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Stock Market Outlook: Overvalued 
Market Leaves Few Opportunities
We’ve adjusted our cost of capital and energy price assumptions, but 
we see little margin of safety in current stock prices.

By Matthew Coffina, CFA, Editor of Morningstar StockInvestor

All eyes remain on the Federal Reserve as it moves closer to raising short-term interest rates. 
However, we think investors are paying too much attention to the exact timing of a rate 
increase, while ignoring the far more important question of where rates will ultimately settle.

We’ve adjusted our cost of capital methodology to better reflect realistic long-term inflation 
and total return expectations. Our fair value estimates assume a long-term Treasury yield of 
4.5%—well above current interest rates.

A comprehensive review of our energy sector coverage revealed that we were too optimistic 
about long-run oil and gas prices. The energy sector still seems relatively undervalued, but fair 
value estimates have been coming down.

The broader market looks moderately overvalued, and opportunities are few and far between. 
Investors in common stocks must have a long time horizon and the patience and discipline to 
ride out volatility.

Interest Rates: Gravity for Asset Prices
Investors always hang on the Federal Reserve’s every word, but the obsession with monetary 
policy is reaching new heights as we approach the first short-term rate hike in almost a decade. 
The target federal funds rate has been around zero since late 2008, and the last time the 
United States was in an environment of tightening monetary policy was mid-2006. Throw in the 
Fed’s quantitative easing program and other unconventional policy actions around the world, 
and it’s clear that we’re in uncharted territory. It’s no wonder investors are on edge.

Warren Buffett has compared interest rates to gravity for asset prices. The intrinsic value of 
any financial asset is equal to the discounted present value of the cash flows it will produce. 
Higher interest rates mean higher discount rates, and thus lower present value. In other words, 
$1 received 10 years from now will be worth less today if we could have invested it at 4% in 
the meantime as opposed to 2%. The discount rate for bonds is observable in the market as the 
yield to maturity. The discount rate for stocks can’t be observed directly, but that doesn’t mean 
it’s any less real.

The complication with stocks—as opposed to bonds—is that future cash flows are also 
unknown. To the extent that higher interest rates are correlated with strong economic growth 
or higher inflation, it’s reasonable to expect that companies’ cash flows will also be higher. 
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For investors with a sufficiently long time horizon (at least five years, and preferably decades), 
we still think stocks are far superior to bonds in terms of their ability to protect and grow 
purchasing power.

Considering that most investors are focused on the threat of rising interest rates, it may  
be surprising that Morningstar has recently been reducing our cost of equity assumptions  
(a key input to discount rates). The timing here is purely coincidental. In examining market 
history, we concluded that real (inflation-adjusted) returns from stocks have averaged around 
6.5%–7.0% per year. We expect long-run inflation in the range of 2.0%–2.5%.

The midpoint of both ranges leads us to a nominal return expectation for the overall stock 
market of 9%—down from our previous assumption of 10%. We use this 9% cost of equity 
to discount free cash flows to shareholders of developed-markets companies with average 
economic sensitivity. We use a cost of equity of 7.5% (down from 8%) for companies with 
below-average economic sensitivity, and costs of equity of 11% (down from 12%) or 13.5% 
(down from 14%) for companies with above-average economic sensitivity. We make adjust-
ments for firms operating in foreign jurisdictions with different inflation rates.

Our new cost of equity methodology has resulted in modest fair value increases for a wide 
variety of stocks. However, this does not mean that we expect the current low interest-
rate environment to last indefinitely. Quite the contrary: Our assumptions imply a long-term 
Treasury yield of 4.5%—well above current interest rates. The 4.5% nominal risk-free rate 
includes 2.0%–2.5% inflation plus a 2.0%–2.5% real return expectation. We think this is a 
reasonable base case, and long-term interest rates would need to climb meaningfully above 
4.5% before they would be a drag on our fair value estimates (assuming our cash flow  
forecasts are correct).

Lowering Our Oil and Gas Price Forecasts
Aside from cost of capital changes, the biggest adjustments we’ve been making to our fair 
value estimates are in the energy sector. Morningstar’s energy team conducted a com- 
prehensive review of the supply and demand outlook for energy over the next five years and 
concluded that our previous oil and gas price assumptions were too optimistic. We now use a 
long-term Brent crude oil price of $75 per barrel (down from $100) and a Henry Hub natural gas 
price of $4 per thousand cubic feet (down from $5.40). This has resulted in fair value reductions 
for a broad selection of energy companies, with a few moat downgrades to boot.

Since peaking last summer, oil and gas prices have experienced dramatic declines. 
Unfortunately, it took us much too long to recognize the fundamental deterioration in the 
balance between supply and demand underlying the collapse in prices. We’ve implemented a 
new modeling framework that we hope will enable us to be more proactive in the future. Our 
latest analysis led to three important revelations:

 1. Growth in U.S. shale oil production has pushed the highest-cost resources off the global oil 
supply curve. If oil sands mining and marginal deep-water projects aren’t needed to meet 
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incremental oil demand over the next five years, they lose their relevance to setting oil prices. 
We expect higher-quality deep-water projects to provide the marginal barrel in the near term, 
leading to a Brent midcycle price of $75/barrel.

 2. Our new forecasts also account for falling oilfield-services pricing due to overcapacity. Energy 
companies are aggressively cutting their capital spending budgets, creating an excess  
supply of rigs, equipment, and labor. Far from being static, marginal costs fluctuate with  
changing input costs.

 3. The domestic natural gas market remains well-supplied with low-cost shale gas, especially 
from the Marcellus Shale. Improvements in drilling efficiency and abundant resources should 
enable producers to easily meet growing demand, even at a midcycle natural gas price of  
$4/mcf.

Smaller, less diversified, and more leveraged exploration and production companies have seen 
the biggest fair value reductions as a result of our new commodity price forecasts. Oilfield 
services and integrated oil companies have also been hit. In contrast, our fair value estimates 
for midstream energy companies have proven resilient: These firms are more exposed to 
volumes than prices, and benefit from an environment of plentiful supply. Our analysts still 
view energy as the most undervalued sector, but the gap has narrowed significantly as our  
fair value estimates have come down.

Market’s Rise Leaves Few Opportunities
As for the valuation of the broader stock market, the median stock in Morningstar’s  
coverage was trading 4% above our fair value estimate as of the close on March 20, 2015. 
Cyclical and defensive sectors have been taking turns leading the market higher, which  
has left both overvalued. In our view, industrials, technology, health care, consumer defensive, 
and utilities are the most overvalued sectors, with the median stock in each trading between 
7% and 11% above our fair value estimates. Only energy looks like a relative bargain, with the 
median stock trading 9% below our fair value estimate.

Things don’t look much better at the level of individual stocks. Only 25 stocks under 
Morningstar’s coverage carry our 5-star rating, and many of these are high-risk mining,  
energy, and emerging-markets companies. Only 14 are traded on U.S. exchanges. Only  
one 5-star stock ( Spectra Energy SE) has a wide economic moat.

The S&P 500—at a level of 2,108—carries a Shiller price/earnings ratio of 27.7; higher than 
79% of monthly readings since 1989. The Shiller P/E uses a 10-year average of inflation- 
adjusted earnings in the denominator. Alternatively, the S&P 500 is trading at 18.4 times trail-
ing peak operating earnings, which is higher than 77% of monthly readings since 1989. In  
both cases, such high valuation levels have historically been associated with poor subsequent 
five-year total returns and an elevated risk of a material drawdown. Proceed with caution.

Matthew Coffina, CFA, does not own shares in any of the securities mentioned above.
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Economic Outlook: More Slow Growth 
but Labor Scarcity
U.S. real GDP growth in 2015 will likely fall in the 2.0%-2.5% range 
yet again, but labor tightness is building.

By Robert Johnson, CFA, Director of Economic Analysis

U.S. economic growth is likely to remain lower than many believe, at 2.0% to 2.5%, but high 
enough to create labor market shortages.

The quarter’s notable developments were the ECB quantitative easing program, which  
resulted in a sharply falling euro; weaker growth in China; bad weather (again); and slowing  
U.S. exports.

Threats of labor scarcity are building, helping consumers but potentially sparking higher infla-
tion and lower corporate profits.

Our economic outlook in 2015 remains relatively unchanged from our last report, with  
U.S. real GDP growth likely to fall in the 2.0%–2.5% range for the fourth year in a row.
As usual, consumers, who constitute 70% of GDP, will be the biggest drivers of that growth 
rate. Higher incomes and employment rates could push consumption slightly higher than in 
2014, when consumption grew 2.5%. Residential spending, which grew a paltry 1.6% for all of 
2014, should do quite a bit better in 2015, although weather has caused this sector to get off  
to a slow start for the year. 

Business investments grew about 6% in 2014 and will probably do about the same to slightly 
worse in 2015, as oil related capital spending goes down and most structures, excluding distri-
bution centers, remain under pressure. Net exports were a detractor from GDP in 2014, as 
export growth slowed with both weak business conditions and a soaring dollar. The best case 
would seem to be that the negative impact of net exports doesn’t get any worse in 2015. But 
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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

Avg. Jobs Per Month 186,000 194,000 260,000 250,000

Unemployment Rate 7.9 6.7 5.6 5.0 - 5.5

10-Year Treasury 1.8 3.0 1.6 3.0 - 3.5

Home Prices 7.1 13.4 5.0 - 6.0 4.5 - 5.5

Source: Morningstar Estimates
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more likely, net exports will be a slightly bigger detractor. Government was a very, very smaller 
detractor from GDP growth in 2014 and will probably add modestly to 2015’s growth.

First Quarter Review: Consensus Growth Estimates Reduced as Energy 
Downside Intensifies
The general thinking at the end of the fourth quarter was that as gasoline prices came down, 
consumers would spend more, driving the economy up to escape velocity, with the consen-
sus forecast for 2015 well over 3%. Most of those forecasts have now dropped closer to our 
forecast of 2.0% to 2.5% growth. 

Weather effects, some of which can never be made up for (think restaurant meals, airline 
seats, etc.), are certainly part of the explanation of why growth has slowed. The other part of 
the consensus reduction is the realization that falling energy prices are not a one-way  
street. Yes, cheaper gasoline puts more money in consumers’ pockets to buy other things. 
However, what about all those workers in North Dakota, Texas, and other oil-producing  
regions who may be worried about or may have even already lost their jobs. Real estate market 
activity is already off 10%–15% in the Houston area. And don’t forget about all the capital 
equipment that goes into oil fields. We have long contended that much of the unexpected 
strength in the manufacturing sector was related to the activity in the oil patch. Computers,  
drill bits, tubular steel, even manufactured housing (to temporarily house oil field workers) all 
saw at least some benefit from rapidly growing oil production and could now feel the pain. 

Strong Dollar Slows Exports
The strong dollar, now up over 20% on a trade-weighted basis, also has the potential for 
reducing U.S. exports. A stronger dollar means that U.S. goods are more expensive and less 
competitive overseas. For years we have argued that with exports just a meager 13% of  
GDP, export weakness wouldn’t make much of a difference to U.S. GDP growth. However, with 
the U.S. economy stuck at a 2.0% to 2.5% growth rate, even a few tenths of a percent reduc-
tion in exports begins to weigh on overall growth rates. However, exports shouldn’t fall enough 
to badly damage the economy or throw the U.S. into a recession. 

Europe Gets Advantage of QE Before the First Bond Was Bought
Also in the first quarter, the European Central Bank rolled out its quantitative easing measures 
with a bang, announcing a bond-buying program that will likely top the $1 trillion mark,  
roughly matching the size of the U.S. QE 3 program. Europe should do better in 2015 with that 

GDP Composition

Y/Y Growth by Sector 2013 2014 2015F

Consumer 2.4 2.5 2.6

Business Investment 3.0 6.3 5.0

Residential Investment 11.9 1.6 5.0

Net Exports 2.1 -1.0 -1.0

Government -2.0 -0.2 0.2

Source: Bureau of Economic Analysis, Morningstar Calculations
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QE program, which should keep the euro weak, and support exports and cheaper interest  
rates, encouraging more lending. Throw in cheaper energy prices, and Europe will find it hard 
not to do at least a little better in 2015. However, without some hard choices and structural 
reforms, the stronger European economy might not last long.

China’s Growth Rate Is Not Coming Back
The world is also finally coming around to the fact that China is not ever returning to the “good 
old days” of 10%–12% GDP growth rates. Current forecasts are for growth of around 7% in 
2015, down modestly from 7.4% in 2014. Five years from now, we believe that China might be 
growing at under a 5% rate due to demographics, slowing real estate markets, and the continu-
ing transition of the economy from investment to consumption. That projection is probably a 
bit more dour than the consensus forecasts, but if correct, if will keep a lid on many commodi-
ties and could weigh on miners, manufacturers, and other emerging market economies, at 
least in the short run. However, the worst of the downward thrust in commodity prices may be 
behind us.
 

