ExxonMobil QQQQ $98 Wide Low $78.40 

Cabot Oil & Gas QQQQ $43 Narrow High $25.80 

Data as of June 22, 2015
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Financial Services: A Favorable 
Outlook for Insurance
Diversified insurance and property-casualty are  
particularly attractive.

By Erin Davis, Senior Equity Analyst

Markets have created more value in financial services, with the average price/fair value  
ratio estimate falling to 0.95 across our coverage. We see particular value in diversified 
 insurance (P/FV of 0.91) and property and casualty insurance (P/FV of 0.95).

We believe investors often make the mistake of focusing on pricing to formulate their   
outlook for the P&C insurance industry, as historical results suggest that overall profitability 
levels are the key driver of insurance stock returns. Pricing increases have restored  
profitability in the P&C insurance market despite lower investment income. While we are  
not necessarily optimistic that pricing will continue to increase, we think P&C insurers  
can modestly improve profitability going forward.

A gradually rising interest-rate environment would be a net positive for P&C insurers, in  
our view, given the relatively tight spread between rates and inflation. Overall, we think the 
current environment is conducive to investing in high-quality names.

While recent price increases have improved profitability in P&C insurance, we don’t see  
a strong reason to assume that pricing will continue to improve. In our view, recent pricing 
increases have largely been driven by lower interest rates. As lower rates pushed down 
investment income, higher pricing and underwriting income have been necessary to maintain 
ROEs. Yields on new issues are still generally lower than yields on maturing securities,  
and investment income remains pressured. We believe interest rates will continue to have  
a positive impact on pricing in the very near term, but the effect should fade over time, 
barring a further decline in rates.

However, we’re more optimistic on profitability. Looking at the trends in pricing and profit- 
ability, peak levels of profitability have typically lagged peak increases in pricing. In  
our view, this is due to the time it takes for price increases and improved rate adequacy to  
filter through insurers’ books. We think a momentum factor could also help explain this 
 phenomenon, as momentum in pricing increases would carry pricing past the point justified  
by fundamental drivers, which would set up the potential for outsize profitability later on.  
Either way, in the current environment, this trend supports our optimistic view on industry 
profitability, despite our less optimistic outlook on pricing.

On the investment side, we see surprises as biased to the upside. While interest rates are 
difficult to predict, with rates near historic lows, we see more upside than downside. Higher 
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interest rates and investment income on the back of recent pricing increases could help  
propel the industry toward a truly hard state. Also, many insurers have been tactically  
shortening the duration of their investment portfolio. While this magnifies the  
current pressure on investment income, it provides greater flexibility to benefit from  
rising interest rates.

Apollo Global Management APO
Apollo is a global alternative asset manager with about $160 billion in assets under 
 management deployed across private equity, credit, and real estate strategies. Notably, it 
manages AUM for Athene, a fixed-annuity provider, which provides Apollo with a $60 
 billion-plus source of permanent capital. We believe the market is overly focused on the 
short-term health of the IPO market and the near-term pace of realizations, and is over- 
looking the strong growth prospects Apollo has in credit, thanks to regulators forcing banks 
to sell illiquid and risky assets to the firm at a discount.

WR Berkley WRB
We are optimistic about the direction of profitability in the property and casualty industry. 
WR Berkley has significant leverage to improved conditions, since its strict underwriting 
 discipline leads to swings in its expense ratio across hard and soft markets. During the last  
hard market, it averaged a 23% return on equity while earning only an 11% average ROE  
in the following soft market. With the stock trading at 1.5 times book value excluding good- 
will and accumulated other comprehensive income, average for commercial P&C insurers,  
we think the market is underestimating Berkley’s ability to improve results.

Berkshire Hathaway BRK.B, BRK.A
We continue to be impressed by wide-moat Berkshire Hathaway’s ability to generate high-
single- to double-digit growth in its book value per share, believing it will take some time 
before the firm finally succumbs to the impediments created by the sheer size and scale of its 
operations. We also believe that the ultimate departure of Chairman and CEO Warren  
Buffett and Vice Chairman Charlie Munger will have far less of an impact on the business 
than many believe it will. In our view, shareholders should be focusing more on excess  
returns as opposed to outsized returns, as solid operating results, a strong balance sheet, and 
a low cost of capital combine to make the hurdles lower for the next managers of the firm.

Erin Davis does not own shares in any of the securities mentioned above.

Top Financial Services Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Apollo Global Management QQQQQ $42 Narrow High $25.20 

Berkshire Hathaway QQQQ $168 Wide Medium $117.60 

WR Berkley QQQ $58 Narrow Medium $40.60 

Data as of June 22, 2015
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Health Care: A Few Stocks Still  
Offer Upside
Despite the sector looking slightly overvalued overall, we still  
see several stocks that offer attractive valuations across the 
different industries.

By Damien Conover, CFA, Director of Health-Care Equity Research

While we view the health-care sector as slightly overvalued, with the group trading close  
to 5% above our fair value estimates in aggregate, some stocks still look undervalued, includ-
ing Amgen AMGN, Baxter BAX, and Elekta EKTA B.

Overall health-care utilization is increasing slightly after a prolonged pullback due to lingering 
impacts from the recession and insurance pushing more costs to patients. We expect  
this trend to continue because of a strengthening economy and increased insurance coverage 
driven partly by health-care reform in the United States.

Further adding to health-care valuations (especially smaller potential health-care  targets), 
mergers and acquisitions continue at a rapid pace, as large conglomerates are looking  
for growth avenues and opportunities to cut costs, partially through lowering taxes.

Strong drug launches and excellent clinical data in specialty-care areas, such as oncology, is 
increasing the productivity of drug and biotech companies.

While the market valuation of the health-care sector remains slightly above our fair value 
estimates in aggregate, we still see several undervalued stocks across the different  
industries. In the table below, we highlight a few of our top picks. As has been the case for 
several quarters, we believe the current environment for health care continues to lend  
itself to a stock-pickers’ market rather than a focus on industries.

