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Introduction

In Part 1landPart 2of this threepart series, we established the basic principles of valuation and
provided evidence that backs those principlesTingen we demonstrated that valuation is a

function of soundness based on the current earnings yield that any given level of earnings offers
you. From there, we illustrated how the future rate of earnings growth, in conjunction with fair
valuation, will be lhe primary determinants of future returns.

A lot of what Part 1 and Part 2 were attempting to convey is the logical and common sense
nature of valuation in regards to sensible stock investing. When the investor has a solid
foundation of what real valuatias all about, they are less likely to be enticed into making bad
decisions by an often emotionaltyharged stock market. Therefore, extreme and anomalous
market behavior can be recognized and dealt with accordingly. In other words, fear and greed
can be ontrolled, thus paving the way for dialectic thinking.

Moreover, we tried to point out that valuation is about determining reasonable ranges of fair
value. In other words, fair value is perhaps more a metaphor than a precise or absolute
calculation. Furthenore, we demonstrated that a normal PE ratio of 15 represents a standard fair
valuation for companies whose earnings growth rates range from 0% to 15%. Once again, the PE
15 is not necessarily a perfect number; instead, it indicates a sound valuatreprissgnts an

earnings yield of 6% to 7%.

Therefore, and for example, the difference between a PE valuation of 14, 15 or 16 is not that
material to the longerm investor. Obviously, the lower the PE ratio you can purchase a
company at the better. Butetlheal value in considering valuation is the determination as to
whether the investment makes economic sense and whether or not the risk taken is acceptable.

To put it another way, higher PE ratios indicate a significantly lower return on investment
(earnngs yield) than prudence would dictate. In the same vein, extremely low PE ratios would
indicate great opportunity, assuming that earnings are not collapsing. Consequently, two points
come logically into view: Aberrant PE ratios indicate valuation imba&snand the necessity of
forecasting future earnings growth is of high importance.

Forecasting Future Earnings- The Key

Once you have determined that fair valuation, plus or minus, exists, then the prudent investor
should look to future earnings growthths likely source of future lontgrm returns. Then, by
applying the same principles that we presented and discussed in Parts 1 and 2, we can calculate
within a reasonable range of predictability what our future returns might be.
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There are several methatlst can be used to forecast future earnings, however, we should
always remember that these are forecasts and therefore, by their very nature, imperfect.
Nevertheless, having a reasonable expectation of what future returns you can expect is a lot
better han hope. Furthermore, once you have purchased a stock you can use this knowledge to
make smarter and sounder future buy, sell or hold decisions. In other words, you can manage
your portfolios more intelligently and effectively.

Extensive Comprehensive Reearch Effort

At the end of the day, there is no substitute for a comprehensive research effort and analysis.
Even then, it would be naive to expect perfection. However, the prudent investor should be
capable of determining reasonable expectations thdiecaglied upon to make intelligent long
term investing decisions. However, it should never be forgotten that these decisions must be
continuously monitored and kept-tqgp-date. Therefore, our first approach is to recommend a
comprehensive research effdfor the sake of this article we once again rely orFtBeS.T.

Gr a p hesefrch tool to facilitate this process.

In Part 1 and Part 2 we focused primarily on historical graphs that provided evstgpogting

our thesis under reaborld situations. Here in Part 3, we are going to move on by focusing on

the Estimated Earnings and Return Calcul ator
realize that these tools are calculators that sirophgpute whatever data is fed into them. They

also offer an override feature that allows the user to input their own estimates of their choosing,
thereby generating their own forecasts.

Nonsubscribers to F.A.S.T. Grajgthsould utilize spreadsheets or otleaiculating tools in

order to run their own numbers. However, the important point is that we believe that prudent
long-term fundamental investors should be making these types of calculations. Because, we
further believe that investors that have a realiggey of what their future returns may be, are
better prepared to handle whatever challenges the marketplace may bring.

