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Since 1995, Applied Finance  has been a global thought leader on equity valuation and portfolio construction grounded in 

utilizing a valuation approach rather than common  price multiple value metrics.  Having performed over 20,000,000 

company specific valuations, Applied Finance understands the necessary properties and process to invest with a long-

term perspective to allow markets to uncover the “valuation gap” over time.  In 2004 Applied Finance constructed its 

large cap Valuation 50 portfolio, with three primary goals: outperform the SP500 with lower annual volatility and annual 

turnover of less than 20%.  While we do not believe in selling performance, we are proud of having met our goals during 

the past 15 years.  

Too often advisors and consultants evaluate equity managers based on 

their 1, 3, 5 year performance. Research shows making decisions on short 

term return data more often than not leads to consistent under-

performance*.  Since stock returns are very volatile, it may take strategies 

more than 5 years to fully play out and exploit sustainable excess returns. 

The most reliable manner to outperform for your clients in the long run is 

to identify investment managers that consistently employ a sustainable 

and repeatable process grounded in sound economic theory that has 

successfully outperformed its benchmark over the long term.

Our best clients have always been informed clients.  The reason is simple, over any given time period, anything can 

happen performance wise, however they know the Valuation 50 construction process is unique, rigorous, repeatable, 

and sustainable.  Built on a time-tested framework, the Valuation 50 should to deliver outstanding results over the 

long-term and provide you the tools to have meaningful and successful client meetings.

Applied Finance Valuation 50 vs SP 500 Performance

*The Folly of Hiring Winners and Firing Losers: Rob Arnott Vitali Kalesnik Lillian Wu September 2017

VALUATION 50 STRATEGY 

Objectives
• Alpha
• Risk Mitigation
• Tax Efficiency 

Selection Universe: S&P 500
Diversified 50 Holdings
Sector Neutral to S&P 500
Stocks Equal Weighted in Sector
Quarterly Rebalanced

• Sector Neutral
• Stocks Equal Weighted

Low Annual Turnover
• Since Inception: 16%
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In 1995, the partners of Applied Finance created the 

Economic Margin Framework, which fundamentally 

changed equity analysis and valuation.  Instead of relying on 

distorted, noisy as-reported accounting data, Applied 

Finance systematically reconstructs income statements and 

balance sheets for over 20,000 companies globally to 

address issues such as: Inflation, R&D, Asset Intensity, Asset 

Age, Off Balance Sheet Assets and Liabilities, among many 

others.  Similarly, Applied Finance  redesigned the process 

to value equities globally.  

Figure 2. Ratio based estimates of value, tend to
outperform the market as documented by Fama/French
and many other academics. However, such approaches
are poor proxies for understanding a firm’s true intrinsic
value and identifying the best market opportunities based
on deviations from such a metric. Applied Finance’s
extensive live database allows our research team to
thoroughly test and understand the performance of our
intrinsic value estimates compared to the common “value”
estimators such as P/E and P/B used by most investment
managers. From a performance standpoint, there is no
comparison, as Applied Finance’s intrinsic value estimates
dominate traditional ratio based “value” approaches. Even
proprietary ratios will likely fall short, as valuation is not a
simple division, but a complex model incorporating risk,
growth, competition, and economic return.
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What ultimately sets the Applied Finance approach apart from any other is how it explicitly links a firm’s corporate 

performance to its estimated intrinsic value.   Making valuation useful is a key competitive advantage Applied Finance 

has over all other investment managers. Since 1995, our team has performed over 20,000,000 valuations and that 

experience shows as we compare the performance of our intrinsic value estimators versus other common approaches, 

such as P/E and P/B ratios. 

Applied Finance  Valuation vs P/E and P/B

Furthermore, by not using unrealistic perpetuity value calculations, or simple ratios to determine intrinsic value, Applied 

Finance  pioneered the use of incorporating established economic theory of competing away excess returns to properly 

estimate a firm's intrinsic value. 

VALUATION DRIVEN INVESTING

A ratio such as P/E, P/B, or any other multiple does not 
begin to capture the richness required to understand 
intrinsic value, which necessitates understanding:

Applied Finance has completed over 20,000,000 
valuations, consistently identifying securities trading 
above or below their intrinsic value.

“Value” is not Valuation

• Risk
• Growth

• Competition
• Economic Profitability
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Applied Finance created a process to construct portfolios called Valuation Driven Investing.  Valuation Driven Investing 

begins and ends with calculating the intrinsic value of every stock in a benchmark against which a portfolio is constructed, 

and comparing those values against traded prices.  The undervalued securities identified from this process are then 

evaluated on the basis of additional proprietary Applied Finance metrics and/or an analyst team to determine the 

securities most likely to outperform the benchmark.  In addition to valuation, Applied Finance has identified Management 

Quality, Earnings Quality, Operating Momentum, and Price Momentum as additional important factors to explain future 

stock returns.

Applied Finance Variable Analysis S&P 500 1998-2018 

*Annualized Returns 9/30/98 - 8/31/18
Market Column reflects Equal Weighted S&P 500 Returns
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Applied Finance Valuation 50 Selection Process 

The Valuation 50 portfolio is sector neutral to the SP 500, and the securities within each sector of the portfolio are equal 

weighted.  Further, within each sector the holdings are selected to minimize correlated returns as much as possible. 