Put Wage Inflation on the Radar
We have discussed the potential trends of slower population growth and a declining labor  
pool in previous quarterly columns. This quarter, we are broadening our analysis to show the 
potential impacts of these trends on inflation and corporate profit margins. These are not 
meant to be a detailed roadmap or forecast. Instead, we are trying to open readers’ eyes to 
the fact that even as falling oil prices have most economists worrying about deflation, the 
seeds for the next round of inflation are already in place, with broad implications for corporate 
profits. Greater corporate investments in productivity-enhancing technologies and changing 
worker behaviors (working later in life, for example) could potentially derail our labor scarcity 
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and lower profit margin theories. The U.S. economy in particular has proven very resilient and 
adaptable over the years. 

For the last year we have talked extensively about demographics and how they are likely  
to keep a lid on long-term growth. That continues to take its toll on economic data, as  
U.S. population growth has slowed from 1.8% in the 1950s to 0.7% currently, and is on its  
way to 0.5% over the next couple of decades. Population growth, along with productivity 
changes, are the two key variables in determining economic growth. Therefore, economic 
growth over the next several decades will be restrained by the population growth reality. This 
is a fact for most of the rest of the world, especially the developed world, too.

The labor scarcity issue is finally beginning to turn up in 2015. Recall that the number of  
U.S. born residents between ages 22 and 62 will decline for the first time in 2015 after adding 
well over a million workers per year at the turn of the century. Falling unemployment rates, 
soaring job openings, and falling initial unemployment are showing an economy moving toward 
full employment. Though not exactly lighting the world on fire, inflation-adjusted wage  
growth has improved in a straight line from negative 0.3% in 2011 to 1.2% in February (on a 
three-month moving average year-over-year basis), except for a weather-related dip in  
early 2014. That may not sound like a lot, but real wages have only grown at a 0.7% compound 
annual rate over the last 50 years in a range of -3% to +4%.
 
In addition, the labor market data would suggest that wages are due for even more growth 
over the next decade. In previous reports, we have cited regional airline pilots, dry wall  
installers, and truckers as groups that are already seeing shortage issues and have had to 
boost pay accordingly. Now other employers are also reporting that they are planning to 



9Morningstar Market Outlook Q2  2015 | Report Released March 30, 2015

boost wages. In the retail sector alone, Target TGT, Wal-Mart WMT, and Gap GPS have either 
announced or already implemented wage increases. In the case of Wal-Mart, low-wage 
workers will be lifted from the $7.35 national minimum wage to $9 beginning in April to $10 
over the next year. The Wal-Mart move alone will affect more than 500,000 workers across 
the nation and could have a knock-on effect with other employers. Additionally, it is not just 
big businesses that are raising wages. The National Federation of Independent Businesses has 
long reported on small-business plans to raise wages.
 

Two-tier wage schemes that have pressured wages over the past several years are coming 
under pressure, too. The Wall Street Journal reports that the auto unions are seeking to  
eliminate or phase down the two-tier wage structure that has been in place in the auto indus-
try since 2007. Veteran auto workers have maintained their relatively high $28 hourly  
wage rate while new workers are generally hired at $19 per hour, according to The Wall 
Street Journal.

While it’s doubtful the two-tier system will be completely scrapped, it’s relatively likely that 
union workers will begin to make a dent in the corrosive system in their quadrennial labor 
negotiation, in our opinion.

Wage Growth Good News for Consumers and Companies That Serve Them, Not Great 
News for Profits
The potential wage growth will likely be good news for consumers who should be able to 
extract higher wages out of corporations. It will also be good news for corporations that  
serve the middle markets (higher incomes should increase spending) and have relatively low  
labor content. 



10Morningstar Market Outlook Q2  2015 | Report Released March 30, 2015

The downside is that wages are a very important part of corporate cost structures, and rising 
wages will likely impact corporate profits, especially for companies without economic moats 
that won’t be able to pass along the wage increases. 

The empirical link between wages and profit growth is a bit sketchy because there have 
been only three or four bouts of sharply rising inflation-adjusted hourly wage rates in the last 
50 years. The 1970s saw large wage gains, and that period was generally associated with 
deteriorating corporate earnings, but there were a lot of other concurrent factors depressing 
profits. The most damaging demonstration of rising real wages and falling profits was the  
late 1990s when true labor shortages developed, and wages soared. It was one of the very  
few periods when wages soared and other economic conditions were rather benign, and  
profits fell. Wages spiked again in 2005 and 2006, which was followed by falling profits in 2007 
and 2008. Again the profit decline of 2007 and 2008 had a lot of other causes, including the 
tumbling housing market.

Rising Wage Rates Plus a Quickly Narrowing Output Gap Could Pressure 
Inflation by 2017
The other bad news relative to higher wage growth is that it will put upward pressure on the 
inflation rate. In fact, the Fed is most likely to tighten credit if wage growth gets too high in 
order to avoid a wage price spiral. 

The worry becomes a little more real in the years ahead as the economy approaches full  
capacity. Data from the Congressional Budget Office suggests that based on its broadest 
measures of capacity, which includes labor, capital, and productivity, the economy will be at 
full capacity by 2017. If the economy grows faster than CBO is projecting, we could hit full 
capacity even sooner. In the past, as the economy has approached full capacity, inflation has 
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accelerated sharply. That, in turn, bodes poorly for the economy another year or two down  
the line. As we have said before, inflation is the ultimate recovery killer.
 
Since 2008, the economy has been operating well below capacity. This has kept a lid on  
inflation, despite a very liberal Federal Reserve and occasional commodity price spikes in  
food and materials. At its widest point, in 2009, the output gap was over 7%, making it  
nearly impossible for any business to raise prices without fears that a competitor with excess 
capacity would refuse to follow suit. Currently that gap has narrowed to just over 2% and  
is expected to get very close to zero by 2017. That narrowing gap typically has caused acce-
leration in the rate of inflation. Still, another short-run recession, perhaps triggered by a 
geopolitical event or a terrorist attack, could push out this day of reckoning. We are not  
claiming higher inflation rates are a certainty, just that the probability for a higher  
inflation rate is a lot higher than many investors believe.

Commodity Prices Likely to Stop Dropping at Some Point
Falling commodity prices have been one of the rare bright spots for the consumer over the 
course of this recovery. After a huge, above trend, move in commodity prices in the early 
2000s, commodities in general have been trending down since 2009. The 2000’s boom was 
likely due to China’s fixed-investment-based economy, which drove up raw materials of all 
kinds. However, as that growth slowed and China became more efficient, some of the pressure 
came off. 

The worldwide recession also contributed to the decline in commodities that began in 2009 
with the great recession. As the economy improved and agricultural commodities and oil 
surged in 2011 on world instability, there was a brief spike in commodity prices. Since then, 
slowing world growth rates have caused at least one broad-based commodities index to  
drop back to 1990s levels. 



12Morningstar Market Outlook Q2  2015 | Report Released March 30, 2015

Although we don’t see any particular reason or have any idea when commodity prices might 
surge again, the concept needs to be on everyone’s radar screen. With the world popula-
tion continuing to grow, albeit much more slowly, and supplies of commodities physically 
constrained, especially in the short run, the rout in commodities will end at some point,  
and we are already approaching previous lows in a number of commodity indexes.
 
Corporate Profit Margins Could Come Under Pressure
At 7.2%, corporate profits as a percentage of gross domestic income are currently near all-time 
highs. Bears have been whining that profit margins have been unsustainable since at least 
2010. We tended to ignore the dire warnings that the end was near and attributed the strong 
profit levels to a shift toward more service-oriented businesses (which have fewer ups and 
downs compared with manufacturers) and technology. To some extent, I still believe this is 
partially true. However, a recent article written by two CFAs, Baijnath Ramraika and Prashant 
Trivedi, on Advisor Perspectives (an interesting source, but not a peer reviewed journal) 
suggests that there are other tailwinds to corporate profits that could disappear in the future. 
According to Ramraika and Trivedi, low interest rates, low investment rates, and reduced 
SGA expenditures due to short termism by managers have been the primary drivers of higher 
profits, and not some wonderful productivity boom.
 
Some of our already-building worries due to higher wages and corporate profitability could be 
amplified by trends cited above. Higher inflation and a tighter Federal Reserve could push inter-
est rates higher. Lower interest rates have been a key part of the profit improvement story, and 
while we can all argue about the exact timing of when interest rates will go up, there is little 
doubt that they will go up. 
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Also, with the output gap so wide, corporations haven’t had to expend a lot of money on 
new capital equipment which has kept down depreciation expenses. Now, especially with 
labor costs moving upward, corporations will likely need to expand their capital budgets. 
Creative accounting and the ability to recognize income in low tax countries has also been 
part of the recent rise in corporate profits, despite relatively high and stable statutory 
rates for U.S. companies. Ramraika fears that there will be increasing pressure for corporations 
to pay more corporate taxes in the years ahead. For now, we don’t think lower taxes are 
going to be as powerful a force in improving corporate margins as they have been over the last 
several years. And the situation could grow worse as the populist movement clamors 
for businesses to pay more of their share of taxes.

The profit bears have been crying wolf for an incredibly long time, and just as investors have 
learned to ignore them, they may have a shot at being right over the coming years. No  
guarantees, promises, or dates here, but it looks like the profit tide could begin to turn after  
an incredible run. The current run is matched only by the run between 1960 and 1965. Of course 
that ended very badly for profits and the stock market. With some of the pressures still a 
couple of years away, businesses and consumers may still adjust their plans to avoid the worst 
of the problems. Plus, the slower growth resulting from worsening demographics could also 
alleviate some of our margin and inflation worries.

Robert Johnson, CFA, does not own shares in any of the securities mentioned above.
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Historically low interest rates in Europe spur demand for higher-yielding U.S. dollar-
denominated debt

Slow but steady economic growth should support corporate credit returns

Long-term interest rates unlikely to rise rapidly

Historically Low Interest Rates in Europe Spur Demand for Higher-Yielding U.S. 
Dollar-Denominated Debt
The ECB’s long-awaited quantitative easing program finally began in early March. Yields on 
sovereign debt across Europe have steadily fallen since the beginning of 2015, which we  
attribute to speculative buying of debt in anticipation of flipping the bonds to the European 
Central Bank for a profit. In many developed markets, shorter-dated bonds are trading with a 
negative yield. For example, Germany recently sold 5-year Bunds at a yield of (0.08)%. While 
the German 5-year has traded in the secondary market at a negative yield before, this was the 
first time bonds were issued with a negative yield. This means that investors are locking in 
a guaranteed loss if they hold the bonds until maturity, which we think only makes economic 
sense if an investor is expecting a significant deflationary event that would decimate other 
asset values across the world. Otherwise, the only way for an investor to make money on these 
bonds is to sell them to another investor at a price that locks in an even greater loss. In this 
case, speculators are expecting to be able to sell the bonds to the ECB, which has stated that it 
would buy debt trading at a negative yield.

As the ECB began its QE program, interest rates across Europe hit all-time lows. The yield on 
the German 10-year Bund had dropped as low as 0.20%, the 10-year French OAT as low as 
0.48%, and even the lower-rated peripheral eurozone countries such as Italy and Spain have 
declined to unprecedented levels of 1.13% and 1.14%, respectively. Investors looking to reduce 
their exposure to the plummeting euro are willing to lock in negative interest rates in Swiss 
bonds whose 10-year traded at a negative yield of (0.09)%. There is reportedly over EUR 1.5 

Credit Market Outlook:  
Historically Low Rates in Europe  
Spur Demand For Higher-Yielding  
Dollar-Denominated Debt
Considering the historically low interest rates on sovereign bonds  
in developed markets, corporate bonds should perform well on  
a relative basis.

By Dave Sekera, CFA, Director of Corporate Bond Strategy
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trillion of euro area government bonds that are currently trading at negative yields. Most  
of these bonds are issued from the core European governments with maturities of up to seven 
years. Among other developed markets, Japanese 10-year government bonds don’t provide 
much additional yield either, as they currently yield only 0.40%.

Considering the historically low interest rates on sovereign bonds in developed markets,  
we think corporate bonds should perform well on a relative basis. The proceeds from the 
ECB’s purchases of sovereign debt and asset-backed securities will need to be reinvested 
somewhere, and the path of least resistance will be the corporate bond market. This demand  
is likely to drive corporate credit spreads tighter. As corporate credit spreads in Europe 
contract, we think it will pull credit spreads tighter in the United States as well.

Over the past year, the differential in yield between the Morningstar Corporate Bond Index and 
the Morningstar Eurobond Corporate Index has doubled. Currently the average yield of our  
U.S. corporate bond index is 3.01% as compared with our European corporate bond index at 
0.79%. Even after adjusting for the longer duration of the U.S. index, investors are picking 
up significantly more yield in the United States. In addition to the higher yield, the purchas-
ing power of assets invested in U.S. dollar-denominated bonds has greatly appreciated as the 
U.S. dollar has risen 14% versus the euro since the beginning of the year. Demand for high-
quality U.S. corporate bonds has also reportedly been coming from Asian investors as the 
Bank of Japan continues to weaken the yen with its own asset purchase plan. Among those 
global fixed-income investors that can purchase debt denominated across multiple curren-
cies, the higher all-in yields and the rising value of U.S. dollar have driven up demand for U.S. 
corporate bonds.