Estimating Future Earnings to Calculate Future Returns

For simplicity and space constraints, we are going to look at three sample esripdarecast
future earnings growth and calculate future returns based on the standard 15 PE ratio. We will
look at one that historically has grown at 5% or lower, one that is betweed @4 and finally,

one that is above 10% and approaching our ikBB4ction point. Then we will offer a fourth and
final sample that looks at growth above 15% where PEG ratio valuation comes into play.
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Less Than 5% Growth- MGE Energy Inc (MGEE)

MGE Energy is a holding company based in Madison, Wisconsin. It is thet garapany of the

regulated utility Madison Gas and Electric Co. and other subsidiaries. Tyeaf Historical
FAST.Graphs shows that the companyds earni

nNgs gr o\

Moreover, we see the earnings and price relationshipagaia revealed. Clearly, this company

has historically traded between our st

andar d

PE ratio of 16.7. Most importantly, whenever it deviated from these fair valuation standards,

price inevitably and quicklyeverted to the mean.

www.mdeenergy.com
EARNINGS and PRICE Correlated F.A.S.T. Graphs™ (15 Year)
YEAR 1992 1999 2000 2001 2002 2002 2004 2005 2006 2007 2008 2009 2010 2011 2012
HIGH 2375 2388 238% 2780 3014 3584 3540 3875 3700 3724 3650 3823 4362 4785 4782
LOW 2052 1638 1675 20.88 2458 2500 2760 3050 2520 2940 2787 2727 3206 3706 43.03

MGE ENERGY INC(MGEE)

Price: 48 63
07132012
COM USD

LAY

O
===y Normal PE Ratio 16.7
Growth Rate 4.2%
GDFx15.0
Market Cap. 1.12 Billion

40% Debt

NASDAQ

- h Clos 3 * Ratio @ Earnings Justified Valuation

EPS 138 148 165 163 169 171 174 157 206 224 228 221 241 264 259e
Chghr 1% 7% 11% -1% 4% 1% 2% -10% 31% 9% 2% -3% 9% 10% -2%
DV 130 131 132 133 134 135 136 137 139 141 143 146 149 152 153
Historical Graph - Copyright @ 2012, F.AS.T. Graphs™ - All Rights Reserved www.fastgraphs.com




From a longterm performance point of view associated with the above earnings and price

correlated graphic, we discover performance that correlates to earnings. However, the reader
might note that the starting dividend yield in 1998 would have been 5.6%, which is materially

hi gher than todaydos 3. 1%.

T hirvaluagon.ovi des

MGE ENERGY INC(MGEE)
15 YEAR PERFORMANCE RESULTS

Amount Invested: $ 100,000 Shares: 4,348
Split-adjusted Price(12/31/1997): 23.00

Dividend Cash Flow

YEAR DividendiShare DivGR% Payout¥
1998 1.30 1% 945
1999 1.31 1% 38%
2000 1.32 1% 80%
2001 1.33 1% 81%
2002 1.34 1% 79%
2003 1.35 1% T9%
2004 1.36 1% T8%
2005 1.37 1% 87%
2008 1.39 1% B7%
2007 1.41 1% 53%
2008 143 2% G3%
2008 1.46 2% BE%
2010 1.49 2% 2%
2011 152 2% 57%

Total Cash Dividends:
Fair Value Yleld = 5% Closing Cash Value:
Closing Annualized ROR:
Total Value:
Total Annualized ROR:
Performance History - Copyright ® 2012, F.AS.T. Graphs™ - All Rights Reserved

Closing Value: $211,443.24
Closing Price(07/13/2012): 48.63
Cash Dividend % Return
55,644 57 5.6%
$5,686.75 B.7%
$5,732.40 B.7%
$5,773.71 5.8%
$5,815.49 5.8%
T3,862.41 5.9%
$5,913.28 5.9%
$5971.11 6.0%
$6,028.94 6.0%
$6,116.33 B.1%
$6,232.42 6.2%
$6,348.95 6.3%
$6,465.48 6.5%
$6,588.96 6.6%
S&P 500
5 84183.80 5 30,007.41
$211,443.24 $139,748.34
5.3%| 2.3%
$295,627.04 $169,755.75
7.7%| 3.7%
www.fastgraphs.com
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Although the forecasting graph (estimated earnings and return calculator) only shows one analyst
forecasting future growth of 4%,should be noted that this growth rate is also consistent with

t he company o0 s-yearavwrage.rCenseguently, givervtiee it historical
consistency of this regulated utility, a 4% growth rate seems plausible.

