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STock MARKET VALUATION MODELS

Our approach to investment analysis
and portfolio management involves the
use of fundamental research, quantita-
tive models, technical research and
portfolio optimization models to ana-
lyze individual securities and to con-
struct portfolios that balance risk and
reward.

But apart from the use of extensive
research and modeling, it is important
to realize that each company is a part
of the overall market for publicly
traded equity securities (i.e., the stock
market). Accordingly, it is useful to
understand if the stock market is over-
valued, undervalued or fairly valued.
We have developed proprietary mar-
ket valuation models to estimate the
valuation of the overall stock market as
represented by the S&P 500. The pri-
mary elements of the market valuation
models are described below.

The Chicago Models

The Chicago models, so named because
we developed them in that city a few
years ago, are based on a valuation
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model originally proposed and used by
Benjamin Graham. Benjamin Graham,
for those who are not familiar with him,
was a financial theorist, writer, and
teacher who is generally credited with
laying the foundation for much of modern
day securities analysis. One of Professor

(Continued on page 2)

EcoNOMICS 1-2-3

August 10, 2001

Understanding the economy may best be
accomplished by keeping the analysis
simple. | was inspired to this way of
thinking by an article | read recently in
the Wall Street Journal written by David
Wessel (Wessel, David. “Economic
Forecasting In Three Steps.” The Wall
Street Journal 19 July 2001:Al). In his

article, Mr. Wessel makes the point that:
“Economic forecasting can be complex
or simple. Complex isn’'t always more
accurate.”

| don’t believe that we are going to put
the practitioners of the dismal science
(Continued on page 6)
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STock MARKET VALUATION MODELS
(CONTINUED)

(Continued from page 1)

Graham’s students was the renowned
investor Warren Buffett, who studied un-
der Graham while a student at Columbia
University.

The Basic Chicago Model

The basic Chicago Model has several
components. The main component of the
Chicago model is based upon following
variables:

value is a function of [(eps, g)/i]

where:

eps = earnings per share

g = estimated growth in eps

i =AAA bond yield

By observing the relationship of value
being a function of [(eps, g)/i], it is easy
to see how the variables interact to ap-
proximate the way the market looks at
value. With eps and g in the numerator,
one can see that if either or both of these
variables increases, the numerator be-
comes a larger number and hence the
market’s value should increase. If on the
other hand interest rates increase, the
denominator becomes larger and the
market’s value should decrease. This is

(Continued on page 6)

ECONOMIC FORECASTS
(As of August 10, 2001)

Actual Forecasts

ECONOMIC FACTOR 1997 1998 1999 2000 2001 2002
Percent Change

Real GDP 4.4 44 42 50 16 3.0

GDP Price Index 2.0 13 15 21 23 21

Gross Domestic Product (GDP) 6.5 5.7 5.8 7.1 39 51

Consumer Price Index (CPI) 2.3 15 2.2 34 30 25
Variables In Levels

Unemployment Rate 5.0 4.5 4.2 4.0 49 50

3-Mo. Treasury Bill Rate 5,06 4.78 4.64 582 40 41

10-Yr. Treasury Bond Yield 6.35 526 564 6.03 50 53

30-Yr. Treasury Bond Yield 6.61 558 587 594 54 55

“It is easy to see how the
variables interact to
approximate the way the
market looks at value. ”
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Over/Under Valuation (%,

STOCK MARKET VALUATION
(As OF AucusT 10, 2001)
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At the present time (August 10, 2001) , we
believe the stock market, as represented by
the S&P 500, is overvalued by about 10%.
This is down from an estimated overvaluation
of about 12% in the previous week.

One of the great things about financial model-
ing is that it allows you to examine and ana-
lyze your assumptions. The three models
charted above use different sets of assump-
tions for earnings growth rates, interest rates
and other factors; and thus give three different
perspectives on the current stock market
valuation. The Chicago Model — O Version
and the Federal Reserve Model show over-
valuations of 10.0% and 10.1%, respectively.
Both of these models use fairly aggressive
assumptions for earnings growth rates. The
Chicago Model, which uses a more conserva-
tive set of assumptions for earnings growth
rates as well as past earnings and interest
rates, shows an overvaluation of 40.0%.