Although high-yield fund flows were negative for the two weeks ended March 18, there had 
been a remarkably strong amount of cash flowing into the sector. Prior to this reversal in  
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flows, the cumulative amount of inflows over the preceding six weeks marked the great-
est amount of new funds flowing into high-yield open and closed-end mutual funds since the 
2008/09 credit crisis.  

Slow but Steady Economic Growth Will Support Corporate Credit Returns  
Last quarter, we opined that credit spreads were at the wide end of the range that we thought 
was fair value and that high-yield bonds would outperform investment-grade. Year-to-date 
through March 16, the total return of Morningstar Corporate Bond Index is 1.22%, whereas the 
total return of the Bank America Merrill Lynch High Yield Master II Index is 1.93%. Since the end 
of last year, investment-grade credit spreads have tightened 5 basis points to +135 while high 
yield spreads have tightened 32 basis points to +472.

We continue to expect the high-yield market to outperform investment-grade for the remain-
der of the year. Based on our expectation that GDP growth in 2015 will range between 2.0% 
and 2.5%, macroeconomic fundamentals in the United States should be generally supportive 
of credit risk and dampen defaults through the rest of the year. The combination of modest 
economic growth and low interest rates should keep default rates from rising meaningfully 
this year.

While we don’t expect long-term interest rates to spike higher in the short term, we continue  
to think that interest rates will rise once the Fed begins to normalize monetary policy and yields 
approach historical norms relative to 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.
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In our view, the greatest risk to bondholders will continue to be idiosyncratic risk leading to 
credit rating downgrades, as opposed to macroeconomic risk. However, global events that 
would precipitate a general widening in credit spreads include the recessionary environment  
in the euro area, which could presage sovereign debt and banking concerns. There are  
also the risks of rapid deceleration of economic growth in China and the other emerging  
markets—which would pressure countries reliant on commodity exports—or financial  
dislocations stemming from Japan as the yen has depreciated significantly over the past 
six months.

Credit Sector Performance

Sector
Average 
Rating Modified Duration OAS (bps) 

YTD OAS Spread 
Chg (bps) 

YTD Excess Return 
(%)

YTD Total Return 
(%)

TOTAL A- 6.8 138 (6)  0.08 1.22 

FINANCIAL A 5.5 121 (6)   0.23 1.13 

Bank A 5.0 122 (6)   0.23 1.03 

Finance A 5.6 110 (3)   0.24 1.18 

Insurance A 8.0 126 (7)   0.34 1.76 

REITs BBB+ 6.3 127 4   0.01 0.80 

INDUSTRIAL A- 7.3 146 (7)   (0.07) 1.17 

Basic Industries BBB+ 7.0 194 0   (0.39) 0.82 

Consumer Products A- 6.9 111 (2)   (0.10) 1.10 

Energy A- 7.2 228 (12)   (0.25) 0.95 

Health Care A- 8.1 108 (2)   0.08 1.41 

Manufacturing A- 5.9 94 (7)   0.30 1.29 

Media BBB+ 8.8 150 2   (0.64) 0.98 

Retail A 8.3 114 (7)   (0.11) 1.26 

Technology A+ 6.7 105 (0)   0.07 1.08 

Telecom BBB+ 7.2 152 (15)   0.20 1.72 

Transportation BBB+ 8.6 139 (1)   (0.02) 1.17 

UTILITY BBB+ 9.1 165 (4)   0.54 2.00 

Electric Utilities A- 9.3 140 (5)   0.47 1.96 

Gas Pipelines BBB+ 8.7 203 (4)   0.65 2.07 

Rating Bucket

AAA Bucket  8.7 77 5   (0.47) 0.82 

AA Bucket  6.1 82 (5)   0.21 1.23 

A Bucket  6.5 106 (5)   0.14 1.24 

BBB Bucket  7.2 196 (9)   (0.02) 1.20 

Term Bucket

 1-4 A 2.4 83 (11)   0.40 0.68 

 4-7 A- 4.7 126 (4)   0.45 1.19 

 7-10 A- 7.1 155 (9)   0.48 1.62 

10+ A- 13.6 201 0   (0.96) 1.51 

Data as of 03/16/15
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Long-Term Interest Rates Unlikely to Rise Rapidly
Long-term interest rates in the United States declined in January and early February on global 
economic fears that drove the flight-to-safety trade. However, over the past month, interest 
rates have begun to rise anew as investors price in a higher probability that the Fed will begin 
to raise short-term rates this year. We continue to think that interest rates should migrate 
slowly back toward historical norms given current inflation, inflation expectations, and the 
shape of the yield curve. However, we think there are numerous exogenous factors, including 
actions taken by other central banks, that may cap the amount interest rates will rise in 2015. 
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The employment market has continued to heal and payrolls expanded by 295,000 in February. 
With unemployment dropping to 5.5%, the unemployment rate is now at the upper end of the 
Fed’s longer-run estimate of central tendency for unemployment. We expect  
real GDP growth in 2015 for the United States will continue to expand at a 2.0%-2.5% pace as 
the decline in oil prices should provide a tailwind for consumer spending by the second half  
of the year to help spur economic growth. Personal consumption expenditures, or PCEs (report-
edly the Fed’s preferred measure of inflation) have dropped precipitously in recent months. 
That drop will reverse as oil prices stabilize. Excluding the impact of declining oil prices from 
the headline consumer price index and producer price index, year-over-year inflation continues 
to run between 1.0% and 1.6%.

As such, we think it is becoming increasingly more difficult for the Fed to justify keeping short-
term rates at zero percent. The original intent for the zero-interest-rate policy was to be an 
emergency measure to support the entire financial system in December 2008 when then econo-
my 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 modest- 
ly positive economic growth, we expect this backdrop will be sufficient to encourage the Fed 
to begin raising short term rates by the middle of 2015. As short-term rates adjust upwards 
to incorporate rising Fed funds rates, we think the normalized rates for 10-year Treasuries is 
between 3.0% and 3.5%.

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 to record 
lows because of the ECB’s EUR 1.1 trillion sovereign debt purchase program. In fact, with 
German 10-year bonds as low as 0.20%, the yield is below even that of Japanese interest 
rates that heretofore had been perennially been the lowest among the developed markets. 
Meanwhile, 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 in relation to the U.S. dollar.

Among the emerging markets, China’s economic growth continues to decelerate. Its GDP 
growth is running at the slowest pace in the past five years as the country suffers through 
a weakening real estate market and a deteriorating manufacturing sector due to slowing 
exports. Chinese officials have reduced their expected economic growth rate for 2015 and are 
forecasting GDP growth this year of around 7.0%. In the medium term, we expect growth is 
likely to slip even further.
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CMBS Surveillance: On the Road to 
Recovery, but Do We Need a Map?

By Frank A. Innaurato, Managing Director of CMBS Analytical Services

New Issuance: New-issuance growth continues to outpace loan portfolio runoff, pay down, 
and liquidations. Analytical leaders at Morningstar Credit Ratings, LLC expect issuance this 
year to exceed 2014 issuance. First-quarter activity puts the market well ahead of the pace 
needed to reach annual forecasts at the beginning of the year.

Maturity: This year marks the start of a swelling commercial mortgage-backed securities 
maturity wave that continues through 2017, as loans written in the peak years of 2005 through 
2007 approach the end of their loan terms with a lack of relevant amortization and balloon 
payments due. Morningstar estimates some $54.39 billion of performing CMBS loans are 
scheduled to mature throughout the remainder of this year, for which Morningstar projects an 
on-time payoff rate of about 70.0% based on 31.4% of the loans that have loan-to-value  
ratios, or LTVs, greater than 80%.

Delinquency: Delinquency in CMBS has fallen for 31 of the past 37 months, and Morningstar 
expects the improvement to continue through this year.

Special-Servicing Activity and Liquidations: The unpaid balance for specially serviced 
CMBS decreased by nearly $11 billion and over 500 loans on a net basis through year-end 
2014. We expect the decline to continue. We also expect liquidation volume and loss severity 
to be high this year for those loans that experience a term or balloon default, where cash flow 
from operations is not sufficient to support in-place debt obligations. Liquidations for 2014 by 
balance rose 58% from 2013. This should continue in 2015.

Morningstar Watchlist: The combined balance of loans on the Morningstar Watchlist—
loans that Morningstar considers distressed or potentially problematic—is declining because 
of refinancing activity over the past 12 months, along with liquidations of defaulted loans. We 
expect the balance to continue to edge lower.

New Issuance
According to the January Beige Book, reports from the 12 Federal Reserve districts suggest-
ed that national economic activity continued to expand during the reporting period of 

While less stringent underwriting trends among loan originators 
raise red flags, credit quality within existing CMBS transactions is 
improving, as this year marks the start of the impending and growing 
maturity wave. The question remains—can the improvement in our 
surveillance risk factors be maintained?
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mid-November through late December, with most districts reporting a “modest” or “moder-
ate” pace of growth. Single-family residential real estate sales and construction were largely 
flat on balance across the districts, while commercial real estate activity expanded in most 
districts. For example, some districts reported a modest pace of growth for commercial real 
estate leasing activity, while others reported improving conditions in commercial real estate 
markets, and multiple districts reported that overall activity expanded at a moderate pace. In 
addition, commercial construction activity increased in most districts. Activity grew modestly 
or a bit faster in some districts, including the multifamily residential segment and demand 
for industrial and office buildings. Commercial builders also reported a moderate to robust 
increase for projects in the pipeline.

We begin with this background as the growth in CMBS issuance in 2014 was broadly distrib-
uted across conduit/fusion transactions, large-loan deals and, most noticeably, in the return of 
the floating-rate product. As more investors regain confidence in CMBS and as competition 
among originators continues, historical deal and loan structures are re-emerging. Morningstar 
believes that this added complexity will require more sophistication on the part of investors, 
but it’s too soon to say if the trend of increased complexity in deals will expand this year, as 
there could be pushback from buyers.

According to a recent piece by Commercial Mortgage Alert, or CMA, investors are now pressur-
ing the issuers of conduit deals to limit loans contributed by nonbanks, especially smaller 
shops. Some investors contend that these shops are less rigorous about credit quality than the 
issuers that put the transactions together and ultimately underwrite them. Other investors 
acknowledge that their concerns aren’t neatly categorized, as some small shops underwrite 
what they consider to be quality loans, while others have suspect credit quality. There is a 
perception among some investors that the main source of poorer-quality loans is small shops 
that securitize less than $1 billion of mortgages a year, but whether that sentiment is true is 
hard to determine. The criticism is widespread enough that issuers are sensitive to it, according 
to CMA.

As we have witnessed, new-issuance growth continues to outpace loan portfolio runoff, pay 
down, and liquidations. As the originators’ underwriting standards have relaxed, Morningstar 
has maintained our underwriting standards, with the disparity in net cash flow between  
the originators and rating agencies widening. Rating agencies and investors increasingly are 
concerned with the declining quality of loan underwriting, and such concerns have to date  
been reflected in the increase in credit-enhancement levels needed to achieve each rating. We 
reiterate that investors should be mindful of the increased leverage in loans, as originators 
continue to loosen with greater frequency their underwriting standards by incorporating mecha-
nisms such as interest-only periods and mezzanine financing. While concerns have been raised 
over aggressive underwriting, they have not reached anywhere near the levels of the peak of 
the market. Across the entire capital structure, 2014 credit-enhancement levels were more than 
twice the levels in deals from 2007.
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As we noted in our first-quarter overview, we remain concerned about rising mezzanine debt, 
most prevalent in single-borrower deals, but showing up with greater frequency in conduit 
deals. While payments to the mezzanine lender are subordinate to payments on the loan held 
in a CMBS trust, mezzanine debt raises a number of pitfalls, including a potential reduction  
of the borrower’s incentives to keep the loan—or loans—afloat if economic conditions or 
market conditions deteriorate.

As of mid-February, $13.4 billion of transactions had priced, and another $23.3 billion of  
issues were scheduled to go by the end of March, according to CMA. If that holds,  
first-quarter issuance would total $36.7 billion—about 80% more than the $20.37 billion 
floated from January to March last year. That would put the market well ahead of the  
pace needed to reach the $124 billion annual forecast at the beginning of the year by a panel  
of CMBS experts conducted by CMA. Worth noting, CMBS new issuance last year totaled 
$94.08 billion, up 9.2% from 2013, but well off the peak of $228.56 billion in 2007.

Maturity
The much publicized wave of performing CMBS maturing throughout 2017 continues to shrink, 
with the total amount now on the verge of declining below $280 billion as loans are refinanced. 
Some $54.39 billion of performing CMBS loans are scheduled to mature throughout the remain-
der of this year, followed by $115.91 billion in 2016 and $110.24 billion in 2017.