After the severe recession and increased cost sharing by insurance companies with patients, 
health-care utilization is increasing. The magnitude of the recession and increased cost-
sharing has delayed a sharp rebound in health-care use. However, the increase in U.S. hospital 
admissions starting in mid-2014 suggests a turning point, and U.S. health-care reform is  
likely driving part of the uptick. With the mandated health-care insurance and expanded   
government insurance in the U.S., more people are seeking treatment. We expect a  
continual, gradual increase in demand for health care, but probably not a return to 2007  
levels anytime soon.

Across health-care industries, companies are acquiring and merging to increase their  
growth potential through creating scale, cutting costs, and focusing on key strategic areas. 
Further, the persistent low interest rates are also fueling the M&A trends, because  
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cheap capital is available to fund acquisitions. Beyond the heavy prevalence of M&A  
in the drug space, with large drug firms acquiring Hospira, Salix, and Pharmacyclics, we are  
seeing further consolidation in the health-care services. UnitedHealth’s acquisition  
of Catamaran significantly increases its supplier pricing power and scale advantages.

Turning to innovation in health care, drug companies continue to shift their focus toward  
specialty-care areas such as oncology. We expect the shift to increase drug-development 
productivity and strengthen the moats for drug companies, since these areas of development  
carry strong drug pricing, a more accommodating stance from regulatory agencies, and steep  
launch trajectories. While some of these specialty indications have smaller patient populations 
than primary care areas, the strong pricing power can easily turn the drugs into blockbusters.  
In oncology, recent approvals carry price tags over $100,000 per year, opening the door to major 
market opportunities even in the less prevalent cancers.

Baxter BAX
Although competition is increasing for Advate, Baxter’s highly profitable hemophilia A product, 
we think this diversified firm’s competitive advantages remain strong and the stock looks 
undervalued. We think Baxter has earned a wide economic moat, stemming from economies of 
scale in plasma processing, injectable therapies, and dialysis products. Intangible assets— 
like Baxter’s strong brands, patent protection, and pipeline productivity—also allow the firm  
to remain remarkably profitable in tough industries. More than 70% of Baxter’s sales  
come from products with market-leading positions, and the safety and quality of its biologic 
therapies allow it to charge a price premium over competitors.

Elekta EKTA B
We believe Elekta is well-positioned in the radiotherapy market, which has tremendous growth 
potential as improvements in technology, increasing awareness of the clinical benefits, and  
a favorable cost/benefit proposition should dramatically increase global adoption over the next  
decade. Further, we feel that Elekta carries a wide moat based on a solid position in a  
market that is characterized by high barriers to entry, high switching costs, and strong intellectual 
property. This field has evolved into a duopoly over the past decade with virtually no new 
entrants, and the main two players, Elekta and Varian VAR, have built durable franchises and 
are well-positioned for growth.

Top Health-Care Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Baxter QQQQ $79 Wide Low $63.20 

Elekta QQQQQ SEK 90 Wide Medium SEK 63

Amgen QQQQ $189 Wide Low $151.20 

Data as of June 22, 2015
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Amgen AMGN
Amgen markets several blockbuster biologic therapies in the oncology and immunology 
markets, giving it the intangible assets that form the foundation of its wide moat. Additionally, 
Amgen’s improved manufacturing efficiency will not only benefit gross margins, but could  
also give the firm a cost advantage in the nascent biosimilar market, where it plans to launch 
five products by 2019. Looking ahead, we’re confident that Amgen will be capable of   
defending its bottom-line growth through a key period of weakness for legacy products, buying  
it time to develop the sales potential for newer products and pipeline opportunities.

Damien Conover, CFA, does not own shares in any of the securities mentioned above.
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Industrials: Stronger U.S. Dollar, 
Weaker Energy Activity Weigh
Despite generally rich valuations across the industrials space, some 
pockets of value still exist.

By David Silver, CFA, CPA, Senior Equity Analyst

Our industrials coverage currently trades 13% above fair value, nearly the highest such ratio 
of any sector, with many subsectors lingering in overvalued territory. Nonetheless, pockets of 
opportunity exist in select stocks.

Macroeconomic conditions for many Industrial sectors have softened in 2015 in the U.S. and  
Europe, though investors seem to be positioning for improving future trends. Even so, a 
strengthening U.S. dollar may benefit exporters elsewhere as manufactured U.S. goods become 
relatively more expensive.

Global trade has seen healthy expansion since the middle of 2013, providing a boost to many 
industrial stocks, especially those in transportation. Lower fuel prices could support consumer 
spending and reduce transportation costs for many in the sector.

Continuing the theme of recent quarters, we find few bargains throughout our industrials  
coverage. No stocks trade in the 5-star range, and only about 20 (out of 172) trade in 4-star  
territory. That said, this dynamic doesn’t deviate too far from the broader market. At the  
time of writing, industrials stocks carried a market price/Morningstar fair value estimate ratio  
of 1.13 (13% overvalued compared with our discounted cash flow-derived fair value est- 
imates), while the price/median fair value of all stocks that Morningstar covers was 1.03 (3% 
overvalued).

Prevalent among the most expensive subsectors are auto parts, auto manufacturers, and 
trucking, with many names ranging from 20% to 30% overvalued—truckload and less-than-
truckload carriers hover at the high end of that range. Other subsectors such as business 
services, infrastructure operation, rental and leasing services, and staffing and outsourcing 
also carry healthy market valuations, with premiums to our fair values in the midteens, but  
they aren’t quite as lofty as the former group.

Despite generally rich valuations across the industrials space, some pockets of value still  
exist. As highlighted in the top picks section below, our best ideas include automaker General 
Motors GM, homebuilder NVR NVR, and mining equipment maker Joy Global JOY. A hand- 
ful of others are worth considering, including industrial distributor MSC Industrial Direct MSM, 
construction and material processing equipment maker Terex TEX, and auto manufacturer  
Ford Motor F.

3
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Naturally, idiosyncratic influences vary by company, but broadly speaking, we suspect that rich 
industrials-sector valuations reflect healthy cash flow, potential for internal improvement,  
plus optimism regarding future macroeconomic conditions. Economic tailwinds have supported 
decent demand and pricing in most industries the past few years. Firms also have become 
leaner and more efficient since the 2008–09 downturn, providing fertile ground for  incremental 
operating leverage and margin gains. In many cases, we suspect investors are extrapolating 
these positive operating trends out over the long run.