While we do not necessarily believe that the
market is overvalued by 40.0%, it should be
noted that many of the assumptions used in
the Chicago Model are realistic. If the market
were to accept these assumptions as repre-
sentative of future conditions, there could be
significant declines in the indexes. It is impor-
tant to be aware of this possibility and to
monitor the variables that are inputs to the
models for any signs that possibility is becom-
ing reality.

We tend to favor the Federal Reserve Model
and, even given its aggressive set of assump-
tions, believe that it is currently giving the
most accurate estimate of the stock market's
overvaluation at around 10%.

The workings of these models is discussed in
a feature article in this issue of the Review &
Outlook entitled, “Stock Market Valuation
Models.” (please see page 1).
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STOCK HIGHLIGHT:;
LINCARE HOLDINGS, INC.

Price (8/10/01): $28.56 Beta: 0.28
52-Week Range: $11.5625 to $34.3900 Shares O/S (Basic):  107.7 million
Dividend: None. Market Capitalization: $3.08 billion
Dividend Yield: n/a Fiscal Year End: December
EPS: $1.18 Industry: Healthcare Facilities
EPS Growth (5yr): 19.1% Float: 81.8 million
Avg. Daily Vol. 778,000 ROA (6/01): 14.40%

P/E (Basic ttm.): 24.20 ROE (6/01): 22.01%

P/B (6/01): 4.60 P/E/G 1.15

P/S (6/01): 4.06 P/E/G (2001E EPS): 1.04

Profit Margin (6/01): 16.8% 5Yr Est EPS Growth: 21%

Current Ratio (6/01): 2.10 Symbol: LNCR
Debt/Equity (6/01): 0.27 Exchange: NasdagNM
BUSINESS

(Source: Lincare Holdings Inc.)

Lincare Holdings Inc. and subsidiaries is one of the nation's largest providers of oxygen and other respira-
tory therapy services to patients in the home. The Company's customers typically suffer from chronic ob-
structive pulmonary disease (COPD), such as emphysema, chronic bronchitis or asthma, and require sup-
plemental oxygen or other respiratory therapy services in order to alleviate the symptoms and discomfort
of respiratory dysfunction. Lincare currently serves over 275,000 customers in 44 states through 510 oper-
ating centers.

For technical analysis information on LNCR, please see the Brookstreet Technical Research Focus List

which may be accessed from the Brookstreet website by following the links to Research, Dorsey Wright &
Associates, View and Edit Portfolio, Brookstreet Technical Focus List.

LNCR—Diluted Earnings Per Share
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STOCK MARKET VALUATION MODELS
(Continued)

(Continued from page 2)

a dynamic relationship with each of
these three variables constantly chang-
ing and giving rise to a constantly chang-
ing market value.

The expression of value in this relation-
ship is useful for a couple of reasons.
First, it makes intuitive sense. Second, it
allows us to mathematically compute an
approximate value for the market.

It should be noted that the same valua-
tion model can be used for valuing indi-
vidual stocks as well as the entire mar-
ket. In fact, this valuation model is one
of several that we use in our individual
stock valuation analysis.

In addition to the main component de-
scribed above, the other components of
the basic Chicago Model include histori-
cal Price-to-earnings ratios, dividend
yields, and other factors.

Chicago Model - O Version

The Chicago Model - O Version is a
variation of the basic Chicago Model de-
scribed above. This version of the model
focuses on the most aggressive assump-
tions and variables used in the Chicago
Model. When compared to the basic Chi-
cago Model, its aggressive assumptions
usually produce a valuation that is closer
to the actual market value of an index
when that index is overvalued.

RELATIONSHIP BETWEEN TREASURY YIELD AND EARNINGS
YIELD ON S&P 500

Federal Reserve Model

Federal Reserve Chairman Alan Green-
span often looks at the relationship be-
tween the yield of the 10-year Treasury
note and the earnings yield of the S&P
500 in making a determination as to
whether the stock market is overvalued
or undervalued.