Note, for the reader to get hmaximum benefit out of interpreting the forecasting charts, a

few words of explanation are in order. The Estimated Earnings and Return Calculator
provides both near and lorgange forecasts. Specific earnings forecasts expressed in dollars

are provided ér the most current fiscal year and the next fiscal year. Then, the computer

simply calculates future earnings beyond that point at the consensusyfeas estimated

growth rate, or the most recent fivgear historical average.



Note that MGE Energy is cuantly trading at a PE ratio of 18.3 which is in excess of its

historical normal 16.7 PE ratio and/or our standard PE ratio of 15. Consequently, the rational
investor might expect that the future returns from investing in thisduglity utility at this gh
valuation could possibly limit and/or diminish letgym potential belovhistorical standards.
Furthermore, the risk taken to earn this potentially lower than normal rate of return is higher than
normal, or even what prudence would dictate.

Estimated Earnings and Return Calculator 5yr.Est.Tot.Ret.: 3.4%
YEAR 2011 2012 2013 2014 2015 2016 2017

MGE ENERGY INC(MGEE)

Price Clos

P/E "I Price:48 63
. 07132012

COMUSD
P/E:18.6

Estimated Earnings
Growth 4.0%
GDFx15.0
Capital IQ

Analysts
1
40% Debt

MNASDAQ

EPS 2.64 259 € 275 E 286 E 297 E 309 322 E

chavr 0%

v 152 153 € 159€e 165€ 172E 179€E 186 E
Forecast Calculator - Copyright © 2012, F.AS.T. Graphs™ - All Rights Reserved www . fastgraphs.com

Data courtesy Standard and Poors

Currently, MGE Energy offers a 5.3% earnings yield, which is below our standard of 6.6%
(100/15 PE) that a sounder PE ratio of 15 would provide. The bottom line is that MGE Energy
does provide a potential compound annual rate of return of 3.4% (see yellow highlight in right
hand corner of the graph) that is commensurate with its expectee dyterating growth;

however, overvaluation indicates it might be less than historical norms.



Nevertheless, by utilizing the principles of valuation and earnings growth, investors can estimate,
within a reasonable range of probability, the future retamthis company. Although this

expectation may not be absolutely precise, it should become clear that it is certainly within the
realm of reasonableness.

10 YEAR EARNINGS YIELD ESTIMATES
Clasing Price(07/13/2012); $48.63 - Assume an Investment of 100,000
Estimated Earnings $65,156 -vs- T-Bond Earnings $14,800
MGE EMERGY INC{MGEE) 10¥r Treasury Bond
#year 2056 Dividends EPS Gr 4.0% Earnings Div. Estimated Target Prc T-Bond Rate  Annual
Shares @  per Share GDF x 15.0 Yield Yield Dividends Est Tot Ret 1.48% Yield

1) 2012 §259E $153€E $5325€E 5.3% 3.1% §3145€ fés?sé § 1,480 1.5%
541.25

2)2013 §275€E $150€E 55654 F32T1Ee 6.1% 51,480 1.5%
54290

3)2014 $286E $165E $5880€E 5.9% 3402 € -0.8% $ 1,480 1.5%

42015 $297e  B172E 56115 5.1% 3.5% $‘§4fé 51480  15%
546.40

B) 2016 $309e $179€e $6359€E B.4% 3.7% F3680€E 51,480 1.5%

6) 2017 §322e 5186 F6614E 6.6% 3.8% §3827 § 1,480 1.5%

7)2018 §335€e 5104 FE878E 6.9% 4.0% §3980€e 3 é% § 1,480 1.5%
5219

2) 20149 §348€E 5201 §7154€ T.2% 41% F4139€e 4 29 § 1,480 1.5%
55428

9) 2020 §362€e 5209 7440 T4% 43% F4305€e 4 58 § 1,480 1.5%
$56.45

10) 2021 §376E 5218E F7TT7ITE T7% 4.5% F447TE 4T § 1,480 1.5%

Totals $65,156 E Ratio 4.4:1 $37 764 E 514,800
Performance History - Copyright @ 2012, F AS.T. Graphs™ - All Rights Reserved www . fastgraphs.com