Morningstar has valued 96.5% of the 2015 maturities by balance, and we expect the payoff 
rate to remain between 65% and 70% based on 31.4% of the loans that have loan/value  
ratios greater than 80%. Nearly 70% of the 2015 maturities were originated in 2005, which  
had less conservative underwriting compared with 2004 vintage loans. What’s more,  
32.8% of the loans originated in 2005 have LTVs greater than 80%. Based on Morningstar’s 
experience covering most of the CMBS universe, our historical analysis indicates that an  
80% LTV threshold is a reliable barometer of a loan’s likelihood to successfully payoff on time.

Looking further out, we have valued 61.8% of the 2016 maturing loans, 36.8% of which have 
LTVs greater than 80%. Similarly, we have valued approximately 67.5% of the 2017 maturities 
and project the on-time payoff rate to drop to about 51.8% based on 48.2% with LTVs greater 
than 80%.

Looking at performance this year, the on-time payoff rate climbed to 74.8% in January from 
67.7% at year-end 2014, but in February the on-time payoff rate dropped to a five-month  
low of 61.5%. Of the 152 performing CMBS loans totaling $1.01 billion scheduled to mature in 
February, 107 of them, with an unpaid balance of $622.2 million, matured and paid off.  
Another 33 loans with an unpaid balance of $270.9 million were delinquent at maturity, while  
12 loans, with an unpaid balance of $118.8 million, remained current at maturity.

Morningstar, however, does not believe this raises an immediate credit concern. CMBS loans 
can typically pay off without any fees within three to six months of maturity. Consequently, 
when we expand our analysis to include all loans that as of six months ago were not in special 
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servicing or delinquent and were due to mature in February, which totaled $2.70 billion, we  
find that 85.6%, or $2.31 billion, paid in full, indicating that the refinance market for commercial 
mortgages remains strong.

Delinquency
Despite an uptick in January, CMBS delinquency, by balance and by percentage, generally 
continues to improve. The delinquent unpaid balance ticked higher in January, up about  
0.4% to $30.42 billion, snapping a four-month declining steak. Interestingly, as new-issuance 
growth continues to outpace loan portfolio runoff, pay down, and liquidations, the delinquen-
cy rate continued to slide, down to 3.89% from 3.92% in December. The delinquent unpaid 
balance has fallen for 31 of the past 37 monthly remittance periods and in eight of the trailing 
12 months. 

Delinquency fell throughout 2014, with the balance of CMBS loans more than 30 days behind 
in their payments falling to $30.31 billion, down 24.1% from $39.9 billion at year-end 2013. The 
delinquency rate also declined throughout 2014, ending at 3.92%, down 143 basis points for 
the year.

Delinquency remains significantly above historic lows experienced in 2007, and levels today 
equate to those seen in the fourth quarter of 2009—when delinquency was climbing. We have 
seen delinquent unpaid balance steadily decline below $60 billion since mid-2012, reaching 
below $40 billion in December 2013 due to ongoing liquidation and workout activity. We have 
also seen the CMBS delinquency percentage steadily decline from a high of 8.5% in May 2012 
to the current 3.89% level.

By vintage, deals issued from 2005 through 2007 remain a significant portion of overall  
delinquency, at $26.13 billion by unpaid balance and 85.9% of total delinquency. If you include 
2008 issuance, the exposure grows to just over 88%. The delinquent unpaid balance relative  
to these vintages has been holding steady since June, while newly reported delinquency 
continues to replace the ongoing liquidation of specially serviced assets. While most of the  
so-called pro forma underwriting loans from 2005 through 2008 already have experienced 
default or asked for debt relief, we expect to see additional loans from these vintages to  
show signs of maturity distress and balloon default, followed by active liquidation activity.

The two most distressed categories of foreclosure and real estate owned combined to 
decrease by $618.6 million, or 2.9%, in January to $21.07 billion. Year over year, they  
decreased by $6.14 billion, or 22.6%, from $27.21 billion. This is due to liquidation volume  
and special-servicer aggressiveness.

Delinquent office secured loans have remained the greatest contributor to CMBS delinquency 
for the trailing 12 months, followed closely by retail collateral.
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Delinquent office loans equate to 1.2% of the CMBS universe and 30.9% of total delinquency, 
with a delinquency rate of 5.82%. By dollar amount, however, office loan delinquency is down 
by $3.14 billion from one year ago (down from $12.55 billion in January 2014).

Delinquent retail loans equate to 1.1% of the CMBS universe and 29.2% of total delinquency, 
with a delinquency rate of 5.03%. By dollar amount, however, retail loan delinquency is down 
by $1.43 billion from $10.30 billion in January 2014.

By state, New York continues to have the highest delinquency exposure by loan balance at 
$4.66 billion, down from $5.54 billion one year ago. The top three states ranked by delinquency 
exposure have remained fairly consistent, as New York, California, and Florida collectively 
accounted for 30.3% of delinquency through January.

As highlighted for some time, the delinquent unpaid balance and percentage for CMBS continue 
to be affected by the size of loan liquidations, modifications, extensions, and resolutions report-
ed on a monthly basis. These items, along with the active pipeline for new-issuance CMBS, 
should lead to a decline in the delinquency percentage this year. Barring any major macro-
economic events, the numerator/denominator effect on this forecast hinges on multiple parts, 
including continued liquidations at the current rate and size, further new issuance accord- 
ing to market expectations, and the payoff rate remaining fairly constant through 2015. On the 
other hand, we remind investors that the 2015–17 maturity bubble should not be ignored in  
any long-term evaluation.

Special-Servicing Activity
The unpaid balance for specially serviced CMBS decreased to $38.77 billion across 2,064 loans 
as of year-end 2014, down from $49.62 billion across 2,605 loans at year-end 2013. Through 
January, the unpaid balance for specially serviced CMBS decreased by $1.09 billion to $37.68 
billion across 2,003 loans. Unpaid principal balance noted as current but specially serviced 
remained fairly steady at $9.5 billion in November and December, but decreased to $8.71 
billion in January.

February transfer activity remained below $1 billion for the third straight month as 67 loans 
totaling $757.3 million entered special servicing. Separately, the volume of loans returned from 
special servicing declined to $167.6 million in January. However, special servicers returned 
some $1.15 billion in loans back to master servicers in February, including including two loans 
backed by the landmark Willis Tower, formerly known as the Sears Tower, Chicago’s tallest 
office building at 110 stories. The collateral also secures three other loans that will be trans-
ferred effective March 2014, and total senior CMBS debt is at $498.9 million.

Modification activity within special servicing in February rose to $412.0 million from $74.1 
million in January. This figure is also up from $139.2 million in December and $185.9 million  
in November. The universe of modified loans continues to shrink, as there are 786 active 
modified loans at $25.23 billion, down from $32.63 billion in February 2014. Not surprisingly, 
54.8% of the active modified loans, or $13.83 billion, are from the market peak in 2007,  
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while 91.4%, or $23.06 billion, originated between 2005 and 2007. In addition, 12.4% of the 
modified loans, or $3.13 billion, mature in 2015, 23.8% mature in 2016 and 33.7% mature 
in 2017.

In summary, special servicers continue to play a key role in the level of delinquency reached. 
Potential maturity extensions, loan modifications, lender financing (through discounted 
assumptions and modifications prior to foreclosure), loan-auction sales and approved forbear-
ance have the potential to slow down or mitigate delinquency improvement in 2015. Lack of 
amortization, limited equity, and borderline cash flow performance driven by the instability of 
tenant base at some collateral properties could prompt more struggling borrowers to ask for 
debt relief or modifications, which would then lead to increased transfers to special servicing.

Liquidations
We expect liquidation volume and loss severity to be high this year for those loans that experi-
ence a term or balloon default, where cash flow from operations is not sufficient to support 
in-place debt obligations. Liquidations by balance in 2014 were nearly double that of 2012, and 
up 58% from 2013. Actual figures for the past three years are as follows:

Liquidations for 2014 totaled $17.44 billion in aggregate across 1,050 loans, at an average 
severity of 46.2%.

Liquidations for 2013 totaled $11.05 billion in aggregate across 864 loans, at an average sever-
ity of 43.8%.

Liquidations for 2012 totaled $9.76 billion in aggregate across 994 loans, at an average severity 
of 47.6%.

We include all liquidated loans in average loss severity calculation. True loss severities (those 
above the 1%–2% workout fees) continue to be high as a result of selective take-out financ- 
ing for nonperforming assets in tertiary markets, increased loan or note sales, and extensions  
of balloon defaults through 2015 and 2016 with hopes of continued improvement and stabi-
lization in the property markets. Removing those loans with a loss severity near or below 1%, 
we arrive at a “true liquidation” severity of 55.0% for 2014 and 54.2% for 2013.

By property type, office, retail, and multifamily collateral registered the majority of 2014 
realized losses at 71.1% of the balance of liquidated loans. Office-secured collateral dominated 
2014 liquidations, at $5.91 billion in balance before loss across 285 loans and $2.65 billion in 
losses, at an average severity of 48.8% and a true liquidation severity of 55.5%.

After declining for three consecutive months, liquidation activity in CMBS edged higher in 
January, up to $1.29 billion across only 93 loans, which experienced an average loss severity  
of 38.1%. Twenty-eight of these loans with a principal balance of $393.2 million experienced 
a loss severity near or below 1% in January, most likely related to workout fees, while the 
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remaining 65 loans with a principal balance of $897.5 million experienced an average loss sever-
ity of 54.4%.

In February, special servicers liquidated 52 loans with a total balance of $660.7 million. 
Realized losses amounted to $197.9 million, a 30.0% weighted loss severity. By property type, 
retail, office, and multifamily collateral registered the majority of the February realized losses 
at 93.4% and also accounted for most of the balance of liquidated loans at a combined 91.7%.
We expect liquidation volume and loss severity to be high this year for those loans that experi-
ence a term or balloon default, where cash flow from operations is not sufficient to support 
in-place debt obligations. Otherwise, the growing rate at which liquidated or resolved CMBS 
credits are replenished by newly delinquent loans remains a concern, especially regarding 
further growth in the foreclosure and REO categories (evidence of additional loan workouts is 
on the horizon).

Morningstar Watchlist
In our efforts to inform clients of potentially troubled loans, Morningstar Credit Ratings 
added 204 loans across 109 CMBS transactions to its Watchlist in February. The loans had a 
total unpaid principal balance, or UPB, of $2.07 billion, up from $1.56 billion added in January. 
Meanwhile, Morningstar removed 111 loans totaling $1.16 billion from the Watchlist in February, 
resulting in a net increase of $901 million. In total, nearly 7,800 loans with a UPB just over  
$110 billion comprised our Watchlist in December 2014, an improvement from $141.5 billion 
across 9,700 loans in December 2013.

In aggregate, the greatest risk exposure by unpaid balance on the Morningstar Watchlist 
continues to be in office collateral, while retail collateral remains the largest by loan count. 
By state, the greatest risk exposure by unpaid balance remains in California and New York, 
followed by Florida and Virginia.

The Morningstar Watchlisted balance is declining because of the refinancing activity over the 
past 12 months, along with active liquidations of defaulted loans. We continue to monitor 
Morningstar Watchlisted loans that have experienced significant performance declines and 
loans where borrowers have claimed imminent default for various reasons due to abnormal 
collateral and noncollateral issues that have an impact on the payment of debt service. This 
includes a large number of loans that remain current but ultimately may default if unable to 
secure adequate take-out financing at balloon maturity.

Additional distressed loans already on the Morningstar Watchlist could default due to 
economic stress, as any denial by special servicers of borrower requests for loan extensions, 
modifications or debt restructuring, or a decision by borrowers to surrender the collateral, 
remain legitimate concerns—especially if interest rates begin to rise. If we were to incor-
porate more heavily stressed scenarios where interest rates do not remain low for several 
high-risk loans identified on the Morningstar Watchlist, the delinquent unpaid balance for 
CMBS could easily grow; however, we expect any projected growth also to be mitigated by the 
continued new issuance of CMBS.
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Conclusion
If the start of 2015 is any indication of how the year will progress, the market for new issuance 
should continue to improve. By way of credit risk, the delinquent unpaid balance and percent-
age for CMBS will continue to be affected by the size of loan liquidations, modifications, 
extensions and resolutions. These items, along with the active pipeline for new-issuance 
CMBS, should lead to a decline in the delinquency percentage this year.

On the other hand, lack of amortization, limited equity, and borderline cash flow performance 
driven by instability at some collateral properties could prompt more borrowers to ask for 
debt relief or modifications, which would then lead to increased transfers to special servic-
ing. As a result, liquidation volume and loss severity should remain high in 2015 for those loans 
that experience default where cash flow from operations is not sufficient to support in-place 
debt obligations.

As loans continue to refinance, Morningstar projects the payoff rate for loans maturing this 
year to remain between 65% and 70%. Looking out further based on current analysis, nearly 
37% of the 2016 maturing loans have LTVs greater than 80%, and over 48% of the 2017 
maturities have LTVs greater than 80%, suggesting the potential for a reverse in our current 
trends. The Morningstar Watchlisted balance, however, includes many large loans that have 
experienced performance declines or have claimed imminent default. While declining due 
to refinancing activity, if the Watchlist were to incorporate more heavily stressed scenarios 
where interest rates do not remain low for several high-risk maturing loans, the delinquent 
unpaid balance for CMBS could grow. We expect any projected near-term growth potential to 
be mitigated by the continued new issuance of CMBS and availability of capital.