Evidence of this first appeared in the
Monetary Policy Report to the Congress
in July of 1997. In this report, Mr. Green-
span observed that “...the ratio of prices
in the S&P 500 to consensus estimates
of earnings over the coming twelve
months has risen further from levels that
were already unusually high.” Mr.
Greenspan goes on to say that “changes

(Continued on page 9)

EcoNOMICS 1-2-3
(Continued)

(Continued from page 1)

out of business — nor do | believe we
should. Good economic research adds
much to our understanding of the econ-
omy and where it is headed. But as in-
vestment professionals, a broader and
more simplistic view of the economy may
provide a bit of important insight to us as
we make our investment decisions.

Three Economic Factors

Mr. Wessel suggests this: “Boil the
economy down to three factors: the
spending consumers do; the investing
businesses do in machinery, buildings,
computers and software; and the vitality
of the rest of the world.”

Can it be that simple? To answer this
guestion, | went back to my economic
(Continued on page 7)

“Changes in this ratio
[the ratio of prices in
the S&P 500 to
consensus earnings
estimates] have often
been inversely related to
changes in long-term
Treasury yields...”
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EcoNOMICS 1-2-3
(Continued)

(Continued from page 6)

textbooks from college (I was an eco-
nomics major as an undergraduate at the
University of California, Riverside. That,
by the way, does not make me an
economist!). What | found was quite sur-
prising — and quite simple! Let’s look at
one of the most basic identities in macro-
economics, the product side measure-
ment of Gross Domestic Product (GDP):

GDP=C+1+G+(X-M)

Where,

C = spending on consumer goods and
services;

| = spending on investment goods;
G = spending on government goods and

services; and
(X = M) = net exports, or exports (X) mi-
nus imports (M).

So, if we boil the economy down to the
three factors that Mr. Wessel suggests,
we may be capturing the majority of the
factors in the computation of GDP.

But what about the government’s spend-
ing on goods and services? This is no-
ticeably absent from Mr. Wessel's analy-
sis but is an important component in the
calculation of GDP. The answer, | be-
lieve, is that government spending — bar-
ring a major change in fiscal policy -
tends to be fairly stable from one year to
the next. Therefore, if one is trying to
figure out where the economy may be
going, it is the more volatile components

WHERE |Is THE EcoNOMY HEADED NoOw?

that produce change in the economy that
should be analyzed.

Where Is The Economy Headed Now?

It was recently reported that a number of
professional economic forecasters have
just sharply reduced their estimates for
the second-half of this year. Let us use
our new found insight to see if we agree

with this conclusion.
Consumer Spending

There are signs that the consumer has
been faltering. Fed Chairman Alan
Greenspan has expressed his concern
that losses in stock wealth and a softer
job market may lead to a reduction in
consumer spending. The latest report

CONSUMER SPENDING

from The Conference Board may be con-
firming his fears, as it showed that its
Consumer Confidence Index fell to a
level of 116.5 in July from its pervious
level of 118.9. When consumer confi-
dence declines, people stop spending.

Nonfarm payrolls declined by 42,000
jobs in July, the third decline in four
months. The unemployment rate, how-
ever, remained at 4.5% - which is an his-
torically low rate.

In a sign that consumers may be reign-
ing in debt-financed purchases, con-
sumer credit declined by $1.5 billion in
June from May. This was the first
monthly decline since November 1997.

Consumer spending accounts for about
two-thirds of U.S. economic activity. Any
recovery in the economy will have to be
largely driven by the consumer. A cou-

(Continued on page 8)

“What | found was
surprising—and quite
simple!”
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EcoNOMICS 1-2-3
(Continued)

(Continued from page 7)

ple of factors that might help the con-
sumer lead a recovery are the tax cuts
under way and declining energy prices.

Business Investment

Business investing has been in a slump
and doesn’t appear to be getting much
better. The latest Fed “beige book” re-
port showed continued weakness in
manufacturing and suggests that im-
provement in corporate profit margins
won'’t be coming soon.

The National Association of Purchasing
Management’'s index of manufacturing
activity declined to 43.6 in July from its
previous level of 44.7. A reading less

than 50 indicates that the manufacturing
sector is contracting.