Overall, U.S. real GDP declined 0.7% in the first quarter of 2015, following annual 2.3% GDP 
growth in 2014 and 2.2% in 2013. The U.S. Census Bureau reported industrial production  
has eased in 2015, declining 1.1% through May after increasing 4.1% in 2014 and 2.9% in 2013,  
and rising of 4.7% in the fourth quarter. Within IP, declining mining activity (including energy 
drilling and production) is by far the largest negative factor for 2015. Manufacturing output has 
declined 0.7% year-to-date through May, after rising 3.4% for 2014 and 2.2% in 2013.

Exports of U.S. goods have supported the domestic economic recovery, increasing 2.7% to a 
record $1.63 trillion in 2014. Even so, goods exports through the first four months of 2015  
declined 4.7%. The decline comes as the Federal Reserve Board trade-weighted U.S. dollar 
index hit 115.5 in early June, increasing 12.7% versus the same period a year ago. The  
current index level is the highest since May 2004. Beyond the United States, the Markit 
Eurozone Composite PMI continues to signal expansion (above 50) since mid-2013. That said, 
the reading peaked at 54.0 in April 2014 and has remained below peak ever since, but at  
53.6 for May, the index signaled expansion for the 23th month in a row. Thus, there are hints  
of a sustained moderate eurozone manufacturing recovery.

In terms of other key indicators, the architecture billings index reflects an approximate nine-  
to 12-month lead time between architecture billings and construction spending. The ABI has  
been positive 12 times out of the past 14 months, with declines in January and April of  
this year. The index score for April, the most recent reading, was 48.8, down from 51.7 in 
March. A showing above 50 indicates increased billing activity. Residential activity has been 
the weakest index component. Residential new housing starts dropped 11.1% overall in  
May and remained 5.4% above the rate of one year earlier. The May decline seems to indicate 
weakness beyond what might have been expected from the frigid winter temperatures  
experienced throughout much of the country, though weather effects are difficult to parse  
out from economic factors.

In the auto sector, we think 2015 global demand for new light vehicles will increase by ap- 
proximately 3%, favorable for global original equipment manufacturers and for suppliers with  
a worldwide operational footprint. U.S. May light-vehicle sales volume increased 1.6% 
compared with the same month last year, with the seasonally adjusted annualized selling rate 
at 17.7 million, according to Award’s Automotive, the best reading since July 2005. For the  
first five months of the year, U.S. light vehicle sales have increased 4.5%. Desirable new 
product, an aging fleet of vehicles on the road, readily available credit, and higher usage as 
measured by average miles driven should continue to have a favorable effect on demand.
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European unemployment and austerity measures, among other industry fundamentals,  
will make for a protracted period of auto demand recovery. We look for European light  
vehicle registrations to increase between 3% and 5% in 2015. However, a “Grexit” might  
create an unfavorable detour on the road to recovery. The rate of demand recovery in  
the region should perk up more in 2016 as the unemployment picture improves, provided  
Greek fiscal issues subside.

In other world markets, we expect demand growth for passenger vehicles to slow to a 7%  
increase this year in China and for economic recovery in India to support a 3% rise in  
demand. High inflation and weak economic conditions could smackdown demand in South 
America by 15%. The Ukraine conflict along with economic sanctions, plummeting oil  
prices, and the substantially devalued ruble stifles Russian new vehicle demand, perhaps  
by as much as 50%.

World trade has eased by (1.5%) in the first quarter of 2015, including a (0.1%) decline in  
March, as measured by the CPB World Trade Monitor. Fourth-quarter 2014 world trade 
increased 1.2% after a 2.0% rise in the third quarter last year. World industrial production  
had a slight 0.3% quarterly sequential increase in the first quarter of 2015 after a 1.0%  
sequential rise in the fourth quarter of 2014.

However, the volume index of U.S. imports rose sequentially to 110.2 in the first quarter  
of 2015 from 109.0 in the fourth quarter of 2014 (2005=100), while export volume decreased  
to 142.5 in the March quarter versus 149.3 in the December quarter. According to the  
CPB World Trade Monitor, world exports were at 137.0 in March, down from the October  
peak of 140.7, while the import index of 136.5 compared with 140.0 at year-end 2014.

Freight demand has softened for the U.S. trucking industry this year, as the ATA truck tonnage 
index has declined 5.3% through April, following an increase of 3.5% for full-year 2014.  
For the month of April, the index fell by 3.0%. Highway brokers and carriers had both been 
seeing robust pricing power thanks to secular truckload-capacity constraints.

The Association of American Railroads reported U.S. rail carload volume in 2015 has  
eased 0.7% year-to-date through June 6, after increasing for full-year 2014 by roughly 4.5% 
over 2013.

Lower fuels cost should be a tailwind for transportation in coming months. West Texas  
Inter-mediate crude fell from $109 in July 2014 to its current trading range just below $57. 
During the third quarter of 2014, the International Air Transport Association forecast  
that global airlines’ profit would be $19.9 billion in 2014 but increase to $25 billion in 2015  
due mainly to lower fuel cost net of ticket pricing. We expect reductions in rail fuel costs, 
which account for roughly 15% to 20% of annual expenses, to have a mostly neutral  
mid-term impact due to effective fuel surcharges, but the loss of oil shipments is likely to 
reduce volumes slightly. According to the U.S. Department of Transportation, if truckers’ 
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average fuel economy is between 5 and 7 miles per gallon with the price of a barrel of oil 
between $60 and $80, the cost per mile would be around $1.82. At current levels, the price of a 
barrel of oil might imply 10% to 30% savings in fuel cost. Because of the aforementioned  
truck capacity constraint, however, we don’t expect to see a major shift from railroad intermodal 
to trucking. 

General Motors GM
GM is poised to see the upside to high operating leverage thanks to rising volume and smarter 
manufacturing than in the past, including a reduction in its vehicle platforms. Old GM broke 
even with 25% U.S. share and a U.S. industry sales level of 15.5 million units, while new GM  
breaks even, depending on mix, at just 18%–19% share of 10.5 million to 11 million U.S. 
industry units.