Therefore, we should continue on the road to recovery as credit quality within existing CMBS 
transactions is improving. Risk factors generally are improving, reflecting improved commer-
cial real estate and capital market activity. With an influx of investment dollars available for 
the product as a whole, whether collateral investment or CMBS investment, there remains 
more than enough demand to support the projected growth. While a road map to this recov-
ery would be ideal, the industry remains flexible enough to meet the changing demands 
of investors.
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Basic Materials: China’s Structural 
Transition Will Keep a Lid on  
Most Commodities

By Daniel Rohr, CFA, Director of Basic Materials Equity Research

Mined commodity prices are unlikely to recover from recent lows, as China’s structural 
economic transition diminishes the main source of global demand growth.

Falling input costs and global overcapacity have reshaped the global steel industry: prices will 
be lower for longer. 

Weak crop prices and low farmer incomes are a significant headwind for fertilizer and seed 
companies, but we don’t expect the breeze will be too strong.

Prices for most industrial commodities (for example, coal, copper, and iron ore) fell considerably 
last year and have largely continued their descent in 2015. Slowing Chinese demand has  
been the common denominator, reflecting a deceleration in construction and industrial produc-
tion. We view this as a structural slowdown catalyzed by overinvestment and rising debt. 
Although looser credit conditions or fiscal stimulus may succeed in boosting construction and 
industrial activity, this would likely provide only a temporary respite. 

China’s structural shift diminishes the main demand growth engine for mined commodities 
globally. For commodities like copper and iron ore, China accounted for nearly 100% of demand 
growth over the past decade and now consumes roughly half of global output. 

Weak Chinese demand takes a sustained price recovery off the table for most commodities. 
After updating our outlook to reflect revisions to our oil price forecast and falling producer 
country currencies, we now expect seaborne thermal coal prices to average $67 per metric ton 
for the remainder of the decade, down from a $94 trailing five-year average. We see copper 
prices at $2.46 per pound versus a $3.49 trailing five-year average and iron ore at $60 per metric 
ton from an average of $135. 

China’s economic transition transforms the competitive landscape for the global steel indus-
try. Over the past decade, China’s seemingly insatiable appetite for steel had supported global 
steel prices. Our research suggests China’s demand for steel has peaked. The country is likely 
to increasingly rely on export markets to sop up significant overcapacity at home. Overcapacity 
in China, combined with lower prices for steelmaking inputs (iron ore, metallurgical coal, and 
ferrous scrap) suggest persistently low steel prices globally. 

Looser credit conditions or fiscal stimulus may boost China’s demand 
for coal, copper, and iron ore, but the bounce would be fleeting.
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Low-cost steelmakers that operate with an economic moat are best-positioned to navigate this 
low-price environment. Steelmakers are no longer able to establish an economic moat through 
vertical integration alone and we now favor companies that compete on the basis of raw 
material conversion costs rather than input costs.

With crop prices low compared with highs of the past few years, farmers’ net incomes have 
come under pressure in North America. The USDA projects that lower prices will result in flat 
corn and soybean acreage for the 2015 planting season. Producers of fertilizers and seeds 
should expect a neutral effect on volumes from planted acreage this year. As farmers look to cut 
costs, this would seem to paint a rather weak picture for seed and fertilizer companies in 2015. 

We think the market overstates the headwinds for seed and fertilizer purchases. Although still 
well below recent highs, corn, wheat, and soybean prices did rebound nicely during the fourth 
quarter of 2014, restoring some farmer profitability. Moreover, yield-improving inputs are usual-
ly the last items to get cut from a farmer’s budget. 

On the fertilizer side, potash producers should continue to benefit from a market that has 
stabilized since the shake-up caused by Uralkali in the summer of 2013. We think potash prices 
have bottomed for the medium term and we’re expecting a modest price increase when new 
contracts are signed with China and India in the first half of 2015. 

Flat planted acreage and low crop prices make for a more challenging environment for seed 
companies. Nevertheless, they should be able to push a modest level of annual price increases 
with the introduction of higher-yielding technologies.

Yamana Gold AUY
Yamana Gold is a Canadian-based gold miner operating mines in Brazil, Chile, Argentina, 
Mexico, and Canada. Shares have traded off after Yamana impaired three recently opened 
noncore mines because of underwhelming performance. However, we believe the market  
is overlooking consistently solid performance from Yamana’s low-cost cornerstone assets, a 
meaningful growth pipeline, and the benefit of lower expansionary capital expenditures  
in the coming years. We expect Yamana to continue to be one of the lowest-cost gold miners 
we cover.

Top Basic Materials Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty

Consider  
Buying

Yamana Gold QQQQ $7.50 None Very High $3.75

Newcrest Mining QQQQ AUD 22 None High 13.20 AUD

Cloud Peak Energy QQQQ $17 Narrow High $10.20 

Data as of 03-26-2015
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`Newcrest Mining NCM
Newcrest Mining is engaged in exploration, mining, and development of gold and gold- 
copper concentrate in Australia, Indonesia, and Papua New Guinea. Its projects include Cadia 
Valley, Telfer, and Lihir, among others. Newcrest’s long reserve and resource life is a key  
differentiator and supports future growth. The market is uninterested in the large reserve 
base, but it provides valuable long-term options.

Cloud Peak Energy CLD
Cloud Peak Energy mines thermal coal out of the Powder River Basin in the western United 
States at low production costs. Although rail issues caused by severe winter weather in early 
2014 have delayed contracted coal deliveries, we expect PRB coal prices to improve as rail 
service normalizes, allowing utilities to make spot purchases. Shares have also traded off as  
oil prices plunged. However, we believe the relationship to oil is largely overblown, as  
the two energy sources are not direct substitutes. In addition, any cancellation of U.S. shale 
projects because of low oil prices could benefit coal, as these projects often produce  
natural gas as a coproduct.

Daniel Rohr, CFA, does not own shares in any of the securities mentioned above.
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Consumer Cyclical: Operating Margin 
Expansion Becomes More Difficult to 
Capture in 2015
We see few opportunities in the consumer cyclical sector.

By Jaime Katz, CFA, Equity Analyst

We believe the market has appropriately priced in consumers’ current spending capacity 
across the globe, and the consumer cyclical sector is slightly overvalued. We believe that many 
companies in this sector have become increasingly lean over the last five years, leading to 
decelerating operating margin expansion in years ahead.

Globally, investors and analysts are pressing for more transparency from management of 
companies, leading to better clarity on capital allocation and operating margin goals across 
many firms.

Foreign exchange remains the broadest near-term risk for companies we cover, with both the 
euro and the Canadian dollar weakening materially against the dollar over the last few months. 
We expect this to reverse over the long term.

While foreign-exchange risk will probably not affect a company’s moat rating, the ability to 
pursue operational excellence within an industry and continue to drive expense leverage 
could change the cost structure of a business, improving a company’s moat, while affecting 
peers negatively. We expect to see best-in-breed businesses emerge as those companies that 
consistently drive on the importance of low cost and brand equity segregate themselves from 
the rest of the group.

Broadly speaking, we view the consumer cyclical sector as slightly overvalued at current 
levels, trading at a median price/fair value estimate just above 1. Although there are a few 
pockets of opportunity across our various industry groups—including resorts and casinos, 
home improvement stores, luxury goods, recreational vehicles, and leisure—we generally 
believe that the market has appropriately priced in consumers’ current spending capacity  
across the globe.

Among the industries that we find overvalued at current levels are lodging and auto-parts 
manufacturers. While we expect U.S. consumer spending to continue to improve moderately  
in 2015, we remain concerned that European spending could tick down and that China will 
continue to have positive spending trends, albeit lower than in the past.

However, we believe a number of companies in the consumer discretionary industry are 
operating more competitively thanks to increased investor scrutiny and incentives to capture 
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incremental consumer spending, which has become consistently more difficult to achieve since 
the last recession.

On the investor side, firms have appeased investors by laying out concise financial and capital 
allocation goals, which should lead to better operating leverage and returns on invested capital 
as the teams attempt to grow the business. Stating specific metrics the company hopes to 
achieve holds management accountable to reaching such goals (or attempting to), and facili-
tates clarification on how each company can achieve its medium- to long-term goals, be it  
by gross margin expansion, selling, general, and administrative leverage (cost control), or faster 
revenue growth. These metrics help ensure that the business is being developed properly to 
support the company’s long-term competitive position and economic moat (if it has one).

In turn, many of these goals should be achieved by firms offering products better-tailored 
to consumer wants, driving demand from a wider customer base, which should help the 
company close more transactions, driving higher revenue and operating leverage. Many 
companies have developed their omnichannel strategies in response to support of individual 
consumer demands, developing capabilities in seamless inventory, supply chain efficiencies 
(leading to faster turns), and speed in point-of-sale data, all lending to faster responsiveness by 
consumer companies.

Despite companies becoming leaner in operations and smarter at generating faster revenue 
growth (due to restructurings after the last economic downturn and an increase in collecting 
the data of consumer preferences), domestic companies selling abroad have been plagued by 
foreign-exchange headwinds, as the dollar has strengthened and currencies like the euro and 
Canadian dollar have weakened dramatically. We do expect currency headwinds to eventually 
abate, but the next year looks particularly difficult for U.S. firms selling abroad, and we would 
prefer either U.S. firms selling products in the U.S. or international firms selling into the stron-
ger dollar or into its own currency, avoiding translation volatility.

Although we see some cyclical uncertainty across our discretionary coverage, we still believe 
there are solid, strong ROIC-generating companies in the sector. A number of these compa-
nies that we would expect to succeed have already developed their brands into products that 
customers are willing to pay a premium for, which has already offered the business an eco- 
nomic moat. This generally leads to a return on invested capital that is above the company’s 
cost of capital.

Over time we expect the leaders in each segment to take share from peers through both 
continuous operational excellence initiatives and brand-building awareness, leading to 
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improved top- and bottom-line growth, despite near-term uncertainty about foreign exchange, 
uncertain European spending, and decelerating Asia Pacific regional growth.

Priceline PCLN
Priceline is the world’s largest online travel agency, offering booking services for hotel rooms, 
airline tickets, rental cars, restaurant reservations, cruises, and other vacation packages. 
Transaction fees for online bookings account for the bulk of revenue and profits. We expect 
Priceline’s global online travel agency leadership position to expand over the next decade  
at a much faster rate than that of primary competitor Expedia, driven by a superior position in 
China, continued leadership in Europe, and expanding presence in the U.S. We see the  
firm’s global share of online bookings reaching high single digits in 2019 from 3.7% in 2013, 
project a midteens 2015–19 earnings CAGR, and view the current 19 times non-GAAP 2015 
earnings multiple as providing an attractive margin of safety for new money allocations.

Swatch SWGAY
Swatch Group is one of the world’s largest manufacturers and distributors of timepieces. With 
a portfolio of 20 brands, including ultraluxury Breguet, Omega, Longines, midrange Tissot, and 
entry-level Flik Flak, Swatch is as much about fashion and design as it is about accuracy and 
dependability. 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 simultane-
ously. 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.

Wynn Resorts WYNN
The Macau gambling region (which makes up the majority of Wynn’s revenue) has suffered in 
recent months because of a slowing Chinese economy and government efforts to stem corrup-
tion-related issues, but we think the market’s reaction to these near-term pressures has been 
overblown. We continue to believe the geography’s push toward mass gaming, which offers 

Top Consumer Cyclical Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Priceline QQQQ $1,860 Narrow High $1,116 

Swatch QQQQ $31 Wide High $18.60 

Wynn Resorts QQQQ $180 Narrow High $108 

Data as of 03-26-2015
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higher margins than related VIP gamblers, combined with Wynn’s upcoming Cotai Strip casino 
will support higher revenue growth and profitability for the company. We also see steady 
improvement in the firm’s Las Vegas revenue and profitability, and ultimately believe the stock 
offers a sizable margin of safety at current levels.

Jaime M. Katz, CFA, does not own shares in any of the securities mentioned above. 
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Consumer Defensive: Still Growth 
Opportunities, but Valuations Fully 
Reflect Prospects

By Ken Perkins, Equity Analyst

Most names in the consumer defensive sector trade above our estimates of intrinsic value, 
and while some decent growth opportunities exist, we think that investor returns could suffer 
if growth slows and valuation multiples contract from lofty levels.

Defensive retailers could bolster competitive advantages in the organic/natural food space, 
but robust organic food growth could detract from consumer product firms’ moats.

We think that firms with the most exposure to organic foods (such as Kroger KR and Whole 
Foods WFM) are overvalued at current levels, but we wouldn’t be surprised to see more 
mergers and acquisitions among food manufacturers.

