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The Stock Market is Still Undervalued...Here’s Why

Brian J. Friedman, CFA

In 2008, with mortgage foreclosures mounting and the economy in the depths of the “Great Recession”
Earnings per Share (EPS) for the S&P 500 Index tumbled to $58.32, a 31.7% decline from the pre-recession
peak of $85.43 (EPS for the S&P 500 Index is the total earnings for all 500 companies divided by the total
shares outstanding; please see Chart 1). Surprisingly, corporate profits rebounded very quickly as companies
slashed costs and unemployment skyrocketed. By 2013 EPS reached $108.43, surpassing the 2006 peak by
26.9%. Despite a spectacular 176% gain off the March 2009 bottom, the S&P 500 Index stands only 19%
above its pre-recession high.

Earnings volatility contributed to the panic, particularly in the financial industry. Since earnings are
a construct of accounting rules and assumptions they overstated losses during the financial crisis. For
example, accounting rules forced financial institutions to write down mortgage-backed securities (MBS)
as prices collapsed during the market panic (called “Mark-to-Market” accounting), even though most MBS
actually continued to make cash payments or retained collateral value. As such, cash flows were much less
volatile than earnings. Cash Flow per Share for the S&P 500 Index fell 17.6% during the recession and is
now 30.1% above its prior peak.

More stable cash flows despite collapsing earnings gave us confidence to maintain our stock market holdings
in 2008 and 2009. Only by studying both measures of profitability — as well as balance sheet data - were
we able to glean a clearer picture of corporate health than by looking at earnings alone. Even now earnings
and cash flows diverge in certain segments of the market — particularly regional banks and industrial
companies — due to accounting and economic effects that linger from the recession. Studying cash flow
statements and balance sheets allows us to better understand some of these anomalies.

Ch 1
art The S & P 500 Index
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P/E is very useful, but not the only way to value stocks

If earnings are only one way of understanding corporate profitability, then using the Price-to-Earnings
(P/E) ratio as our only indicator of value could be misleading. In September 2007, just prior to the crash,
the P/E ratio for the S & P 500 Index was 17.1. At its low in March of 2009, the P/E ratio for the S&P 500
Index was 11.6. It is now once again back up to 17.1. What does this number mean? Is it high or low? If the
market crashed last time it reached a P/E of 17.1, then surely it must be too high — or is this an irrelevant
comparison?

The arithmetic of the P/E ratio is actually very simple. If we expect a company to earn $1 per year for its
stockholders, and we pay $17 per share of stock, then our return should be no less than 5.9% per year
(1+17 = .059 = 5.9%). We say “no less” because the $1 in earnings may increase if the economy grows. As
we mentioned above, earnings managed to grow by 26.9% from the pre-recession peak through 2013 — an
annual average of 3.3% (Of course, instead of steady annual growth, earnings and stock prices initially
plummeted during the recession and then skyrocketed during the recovery). In this situation our return
expectation is roughly 9.2% per year (5.9% + 3.3% = 9.2%). If future earnings growth resumes its more
normal pace of 5% to 6% then our return expectation would be higher. While other factors must be
considered, a P/E ratio of 17.1 is not inherently alarming.

Price-to Cash Flow (P/CF) is also an important valuation indicator

Similarly, the S&P 500 Index companies sold for a multiple of 4.4x annual cash flow at the bottom in
early 2009. Therefore, this Price-to-Cash Flow (P/CF) valuation metric implied annual returns of at least
22.7% (S1 per share in annual cash flow divided by the $4.40 price, i.e. 1:4.4 = .227 = 22.7%). In fact,
the S & P 500 Index returned 22.6% per year over the past 5 years since bottoming in March 2009. Cash
flow proved to be a better indicator of profitability and stock market return than earnings over the past
five years of recovery. While not always as clairvoyant, cash flow is another good indicator of corporate
profitability and P/CF is an important valuation tool. The P/CF ratio for the S&P 500 Index is now 9.2,
implying returns of at least 10.9% depending on future cash flow growth. Once again, the P/CF data is
not flashing a warning signal.

