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Where Do We See Value? 
 Since the equity market low in March 2009, global equities (MSCI World Index) 

and US stocks (S&P 500 Index) are up 138% and 196%, respectively, on a price 
basis. As a result, equities have become more expensive, making it increasingly 
difficult to find good value in the equity markets. In this week’s piece we do a 
deep dive on valuations across the global equity markets, sectors, and asset 
classes, in effort to help isolate undervalued assets.    

 In global equities we see decent value in Europe and Japan, with the European 
equity markets being our preferred global market.  

 Within the Canadian equity market we see good value in the financials and 
industrial sectors.  

 Within fixed income we continue to have a clear preference for high-quality 
corporate bonds, which we believe offers good value following the sell-off in 
H2/15 (see Chart of the Week).  

 Lastly, one area where we see really good long-term value is the Canadian 
preferred share market. Year-to-date (YTD) the iShares S&P/TSX Preferred Share 
Index ETF (CPD-T), which tracks the S&P/TSX Preferred Share Total Return Index, 
is down 15.3%. As a result the 12-month trailing dividend yield has increased to 
5.5%, which is the highest level since 2009. As the Bank of Canada (BoC) begins 
to tighten monetary policy over the next few years, we believe the Canadian 
pref market, particularly fixed resets, will recover and deliver solid total returns 
for patient investors.  
 

 

 

Equity Market YTD Returns (%) 

Canadian Sector TSX Weight Recommendation

Consumer Discretionary 7.0 Overweight

Consumer Staples 4.4 Market weight

Energy 19.1 Market weight

Financials 38.4 Market weight

Health Care 2.5 Market weight

Industrials 8.4 Overweight

Information Technology 3.0 Overweight

Materials 9.4 Underweight

Telecom 5.7 Market weight

Util ities 2.2 Underweight

Technical Considerations Level Reading

S&P/TSX Composite 13,473.8

50-DMA 13,571.5 Downtrend

200-DMA 14,470.6 Downtrend

RSI (14-day) 48.6 Neutral

Source: Bloomberg, Raymond James Ltd.
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Chart of the Week 

Corporate Bonds Offer Good Value Given Little Signs Of A US/Canada Recession 

 
Source: Bloomberg, Raymond James Ltd.  
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Where Do We See Value? 

Since the equity market low in March 2009, global equities (MSCI World Index) and 
US stocks (S&P 500) are up 138% and 196%, respectively, on a price basis. While 
some of those gains can be attributed to a rise in corporate profits, the bulk of the 
gains have come from multiple expansion. As a result, equities have become more 
expensive, making it increasingly difficult to find good value in the equity markets. In 
this week’s piece we do a deep dive on valuations across the global equity markets, 
sectors, and asset classes, in effort to help isolate undervalued assets.    

Starting with the US, many of the equity “bears” point to the Shiller CAPE ratio as 
proof that the equity markets are very overvalued. The Shiller P/E ratio adjusts for 
the cyclicality of earnings by dividing the S&P 500 price level by the average of the 
last 10 year corporate profits adjusted for inflation. Currently, the Shiller CAPE stands 
at 26.2x, which is a 58% premium to the long-term average and more than 1 
standard deviation above the average. Proponents of this equity valuation measure 
believe that earnings are volatile year to year and therefore it is best to smooth 
earnings by using a 10 year average. While we agree with the underlying logic of this 
earnings measure we still have some reservations with using it in our investment 
strategy work. First, we have found little predictive power of the valuation metric on 
one year returns and more importantly, if we based our investment strategy and 
outlook on this single valuation measure than we would have missed much of the 
last 196% return on the S&P 500 given its continued overvalued reading.  

Looking at traditional valuation metrics we note that the S&P 500 is trading at 17.1x 
forward earnings, which is roughly 1 multiple point above its long-term average of 
15.9x. While we agree that US equities are no longer “cheap”, we disagree with the 
“bears” that stocks are at stratospheric levels. Moreover, when we adjust P/E’s for 
the low inflation levels or compare equity valuations to other assets (e.g., bonds, art, 
housing etc.), stocks still look attractive based on these measures.  

From a global perspective, the Asian equity markets are the cheapest within the 
developed nations with the MSCI China and Japan Indices trading at 9.8x and 15.2x, 
respectively. Additionally, European stocks continue to look attractive with the MSCI 
Europe Index trading at 16.0x, especially in light of its solid earnings outlook. 

Overall, we see decent value in Europe and Japan, with the European markets being 
our preferred global market. Despite higher US valuations we continue to 
recommend investors overweight US stocks in portfolios which we address on the 
following page.  

Shiller CAPE Suggests Stocks Are Very Overvalued P/E’s Adjusted For Inflation Are More Reasonable   
 

  
Source: Bloomberg, Raymond James Ltd.   
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Canadian Market  

Currently the S&P/TSX is trading at 16.6x forward earnings which is a 6% premium to 
its 15-year average. With the S&P 500 trading at 17.1x, Canadian equities are trading 
at a 3% discount to US equities. Looking at price-to-book (P/B), Canadian equities are 
trading at an even larger discount with the S&P/TSX at 1.62x versus the S&P 500 at 
2.72x, representing a 40% discount to US equities. Historically, the S&P/TSX has 
traded at a 30% discount (on P/B basis), which suggests good value for Canadian 
stocks. Given this material discount should we reverse our current preference for US 
stocks? No since there are other supporting factors for US stocks which include: 1) 
the continued challenging environment for commodities; 2) the stronger earnings 
outlook for US stocks; 3) our bullish outlook for the US dollar; and 4) the stronger 
technical profile of the S&P 500. But while we continue to recommend investors 
overweight US stocks, we do believe the widening valuation gap between Canadian 
and US stocks will create a great future opportunity to repatriate US funds and shift 
them back to Canada once the fundamentals here improve.  