We believe many investors are focused on the large underfunding of pension and other post-
employment benefits, the recall, and the overhang of government and VEBA ownership. 
However, the pension will not be due all at once and is closed to new participants. The U.S. 
Treasury exited GM in late 2013, and we expect the federal Canadian government to exit  
soon now that the Ontario government sold in early 2015.

GM also has a cash hoard that it could use for share buybacks or discretionary pension funding, 
and we like the announcement of a significant initial dividend in January 2014 of $0.30 a 
quarter, which is going to increase this year to an annualized rate of $1.44, equivalent to about 
a 3.8% yield. In March, GM announced a clear capital-allocation policy that will see the  
company buy back $5 billion of its stock before the end of 2016. The company also reduced its 
cash target to $20 billion from $20 billion–$25 billion previously.

The ignition switch recall increases headline risk and litigation risk, but we think GM can pay 
any fines or judgments that come its way thanks to $37.2 billion of automotive liquidity at  
year-end 2014, including $25.2 billion of cash. Last June, we reduced our fair value estimate by 
$4 per share for a $7 billion reserve estimate for fines, lawsuits, and the compensation  
program related to the ignition switch recall. We think this accrual will prove too high, but we 
fact-or a conservative penalty into our valuation. It would take a lot more bad recall news  
for us to materially decrease our valuation further.

Top Industrial Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

General Motors QQQQ $50 None High $30 

NVR QQQQ $1,600 None Medium $1,120 

Joy Global QQQQ $56 Narrow High $33.60

Data as of June 22, 2015
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NVR NVR
We expect homebuilder NVR to benefit from our above-consensus view of U.S. new home sales 
over the next 10 years. We forecast new homes sales to significantly overshoot midcycle  
levels in the years ahead as fading financial constraints unleash significant demographic poten-
tial and pent-up demand.

No-moat NVR stands out from its homebuilding peers due to its commitment to a land-light 
business model. The model entails obtaining ownership of land on a just-in-time basis  
from land developers via options on finished lots. Not only do options protect the company from 
industry downturns, but it also frees up cash for shareholder-accretive share re-purchases, 
to which NVR has dedicated the entirety of its healthy free cash flows over the years. In fact, 
NVR has reduced its diluted share count by a cumulative 54% since 2002, or 6% annually.

Joy Global JOY
We believe that mining equipment manufacturer Joy Global is undervalued by the market. 
Although we do not think the mining equipment industry is on the cusp of a dramatic recovery, 
we do believe that Joy stock, which is trading between 11 to 12 times our 2015 free cash  
flow estimate, is inexpensive for a business where conditions are stabilizing. Joy Global  
is unique relative to its peer group, in that roughly 70% of sales come from aftermarket parts 
and service. Most competitors have given this business to their dealers.

While mining capital expenditures are clearly inclined to fall in 2015 and potentially in 2016, 
mining customers have finally reached a point where they have to begin rehabbing their fleet of 
equipment, which should benefit Joy Global. Joy is also unique because roughly 60% of the  
company’s business is exposed to coal (predominantly in the U.S.). While most major commod- 
ity prices have continued to plummet, U.S. coal consumption ticked up in 2014, while thermal 
coal prices actually stabilized. Even though our long-term outlook for U.S. coal consumption is 
not for growth, our basic materials team sees upside in Powder River Basin coal prices and 
stability in Illinois Basin coal prices beyond 2015.

We think these conditions mean that Joy Global is inexpensive relative to near-term  
earnings with share price upside to a future recovery in new equipment sales. Lastly, Joy is  
not solely captive to its environment. Over 2014, management pulled $80 million of cost  
out of the business and in 2015 plans to remove another $25 million of expenses. The company’s 
attractive free cash flow has been used to buy $553 million of stock over the past 21  
months, and it is authorized to buy back another $447 million through August 2016. We  
believe this cash deployment is particularly attractive relative to Joy’s $3.8 billion  
market capitalization.

David Silver, CFA, CPA, does not own shares in any of the securities mentioned above.
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Real Estate: Rising Interest Rates 
Wreak Havoc on REITs
We prefer firms with reasonable leverage, moaty assets, 
demonstrated historical success across economic cycles, identifiable 
growth drivers, and reasonable margins of safety.

By Todd Lukasik, CFA, Senior Equity Analyst

As investors’ concerns about potentially higher interest rates increase, they should focus  
on moaty REITs with reasonable balance sheets, good growth prospects, and relatively attrac-
tive valuations. Overall, our U.S. real estate coverage appears roughly fairly valued. After a 
recent pullback, value is emerging in the Australian property sector. Asia-Pacific property still 
offers attractive yields relative to conventional income products such as bonds.

Rising interest rates may be an immediate valuation risk to REIT share prices, but long-dated 
in-place debt maturity schedules mute the near-term impact on REIT cash flows.

Capital is increasingly flowing across borders for property investments, and property values 
are high.

With acquisition prices high, more REITs are expanding their development pipelines, with initial 
yields projected to be 200 basis points or more above acquisition cap rates.

We expect REIT prices to generally move inversely with changes in long-term government  
bond yields. Although higher interest rates would take some time to show up in REIT financial  
metrics, eventually higher rates could cause higher debt financing costs, put pressure on  
traditional after-interest expense measures of REIT cash flow (such as funds from operations, 
adjusted funds from operations, and funds available for distribution), and lead to higher cap 
rates, which could pressure investment spreads. Also, to the extent that low interest rates 
have diverted investor funds to REITs searching for higher yield, funds could flow out of REITs  
if interest rates rise, pressuring commercial real estate and REIT valuations.

Although rising interest rates might signal a strengthening economy, which could benefit real 
estate fundamentals, we do not expect the macro environment to improve enough to off- 
set what could be another 200-basis-point rise in U.S. government bond yields to levels nearer 
historical norms.

