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by around 14% and are still down (as of July 8) by around
4% in US dollar terms (chart 2).
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Chart 2: S&P 500 Index & MSCI European Monetary
Union Index

US STOCKS

S&P 500 Index (large-cap stocks)
Russell 2000 Index (small-cap stocks)
FOREIGN STOCKS

MSCI EAFE Index (developed foreign markets)
MSCI European Monetary Union Index
MSCI Emerging Markets Index
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1.01
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COMMODITIES

US Dollar Index (DXY)
Gold
Oil (WTI)
BONDS

BarCap US Aggregate Bond (investment-grade bonds)
BarCap US 20+ Yr Treas Bd Idx (long-term US treas)
Barclays Municipal Bond Total Return Index
Markit iBoxx USD Liquid Investment Grade Idx (corporate bonds)
Markit iBoxx USD Liquid High Yield Index (high-yield bonds)
S&P/Citi Intern'l Treas Bond Ex-US (foreign bonds)

2.46
7.00
2.83
4.49
5.12
2.89

5.50
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8.29
11.43

6.00
20.57
7.79
9.65
1.18
11.40

Source: Bloomberg
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US stocks and bonds delivered solid returns during the
second quarter with both asset classes generally rangebound right up until the United Kingdom’s European
Union (EU) referendum (chart 1). Even though the
outcome of the referendum was too close to call according
to most polls, the outcome was a surprise none-the-less as
forecasters’ consensus and the majority of market
positioning was for a “stay” outcome.
Chart 1

The vote result was clear enough, but “Brexit” is far from
being a 'done deal'. The numerous political hurdles that lie
ahead all but ensure uncertainty and confusion will remain
for some time. There is a Catch-22 type stalemate between
the UK and the EU. The UK does not want to start the
divorce process without first having an idea about what
new deal can be arranged, while the EU is, so far, refusing
to negotiate until a formal separation has been triggered.
It is entirely possible that Brexit will ultimately be
avoided. One way this could occur is if UK voters decide
that the costs of exiting are just too painful after they see
the ugly details of the deal that emerges. The EU will
likely drive a hard bargain during negotiations unless
financial markets force EU authorities to back down.
Nonetheless, the political situation is incredibly
complicated and there are a number of possible outcomes.
From a broader perspective, the Brexit referendum is a
symptom of a shift toward populism that appears to be
going on in the developed world.
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The “surprise” from our perspective was the degree and
duration of the setback in the US stock market (-5.3% for
the S&P 500 and two days, respectively). US stocks
recovered almost 100% of their decline within four days of
bottoming. European stocks, on the other hand, declined

The globalization push going back to the Reagan era left
middle classes exposed to ever growing global
competition. While we all gained from the benefits of
cheaper goods, it displaced many of the lower-skilled
masses. The transition also brought with it an era of lower
interest rates and cheap/easy credit. Lax regulations and
politicians encouraged lending the least credit worthy
households, corporations and countries. While this kept the
masses placated for many years, the job insecurity and
tightening of credit in 2008 brought it to an end.

Voters are now demanding economic policies that they
feel will boost stagnating incomes in the lower and middle
classes. The Brexit vote's message for politicians in both
the US and European countries seems clear: appease those
disillusioned by globalization and inequality or suffer the
consequences. In the US, the anti-globalization left-wing
policies of Bernie Sanders together with the antiimmigration policies of Donald Trump have risen to the
forefront.

Chart 4: S&P 500 Price/Earnings Ratio

Ultimately, a retrenchment from globalization, higher
taxes and re-regulation is yet another headwind to
corporate profits.
Investment Environment
During the quarter, US large-cap stocks (as measured by
the S&P 500) made a new all-time high. A few weeks into
the third quarter, the trend continues. Foreign stocks, on
the other had made their most recent high in mid-May,
2015 and are down around 15% since then (chart 3).
Chart 3: S&P 500 & MSCI EAFE
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BCA Research recently published a study comparing
valuations across multiple countries that included multiple
valuation measures1. They recalibrated each of these
measures based on US market capitalization weight, each
country’s domestic market capitalization weights and an
equal sector weighted average. Table 2 shows how the 22
countries studied rank on the basis of their aggregate
overall score.
Table 2
VALUATION
COUNTRY
India

Source: Bloomberg

As US large cap stocks have marched ever higher, so too
have their valuations – on both an absolute basis and
relative to developed foreign markets. Chart 4 illustrates
one of the most commonly used valuation measure for the
S&P 500, its price/earnings (P/E) ratio. It is currently 20%
higher than its 10 year average.
Historically, valuation has been the single best predictor of
long-term stock market returns. Low current valuations
tend to be associated with higher future returns, and vice
versa.
While P/E ratio is the most common valuation metric, it is
far from comprehensive. There are many others that
should be considered when assessing whether stocks are
trading at “cheap” or “rich” valuations. Further, comparing
valuations across countries is difficult due to differing
sector weights in various markets.