5% to 10% Growth - Stanley Black & Decker Inc (SWK)

Our next example, Stanley Black & Decker Inc., a diversified global provider of hand tools,
power tools and related accessories moves a little further up the growth chain with a historical
recod of earnings growth of 7% per annum. There are a couple of interesting points to note on
this historical graphic. First of all, the normal PE ratio (15.1) and the calculated fair value PE
ratio (15) turn out to be virtually identical. Second, we seeabaty time stock price deviates

from these norms either over or under, it quickly returns to fair value. Finally, note the
overvaluation in 1998 versus undervaluation currently.

www.stanleyblackanddecker.com/
EARNINGS and PRICE Correlated F.A.S.T. Graphs™ (15 Year)
YEAR 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
HIGH 5725 3500 31.83 4857 52.00 37.87 4933 5175 54.59 8425 5218 53.42 6770 7219 21.90
LOW 2350 2200 1844 28068 2731 2084 3542 4151 4180 47.01 2419 2261 48786 4707 5953

STANLEY BLACK & DECKER INC(SWK)

Price: 60.19
07132012
COM USD
PIE:11.2
DivYld: 2.7%
Normal PE Ratio 15.1

Operating Earnings
Growtll Rate 7. U'ﬁ

Market Cap ‘10 29 Ehlllon

‘Overvaluation,

29% Debt
NYSE
Undervaluation
- h Clos i ] io & Earnings Justified Valuation
EPS 216 1.98 222 236 216 212 300 357 388 423 367 293 453 493 580
Chghvr 2% -8% 12% 6% -8% -2% 42% 19% 9% 9% -13% -20% 55% 9% 18%
DV 083 087 090 0894 099 103 108 114 118 122 126 130 134 164 164€e
Historical Graph - Copyright @ 2012, F.AST. Graphs™ - All Rights Resenved www.fastgraphs.com

The key takeaway that the associated performance graph on Stanley Black & Decker illustrates is
the undeniable effect of valuation discrepancies. Beginning overvaluation and ending
undervaluation destroyed performance exdéepthe contribution from dividend growth.



STANLEY BLACK & DECKER INC(SWK)
15 YEAR PERFORMANCE RESULTS

Amount Invested: $ 100,000 Shares: 2,119
Split-adjusted Price(12/31/1997): 47.19

YEAR Dividend/Share DivGR% Payoutl
1998 0.83 8% 38%
1999 0.87 5% 44%
2000 0.90 3% 41%
2001 0.94 4% 40%
2002 0.99 5% 46%
2003 1.03 4% 49%
2004 1.08 5% 36%
2005 114 6% 32%
2008 1.18 4% 30%
2007 122 3% 29%
2008 1.26 3% 34%
2009 1.30 3% 44%
2010 1.34 3% 30%
201 1.64 22% 33%

Total Cash Dividends:
Closing Cash Value:
Closing Annualized ROR:
Total Value:

Starting Overvaluation to Ending
Undervaluation Reduced Returns Below

7% Growth Rate

Total Annualized RORE
Performance History - Copyright @ 2012, F.AS.T. Graphs™ - All Rights Reserved