While the potential negative impact of rising interest rates remains a key concern for REIT 
investors, U.S. REIT management teams seem less concerned. The majority of U.S. REITs  
have improved their balance sheets since the last downturn and appear as a group to remain 
more conservatively leveraged than the last boom in the mid-2000s. Moreover, upcoming 
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maturities for many U.S. REITs over the next few years still carry interest rates that far exceed 
current borrowing costs, so even a 100-basis-point rise in rates from here would have a  
negligible impact on cash flow, at least over the medium term. Nonetheless, recent trading  
activity suggests that investor expectations about actual or expected future interest rates  
can have an immediate impact on U.S. REIT stock prices. While we still view the potential for 
higher interest rates as a valuation risk for U.S. REITs, we would expect higher interest rates  
to have a negligible impact on our estimates of value. We already embed a mid-4s yield on the  
10-year Treasury into our weighted average costs of capital, relative to the mid-2s level 
observed in the Treasury market recently.

While property remains a business that requires local market knowledge, global capabilities 
are becoming increasingly important, as capital seeks diversification and opportunity  
across borders. This global flow of capital is not just intraregion, cross-border, but increasingly 
cross-continent as well. This, combined with the generally low interest-rate environment,  
is keeping cap rates low (and property values high), especially for the highest-quality assets  
in global gateway markets, where global investment flows are especially strong. Global  
capital flows typically introduce increased competition for property acquisitions, a slight  
negative for REITs. But global capital flows generally require specialized local-market knowl-
edge for deployment, a boon for the largest global commercial real estate services firms.

With the abundance of institutional capital chasing high-quality assets (especially in gateway 
markets), pricing for existing commercial real estate stock appears aggressive. U.S. REITs  
with development capabilities are allocating more capital to ground-up developments and 
redevelopment of existing, productive assets. We think this makes sense, with expected  
initial yields on development projects generally at least 200 basis points higher than current 
cap rates on sales transactions. If such yields are realized, REITs can theoretically  
create immediate value upon stabilization of these developments, as the market recognizes  
the earnings power of the developments in light of lower cap rates for stabilized, 
operational properties.

Despite the focus on developments at many U.S. REITs, overall development across the U.S. 
commercial property landscape continues to remain at reasonable levels, in our opinion. 
Oversupply of incremental square footage generally corresponds with commercial real estate 
downturns. But some developers from prior cycles did not survive the last downturn, and 
financiers remain less aggressive providing development capital in many instances. As such, 
we are not overly concerned with current U.S. construction levels, but this is an area that 
bears watching.

Given the potential for rising rates, however, we think it makes sense to focus on REIT 
investment opportunities that can do well in either a rising interest-rate environment or a 
future in which the slow-growth, low-rate environment continues. We prefer firms with 
reasonable leverage, moaty assets, demonstrated historical success across economic cycles, 
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identifiable internal and external growth drivers, and reasonable margins of safety to our 
estimates of value. Moreover, we think it makes sense to focus on firms with these  
attributes that also have well-covered dividends with strong prospects for growth over time. 

Generally, our U.S. real estate sector appears fairly valued. Health-care REITs are our favorite 
sector currently, while pockets of opportunity also exist among the retail and cell 
tower sectors.

After a recent pullback, value is emerging in Australian property, with the best opportunities 
being in the retail and industrial sectors.

As with other major markets, Asia-Pacific property offers attractive yields relative to  
conventional income products such as bonds. Singaporean REITs are fairly valued, but we  
prefer office over retail. Limited new supply of office space in the central business district  
in 2015 is supportive of rental growth. Although office construction will add meaningful new 
supply in 2016, this should be absorbed by increased tenant demand as Singapore remains  
a premier location for multinationals’ regional headquarters. 

Tanger Factory Outlet Centers SKT
Tanger is the only publicly traded U.S. REIT focusing exclusively on outlet centers in the  
U.S. and Canada. We like its outlet strategy as this is an area of retail that has held up well 
across economic cycles, and we think retailer demand for outlet distribution remains high.  
Occupancy at Tanger’s centers was recently near 98%, among the highest of retail REITs  
in general. Strong consumer and retailer interest in the outlet channel is driving incremental 
outlet center development, which we think has another five to 10 years left to run, provid- 
ing plenty of external growth opportunities for Tanger. Furthermore, we estimate Tanger’s 
in-place rents are 5%–10% below current market rents, supporting inflation-plus rates  
of internal growth as leases expire and tenants’ rents increase to market levels. To us, the 
combination of Tanger’s 6%-plus cash-flow yield (using our 2016 normalized AFFO estimate) 
with mid-single-digit growth prospects appears attractive in the current environment.

Ventas VTR
Health-care REITs in general are one of the most attractive property sectors in our U.S. real  
estate coverage on a relative valuation basis, and Ventas is currently our favorite among  
the bunch. In general, U.S.-based health-care REITs should benefit from some favorable tail- 
winds, including an expanding and aging population and potentially tens of millions of  

Top Real Estate Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Tanger Factory Outlet Centers QQQQ $42 Narrow Medium $29.40 

Ventas QQQQ $90 Narrow High $54.00 

Westfield QQQQ AUD 11 Narrow Medium AUD 7.70

Data as of June 22, 2015
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people added to the ranks of the insured because of the Affordable Care Act—all of which 
should drive incremental demand for health-care real estate relative to historical levels.  
Plus, health care is a property sector in which the vast majority of assets remain in private 
hands, so Ventas should have opportunities to further consolidate ownership. We think the 
combination of Ventas’s 7%-plus cash-flow yield (using our 2016 normalized AFFO estimate) 
with growth prospects in the low- to mid-single-digit range (if not higher, depending on  
external growth opportunities) provides investors with a compelling total-return prospect in 
the current environment.

Westfield WFD
After the June 2014 restructuring, Westfield is a purely international retail REIT with rents 
coming from the United States (70%) and the United Kingdom (30%). With cap rates  
for finished products around 5% and development yields around 7%, we see significant value  
in the firm’s USD 11.4 billion pipeline (AFD share USD 6.3 billion). Further, the pipeline  
should step up further, with Westfield having recently obtained approval to develop 2,500 
apartments above its two London sites. The strategy to divest more of the regional assets 
and redeploy capital on the destination-style super-regional assets is expected to result  
in a higher-quality income stream. The long-term trend toward greater urban density in major 
cities supports further redevelopment of existing sites and is expected to be a long-term 
earnings catalyst.

