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Thinking about the fair value of the S&P 500
based on long-term growth and profitability
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Summary
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Currently, the S&P 500 is trading below the sum of its Book Value and its Capitalized Current EVA. Since
1994, this has happened only once before, during the selloff of 2008-2009. At first glance, the market looks
exceptionally cheap.

Part of the perceived cheapness is due to the cost of capital, which falling interest rates have steadily driven
down over the past decade...

...but part of the cheapness may also be explained by the fact that EVA growth levels are currently high and
that investors are questioning whether such growth can be sustained. After the last recession, companies
have been very successful both in improving their margins and in growing their top lines.

This has driven the EVA Momentum of the S&P 500 to high levels. EVA Momentum the size-adjusted change
in economic profit, driven by margin improvements and sales growth.

It is very common to hear that the “market is cheap” these days, and that is true based upon current
profitability levels. If current sales growth and profitability levels can be sustained over the long-term, our
analysis suggests that the market is indeed somewhere between 10% - 25% undervalued, depending on
what happens in the short-term.

However, considering long-term sales growth and profitability levels lower than current ones — which seem
entirely possible given that those variables are at the top of their historical ranges — paints an entirely
different picture. An extended bout of merely average growth would imply the index is overvalued by
between 10% - 20%. Investors should carefully consider their long-term views before buying stocks based
upon perceived cheap valuations derived from the current, high levels of growth and profitability.
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Breakdown of S&P 500 Index Value
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o The chart above breaks down the S&P 500 into Book Value, Value from Current EVA (current profitability), and
Value from Implied EVA Growth (the 10-year EVA Momentum implied by the current market level).

o Currently, the S&P 500 is trading below the sum of its Book Value and its Value from Current EVA. Value from
Implied EVA Growth is slightly negative. Since 1994, this has happened only once before, during the selloff of
2008-2009. Investors are pricing in essentially zero growth in economic profit over the next 10 years. At first
glance, the market looks exceptionally cheap.
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Cost of Capital for S&P500 ex-REITs
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« Part of the perceived cheapness is due to the cost of capital, which falling interest rates have steadily driven down
over the past decade. Lower costs of capital increase the amount one should pay for a future economic profit
stream — they increase the Value of the index from Current EVA and lower the amount of Implied EVA Growth
which is necessary to make the index fairly priced. If a given profit stream is presently more valuable due to a low
cost of capital, a market multiple on (or spread above) that present value will appear to be lower.

« But part of the cheapness may also be explained by the fact that EVA growth levels are currently high and that
investors are questioning whether such growth can be sustained. What could happen if EVA growth drops?

o Over the next few slides, we investigate the drivers of EVA growth. We then model various macro-economic
scenarios and solve for the S&P 500 fair value.



EVA Margin and Sales Growth...

EVA growth (EVA Momentum) is
driven by two factors: EVA Margin
(economic profitability) and Sales
Growth. For a company to
increase its EVA, it must either
improve economic margins or grow
sales in units which have positive
margins.

Currently, levels of both economic
margins and revenue growth are
high. After the last recession,
companies have been very
successful both in improving their
efficiency and in growing their top
lines. The current EVA Margin of
the S&P 500 is 3.6% and the
current year-over-year Sales
Growth rate is 10.5%.
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...Drive EVA Momentum
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« EVA Momentum is the change in a firm’s economic profit in a given period divided by its sales in the prior period.
It is the size-adjusted change in economic profit, driven by margin improvements and sales growth.

« Rising margins and sales have driven the EVA Momentum of the S&P 500 to high levels, although the current level
of 1.2% is down from the recent peak.