Closing Value: $127,542.61
Closing Price(07/13/2012): 60.19
Cash Dividend % Return
$1,758.77 1.8%
$1,84353 1.8%
$1,907.10 1.9%
$1,991.86 2.0%
$2,0987.81 21%
$2182.57 22%
5228852 2.3%
$2 415.66 2.4%
5250042 2.5%
52568518 2.6%
$2,669.94 27%
$2754.70 2.8%
$2,839.46 2.8%
5347516 3.5%
S&P 500
$ 3331068 $30,007.41
$127,542.61 $139,748.34
1. 2.3%
$160,853.29 $169,755.75
—p 3.3 3.7%
www.fastgraphs.com
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nature of
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compan:

expect fiveyear earnings growth to average 11.6%. However, they expect 18% earnings growth

for this fiscal (calendar) year, followed by 13% growth for fiscdl2Bbefore averaging the

11.6% forecast (12% rounded). If the company is successful in achieving these forecasts, then a
20.3% compounded annual rate of return out to calendaeyeb?017 would be a reasonable

expectation.

Estimated Earnings and Return Calculator
2012 2013 2014 2015 2016

STANLEY BLACK & DECKER INC(SWK)

YEAR 2011 2017

_: Near F!orecasrts

EPS 493 580E 6.56 E T
CharYr 9% 18% 13%
o 1.64 164€E 183E 204E 228E 254 E 284E

Forecast Calculator - Copyright @ 2012, F.AS.T. Graphs™ - All Rights Reserved

5yr.Est.Tot.Ret.: 20.3%

Price:60.19
07132012
COMUED
PIE1.2

Estimated Earnings
Growth 11.6%
GDF-PEGx15.0
Capital 1Q
Analysts
15
29% Debt

NYSE

Data courtesy Standard and Poors

www.fastgraphs.com




At todayods | ow valwuati on, St anl e y-avedga c k
earnings yield of 9.6%. Consequently, prospective investors are offered both a higher than

& Dec

normal capital appreciation potential, and a higher than normal starting current dividend yield.

10 YEAR EARNINGS YIELD ESTIMATES
Closing Price(07/13/2012); $60.19 - Assume an Investment of $100,000
Estimated Earnings $167,925 -vs- T-Bond Earnings $14,800
STANLEY BLACK & DECKER INC(SWK
#Year 1,661 Dividends EPS Gr 11.6% Earnings Div. % Estimated  Target Prc
Shares @  per Share GDF-PEG x 15.0 Yield Yield Dividends EstTot Ret
$87.00
192012 $580E  S164E 59,633 9.6% 27%, $2724E 10840
2)2013  $656e  $183e $10,306 & 10.0% 30% $3040e Tgaf%g
5109.61
32014  $732e  $204e 512,160 129% 34% $3302¢ 010
4)2015  $81TE  $228E 513570 € 136% 38% $3796E $12252b5':
5)2016  $912E  $254E 515,144 £ 15.1% 42% 4225 $12325f;
B)2017  $1018E  $284E 516,901 £ 16.0% 47% S4715E SR
20.3%
7)2018  $1136E  $31TE 518,862 £ 18.9% 53% 5262 $1179°'13£
$190.10
8)2019  $1267E  $354E $21,050 £ 211% 59% $5873E PR
9)2020 $1414E  $395€ $23.402 £ 235% 6.6% 506554 $211?2;£
10)2021  $1578E  S440E $26,217 £ 262% 7.3% $7,314E $21355'g?£
Totals $167,925E Ratio 11.3:1 $46,885 E
Performance History - Copyright® 2012, F.AST. Graphs™ - All Rights Reserved

10Yr Treasury Bond
T-Bond Rate  Annual

1.48%
51,480

$ 1,480
£ 1,480
% 1,480
% 1,480
$ 1,480
51,480
51,480
51,480

51,480
514,800

Yield
15%

15%

15%

1.5%

15%

15%

15%

15%

www fastgraphs.com




On the other hand, and once again due

history, the more prudent investor might want to gialie the future growth rate of this company
at a more conservative level. The following Estimated Earnings and Return Calculator uses an

t o

t

he

override calculation of 7% esti mat eytargr owt h

historical average earningsogvth rate.