Price-to-Book Value is the third valuation metric on our “Dashboard”

A third valuation benchmark is the Price-to-Book Value (P/BV) ratio. This metric is particularly informative
for financial companies. “Book Value” is another term for “Shareholders Equity” or “Net Worth”. A
company’s Book Value is equal to its assets minus its liabilities. P/BV allows us to assess the value of a
company relative to its balance sheet. Beyond financial companies, P/BV can be useful for other asset
intensive industries such as natural resources, utilities, or industrial companies.

Asset intensive companies with substantial fixed costs often experience more extreme earnings and cash
flow fluctuations. During recessions when revenues slide even modestly, profits can plummet for these
companies to either very low levels or losses. Although share prices may also plummet in response, fixed
cost companies will nonetheless continue to carry very high P/E or P/CF ratios (This is just arithmetic. Any
share price divided by a very low number produces a high P/E or P/CF ratio and any share price divided
by a loss — a negative number - does not provide any meaningful information for valuation purposes). P/
BV can be a better valuation indicator for these companies because balance sheet data is often more stable
than earnings or cash flows.

Many investment professionals understand that stock valuation for financials and cyclical companies is
often counterintuitive. P/E and P/CF ratios are typically very high when these stocks are “cheap” and very
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low when they are “expensive”. The stock market usually understands business cycles and will not reward
cyclical companies with high valuations when profits are nearing their peak. During the last business
cycle, however, many investors felt that “this time was different”, forgetting traditional valuation principles
and thereby inflating the real estate and financial bubble. Of course, it was not different and the crash was
subsequently bigger. At present, P/BV ratios are quite reasonable and also not flashing an alarm.

The GHPIA Equity Valuation Dashboard

On our “GHPIA Equity Valuation Dashboard” we establish valuation benchmarks for each major equity
asset class (Large, Medium, and Small Companies — and — Growth Stocks vs. Value Stocks) using all three
of the valuation metrics outlined above — Price-to Earnings (P/E); Price-to-Cash Flow (P/CF); and Price-to-
Book Value (P/BV). As is usual, each tells a somewhat different story, but by combining all three we get a
clearer picture of stock market valuations.

P/E ratios exceed our valuation benchmarks for Small and Mid-cap stocks, but indicate that Large-cap
stocks remain undervalued. Earnings, however, appear understated relative to cash flows and book value
for the Mid-cap and Small-cap stock indexes. Part of the reason for this discrepancy is because financial and
cyclical companies comprise a large percentage of the Small and Mid-cap indexes. For example, financials
and cyclical companies are approximately 51% of the S & P 600 Small-cap Value Index and 58% of the S
& P 400 Midcap Value Index. P/CF and P/BV metrics indicate much more reasonable valuations for these
segments of the stock market.

We continuously monitor earnings, cash flows and balance sheets to better understand corporate health
and the broader economy. To do so requires a more sophisticated understanding of accounting and valuation
rather than just a simplistic reliance on earnings alone. While the stock market will always be volatile, we
do not believe stocks are currently overvalued. Nor do we believe the Mid-cap and Small-cap asset classes
are overvalued despite higher P/E ratios at present. Cash flows remain robust and P/CF valuations are still
reasonable.

One particular anomaly stands out for the Mid-cap and Small-cap Value Indexes. Regional banks comprise
a significant percentage of these indexes, but their earnings are still quite low. Their average P/E ratio is
around 22 with some as high as 45 or so, very high numbers for banks during normal times. Despite these
higher P/E ratios, most continue to sell for quite reasonable P/BV ratios. Upon closer inspection regional
banks continue to conserve their cash and build excess capital, often investing in liquid, safe and low
yielding treasury bonds or high quality mortgage securities rather than lending to business customers.
This is certainly a lingering effect of the financial crisis and current Federal Reserve policy. As lending
conditions improve, most of these banks will use their financial firepower to substantially boost earnings.
The P/BV ratio is a much clearer indication of their true value based on their renewed balance sheet
strength rather than their current meager earnings.