Many consumer defensive companies have economic moats because of pricing power and cost 
advantages, which give their management teams different levers to pull when challenges 
arise. These characteristics result in stable cash flow generation, which can be used  
to support dividend payments regardless of the economic backdrop. However, while these  
qualities are attractive, we do not believe that current valuations are as compelling. Most 
consumer defensive names trade at a premium to fair value; many firms are valued at peak 
multiples on peak margins, leaving more downside than upside in many cases, in our opinion.

We’re generally cautious about consumer spending growth in many markets, although we 
believe that lower gas prices and improving consumer confidence could bolster spending  
in some regions over the near term. We also see pockets of value in the names we highlight 
below— Philip Morris International PM, Ambev ABEV, and Procter & Gamble PG.

Moreover, we see solid long-term growth prospects in the organic and natural food space. 
The organics sector has been growing by about 10% annually over the past 10 years, around 
three times the level realized by the overall consumer packaged goods space; we estimate 
that organic food sales could increase by around 6% annually over the next couple of decades, 
as we anticipate growth can continue because of consumers’ penchant for health and 
wellness offerings combined with favorable demographic trends.

Some firms are better-positioned than others to exploit these higher-growth opportunities. 
For example, some niche and traditional grocery retailers are directly exposed to organic/
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Investor returns could suffer if growth slows and valuation multiples 
contract from lofty levels.
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natural food trends, whereas organic products represent less than 10% of sales for many 
major consumer packaged goods firms. By focusing on the organic space and targeting a niche 
consumer, defensive retailers stand to amass a brand intangible asset, which could in turn 
drive a cost advantage. However, consumer product firms are unlikely to yield an advantaged 
competitive position by expanding in organics, and may even realize erosion in the brand 
intangible asset and cost source of a moat if products fail to win with consumers and leverage 
remains elusive.

Leading organic manufacturers, including Boulder Brands, Hain Celestial, and WhiteWave 
Foods strike us as likely targets for packaged food firms looking to consolidate the space. 
Based on recent transactions in the industry—including General Mills’ GIS purchase of 
Annie’s in September 2014 for 4 times sales and 29 times on an enterprise value/trailing-
12-month EBITDA—future takeover targets will almost certainly come with a lofty price  
tag. Each acquisition should be evaluated individually, but investors shouldn’t assume that 
growth or channel diversification synergies will justify the purchase prices, especially as  
the organics category becomes more competitive.

Aside from focusing on acquisition candidates, we recommend focusing on companies  
with narrow or wide moats that enjoy strong brand intangible assets or sustainable cost 
advantages, even if growth prospects aren’t quite as compelling. Although it doesn’t play 
in organics currently, Kraft KRFT could be poised to dive into the organic realm. The firm’s 
new management seemed to indicate a desire to take more drastic actions with regards to 
its brand portfolio, which we think could include initiating a position in organics. Further, we 
don’t believe funding a deal, while still maintaining an investment-grade rating, will prove a  
hurdle, given its manageable debt load.

Philip Morris International PM
Powerful intangible assets are at the core of Philip Morris International’s wide economic 
moat. In addition, the company’s platform of total tobacco products and e-cigarettes gives  
it economies of scope and scale that make it difficult for new entrants to gain the critical  
mass of volume necessary to compete. Finally, the addictive nature of tobacco products makes 
demand fairly price-inelastic, and with few substitute products outside the portfolios of  
the Big Tobacco firms, a favorable industry structure exists for the largest players in which  
pricing, for the most part, is rational.

Top Consumer Defensive Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Philip Morris International QQQQ $92 Wide Low $73.60 

Ambev QQQ $6 Wide Medium $4.20 

Procter & Gamble QQQQ $90 Wide Low $72 

Data as of 3/26/2015
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Ambev ABEV
Ambev still has opportunities to increase volume in its core markets of Latin America, but  
we believe its medium-term revenue growth trajectory will fade from the double-digit  
compound annual growth rate achieved over the past four years to a mid- to high-single-digit  
rate. However, even as volume slows, we believe an opportunity for revenue growth lies  
in the premiumization of the market. Currently, the premium beer segment makes up just 5% 
of volume in Brazil, versus almost 15% in Argentina and Chile, and we expect a strong mix 
effect to become a key driver of revenue growth for Ambev in the medium term; premium now 
represents 8% of volumes, indicating that continued premiumization should provide a long- 
term tailwind to the top line, even if volume growth undershoots its historical run rate.

Procter & Gamble PG
P&G’s announcement that it intends to shed 90–100 brands—more than half of its portfolio,  
which in aggregate posted a 3% sales decline and a 16% profit reduction the past  
three years—indicates that it is parting ways with its former self, looking to become a more 
nimble and responsive player in the global consumer products arena. We view this as a  
particularly important trait given the stagnant growth emanating from developed markets and 
the slowing prospects from emerging regions. Undervalued names are few and far between  
in the consumer defense space, and with Procter & Gamble’s shares trading about 10% below 
our fair value estimate, we think investors should consider owning this wide-moat name.
Ken Perkins does not own shares in any of the securities mentioned above.

Ken Perkins does not own shares in any of the securities mentioned above.
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Energy: Coping With Lower Oil and 
Gas 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, and Stephen Simko, CFA, Director of Energy Equity Research

The United States has rapidly become the critical source of incremental supply for global oil 
markets, and growth has come overwhelmingly from unconventionals. The large increases  
in U.S. output did not upset global supply/demand balances, largely because significant 
amounts of supply were disrupted by political/security issues (for example, Libya, Iran). 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/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 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 down the 
cost curve, we are lowering our Brent midcycle oil price forecast to $75/bbl (WTI: $69/bbl).

While 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. Despite our expectation for continued growth  
in demand, there is more than enough low-cost supply to justify a reduction in our midcycle 
U.S. natural gas price estimate to $4/mcf from $5.40/mcf.

Higher-Cost Oil Sources Being Crowded Out and Domestic Gas Staying Lower 
for Longer
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 mean 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 
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 
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upended global crude markets isn’t going away anytime soon. U.S. shale once again is proving 
truly to be a game changer.

Meanwhile, while demand tailwinds from exports and industrial consumption will help balance 
the domestic gas market, ongoing cost pressures from efficiency gains and excess services 
capacity—as well as the crowding out of higher-cost production by world-class resources 
like the Marcellus Shale and associated volumes from oil-rich areas like the Eagle Ford and 
Permian—justify our revised outlook. Even under our lower price deck, however, undervalued, 
cost-advantaged investment opportunities remain.

Encana ECA
Encana’s (ECA: $18, 0.64 times) is our top pick within the U.S. oil-focused E&P group. The 
company’s growth is underpinned by high-quality Permian and Eagle Ford acreage, and the firm 
also possesses a rock-solid balance sheet. The company 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 (XOM: $98, 0.86 times) 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 LNG 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 relative to peers as a result. 

Cabot Oil and Gas COG
On the gas side, Cabot Oil & Gas (COG: $43, 0.65 times) 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.

Neither David Meats nor Stephen Simko, CFA, owns 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 $18 Narrow Very High $9 

ExxonMobil QQQQ $98 Wide Low $78.40 

Cabot Oil and Gas QQQQ $43 Narrow High $25.80

Data as of 03-26-2014
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Financial Services: Banks’  
Exposures to Energy and Russia  
Look Manageable
Investors are overly concerned about the potential impact  
of falling oil prices and turmoil in Russia for the banks that  
we cover.

By Erin Davis, Equity Analyst

We think that the market’s panic over the potential impact of oil prices and Russia on banks is 
overplayed, and we see the current dip in share prices as a buying opportunity. Our top pick is 
BOK Financial BOKF, which is trading at a rare discount to our fair value estimate. Its significant 
exposure to energy means that we project losses of 4.9% of common equity in our stress test. 
While we see this number as manageable for the well-capitalized bank, we think actual losses 
are likely to be far lower given the bank’s conservative energy portfolio.

In our stress case, banks that we cover experience easily manageable losses from low oil 
prices and turmoil in Russia. In this scenario, which assumes 5% losses on energy exposures 
and 15% losses on Russian assets, losses would be the highest at Societe Generale GLE, at  
a painful but manageable 5.1% of common equity, and would average 1.7% of common equity 
across covered banks with known exposures. 

Our worst case assumes an extreme scenario in which all banks experience historic losses 
on oil and Russia for the market’s fears to be realized. Only five banks (BOK Financial, 
Commerzbank CBK, Societe Generale, Standard Chartered STAN, and Cullen/Frost CFR)  
face potential losses greater than 15% of common equity in our worst-case scenario, which 
assumes 25% losses on energy exposures and 50% losses on Russian assets. An additional  
five banks ( Crédit Agricole ACA, Zions ZION, Comerica CMA, Barclays BCS, and Royal Bank  
Of Canada RY) face potential losses of greater than 10% of common equity. These loss rates 
are not based on average loss rates during past crises but on extreme individual examples  
of poor risk controls during these crises, and they are very unlikely to be realized, in our opinion.

Morningstar’s view is that the decline in oil prices is likely to prove a short-term phenom-
enon. With U.S. producers drastically reducing spending in 2015, production growth is set to 
meaningfully slow this year and could even decline in 2016 if prices remain weak. Our  
longer-term expectation of continued global demand growth leads us to believe that Brent  
oil prices will again be around $75 per barrel by 2018. It’s our view that this is the  
minimum price necessary to ensure adequate supply over the medium to long term.

However, we acknowledge that future prices, as well as producer behavior across markets, can 
be difficult to accurately predict. While prices rebounded quickly after their sharp fall in 2009,  
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in other times, banks have not been so lucky. We therefore believe that it is prudent to consider 
what bank-level loan losses might look like in a stress scenario, in which energy prices  
remain depressed for a prolonged period. We therefore estimate potential losses for both  
a stress-case and worst-case scenario.

In our stress case, we assume that banks experience 5% losses on energy loans, that 10% of 
energy commitments are drawn and that banks experience a similar 5% loss rate on these, that 
banks lose 50% of oil-related investment banking revenue, and that losses on Russian assets 
hit 15%. In this scenario, we estimate that, on average, covered banks with known exposure 
to energy or Russia would experience losses of 1.7% of common equity. We’re comforted by 
the results of this scenario, which project that even the most exposed bank, Societe Generale, 
would experience manageable losses of 5.1% of common equity.

Our worst-case estimates are also drawn from the historical record, but instead of assuming 
that banks experience average losses, we assume that all banks experience losses in line with 
the much more extreme historical examples. In this scenario, we assume that energy losses 
reach 25% of loans, that 50% of commitments are drawn and that these, too, experience 
25% losses, that banks lose 100% of oil-related investment banking revenue, and that Russian 
losses hit 50% of assets. In our worst-case scenario, we estimate that the same set of  
banks would, on average, see more painful losses, averaging 8.7% of common equity. It is  
only in this extreme scenario that we think that we project that any covered banks would 
experience losses severe enough to cause capital shortfalls—we project that 10 banks 
(Barclays, BOK Financial, Comerica, Commerzbank, Cullen/Frost, Nordea NDA SEK, Royal Bank 
of Canada, Societe Generale, Standard Chartered, and Zions) could see losses of greater  
than 10% of common equity. Reassuringly, however, the remainder of the banks are projected 
to see manageable losses averaging 4.2% of common equity.

Apollo Global Management APO
Apollo is a global alternative asset manager with about $160 billion in assets under manage-
ment 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 overlooking 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.

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 

Lloyds Banking Group QQQQ $5.80 Narrow High $3.48

Santander Brasil QQQQQ $7.50 Narrow High $4.50 

Data as of 3-26-2015
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Lloyds Banking Group LYG
We think Lloyds has finally turned the corner and in 2014 reported its first annual profit in five 
years, declared a dividend (its first since 2008), and outearned its 10% cost of equity, with  
an underlying 13.6% return on required equity. We expect results to continue to improve: Net 
interest margins will strengthen as noncore operations run down, and shareholders will  
finally see the benefit of Lloyds’ strong competitive position in the United Kingdom’s profitable 
retail banking market.

Banco Santander Brasil BSBR
We think Santander Brasil is undervalued because investors are overly focused on headline 
profitability metrics that do not capture the true earnings power of the company. In our  
view, Santander Brasil holds a strong competitive position in the highly concentrated Brazilian 
banking market with a narrow economic moat. We expect that the negative accounting  
impact from goodwill and excess capital will fade, and over the long term, investors will come 
to realize the bank’s true earnings power.

Erin Davis does not own shares in any of the securities mentioned above.
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Health Care: Sector Is More 
Expensive, but Some Stocks  
Still Look Undervalued
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 in aggregate, some stocks still 
look undervalued, including Merck MRK, Actavis ACT, and Baxter BAX.

Even though several years have passed since the worldwide economic downturn, overall 
health-care utilization remains tepid. But we see early signs of improvement partly spurred 
by health-care reform in the U.S. and we don’t see the U.S. Supreme Court striking down 
the reform.

Mergers and acquisitions still continue at a rapid pace, as large conglomerates are looking for 
growth avenues and opportunities to cut costs, partially through lowering taxes.

Drug development in specialty-care areas, such as oncology, is increasing the productivity  
of drug and biotech companies, with several recent launches with very high prices reminding  
the investment community of the strong moats of large pharmaceutical and biotech firms.