Estimated Earnings and Return Calculator 5yr.Est.Tot.Ret.: 16.8%
YEAR 2011 2012 2013 2014 2015 2018 2017

STANLEY BLACK & DECKER INC(SWK)

Price:50.19
071312012
COMUSD
PIEM1.2

Estimated Earning
Growth 7.0%

GDF-PEG x 15.0
*OVERRIDE"

Analysts
1
29% Debt

NYSE

EPS 493 RE0E G.E6E T.02E TH1E a04E 8.60E
ChaYr 9% 18% 13% T% T% T% 7% Data courtesy Standard and Poors
D 1.64 164E 175€E 188 E 201€e 215€E 230e

Forecast Calculator - Copyright @ 2012, F.A S T. Graphs™ - All Rights Resernved www fastgraphs.com

What is interesting about this next forecast, and what we believe the reader should recognize and

understand, is that because wé sélculate fair value at our standard PE ratio of 15, the
company continues to offer an earnings yield of 9.6% even at the slower estimated growth rate.
However, what is materially different is the future expectation of a total compounded annual
return hat drops from our previous expectation in excess of 20% to a lower estimate of 16.8%.

b



Perhaps the most interesting part of this is how low valuations can still provide excellent long
term returns even if earnings growth rates turn out to be lowectheant forecasts. In other
words, the prudent investors should realize that it is the combination of valuation coupled with
earnings growth that ultimately delivers returns. Excessively high valuation can destroy future
returns, while low valuations canfeance them.

10 YEAR EARNINGS YIELD ESTIMATES
Closing Price(07/13/2012). $80.19 - Assume an Investment of 100,000
Estimated Earnings $140, 143 -vs- T-Bond Earnings §14,800
STANLEY BLACK & DECKER INC(SWK) 10 ¥ Treasury Bond
#Vear 1,661 Dividends EPS Gr 7.0% Earnings Div. Estimated  TargetPrc T-Bond Rate  Annual
Shares @  per Share GDF-PEG x 15.0 Yield Dividends EstTotRet 1.48% Yield

1) 2012 F580E 5164 € 596336 Bl 2 7% F2724E 1%8310%2 51,480 1.5%

2)2013 FE56E $175€ 510,896 E 109% 29% 52914€ ?33;@2 51,480 1.5%
$105.29

3)2014 5702 5188 € 511658 € 117% 3.1% F3118€E 27 gu 51,480 1.5%
$112.66

4) 2015 5751 3201 €e $12475 € 12.5% 3.3% $333T€E 29 0% 51480 1.5%
$12054

5)2016 5804 $215€ $13348€ 13.4% 3.6% $3570€E 12.8% 1480 1.5%

)2017  $860E  $230E $14,282 14.3% 38% $3820E - 13 $1480  15%
$138.01

7)2018 5920 3246 € $15,282 € 15.3% 4.1% 54088 € 15.4% 51480 1.5%
$147 57

8)2019 $o984eE $263€E $16,352 16.4% 4.4% P4374E 14.4% 51,480 15%
$158.01

9)2020 51053 € $282€e $17 496 E 17.5% 4.7% 54680 € 13.6% 51480 1.5%
10 $169.07

) 2021 F1127E $302e 18721 € 187% 5.0% 55008 E 13.0% 51,480 1.5%

Totals 5140143 E Ratio 9.5:1 $37,633E 514,800
Performance History - Copyright @ 2012, FAS.T. Graphs™ - All Rights Reserved www.fastgraphs.com




10% - 15 % Growth- Union Pacific Corp (UNP)

Union PacificCor p., one of Americab6s | eading rail way:
approaches the 15% per annum earnings growth
operating earnings growth rate of 14.4% shows that even at this high rate of gnevetiandard

PE ratio of 15 continues to be relevant. Studying this earnings and price correlating graph
validates the idea that it makes the most sense to invest in this company at a PE ratio of 15 or
lower.