Valuation 50 is a portfolio that is sector neutral, equal weighted within sector, consisting of undervalued, high quality 

companies with annual turnover averaging less than 15%.   

VALUATION DRIVEN INVESTING
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And accuracy audit

In-depth Modeling
Valuation Scenarios 

Company Analysis
Proprietary Factors

Competitive, Regulatory 
Legal and Peer Analysis

Correlation Analysis
Portfolio Consideration

Investable 
Universe
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BENEFITS:
• The analyst team does not look for investment ideas for the sake of idea generation
• Instead analysts focus on analyzing and vetting companies to mitigate risk
• Analysts have the luxury of becoming intimate with companies of interest and their industries

SELL CRITERIA:
• Identify stocks in the lower half of their sector valuation ranking
• Fast deteriorating fundamentals make value and risk/reward unfavorable
• Negative events un-reflected in fundamental data or street analysts estimates

Extensively analyze the most undervalued companies to verify attractiveness, stress-test them under 

various proforma scenarios and assess risk/reward trade offs .

Evaluate management’s historical ability to create shareholder wealth, forward looking growth 

strategy, capital deployment policies and audit the quality of their reported earnings. 

Examine industry peers, competitive landscape and factors that are outside of their control such as 

potential litigation or  government interference.

Construct a risk-mitigating portfolio that is diversified across the S&P 500 with low return correlations 

and have all the attributes to want to own them for a decade. 

Top 30% Undervalued 

Remove companies with 
suspect management teams 

and poor policies.

Remove companies with 
potential headwinds

Build long-term portfolio with 
most attractive  risk-adjusted 

returns characteristics

With a dedicated process for buying and selling companies that are part of the Valuation 50 portfolio, our analyst are 

able to spend their time understanding the drivers steering the long-term valuation of a holding and less time looking for 

the next “hot stock” to get their investors excited. 

A particularly important feature of the Valuation 50 for tax-conscious investors is the low annual turnover the strategy has 

maintained since its inception, helping to defer and minimize taxable gains for the investors.  In addition to lower taxes for 

investors, the portfolio’s low turnover allows the Valuation 50 to harness time arbitrage and close the valuation gap between

intrinsic value and traded prices.  But just as important as low turnover, is the high degree of conviction Applied Finance has 

in the securities it selects for the Valuation 50 portfolio.  This again results from the rigorous process Applied Finance 

employs to identify and select the securities which make up the Valuation 50.  When asked what his favorite holding period 

for a stock is, Warren Buffet answered – forever.  We agree.

• Unforced turnover has been approximately 15% annually.

• 25% of actual turnover resulted from companies being acquired or going private, thus forcing their sale.

• Applied Finance strives to invest in companies with average holding periods of approximately 8-10 years. 

• This works to limit trading costs and taxes compared to shorter holding periods, increasing investor returns.

Valuation 50 Selection Process

BUY/SELL PROCESS RESULTS IN LOW TURNOVER
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Feature Benefit

50 Holdings 

Sector Neutral 

Equal Weigh Stocks within Sector

Quarterly Rebalancing 

Discretionary Turnover <= 20% 

Sufficient number of stocks for effective diversification

No sector bets, focus on bottom up stock selection

Focus on owning diversified exposure to attractive valuation not size

Stay close to weighting discipline, risk mitigation

Save transaction cost, maximize tax efficiency, harness time arbitrage

Valuation 50 Risk / Returns Characteristics  

VALUATION 50 CHARACTERISITICS

Valuation 50 Style ( 36 Month-Moving)
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Advisors are best positioned to support their clients when they are informed,  particularly during periods of extreme 

market volatility or underperformance.  Towards this end, Applied Finance provides unique supporting research to each 

of our investors.  This unique level of support empowers managers with  a suite of analytical tools, research reports, and 

market insights to help them be more informed for their client presentations.  

Market Review

 Target Price
 Overview
 Potential Issues to look out for

Company Write up

 Return Information
 Performance Detractors
 Market Thoughts

Event Updates

 Thoughts of Event
 Effects of Event
 New Target Price

VALUATION 50 SUPPORT

 Knowledge of buy thesis and potential concerns we are watching out for

 Be informed of company news events that effect our target price

 Understanding our view of the market and how it my affect holdings

 Identify Companies to Sell as You Move your Clients to the Valuation 50

 Answer one off Client Questions about a Stock

Applied Finance Support Benefits

Applied Finance Equity Insights Platform

Analytical Tools

 Company Review
 Portfolio Review
 Company Wealth Creation Report
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Disclaimers:

Applied Finance refers to Applied Finance Capital Management and its Affiliated Companies.

The Valuation 50 is a model portfolio designed to track the performance of a basket of stocks selected by Applied 
Finance. The Valuation 50 is a copyrighted product of Applied Finance, and may not be reproduced or used in 
any manner whatsoever without the prior express, written consent of Applied Finance.

Performance numbers represent past performance and may not be indicative of future returns. Performance 
assumes reinvestment of all dividends and capital gains.

References to stocks held in the Valuation 50 are for informational purposes only and do not constitute and offer 
to buy or sell any security.

The information and data contained in this presentation were obtained from sources deemed to be reliable, but 
Applied Finance makes no guarantee as to the accuracy or completeness of any such information or data.
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