Within the Canadian equity market we note that the health care, financials, 
industrials and consumer discretionary sectors have the lowest valuations based on 
P/E. The health care sector stands out trading at just 7x forward earnings. However, 
this sector is dominated by Valeant Pharmaceuticals which has a number of specific 
headwinds to contend with and why we exited our position in our Guided Growth 
portfolio in October.  

The second “cheapest” sector is financials, with the sector trading at 11.8x forward 
earnings. This sector typically trades at a discount to the overall market, but at 11.8x 
it is trading at the low end of its historical range. Within the sector we prefer the 
banks and lifeco’s with Sunlife Financial Inc. (SLF-T) as one of our top picks.  

The industrials sector looks particularly attractive given: 1) the sector lagged this 
year which we believe could set it up for a stronger 2016; 2) the sector should 
benefit from a rotation from mid to late cycle in 2016; and 3) the sector is 
attractively valued in 14.7x. Barring an economic slowdown next year, we believe the 
industrials sector could post solid returns in 2016.    

Finally, one sector that appears “expensive” is the energy sector with it trading at 
85x forward earnings. However, with earnings depressed we tend to focus on P/B, 
which at 1.43x versus its historical average of 2.16x, suggests the sector is 
undervalued. Admittedly, book value is likely to come down on lower energy prices, 
but we still see good long-term value in energy, and are waiting for further signs of 
stabilization before upgrading the sector to overweight.  

S&P/TSX Sector Forward P/Es  Energy Is Expensive On P/E But Attractive On P/B 
 

  
Source: Bloomberg, Raymond James Ltd.  
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Fixed Income   

Turning to fixed income, corporate credit has been under pressure in 2015 due to a 
combination of weaker economic growth, a near-record issuance of corporate 
bonds, and diminishing risk appetite. But we believe this has created a buying 
opportunity for fixed income investors.    

From an asset allocation perspective we continue to recommend an underweight in 
fixed income. However, within fixed income we continue to have a clear preference 
for high-quality corporate bonds, which we believe offers good value following the 
sell-off in H2/15. For example, the yield on US BBB investment grade bonds has 
increased from roughly 4.5% in H1/15 to 5.5% currently. On a spread basis (over 
government bonds), spreads have widened significantly from roughly 250 bps in 
H1/15 to 325 bps currently. Similarly, Canadian BBB investment grade spreads have 
widened by roughly 50 bps to 250 since the summer. Based on our analysis we 
believe investors should add exposure to corporate credit given the following:  

 First, we see continued, albeit slow growth, for the US and Canadian 
economy in 2016, and see little evidence of a recession next year. 
Corporate credit tends to outperform in this environment.  

 As a result of the sell-off in corporate credit we see good value. 
Historically, credit spreads have averaged 200 and 220 bps respectively for 
US and Canadian BBB bonds. Currently, at 325 and 250 bps respectively, 
credit is “cheap” relative to history. 

 Balance sheets of Corporate America are quite strong in our view. 
Currently there is over US$2 trillion in cash on US corporate balance 
sheets while S&P 500 net debt to EBITDA is at its lowest level in 25+ years.  

 Finally, with the Fed expected to hike rates soon, this should result in 
outperformance of corporate bonds over the next 6 to 12 months. Shown 
below, we calculated the spread change in the six months after the first 
Fed hike since 1970 and found that on average credit spreads narrowed 
by 53 bps in the six months following a Fed hike. If history holds, we 
should see corporate credit outperform governments next year.  

As illustrated in the attendant chart, it is rare to see corporate credit spreads at 
these levels absent a US recession. Given that we believe the US economy will 
continue to grow next year, we see this as a buying opportunity for corporate bonds.  

Credit Spreads Are Elevated Despite No Recession Historical Spread Changes Following Fed Hikes  
 

  
Source: Bloomberg, Raymond James Ltd.   
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Preferred Shares  

Lastly, one area where we see really good long-term value is the Canadian preferred 
share market. The Canadian pref market has been hit hard this year due to surprise 
rate cuts by the Bank of Canada (BoC). Fixed resets have been particularly beaten up 
as many of the issues experienced a cut to their 5 year dividend rates on the fixed 
reset dates. Many of the fixed reset issues are trading at 50 to 70 cents on the dollar 
(issued at $25 par value), resulting in solid dividend yields and upside price potential 
once interest rates normalize. We believe the next move by the BoC will be for a hike 
in H2/16, which if realized, could be a big catalyst for the fixed resets to recover in 
price.    

Year-to-date (YTD) the iShares S&P/TSX Preferred Share Index ETF (CPD-T), which 
tracks the S&P/TSX Preferred Share Total Return Index, is down 15.3%. As a result 
the 12-month trailing dividend yield has increased to 5.5%, which is the highest level 
since 2009. As the BoC begins to tighten monetary policy over the next few years, we 
believe the Canadian pref market, particularly fixed resets, will recover and deliver 
solid total returns for patient investors.  

 

 

 

 

 

 

 

 

 

 

 

Canadian Pref Market Sells Off On BoC Rate Cuts  Helping To Drive Dividend Yields Up  
 

  
Source: Bloomberg, Raymond James Ltd.   
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