WWwW.Up. Com

EARNINGS and PRICE Correlated F.A.S.T. Graphs™ (15 Year)
YEAR 1998 1999 2000 2001 2002 2003 2004 2005 2008 2007 2008 2009 2010 2011 2012
HIGH 31.88 3394 2641 3035 3253 3475 3473 4083 4274 6378 8580 8573 HB578 o7& iiaE
LOW 1888 1950 1712 2183 2850 2545 2740 2009 3281 4479 4184 3328 8041 7773 1Mm

UNION PACIFIC CORP(UNP)

Price: 118.15
07M3iz012
COMUSD

PIE: 15.7

DivYld: 2.0%

Hormal PE Ratio 16.6
Operating Earnings

Growth Rate 14.4%

GDF-PEG x 15.0

Market Cap. 56.56 Billion

Standard P

32% Debt
NYSE

EPS 000 167 186 195 227 213 ‘150 173 298 354 455 363 56? STB 814E

Chgivr MNMF NMF 12% 5% 16% -6% -30% 16% 72% 19% 29% -20% 56% 20% 20%

DIV 040 040 040 040 041 049 060 060 060 074 098 108 131 193 240€

Historical Graph - Copyright ® 2012, F.AST. Graphs™ - All Rights Reserved www.fastgraphs.com

The consensus of 28 leading analysts expects Union Pacific Corp. to grow earnings at a rate of
20% through this fiscal year, followed by 14% next fiscal year. From fiscal year 2013 on,
earning are grown at the loAgrm consensus forecast of 15.3% per annum. Therefore, our
long-term target return including dividends is expected to be 16.5%. Also, the reader should note
that the formula used to calculate future fair valuation in this examiile BEG ratio (PE equal
Growth rate).



Estimated Earnings and Return Calculator 5yr.Est.Tot.Ret.: 16.5%
YEAR 2011 2012 2013 2014 2015 2016 2017

UNION PACIFIC CORP(UNP)
Price Clos

Price:118.15
0711312012
COMUSD
PIE:15.7

Estimated Earnings
Growth 15.3%
PEGx 15.3
Capital 10

ear Fpreca.slts

Analysts
28
32% Debt

MNYSE

EPS 6.78 814 € 9.30€E 1072 1236 1426  16.44E
Chgifr  20% 0% :

D 1.93 240€E 277TE 319€e 368E 424 € 489€
Forecast Calculator - Copyright @ 2012, FAST. Graphs™ - All Rights Reserved www.fastgraphs.com

Data courtesy Standard and Poors

Union Pacific Corp. offers investors a current earnings yield of 7%. Furthermore, since the

company curretty trades at approximately fair value, our let@gm target return expectation of
16.8% approximates earnings growth plus dividends.

As growth rates become higher and higher, the power of compounding becomes more and more
of a factor. The key to understiing how much of a factor is to recognize that compounding is a
function of how long it takes a number to double. Therefore, when you shorten the time it takes
for a double to occur, the more doubles you can achieve over a longer term time frame.

We uselieRule of 72to calculate a rough estimate of how long it takes money to double at a
given rate of return. Using our consensus 15.3% greoatehfor Union Pacific Corp., we
calculate that it will take approximately 4.

doubling of earnings in the time it takes is calculated and circled on the followiyept0
Earnings Yield Estimate table