And in yet another sign that manufactur-
ing remains weak, the Commerce De-
partment reported that U.S. factory or-
ders declined 2.4% in June.

Business investment accounts for about
15% of U.S. economic activity; but it is
much more volatile than consumer
spending and can drive the economy in
or out of a recession.

Net Exports

We can’t expect much help to come from
the rest of the world. The economies of
Europe, Asia and Latin America have
been weakening.

IMPORT PRICES DECLINED

To make matters worse, import prices
declined 1.6% in July, following a 0.4%
decline in June. The July drop in import
prices was the fifth decline in the past six
months. A drop in import prices is good
news for U.S. consumers who can buy
goods at lower prices; but bad news for
manufacturers who have to compete with
these lower prices when their margins
are already squeezed.

Conclusion

So, do we agree with the professional
economic forecasters that have reduced
their estimates for the second half of the
year? The answer is yes! Faced with a
weakening economy and an uncertain
employment environment , consumer
confidence has dropped off a little and
consumers have been reigning in their
debt-financed spending. These are indi-

CouLb WE HAVE ANTICIPATED THE REVISION?

cations that consumer spending may
weaken. Adding to the sluggish econ-
omy’s problems are a deepening invest-
ment slump and a deterioration in other
important world economies. All of this
suggests that, indeed, the second half of
the year may be slower than had previ-
ously been thought and that we are not
likely to see a recovery in the economy
until we see improvement in these three
major economic factors.

Another important question to ask is this:
“Could we have seen this revision in pro-

fessional forecaster estimates coming?”
| believe the answer is again, yes! There
have been many signs over the past
year that Wessel's three main areas of
the economy were deteriorating. While
the outlook for the consumer has been
mixed, the problems in the manufactur-
ing sector and business investment have
been readily apparent. And if one were
on the lookout for conditions in world
economies, the weakening there has
been visible too. At the very least, if we
could not have seen the revision com-

(Continued on page 9)

“There have been many

signs over the past year

that Wessel's three main
areas of the economy
were deteriorating.”
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EcoNOMICS 1-2-3
(Continued)

(Continued from page 8)

ing — we should have been alerted to use
some caution in our outlook.

This brings up another point regarding
the usefulness of this analysis. It can
provide a useful check on what others
are forecasting. By focusing on the most
important variables in the economy, it
may help us to organize and make sense
of what we read daily in the press about
the economy and to filter out some of the
noise in the data.

What about the longer-term outlook for
the economy? There are some ex-
tremely powerful economic forces in the
pipeline that should eventually give a
strong boost to the economy. These are:

the Fed interest-rate cuts totaling 2.75
points so far this year (note: many fore-
casters expect a further quarter point cut
when the Fed meets on August 21); the
tax rebate; and the reversal in energy
prices. There is usually a lag before
economic stimuli take effect — so the
second-half outlook may still be
clouded — but eventually these powerful
economic forces will give their boost.

Editor’'s Note: Our current forecasts for a
number of economic factors are shown
on page 2.

STOCK MARKET VALUATION MODELS
(Continued)

(Continued from page 6)

in this ratio have often been inversely
related to changes in long-term treasury
yields...” The chart that we have repro-
duced from Mr. Greenspan’s report and
put on page 1 of our Review and Out-
look shows this relationship (please turn
to page 1).

Our Federal Reserve Model looks at the

FAIR VALUE LEVEL OF

when taken as a whole. So one should
keep in mind when using this model that
the “fair-value” level of market valuation
may be quite a bit lower than what the
model is indicating. This is one reason
that we use the basic Chicago Model in
our analysis, even though the values that
it computes tend to be quite a bit lower
than the values computed by either the
Chicago Model — O Version or the Fed-
eral Reserve Model.

relationship between these two yields in
valuing the S&P 500.