S&P 500 Targets
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S&P 500 Target Levels LONG-TERM (Years 3-5)
) Scenario Very Strong Strong Medium Weak
The axes of the table to the right sales Growth 12% 9% 6% 3%
show hypothetical Sales Growth and EVA Margin  3.5% 25% 1.5%  0.5%
EVA Margin levels for various short-. = |Very Strong 12% 3.5% 1569 1308 | 1086 | 899
term and long-term macro-economic ®
. 0, o,
growth scenarios. The proposed ;_-_ Strong 9% 2.5% 1522 1272 | 1059 879
levels of the variables are based on & | Medium 6% 1.5% 1477 1238 | 1033 861
their historical ranges. e Weak 3% 0.5% 1434 1204 | 1008 843
o
T | Recession -3% 0.0% 1371 1161 981 830

Starting with their actual current values, we assume that growth and margins move over the next year to the short-
term targets — and then over the following two years to the long-term targets. We then hold levels constant for
another two years until year five. We then take the present value of the economic profit (EVA) implied by the
scenario and back out the implied S&P 500 level.

It is very common to hear that the “market is cheap” these days, and that is true based upon current profitability
levels. If current sales growth and profitability levels can be sustained over the long-term (the “Very Strong”
scenario), the implied index levels above indeed suggest that the market is somewhere between 10% - 25%
undervalued, depending on what happens in the short-term.

However, considering long-term sales growth and profitability levels lower than current ones — which seem entirely
possible given that those variables are at the top of their historical ranges — paints an entirely different picture. The
key is that a secular, longer-term shift in growth and profitability has far more influence on the present value of the
S&P 500 than does what happens in the short-term. The market currently appears appropriately priced for
“Strong” short- and long-term growth. But an extended bout of merely average (“Medium”) growth would imply
the index is overvalued by between 10% - 20%; an extended bout of very bad (“Weak”) growth implies the index is
25% or more overvalued. In our view, the “Weak” long-term scenario is unlikely, but the “Medium” one may be as
likely as the “Very Strong” one. Investors should carefully consider their long-term views before buying stocks
based upon perceived cheap valuations derived from the current, high levels of growth and profitability.
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= Visit www.evadimensions.com and download
resources

= Read The Investor’s Guide to EVA and The
Empirical Case for EVA and PRVit

= Software demonstration
= Contacts

» Craig Sterling, Global Head of Equity Research
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Value Driven by Geoff
Colvin

EVA Momentum I E
Ranking featured
on Forbes.com

A Momentum Ranking

Forbes.com | June 2011

=== How's Your Company
Really Doing?

EVA Momentum
Ranking featured on
Forbes.com

=— EVA Momentum: One
Ratio Tells the Whole
Story
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Investment Research

Corporate Finance Tools

Our Express Suite, including the PRVit Use our next generation EVA Momentum
stock ranking and screening system and
the analysis and valuation tools in EVA

Express and Value Express, help

framework and software tools to
measure, manage and maximize value.
Set accurate targets, generate
professional investors make better and actionable insights into performance
faster buy-sell decisions for their and plans, measure acquisition value --

portfolios. all with the push of a button.

EVA for Investors >> EVA Tools for the CFO >>

Welcome to evaDimensions

True financial intelligence for management and investment decisions

What is EVA?

EVA, or economic value added, is a special way to measure profit that is better than all
others. It measures "economic profit" as opposed to accounting profit. It is measured after

1 formed EVA Dimensions to
help corporations,
consultants and investment
professionals bring the EVA
framework in-house with a
rich set of software tools, data bases,
training and support services. We are not
a consulting firm -- we are a technology
shop that can put more true financial
intelligence on your desktop at a lower
price point than ever before possible.

- Bennett Stewart, Founder and CEQ

EVA Learning Center

Learn all about EVA, and why it is the
best way to measure performance and
maximize value. Learn about EvA
Dimensions' powerful advance on EVA
-- the new EVA Momentum ratio-based
framework. Review rankings, research
reports and product manuals.

Visit the Learning Center >>

'EVA in the Academy

We offer special academic pricing to
bring our Express Suite of EVA financial
analysis and valuation tools into
classrooms and research labs, and for
investment clubs to use in evaluating
stocks. We also offer privileged access
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EVA Momentum In Brief EVA in Action

Best description of how EVA
drives better corporate
decisions

Proof EVA better explains
share prices than other
metrics

Best description of EVA
framework and the new EVA
ratio metrics

Best short description of
EVA Momentum measure
and methodology

Case studies in value
creation from using EVA

QevaDimensions

EVA Dimensions
Corporate Administered Starter Program

Best description of our
process for advancing EVA
and FRS
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