Todd Lukasik, CFA does not own shares in any of the securities mentioned above.
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By Peter Wahlstrom, CFA, Director of Technology, Media, and Telecom Equity Research

Mergers and acquisitions are ramping up (as are rumors), but with 
the sector slightly overvalued, we stick to fundamentals and seek 
firms with established economic moats.

Tech and Telecom: M&A Heats Up, 
and Software as a Service Changes 
the Landscape

Foreign exchange will still have an impact on 2015 results, but we haven’t seen it affect the tech 
spending environment all that much; the sector still looks 5% overvalued, and we’d be selective.

We expect spending on cloud applications to grow nearly 20% annually to reach $62 billion by 
2019. Improving sales and marketing efficiency will drive significant operating leverage at many 
software-as-a-service firms.

Semiconductor mergers and acquisitions are heating up, with high-profile deals at Intel INTC and 
Broadcom BRCM.

The telecom market overseas is still consolidating; European activity is being led by convergence, 
but still may slow following the appointment of its new antitrust chief.

Despite a modest 2% increase for the S&P 500 through the first half of 2015, it hasn’t been  
a particularly smooth ride for investors. Performance for the technology sector in aggregate has 
been slightly stronger, up around 3%, but there were notable areas of strength and weakness. 
Global currency movements over the past two quarters have resulted in slightly elevated volatil-
ity across both the technology and communications-services sectors, but the overall tone from 
management teams has been fairly positive in terms of the macro environment. In aggregate, we 
view the tech sector as slightly overvalued and remain selective in our picks.

In the following table, we highlight a few companies in technology, media, and telecom that  
appear to be fundamentally undervalued. All three have significant international exposure  
in some form or another, a factor that investors will want to keep a close eye on since we don’t  
explicitly offer currency forecasts, though they are baked into our uncertainty ratings. Taking  
a step back, with these three subsectors trading above their respective fair values, we would  
prefer a wider margin of safety in most cases. We are quick to gravitate toward firms with  
established economic moats, those with strategic assets, and those that are well-positioned  
in key growth areas. We believe firms with this combination should be in a better relative  
position to withstand near-term revenue and operating margin volatility, while offering long-term 
free cash flow growth potential.

3

3

3

3



50Morningstar Market Outlook Q3  2015 | Report Released June 30, 2015

In our numerous discussions with clients about cloud-applications companies (also referred  
to as software-as-a-service, or SaaS, companies), we find a wide array of opinions about their  
long-term profit potential and ability to generate excess returns on capital. The lack of  
consensus is no surprise—current GAAP operating margins for many firms are extremely low 
or negative, especially compared with successful on-premises software firms. Blind faith (or its 
enemy, dogmatic skepticism) has driven the bull (and bear) case for legacy software firms  
facing the disruptive forces of cloud computing and pure-play cloud providers recording strong 
revenue growth but paltry profits. We expect spending on cloud applications to grow nearly  
20% annually to reach $62 billion by 2019, paced by the customer relationship management 
segment, which should represent almost half of overall cloud spending.

Improving sales and marketing efficiency will drive significant operating leverage at many  
SaaS firms. Although they appear to be woeful on a GAAP basis, the cost of maintaining 
 customers should be markedly cheaper than the cost of acquiring them. Even as growth has 
slowed, we anticipate that SaaS companies may be able to drive sales and marketing costs 
below 25% of sales in many instances. We also anticipate research and development leverage as 
products mature and cloud application companies realize the benefit of supporting only one 
version of each software product. These expenses are currently quite high, depressing cash flow 
and profitability, but growth in this expense category should slow as products mature and  
functionality becomes more fully featured. Similarly, SaaS providers with the highest switching 
costs are unlikely to suffer from price competition, and we expect pricing to increase, even  
when the industry matures. Currently, on-premises software firms have had the ability to 
increase pricing for maintenance and support services, and we expect cloud application pricing  
to follow a similar path. This pricing power is critical as we consider normalized financial  
models and returns on capital.

Semiconductor mergers and acquisitions are heating up, with high-profile deals at Intel and 
Broadcom. On June 1, Intel and Altera ALTR confirmed a deal for the former to purchase the latter 
for $54 per share, or approximately $16.7 billion. The agreed-on price represents a 56%  
premium to where Altera traded before the initial report of a potential deal on March 27 by The 
Wall Street Journal. We maintain our wide and narrow moat ratings for Intel and Altera,  
respectively, and expect the deal to clear regulatory hurdles after being approved by both  
companies’ boards.

We view this deal as initially complementary from Intel’s perspective. Altera’s product  
portfolio of programmable logic devices is tailored to market segments where Intel does not  
have a significant presence, such as wireless and wireline communications infrastructure.  
In a declining personal computer industry, this acquisition provides Intel with additional areas  
in which to leverage its manufacturing leadership. Recently, Altera has been the main  
customer for Intel’s foundry offerings in 14-nanometer process technology. We believe that by 
bringing Altera’s business in-house, Intel can more optimally use its excess capacity and 
ultimately realize synergies in research and development that weren’t plausible in the pre- 
existing foundry relationship.
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On May 28, in conjunction with the release of its fiscal second-quarter results, Avago announced 
that it has entered into a definitive agreement to acquire Broadcom. Total implied consider- 
ation is set at $37 billion, consisting of $17 billion in cash and $20 billion in stock. Management 
from both companies highlighted areas for potential R&D collaboration that were a bit more 
optimistic than our expectations. Yet for Avago, we view the deal as much more attractive financ- 
ially than strategically. Avago will diversify into new products and end markets like TV set- 
top box, broadband access, and wireless connectivity solutions, but more important is paying a 
reasonable price for such diversification. In networking, management touted cross-selling oppor-
tunities, but we still don’t think Avago will unlock significant hidden value in Broadcom’s  
industry-leading networking business. Ultimately, we think our viewpoint is embedded within 
Avago’s long-term financial targets, as 5% average revenue growth doesn’t point to extend- 
ing Broadcom’s reach, but a 40% adjusted operating margin target implies hefty cost-cutting 
(consistent with $750 million in operating expense synergies as announced) and cost  
savings thereafter. 