In aggregate, the valuation of the health-care sector has risen to slightly exceed our fair  
value estimates. However, we still see several stocks that offer attractive valuations across 
the different industries. In the table below, we highlight a few of our top picks. However,  
we believe the current environment for health care continues to lend itself to a stock-pickers’ 
market rather than a focus on industries.

Although the economic downturn passed several years ago, health-care utilization remains 
tepid, but recent signs are pointing to a pickup of the market. Historically, a lag of a couple of 
years tends to follow a recession before health-care spending returns. However, the magni-
tude of the recession and increasing cost-sharing with patients has delayed a sharp rebound 
in health-care use. The increase in U.S. hospital admissions starting in the second quarter  
of 2014 suggests a turning point in health-care usage; 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.
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Turning to the recent U.S. Supreme Court case challenging the Affordable Care Act on grounds 
that the federally run insurance exchange violates the ACA language that says exchanges 
should be run by the state, we don’t think the court will overturn that key provision because: 
1) the spirit of the ACA language is not violated by the federally run exchanges and 2) the four 
plaintiffs supporting the challenge have shown questionable if no harm by the federal exchange.

If the challenge wins, about 3% of the U.S. population could lose insurance, which would 
probably force the U.S. government to step in with some sort of support. However, if no 
support was implemented, the industries most negatively affected would be hospitals and 
managed care organizations. To a lesser extent, all the other health-care industries would  
be hurt, too, but the magnitude would probably be less than a 1% hit to sales for the majority 
of health-care companies.

In the pharmaceutical and device industries, companies are acquiring and merging to increase 
their growth potential through creating scale, cutting costs, and focusing on key strategic 
areas. We see this trend with the pending acquisition of Allergan AGN by Actavis. This trend 
is also evident with Valeant’s VRX bid for Salix (which may subsequently get outbid by Endo 
ENDP.) Further, AbbVie’s ABBV bid for Pharmacyclics PCYC also shows the strong need by 
AbbVie to redeploy capital to secure growth through eventual patent losses. Additionally, we 
believe the low debt costs and tax incentives are also fueling this strong wave of mergers 
and acquisitions.

Turning to innovation in health care, the focus of drug companies is shifting toward specialty-
care areas, which should increase drug-development productivity and strengthen the moats  
for drug companies. The pipelines of the major biotech and pharmaceutical companies are 
focused on smaller patient populations in areas such as oncology. Further, despite treating 
smaller patient populations, these indications can turn into major blockbusters. Bristol’s BMY 
recent approval of Opdivo in lung cancer is a good example of a midsize patient population, but 
an annual price approaching $150,000 should turn the drug into a major commercial success. 

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 

Top Health-Care Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

Baxter QQQQ $84 Wide Low $67.20 

Elekta QQQQ SEK 100 Wide Medium  SEK 70.00

Merck QQQQ $69 Wide Low $55.20 

Data as of 3-26-15
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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 
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 intel-
lectual 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.

Merck MRK
Despite some upcoming patent loses, we believe the market undervalues Merck’s strong 
pipeline, led by cancer drug Keytruda. We project peak sales for Keytruda of $8 billion, well 
ahead of consensus expectations. Further, we expect several other pipeline drugs to develop 
into significant blockbusters more than offsetting minor patent losses over the next five years. 
Further, several recently launched drugs are addressing therapeutic areas that have in- 
creasing demand trends, including diabetes, where Merck’s leading DPP-IV is well-positioned  
to treat the growing disease.

Damien Conover, CFA, does not own shares in any of the securities mentioned above.
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Industrials: Few Bargains Available 
in the Sector

But we see some pockets of opportunity in individual stocks.

By Richard Hilgert, Senior Equity Analyst

Our industrials coverage currently trades at about fair value, with many subsectors lingering in 
overvalued territory. Nonetheless, pockets of opportunity exist in select stocks.

Industrials have enjoyed relatively healthy macroeconomic conditions in the U.S., and  
investors seem to be extrapolating those trends out over the long run. Even so, a strengthen-
ing U.S. dollar may blunt 2015 export growth 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 industrial transportation costs in 2015.

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 14 (out of 163) 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 1.08 (8% overvalued compared with our discounted cash flow derived fair value 
estimates), while the price/median fair value of all stocks that Morningstar covers was 1.03 
(3% overvalued).

Among the most expensive subsectors are airlines, auto parts, tools and accessories, and 
trucking, ranging from 27% to 42% overvalued—the asset-based 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 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 industrial distributor MSC 
Industrial Direct MSM, automaker General Motors GM, and mining equipment maker Joy Global 
JOY. Outside of these names, a handful of others are worth considering, including construction 
and material processing equipment maker Terex TEX, auto manufacturer Ford F, and industrial 
diversified Emerson Electric EMR.

Naturally, idiosyncratic influences vary by company, but broadly speaking, we suspect that rich 
industrials-sector valuations reflect healthy macroeconomic conditions and related optimism. 
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Economic tailwinds have supported decent demand and pricing in most industries. Firms have 
also 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 grew at an annual rate of 2.2% in the fourth quarter of 2014, bringing the 
full-year total to 2.4%, 0.2 percentage points higher than 2013. Industrial production has also 
been quite favorable, increasing 4.1% for full-year 2014 versus a 2.9% rise in the previous year, 
and about 4.4% in the fourth quarter. Manufacturing output rose 3.4% for all of 2014, up 1.2 
percentage points from 2013. However, December, January, and February have shown declines 
of 0.1%, 0.3%, and 0.2%, respectively. Exports of U.S. goods have supported the domestic 
economic recovery, increasing 2.7% to a record $1.64 trillion in 2014.

Even so, January exports of goods declined 3.9%, the largest monthly year-over-year decline 
since October 2009. The decline comes as the Federal Reserve Board trade weighted U.S. 
dollar index hit 116.6, increasing 13.5% 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 expan-
sion (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 53.3 for February, the index signaled expansion for 
the 20th month in a row. Thus, like trends in the United States, there are hints of prolonged 
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 10 times out of the past 12 months. The February index score was 50.4, up from 
the negative reading of 49.9 in January. A showing above 50 indicates increased billing  
activity. While one month does not a trend make, concern may arise if index scores were  
to deteriorate again in the next couple of months. Conversely, residential new housing starts 
dropped a surprising 16% in February and are up 1% for first two months of the year. The 
decline seems to indicate weakness beyond what might have been expected from the frigid 
temperature experienced during the month throughout much of the country, but 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 approxi-
mately 3%, favorable for global original equipment manufacturers and for suppliers with a 
worldwide operational footprint. U.S. February light-vehicle sales volume increased 5.3% 
compared with the same month last year, with the seasonally adjusted annualized selling rate 
at 16.24 million, according to Automotive News. This was the third monthly sequential decline 
since November. However, we think 2015 U.S. light-vehicle demand will increase roughly 3% 
to about 17 million units. 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. The rate of demand recovery in the 
region should perk up more in 2016 as the unemployment picture improves. In other world 
markets, we expect demand growth 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 econom-
ic conditions reduce demand in South America. The Ukraine conflict along with economic 
sanctions, plummeting oil prices, and the substantially devalued rouble stifles Russian new 
vehicle demand.

With respect to transportation, world trade rose 0.9% in December after a 0.6% decline in 
November, as measured by the CPB World Trade Monitor. Fourth-quarter world trade increased 
1.1% after a 2.0% bump-up in the third quarter last year. World industrial production had a 
slight 0.4% monthly sequential increase in December from November after a 0.5% sequential 
rise in November. However, volume of U.S. imports increased from 114.5 in November to the 
2014 peak of 119.4 in December (2005=100) while export volume peaked at 150.3 in October 
and decreased to 149.3 and 148.5 in November and December, respectively. According to the 
CPB World Trade Monitor, world exports were at 140.4 in December, down only slightly from 
the October peak of 140.7, while imports reached the 2014 peak in December at 138.1.

Freight demand remains solid for trucking industry within the U.S., as the ATA truck tonnage 
index showed an increase of 3.5% for full-year 2014. For January, the index inched higher 
by 1.2%. Further, highway brokers and carriers are both seeing robust pricing power thanks to 
secular truckload-capacity constraints. Rail carload volume remains positive, increasing  
for full-year 2014 by roughly 4.5% over 2013. However, carload traffic for February declined 
1.1% after a year-over-year January increase of 5.6%.

Lower fuel cost should be a tailwind for transportation in 2015. West Texas Intermediate crude 
fell from $109 in July 2014 to its current trading range just below $45. 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 midterm impact due to effective fuel sur- 
charges, but the loss of oil shipments is likely to reduce volumes slightly. According to the U.S. 
Department of Transportation, if truckers’ average fuel economy 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 30% to 50% 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.
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MSC Industrial Direct MSM
Within the industrial distribution industry, MSC dominates the $10 billion metalworking 
segment and is roughly 5 times larger than its nearest competitor. MSC differentiates itself  
by competing on deep metalworking expertise, quick product delivery, and automated  
inventory stocking and ordering solutions for customers. MSC also differentiates its business 
from the competition through aggressive information technology investment, which  
has helped the company increase the ways it can service the customer, including vendor-
managed inventory and vending machine systems. These solutions make the purchasing 
process completely automated, so customers waste little time refilling orders. This empha-
sis on IT investment has raised website and electronic portal sales to 44% of the overall 
corporate sales.

MSC’s vendor-managed inventory capabilities and its vending machine initiative increase 
switching costs. These offerings broaden MSC’s distribution capabilities and create another 
sticky element to the distributor-supplier relationship and make it more problematic to switch 
to another distributor and away from MSC. Additionally, the company’s suppliers prefer to 
sell via distributors because selling directly to end users often is prohibitively expensive and 
outside of manufacturers’ core competency. In total, MSC performs the selling function for 
nearly 3,000 suppliers and sells to 325,000 customers. It provides value to each constituency 
and has generated an 18% average return on invested capital over the past 10 years.

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 
postemployment 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 

Top Industrial Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

MSC Industrial Direct QQQQ $95 Narrow Medium $66.50

General Motors QQQQ $50 None High $30.00

Joy Global QQQQ $58 Narrow High $34.80

Data as of 03-26-2015
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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 
factor a conservative penalty into our valuation. It would take a lot more bad recall news for  
us to materially decrease our valuation further.

Joy Global JOY
We believe that mining equipment manufacturer Joy Global is undervalued by the market. 
While 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 commodity 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 attrac-
tive free cash flow has been used to buy $483 million of stock over the past 18 months,  
and it is authorized to buy back another $517 million through August 2016. We believe this cash 
deployment is particularly attractive relative to Joy’s $4.3 billion market capitalization.

Richard Hilgert does not own shares in any of the securities mentioned above.
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Real Estate: REIT Prices React 
Negatively to Rising Interest Rates
Rising interest rates could be a major valuation headwind for REITs, 
so investors should focus on moaty landlords with good growth 
prospects and attractive relative valuations.

By Todd Lukasik, CFA, Senior Equity Analyst

U.S. real estate investment trusts appear overvalued as a group, with pockets of opportunity in 
the health-care, retail, and cell tower property sectors. We maintain the view that Australian 
property stocks are similarly expensive, but with higher yields than similar REITs elsewhere.

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 generally expect REIT prices to move inversely with changes in long-term government bond 
yields, so we expect REITs to underperform in a rising interest-rate environment.

U.S. REITs appear overvalued as a group, with pockets of opportunity in the health-care, retail, 
and cell tower property sectors. Most Australian property stocks appear fully valued, but we 
see some value in the industrial and senior living sectors. 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. While 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. In general, we think global 
commercial real estate investors should be cautious in the current environment and focus on 
the highest-quality firms and property portfolios.

Although the Asia-Pacific property sector offers attractive yields relative to conventional 
income products such as bonds, the risk of capital loss is elevated, as property values are likely 
to be hit hard if the yield curve eventually rises. In this context, our preferred long-term  
property exposures are firms owning quality assets in the most desirable locations. These  
firms should have negligible vacancy during periods of economic weakness and command  
rents at healthy premiums to others.

While property remains a business that requires local market knowledge, global capabili-
ties 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 
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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 knowledge for 
deployment, a boon for the largest global commercial real estate services firms.

With acquisition prices high, more REITs are expanding their development pipelines, targeting 
initial yields that exceed acquisition cap rates by 200 basis points or more. If such yields  
are realized, REITs can theoretically create immediate value upon stabilization of these devel-
opments, as the market recognizes the earnings power of the developments in light of  
lower cap rates for stabilized, operational properties. Although construction levels seem 
reasonable currently, oversupply of incremental square footage generally corresponds  
with commercial real estate downturns. Although we are not overly concerned with current 
construction levels, this is an area that bears watching.

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 finan-
cial 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 offset 
what could be another 200-basis-point (or more) rise in U.S. government bond yields to levels 
nearer historical norms.