http://www.investopedia.com/ask/answers/04/040104.asp#axzz20Vx2amMV

10 YEAR EARNINGS YIELD ESTIMATES
Closing Price(07/M13/2012); $118.15 - Assume an Investment of $100,000
Estimated Earnings $140,650 -vs- T-Bond Earnings 14,800
LUQRLRACIFIC CORP{UNP) 10Yr Treasury Bond
#vear 346 Dividends EPS Gr 15.3% Earnings Div. Estimated Target Prc T-Bond Rate  Annual
Shares @  per Share PEG x 15.3 Yield Yield Dividends Est Tot Ret 1.48% Yield
1) 2012 $814E 5240 50886 E 6.9% 2.0% 52030€e $1_1254'55£ 51,480 1.5%
2)2013 $930E $277E §7 86T E T9% 23% 52341 E $11%2'32£ § 1,480 1.5%
$164.06
3) 2024 51072 e 5319€ 509071e 91% 27% 52689 €E 16.5% 51,480 1.5%
$189.16
4) 2015 F1236E $368E 510459 E 10.5% 3.1% 53112€e 16.6% 51,480 1.5%
$218.10
52016, $1426€ 424 512,059 12.1% 3.6% $3588€E 16.6% 51,480 1.5%
6) 2017 51644 e 5489€ 513,004 13.9% 4.1% 54137€E %?;; 51,480 1.5%
$289.95
7)2018 $1895€ $564E $16,032 16.0% 4.8% 54770€E 16.5% § 1,480 1.5%
533431
8)2019 52185 € 3650 518,485 18.5% 5.5% 55500€E 16 4% 51,480 1.5%
$385.46
9) 2020 $2519€ $750€e $21,313€ 21.3% B6.3% 5631 E 16.2% § 1,480 1.5%
10) 2021 52905 864 $24 574 € 24.6% 7.3% 5732E 1_15 3‘1;:]' 51,480 1.5%
Totals $140 650 E Ratio 9.5:1 541830 E 514,800
Performance History - Copyright @ 2012, FAS.T. Graphs™ - All Rights Reserved www.fastgraphs.com

I nterestingly, Uni on -yPanavarage gcowtRrate qf 182% penansutmo r i ¢
is higher than its longer term 14.4%. Therefareeems logical that we might want to run a
forecast wutilizing the companyd6s more recent
18.2% growth expands our target return potential to 22.2% per annum. This further illustrates the
mathematicsrad logic behind rational estimates of the rate of return opportunities possible

utilizing different annual earnings growth rates.



Once again, utilizing the Rule of 72, we discover that it only takes approximately 3.95 years to
double our earnings. In othewords, we get our first doubling almost a year sooner at 18.2% than
we do at 15.3% L@ter in the article we will provide a simple exercise that illustrates the
dramatic results that getting a double sooner means to wealth gendration

Estimated Earnings and Return Calculator 5yr.Est.Tot.Ret.: 22.2%
YEAR 2011 2012 2013 2014 2015 2016 2017

UNION PACIFIC CORP(UNP)

Price:118.15
07132012
COMUSD
PIEAS.T

Estimated Earnings
Growth 18.2%

PEGx 182

*OVERRIDE*

Analysts
1
32% Debt

MNYSE

EPS 6.78 930€E 1099 12099 NJ536E J1815E

Cha/¥r 20% 1% 14% 18% 18% 18% T 18% Data courtesy Standard and Poors
o 1.93 240€e 284 € 335E 396 €E 468 E FR4E
Forecast Calculator - Copyright @ 2012, FAS.T. Graphs™ - All Rights Reserved www fastgraphs.com




The i mportant point here iIis that the company?o
therefore, the company still offers a current earnings yield of 7%. Thdiffeaence is the

accelerated future earnings growth rate that if it proved accurate, would indicate a higher future

fair value PE ratio of 18.2 based on utilizing a PEG ratio formula for calculating fair value.

Fast Growth

One of the real keys to understanding how the compounding effect from faster growth influences
valudion is to recognize the exponential nature of compounding. Since a faster growth rate
shortens the time it takes a number to double, compounding needs to be thought of as geometric
growth rather than arithmetic growth. The following simple exercise viviidistrates the power

and importance of compounding numbers:

I n order to allow this exercise to be meaning
First of all, wedbre going to meappedodwhichwee ef f e
will call the hypothetical average working lifespan of an individual. Then we are going to
compare what happens if we earned two precise hypothetical returns; 10% versus 20%.

If looked at with an arithmetic perspective it would be easy to erroneousiyasisat earning

20% over a lifetime would generate twice the amount of money that earning 10% over a lifetime
would generate. However, doubling our rate of return cuts in half the time it takes our money to
double and therefore, we get more doubles ovegimen time period. Therefore, the numbers

look like this:

Utilizing the Rule of 72, we calculate that it takes 7.2 years (72 /10 = 7.2) to double our money at
10% growth. However, we learn that it only takes 3.6 years (72/20 = 3.6) to double our money at