RANK*
1
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COUNTRY
Canada

RANK*
12

United States

2

Sw eden

13

Indonesia

3

China

14

United Kingdom

4

Korea

15

Australia

5

Euro Area

16

New Zealand

6

France

17

Mex ico

7

Japan

18

Netherlands

8

Brazil

19

Spain

9

Germany

20

Sw itzerland

10

Russia

21

South Africa

11

Italy

22
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While a cross-sectional examination of valuation ratios
provides a snapshot of how each country compares to its
peers, it is also important to consider where this ratio
stands relative to its own history. This is because valuation
gaps can persist across countries even after adjusting for
sector biases for a number of reasons. In general, the study
found a strong correlation between the composite valuation
indicator and subsequent market returns, whenever
1

Trailing P/E ratio, forward P/E ratio, price/cash flow,
dividend yield, price/book ratio, price/sales ratio, Tobin’s
Q (a measure of enterprise value of the firm relative to the
replacement costs of its assets) and market
capitalization/GDP ratio.

adequate data was available for the country (see charts at
end of Letter).
Table 3 summarizes the long-term implied returns for each
of the countries based on the standardized composite
valuation indicator.

term decline in interest rates has resulted in a 35-year bull
market in government bonds. We think it has come to an
end.
Chart 5: 10-Year Treasury Yield

Table 3
10-YEAR
COUNTRY

RETURN*
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Sw eden

12.3% Germany

5.4%

Japan

12.1% Brazil

5.3%

China

10.3% Canada

5.1%

Russia

9.2% Australia

4.4%

Sw itzerland

8.3% United States

4.0%

Spain

8.2% United Kingdom

3.7%

Korea

7.8% New Zealand

3.5%

Italy

6.3% Netherlands

2.8%

Euro Area

6.2% India

2.5%

Mex ico

6.0% South Africa

2.1%

France

5.9% Indonesia

-7.0%

*Total annualized 10-year real return
Source: BCA Research

It is interesting to note that some valuation ratios provide a
better forecast for future returns compared to others. For
example, both the trailing P/E and forward P/E were
notoriously bad at providing an accurate forecast for most
markets, whereas Tobin's Q and price/book ratios have
been much more accurate. Nevertheless, given the
pervasive use of the P/E ratio as a valuation benchmark for
analysts, it was included in the composite valuation
measure.
The message from the study is clear. The US stock market
is one of the most richly valued markets in the world with
relatively low expected long-term returns compared to the
other countries included in the study. While valuation isn’t
a good short-term market timing tool, it is a very good
indicator for evaluating long-term stock market returns.
We have maintained exposure to foreign stocks with an
over-weight in European stocks for some time. The
rationale has been that developed foreign markets are
attractive based on better value, more stimulative
monetary policy and depressed economic growth
expectations (i.e., growth is likely to end up being better
than anticipated and therefore result in a positive market
response). Our foreign stock exposure hasn’t been a great
call and has been a headwind to overall portfolio
performance. Nevertheless, we are sticking with it because
the prospects for longer-term returns are so compelling
relative to the US. In fact, boosting exposure over time
seems likely.
While the S&P 500 has risen to an all-time high, the
interest rate on the 10-year US Treasury Note dropped to
an all-time low of 1.36% on July 5 (chart 5). The long-

Source: Bloomberg

While interest rates in the US are extremely low, they
remain positive. By contrast, 58% of non-US government
bond capitalization now trade at negative interest rates. A
few examples are show in Chart 6. Extremely low and
negative interest rates in the rest of the developed world
have made US Treasuries attractive, both as safe havens
and as “high yielders”, at least when compared to negative
yields of many other countries’ sovereign debt.
Chart 6: Global Yield Curves

Source: Bloomberg

None of this will change overnight, but negative interest
rates abroad and Treasury yields well below domestic
nominal GDP growth (chart 7) are unsustainable over the
long-term. At the same time, poor value (based on a
number of measures), global supply (chart 8), politics
(with a “leftward” move by voters and politicians, budget
deficits will be allowed to widen) and policy
(policymakers are running out of monetary tools aimed at
keeping rates low) are making longer-term Treasuries less
compelling.
With US stocks at or near all-time highs, stock market
valuations at the high end of their range and government
bond yields at or near all-time lows, investment strategy is
as difficult as ever. Our cyclical (6 – 12 months) strategy
remains cautious even as US large cap stocks rally to new

highs after successfully digesting economic and political
bad news.

Chart 9: Relative Spread – Leveraged Loans Over
Fixed Rate High Yield Bonds

Chart 7: 10-Year Treasury Yield and Nominal GDP

Source: Bloomberg
Source: BCA Research

Chart 8: Global Government Bond Supply*

We are also considering US Treasury Inflation Protected
Securities (TIPS) as market implied long-term inflation
expectations seem too low (chart 10), and European
corporate bonds based on increasing demand due to
European Central Bank.
Chart 10: Inflation Expectations

*Value shown in billions of US Dollars
Source: BCA Research

In addition to trading at high valuations, US stocks are
technically “overbought” and due for at least a moderate
pull-back. We intend to increase our clients’ allocation to
stocks if a pull-back materializes.
Within fixed-income, we are lowering our clients’
allocation to government securities and the highest grade
corporate bonds and adding floating rate securities. These
are senior secured loans with a floating interest rate.
Because the interest rate on the loans in the portfolio are
tied to market interest rates, the value of the loans are far
less sensitive to changes in interest rates.
The asset class is often referred to as “leveraged loans”
and compared to high yield bonds from a relative value
perspective. As shown in chart 9, the interest rate spread
on a quality matched basis versus high yield bonds is at the
high end of its historical range indicating good relative
value. Leveraged loans also have a lower default rate and
higher recovery rates than high yield bonds.
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herein. Due to volatility within the markets mentioned, opinions are subject to
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risks including loss of principal invested. Past performance does not guarantee
future results.
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