In a rising interest-rate environment, we’d prefer REIT investment exposure weighted  
toward reasonably priced, narrow-moat firms with attractive internal and external growth 
prospects, conservative capital structures, and well-laddered debt maturity schedules.  
Many property sectors with shorter lease durations (of a year or less) that REIT pundits tradi-
tionally favor during rising interest-rate environments look to offer investors an insufficient 
margin of safety today. In the U.S., we are generally cautious on multifamily and self-storage 
REITs, while we see relatively attractive valuations among health-care REITs and cell tower 
REITs, with pockets of opportunity in other property sectors.
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HCP HCP
Health-care REITs in general are one of the most attractive property sectors among our U.S. 
real estate coverage on a relative valuation basis, and HCP—which owns senior housing  
facilities, skilled nursing facilities, life science properties, medical office buildings, and hospi-
tals mainly in North America and leased to tenant operators on a long-term basis—is currently 
attractive. In general, U.S.-based health-care REITs should benefit from some favorable 
tailwinds, including an expanding and aging population and potentially tens of millions  
of 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 HCP should have opportunities to further consolidate ownership. We think  
HCP’s current yield near 5.5%, combined with growth prospects in the low- to mid-single- 
digit range (if not higher, depending on external growth opportunities), provide investors  
with a compelling total-return prospect in the current environment.

Goodman Group GMG
Goodman’s geographically diversified and vertically integrated business model is well-
positioned to deliver solid medium-term earnings growth. The low global interest  
rate environment has piqued interest in property investments, and Goodman’s strong  
relationships with large wholesale investors puts it in the enviable position of turning away 
investors. Goodman operates at the upper end of the industrial spectrum where there  
are fewer competitors because of higher capital requirements, supporting returns. Addition- 
ally, we believe the upper end of the market has the most favorable growth outlook given  
the importance of large-scale, modern warehouses in efficient distribution chains, playing to 
Goodman’s strengths.

Sun Hung Kai Properties 00016
As one Hong Kong’s largest holders of retail and office properties, underlying economic growth 
positions Sun Hung Kai’s property assets to generate solid rental growth in the coming  
years. Sun Hung Kai’s established assets in well-located areas under single landlord manage-
ment will remain attractive for wholesale property investors, supporting asset values. A 
positive catalyst is that prime office space in Hong Kong is valued far below similar financial 
centers in other major business hubs. New supply is being added, but not in Sun Hung Kai’s 
core market, rather mostly in Kowloon East over the next few years. Continued infrastructure 
investments by the Hong Kong government will further integrate the city with its neighbors 

Top Real Estate Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty Consider Buying

HCP QQQQ $51 Narrow Medium $35.70 

Goodman Group QQQQ AUD 7.50 Narrow Medium AUD 5.25

Sun Hung Kai Properties QQQQ HKD 141 Narrow Medium HKD 98.70

Data as of 03-26-2015
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across the Pearl River Delta and encourage the growth of new towns in the city’s outlying 
areas. This trend will benefit the company’s regional malls, which are well-placed to serve  
an increasing suburban population as well as an enlarged number of day-trip tourists from 
across the border. While the city’s residential property market may be at a cyclical high, the 
company can successfully navigate the difficulties ahead given its competitive advantage  
in sourcing land through the conversion of industrial and agriculture land.

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

In the current environment, we’d continue to focus on higher-quality, 
moaty companies.

Tech and Telecom: Choppy Start  
to 2015
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3 Foreign exchange headwinds obscure the 2015 outlook for some large tech firms; we still view 
the sector as overvalued and we’d be selective.

Advertising on social, mobile, and video platforms will continue to drive the highest revenue 
growth as the overall online advertising market begins to slow. Consolidation, regulatory policy, 
and technology themes continue to converge in the U.S. telecom industry. 

The telecom market overseas is still consolidating, but European activity in particular may slow 
following the appointment of its new antitrust chief.

Despite flat stock returns for the S&P 500 through the first quarter, it hasn’t been a particularly 
smooth ride for investors. The technology sector as a whole has lagged the market but there 
were notable areas of strength and weakness, often hinging on a firm’s quarterly execution and 
management’s initial 2015 outlook. The drop in oil prices and global currency movements over 
the past two quarters has resulted in slightly elevated volatility levels across both the technology 
and communication services sectors, and today we remain selective. In aggregate, we view the 
tech sector as slightly overvalued. 

In the table below, we highlight a few companies in technology, media, and telecom, which 
appear to be fundamentally undervalued. All three have significant international exposure, so this 
is a factor that investors will want to keep a close eye on, as we don’t explicitly offer currency 
forecasts, though they are baked into our uncertainty ratings. Taking a step back, with these 
three sectors 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.

Advertising on social, mobile, and video platforms will continue to drive the highest revenue 
growth as the overall online advertising market begins to slow. We expect spending across all 
three categories to grow more than 30% this year, as mature segments such as desktop- 
based advertising grow less than 10%. These emerging segments highlight companies that have 
valuable mobile properties, powerful video platforms, and deep customer datasets, such as 
Facebook FB. In particular, applications (such as messaging, social newsfeeds, and mobile video) 



56Morningstar Market Outlook Q2  2015 | Report Released March 30, 2015

and developer platforms (such as Google Play GOOG and Apple’s AAPL App Store) can afford 
companies short-term growth and long-term defensibility.

Over the long run, we still expect search advertising to be the most significant form of digital 
advertising. In spite of slowing growth, we expect this segment to grow in the low teens for 
2015. Furthermore, the Internet search market will capture the largest segment of the digital 
advertising pie for years to come, in our view. We believe investors are overstating the  
threat that social, mobile, and video advertising may be having on legacy online business  
models, particularly Google.

Consolidation, regulatory policy, and technology themes continue to converge in the U.S.  
telecom industry. The FCC remains active across the industry, recently adopting new regula- 
tion and rules with the intention of ensuring an open Internet. These rules, which impose  
more stringent regulation on 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 expect-
ed. We believe AT&T’s T insistence on gaining 20 MHz of new spectrum nationwide and DISH 
Network’s DISH desire to acquire significant spectrum while demonstrating the value of its exist-
ing spectrum holdings drove bids beyond any reasonable estimate of fair value. Verizon  
showed more discipline at 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.

Consolidation is occurring in Europe, within countries and across national borders. Vodafone 
bought Ono, the largest cable operator in Spain, while Numericable, the largest cable  
operator in France has acquired SFR, the second-largest phone company in the country. EU 
regulators approved Telefonica Deutschland’s purchase of KPN’s German subsidiary E-Plus and 
this deal has now closed. Recently announced deals include BT Group BT agreeing to acquire 
EE (the U.K. joint venture of Orange ORAN and Deutsche Telekom) and 3 U.K. coming to terms 
to buy Telefonica’s U.K. operations. One potential damper on the European M&A front comes 
from Margrethe Vestager, Europe’s new antitrust chief. We had expected the new European 
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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 
of not being allowed.

In general, however, we anticipate global M&A activity across telecom to continue, and  
this 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 largest fixed-line provider  
in Brazil. 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 among its corporate, telephony, broadband, and television 
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 company 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.

Millicom MIICF
Millicom is a telephone company that mostly operates in smaller, less congested markets or  
in less developed countries with lots of opportunities for subscriber and revenue growth.  
It operates in three regions—Central America, which accounts for about 38% of revenue; South 
America, which accounts for 46%; and Africa, which accounts for 16%. In Africa it is prima- 
rily a wireless-only operator, but increasingly in Latin America it offers a converged package that 
may include fixed-line telephony, broadband, and pay television services. We think the stock  
has sold off due to near-term concerns regarding emerging markets, currency risks and the  
departure of its CEO. In comparison with other European telecom stocks that we cover,  
Millicom’s stock trades at one of the lowest EV/EBITDA multiples (4.7 times 2015 estimate)  
and with an average yield (3.7%) despite significantly faster (above a 7% five-year CAGR,  
excluding acquisitions) revenue growth prospects.

Top Tech & Telecom Sector Picks

Star Rating
Fair Value 
Estimate

Economic 
Moat

Fair Value 
Uncertainty

Consider
Buying 

Oi Sa QQQQQ $5.50 None Very High $2.75 

Millicom QQQQ $94 Narrow High $56.40 

Ingram Micro QQQQ $30 None Medium $21 

Data as of 3-26-2015
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Ingram Micro IM
Ingram Micro is the largest global IT distributor, with approximately $43 billion in revenue in 
2013. It distributes products from about 1,400 suppliers to more than 200,000 customers in 170 
countries. Ingram’s product revenue comprises IT peripherals (35%), systems (30%), software 
(12%), networking (12%), and mobility (11%). Ingram also offers value-added services (less than 
10% of total revenue) that range from technical support and systems configuration to logistics 
management and supply chain management. IT budgets can fluctuate with economic conditions 
and materially affect sales. We think that this, in part with the underlying shift toward cloud  
(and the role of the traditional distributor) is driving market uncertainty.

Peter Wahlstrom, CFA, has a position in the following securities mentioned above: AAPL.
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Utilities: Bloody February Brings 
Valuations Back In Line
We don’t see an end to this atypical volatility until interest rates 
rise back toward historical norms.

By Travis Miller, Director of Utilities Equity Research

U.S. utilities’ 10% drop in February was the sector’s worst performance since the late 2008 
market crash and was one of the top 10 worst months in at least 50 years.

After Morningstar’s utilities sector valuations hit an all-time high at the end of January, the 
sector’s February swoon and our internal recalibration of underlying interest rate assumptions 
have brought market valuations nearly in line with our estimates. 

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% dividend yield as of mid-March is still historically attractive relative to 10-year 
U.S. Treasury yields at 2.2%. However, utilities’ dividend yields remain well below their 4.5% 
25-year average.

Getting a handle on utilities the past few years has been as hard for investors as predicting 
when the Federal Reserve will blink. Utilities were the best-performing sector in 2011,  
the worst-performing sector in 2012–13, and the best performing sector in 2014. The first  
part of 2015 is proving just as erratic with utilities trouncing every sector in January  
before falling 10% in February, the sector’s worst stretch apart from the 2008, 2001, and  
1974 market crashes. We don’t see an end to this atypical volatility until interest rates  
rise back toward historical norms. 

After more than a year of waiting for the utilities bubble to burst, February was the  
needle that opened some attractive investment opportunities in the sector. In late January,  
the median U.S. utilities valuation hit the highest level ever since Morningstar began  
covering utilities. The February swoon cut that premium in half. We also cut our cost of capital 
assumption in our discounted cash flow valuations to reflect historical inflation and real inter-
est rates, bringing valuation premiums down another 10%. As of mid-March, utilities’ median 
valuation was only slightly above market prices and in line with valuations in late 2013 
before the 27% run in 2014.

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, ITC Holdings ITC, NextEra NEE, and Dominion Resources D well above that. Infrastructure 
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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 government support and the growth trajectory is 
quite transparent.

European utilities continue trying to find ways to manage through persistently weak power 
markets and tough government oversight. E On SE E.ON has gone so far as to announce  
plans to spin off its competitive generation assets by 2016. Fellow German utility RWE RWE 
closed its sale of its upstream energy unit, RWE Dea, for EUR 5.1 billion despite objections 
from the U.K. government. E.ON, RWE, and fellow European diversified utility GDF Suez GDFZY 
continue to be the most leveraged to an economic rebound but also most exposed to near- 
term energy market weakness that will keep dividends flat for the foreseeable future.

Among European diversified utilities, we think EDF offers the best combination of valuation, 
yield, and dividend stability, with modest growth during the next three to five years for patient 
investors in the downtrodden space. Other diversifieds have more upside to power prices  
and similar competitive advantages, but none has EDF’s cash flow consistency and near-term 
visibility to support a narrow economic moat and a strong dividend with a 5.1% current  
yield. EDF stands far above peers in upside potential from new European capacity markets,  
as the inaugural U.K. capacity auction clearly demonstrated. EDF also could realize signifi- 
cant incremental value from newbuild nuclear in the United Kingdom.

RWE AG 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 custom-
ers. It also owns and operates power generation and supply in the United Kingdom and the 
Netherlands, 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 foreseeable 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 41.00 Narrow Medium EUR 28.70

Electricite de France QQQQ EUR 28.00 Narrow Medium EUR 19.60

Calpine QQQQ $26.00 None High $15.60

Data as of 3-16-2015
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Electricité de France EDF
EDF is one of the world’s largest energy companies, controlling the French transmission and 
distribution grid along with other pieces of the European grid and a massive global genera-
tion fleet. Its French nuclear fleet comprises 58 plants. It also operates the largest unregulated 
supply business in France, which acts as a broker between generators and retail end users, 
and holds stakes in numerous other energy-related businesses throughout the world. EDF 
spans the globe, but France and renewable energy investments will drive growth through 2018. 
EDF’s investments and French electricity market reforms could drive 3% annual EBITDA growth 
through 2018, supporting dividend growth. EDF’s concentrated exposure to French electricity 
regulation makes it less attractive than more-diversified European utilities if power markets 
improve, but provides a stronger backbone for cash flows.

Calpine CPN
Calpine is an independent power producer with 25.4 gigawatts of generation capacity through-
out 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.