The GHPIA Valuation Dashboard gives us “check engine light” indicators
The GHPIA Valuation Dashboard certainly has a “check engine light” on for certain segments of the
market due to higher P/E ratios. When we look under the hood, however, we see that P/CF and P/BV
metrics continue to indicate reasonable valuations. Of course, we always review our benchmarks as well as
current valuation metrics to determine degrees of overvaluation or undervaluation. Valuation continues to
be an art rather than a science, but we utilize our dashboard to better understand when the stock market
is making inappropriate judgments from the perspective of a long-term investor. At present, we think the
stock market is generally undervalued with further room for appreciation over the long-run.

GHP Investment Advisors, Inc.




S & P 500 Large-cap Growth Stock Index Price-to-Cash Flow (P/CF)
Undervaluation/Overvaluation
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S & P 500 Large-cap Value Stock Index Price-to-Cash Flow (P/CF)
Undervaluation/Overvaluation
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S & P 500 Mid-cap Growth Stock Index Price-to-Cash Flow (P/CF)
Undervaluation/Overvaluation
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S & P 500 Mid-cap Value Stock Index Price-to-Cash Flow (P/CF)
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S & P 500 Small-cap Growth Stock Index Price-to-Cash Flow (P/CF)
Undervaluation/Overvaluation
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S & P 500 Small-cap Value Stock Index Price-to-Cash Flow (P/CF)
Undervaluation/Overvaluation
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Market Summary

The GHPIA Equity Valuation Dashboard
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Large-Cap

Growth Stocks 20.1 27.0 -25.6% 3.9 5.7 -31.6% 12.7 17.5 -27.4%

Large-Cap

14.9 20.2 -26.2% 1.9 2.5 -24.0% 710 13.1 -45.8%
Value Stocks

Mid-Cap

Growth Stocks 25.9 24.8 4.4% 3.6 4.5 -20.0% | 15.0 16.1 -6.8%

Mid-Cap

v 21.8 19.1 14.1% 1.9 2.2 -13.6% 1.4 12.4 -8.1%
alue Stocks

Small-Cap

Growth Stocks 26.3 23.2 13.4% 3.1 3.5 -11.4% 14.2 15 -5.3%

Small-Cap

VEII e 18.2 39.0% - c -14.3% 10.4 . -11.9%

*Please note that the P/E data reported above are based on “as reported” earnings information rather than “operating” earnings. “As reported” earnings
include one time write-offs whereas “operating” earnings reflect the profitability of a company as a going concern. We believe P/E ratios based on
operating earnings are a better long-term valuation indicator, but Standard and Poor’s does not report this information for the style indexes used in
our calculations. To address this issue we have also included Price to Book Value (P/BV) and Price to Cash Flow (P/CF) data, which are other important
valuation indicators.

GHP Investment Advisors, Inc. benchmarks are based on proprietary models. P/E, P/BV and P/CF data are provided by Bloomberg L.P. as of 03/31/2014.

Returns by Index

Index 2014:Q1*
DJIA Total Return -0.15%
NASDAQ 0.83%
S&P 500 1.81%
S&P 500/ Value 1.63%
S&P 500/Growth 0.99%
S&P MidCap 400/ Value 3.50%
S&P MidCap 400/Growth 1.90%
S&P SmallCap 600/ Value 1.74%
S&P SmallCap 600/Growth -0.11%

DJIA, NASDAQ & S&P Returns: Bloomberg L.P. as of 03/31/2014.

*Dividends Reinvested.
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Financial Planning
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Financial Concierge Services

Financial Planning

We create a personalized financial
plan to help you meet your wealth
management goals — and give you
peace of mind.

Portfolio Management
We develop and implement an
integrated portfolio investment
strategy, taking into account your
individual investment goals, time
horizon and risk tolerance.

Financial Concierge Services
We relieve you of the everyday burden
of your financial affairs.

Business Advisory Services
We help you drive your continued
SUCCess as a business owner, executive
or entrepreneur.

Investment Insight is published as a service to our clients and other interested parties. The information within is not intended as investment advice. To update
your address or to request additional copies of Investment Insight, please contact Sommer Vincent at (303) 831-5055.

GHP Investment Advisors, Inc.
Registered Investment Advisor

1670 Broadway, Suite 3000
Denver, Colorado 80202

P (303) 831-5000

F (303) 831-5082
Invest@GHPIA.com
www.GHPIA.com
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