Perhaps the biggest boost to Broadcom’s underlying business from the deal (and, similarly,  
the biggest source of value unlocked by Avago for buying the firm) is the reduction of Broadcom’s 
customer concentration risk as part of a combined company (which will be named Broadcom 
Limited, even though Avago is the acquirer in the deal). As part of a combined company with 
greater size and scale, Broadcom Limited will be better able to weather the storm if its  
connectivity or broadband segments underperform. Similarly, Avago’s purchase premium for 
Broadcom could look even more attractive, in our view, if the combined firm can mitigate  
these concentration risks over time.

Consolidation, regulatory policy, and technology themes continue to converge in the U.S. telecom 
industry. The Federal Communications Commission remains active across the industry, recently 
adopting new regulation intended to ensure an open Internet. These rules, which more stringently 
regulate Internet access services, are unlikely to radically reshape the economics of the U.S. 
telecom industry. We caution investors, however, that regulatory risk is nearly always present 
with the telecom sector given the view among many regulators and politicians that Internet 
access and phone services constitute essential public goods. In addition, regulators continue to 
consider the implications of significantly greater media concentration that the proposed  
acquisitions of DirecTV DTV and Time Warner Cable TWC would present. We believe there is  
a risk that the FCC or the Justice Department puts a hold on consolidation.

The conclusion of the AWS-3 wireless spectrum auction also promises to remake the telecom 
landscape. The auction garnered $45 billion in gross winning bids, far more than we had  
expected. We believe AT&T’s T insistence on gaining 20 megahertz of new spectrum nationwide 
and Dish Network’s DISH desire to acquire significant spectrum while demonstrating the value  
of its existing spectrum holdings drove bids beyond any reasonable estimate of fair value. Verizon 
VZ showed more discipline at the auction, in our view, but it still bid heavily on a handful of 
licenses that it deemed strategically important. The net result is that returns on capital across 
the wireless industry, already mediocre, will suffer. Any escalation of price competition  
would only make matters worse.
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Consolidation is occurring in Europe, within countries and across national borders. Vodafone VOD 
bought Ono, the largest cable operator in Spain, while Numericable NUM, the largest cable 
operator in France, has acquired SFR, the country’s second-largest phone company. European 
Union regulators approved Telefonica Deutschland’s O2D purchase of KPN’s KPN German  
subsidiary E-Plus, and this deal has now closed. Recently announced deals include BT Group BT  
agreeing to acquire EE (the United Kingdom joint venture of Orange ORAN and Deutsche Telekom 
DTEGY) and Three UK coming to terms to buy Telefonica’s TEF U.K. operations. One potential 
damper on the European merger and acquisition front comes from Margrethe Vestager, Europe’s 
new antitrust chief. We had expected the new European Commission to be more lenient  
toward mergers, but on March 8 Vestager spoke in favor of low prices and against mergers, 
which we think puts some of the proposed deals at greater jeopardy.

One of the drivers of European M&A is the movement to converged services of fixed-line tele-
com, broadband, and pay television with wireless telephony. We believe convergence will be a 
major theme going forward and will enable the lead operators to increase margins and free  
cash flow. In anticipation of these expected improvements, we’ve increased our moat trend for 
Telefonica to positive and for Orange and Numericable-SFR to stable from negative.

In general, however, we anticipate global mergers and acquisitions across the telecom industry  
to continue, which is reflected in higher stock prices in many cases. There are still pockets of 
value across the global telecom space, but most come with baggage in the form of lagging sales 
growth, higher legacy costs, or poor macroeconomic conditions, so we encourage investors to  
be highly selective.

Oi SA OIBR
In Brazil, Oi now has nearly 18 million lines in service, making it the country’s largest fixed-line 
provider. Its wireless operation, Oi Movel, controls more than 50 million wireless customers and 
is Brazil’s fourth-largest cellular provider, with 18% market share. The firm has roughly 75  
million revenue-generating units, or RGUs, among its corporate, telephony, broadband, and televi-
sion subscribers. The 2014 merger with PT adds an extra 27 million RGUs, bringing the total  
for the combined entity to more than 101 million. The company carries a lot of risk owing to its 
leverage, but the firm still has a few things going for it. Industry consolidation in whatever  
form should help all the players, plus data and converged services are beginning to take off and 
provide significant long-term growth opportunities for Oi.

Top Tech & Telecom Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty

Consider
Buying 

Oi Sa QQQQ $3.20 None Very High $1.60 

Yahoo QQQQ $58 Narrow High $34.80 

Telefonica Brasil QQQQ $21 Narrow Very High $10.50 

Data as of June 22, 2015
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Yahoo YHOO
Yahoo is one of the most heavily visited collection of websites on the Internet. Some of its more 
trafficked websites include Yahoo Search, Yahoo Mail, and Yahoo News. The company has 
undertaken significant effort to offload nonstrategic businesses and outsource the underlying 
search algorithm and operations to Microsoft MSFT. In 2014, display advertising represented 
38% of total revenue, and search advertising represented 41%. Yahoo also owns 35% of Yahoo 
Japan and 16.3% of Alibaba Group BABA. We believe that today’s stock price is predicated  
on a robust valuation and tax-efficient spin-off of Yahoo’s investment in Alibaba Group, currently 
expected in the fourth quarter of 2015. Investors should be aware that a significant amount  
of Yahoo’s enterprise value is tied up in its stakes in Yahoo Japan and Alibaba Group holdings as 
well as cash from the IPO.

Telefonica Brasil SA VIV
Telefonica Brasil provides fixed-line services in Sao Paulo and mobile service throughout the  
entire country. On the fixed-line side, the firm provides international long-distance services. As of 
the end of 2014, its telephone network included 10.7 million fixed lines in service, 3.9 million 
broadband clients, and more than 771,000 pay-TV clients. On the mobile side, Vivo was created  
by merging five independently operating subsidiaries that were all using the Vivo brand. It  
now has more than 77 million subscribers. Ultimately, merging the fixed and mobile units should  
create a more economically efficient entity. That, coupled with a robust dividend and a  
strong balance sheet, makes Telefonica Brasil an attractive defensive bet on an emerging market.