It is interesting to note that the Federal
Reserve uses the I/B/E/S consensus
earnings estimates over the coming
twelve months (i.e., forward looking esti-
mates), even though it has been ob-
served that there is generally an upward
bias in analysts’ earnings estimates

MARKET VALUATION
Conclusion

One of the great things about financial
modeling is that it allows us to examine
and analyze our assumptions. The three
models discussed above use different
sets of assumptions for earnings growth
rates, interest rates and other factors;
and thus give three different perspec-
tives on the current stock market valua-
tion. At the time of this writing, the Chi-
cago Model — O Version and the Federal
Reserve Model show overvaluations of

(Continued on page 10)

“...eventually these
powerful economic forces
will give their boost.”
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STOCK MARKET VALUATION MODELS
(Continued)

(Continued from page 9)

10.0% and 10.1%, respectively. As
we’ve discussed, the Chicago Model — O
Version uses fairly aggressive assump-
tions (particularly the assumptions for
earnings growth rates) and the Federal
Reserve Model is biased upward by in-
flated earnings estimates. The basic
Chicago Model, which uses a more con-
servative set of assumptions for earnings
growth rates as well as past earnings
and interest rates, shows an overvalua-
tion of 40.0%. While we do not neces-
sarily believe that the market is overval-
ued by 40.0%, it should be noted that
many of the assumptions used in the
Chicago Model are realistic. If the mar-
ket were to accept these assumptions as
representative of future conditions, there

could be significant declines in the in-
dexes. It is important to be aware of this
possibility and to monitor the variables
that are inputs to the models for any
signs that possibility is becoming reality.

It should also be noted that although the
models show an overvaluation or under-
valuation for the market, the market can
stay overvalued or undervalued for long
periods of time. Eventually, however,
overvaluation and undervaluation are
corrected by a combination of changing
interest rates, changing earnings expec-
tations, and/or changing stock prices.

“...the market can stay
overvalued or
undervalued for long
periods of time.”
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BROOKSTREET TECHNICAL RESEARCH FOCUS LIST

The Brookstreet Research Services
Department maintains a focus list
based on technical research. We
maintain this list as a portfolio with
the Dorsey Wright Technical Re-
search service. You can access the
Brookstreet Technical Research Fo-
cus List by going to the Brookstreet
web site and following the links to:
Research, Dorsey Wright & Associ-

ates, View and Edit Port-
folio, Brookstreet Technical
Focus List.

Notices and Disclaimers

Additional information on securities discussed herein available upon reguest. The above information is taken from
sources which we deem reliable; we do not represent that it is accurate or complete, and should not be relied upon as
such. Such information is furnished as a matter of service only and is not deemed an offer to sell or solicitation of any
offer to buy a security mentioned herein. This report contains forward looking statements, and actual results will vary
from those presented. Opinions expressed are our current opinions as of the date appearing on this report. We have no
obligation to update this report and this report may never be updated, even if material events occur that may cause our
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those persons involved in the preparation of this material, may have investment positions in the securities discussed.
They may sell or trade these securities from time to time in the open market or otherwise. To accommodate the objec-
tives of its trading account, Brookstreet Securities Corporation or its affiliates and agents may hold long or short posi-
tions in the securities herein discussed, which positions may be inconsistent with the advice given by Brookstreet Secu-
rities Corporation. Its affiliates, its officers, directors, agents and employees may 1) be buying these securities from
customers or selling them to customers on a principal basis or as market maker, 2) may make purchases or sales of
these securities while this report is in circulation, and 3) may have an interest in options or other instruments connected
with the securities mentioned. Brookstreet Securities Corporation may also have managed or co-managed a public of-
fering of the Company’s securities within the past three years. Paul M. Wendee & Associates, LLC, of which Paul M.
Wendee is the Managing Member of the firm, is a General Partner and Paul M. Wendee is the Investment Manager for
the Intrinsic Value Fund, L.P., an investment partnership and private equity fund. Brookstreet Securities Corporation
isalso a General Partner of the Intrinsic Value Fund, L.P. TheIntrinsic Value Fund, L.P. often buys and sells securities
that are the subject of Paul M. Wendee's research reports, both before and after the research reports are published, and
the positions that the Fund takes may change at any time. Filings made by the Company with the Securities and Ex-
change Commission are available through the EDGAR database at www.sec.gov. No part of this report may be copied
or redistributed without our prior written consent. Copyright 2001.
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