Peter Wahlstrom, CFA, has a position in the following securities mentioned above: AAPL INTC MSFT.
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Utilities: Sector Starting to Look 
Attractive After Woeful 2015 Start
Utilities’ 4% dividend yields still look attractive even with the 
chance for rising interest rates.

By Travis Miller, Director of Utilities Equity Research

U.S. utilities are down 9% year to date and have underperformed the S&P 500 by 12  
percentage points through early June, marking the sector’s worst stretch since the 2008–09 
market crash.

After Morningstar’s utilities valuations hit an all-time high at the end of January, the  
sector now trades near fair value. Utilities even trade at a slight discount to Morningstar’s 
overall market valuation.

Outside of the eurozone, utilities’ fundamentals remain strong, with moderate payout ratios, 
solid balance sheets, and a bevy of high-quality growth opportunities.

Utilities’ 3.6% average dividend yield as of mid-June is still historically attractive relative  
to 10-year U.S. Treasury yields, even after the recent bond sell-off. The spread between inter-
est rates and utilities’ dividend yield has closed to 110 basis points.

After nearly 18 months of waiting, it’s finally time to take a look at utilities again. The  
sector’s swoon since January has created a long-awaited opportunity for income investors. 
Several high-quality utilities with long histories of growing dividends, strong balance  
sheets, and attractive growth prospects now trade well within buying range based on our  
fair value estimates.

The last time the utilities sector was this cheap was in late 2013, when it briefly traded below 
fair value. Before that, utilities last traded below fair value in mid-2010. It has been a fast  
and ugly fall for utilities this year since valuations peaked in January. The sector’s 12-percent-
age-point drop from its late January peak through early June is the sector’s worst stretch  
since the market crash in 2008–09.

Few utilities are screaming cheap, but investors seeking 8%–10% total returns with long hold-
ing periods now have some high-quality options. Stalwarts such as Southern Company SO, 
Duke Energy DUK, American Electric Power AEP, and PPL PPL trade below fair value and yield 
4% or better. About 20% of Morningstar’s utilities sector coverage trades at 4 or 5 stars. 

U.S. utilities’ fundamentals remain strong. We’re forecasting median 5% dividend growth for 
the group during the next three years, with some utilities such as Edison International EIX,  
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ITC Holdings ITC, NextEra Energy NEE, and Dominion Resources D well above that.
Infrastructure replacement and efforts to maximize the value of low-cost natural gas supplies 
support this growth. A sharp uptick in interest rates could stall some of that growth  
as financing becomes dearer, but many of these projects have regulatory support and 
secure financing.

Going into the summer, we’re keeping a close eye on eastern U.S. power markets, where  
top picks NRG Energy NRG, Calpine CPN, and Exelon EXC operate. The long-developing wave of  
coal plant shutdowns has accelerated this year as persistently low gas prices and non-carbon 
emissions regulations bite. On June 10, regulators approved the Mid-Atlantic grid operator’s 
Capacity Performance scheme to encourage power generation reliability. NRG Energy, Calpine, 
and Exelon all should benefit from market premiums that encourage reliability and emissions-
friendly generation such as gas, nuclear, and renewable energy.

European utilities continue trying to find ways to manage through persistently weak power 
markets and tough government oversight. Most recently, European politicians have made noise 
about shutting coal power plants to speed their environmental agendas. This puts German  
utilities E On EOAN and RWE RWE back in the spotlight. German politicians already retired their  
nuclear plants and their gas plants are losing money. Shuttering coal plants would gut their 
generation businesses. The market appears to be pricing in doomsday, but we think sanity 
could prevail. For risk-averse European investors, we continue to think that Electricité de France 
EDF offers the best combination of valuation, yield, and dividend stability, with modest  
growth during the next three to five years. 

RWE RWE
RWE is one of Europe’s five largest utilities, with vertically integrated generation, transmission, 
and distribution operations serving 16 million electric customers and 8 million gas customers.  
It also owns and operates power generation and supply in the United Kingdom and the Nether-
lands, and renewable energy assets in Europe and North Africa. About half of its profits are 
earned in Germany. RWE’s low-cost power generation assets are difficult to replicate and earn 
high returns when costs rise for alternative power generation sources; however, the surge of 
renewable generation and nuclear phaseout in Germany have crushed profitability for its fossil- 
fuel generation. That said, we think RWE can sustain its EUR 1 per share dividend for the 
fore-seeable future while retaining upside to an improving European economy.

Top Utilities Sector Picks     

Star Rating Fair Value Estimate
Economic 
Moat

Fair Value 
Uncertainty

Consider 
Buying

RWE QQQQQ EUR 37 Narrow High EUR 22.20

ITC Holdings QQQQQ $42 Wide Low $33.60 

Calpine QQQQ $26 None High $15.60 

Data as of June 22, 2015
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ITC Holdings ITC
ITC Holdings’ wide moat and the financial incentives federal regulators offer to improve the 
U.S. electric transmission grid have produced healthy returns on capital and strong earnings  
growth for ITC since its IPO in 2005. We expect ITC’s capital investments to support close  
to 9% average annual earnings growth and 13% annual dividend growth during the next five 
years even as regulated rates of return come down. Regulators’ new methodology for cal- 
culation of allowed returns following a decision in New England is a headwind, but we think 
any down-side is more than priced into the stock as of mid-June. Public policy promoting 
renewable energy should support ITC’s growth investments and earned returns well above 
its peers.

Calpine CPN
Calpine is an independent power producer with 25.4 gigawatts of generation capacity 
throughout the United States and Canada, assuming it closes its sale of six power plants in the 
Southeast. The company operates in three regions: West (7.5 GW), Texas (9.4 GW), and East 
(9.6 GW). Its fleet is 97% natural gas generation. The rest of its portfolio comprises 725  
MW of California Geyser geothermal plants and 4 MW of solar generation. Calpine’s natural 
gas fleet is one of the most efficient and lowest-cost in the United States. We think this  
cost advantage positions Calpine well regardless of how natural gas prices move. Although the 
company would face reduced output if natural gas prices rose, its efficient fleet would  
still capture significant margin from higher power prices. In addition, Calpine’s fleet is well-
positioned in regions where electricity supply/demand conditions are tightening.

Travis Miller does not own shares in any of the securities mentioned above.


