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Back at the bottom of the trading range, the Technology Sector looks cheap in relative
and absolute terms.

As of yesterday, the S&P 500 has rallied 37.5% from the bottom on March 11, 2003. The high-
beta Technology Sector of the S&P 500 has returned only slightly more, at 39.4%. Technology
has not earned an excess return sufficient to justify its risk. Yet at the same time, technology
earnings have recovered explosively. From the trough in October 2002 at $30 billion trailing 12-
month earnings (which coincided perfectly with the bottom in the NASDAQ), sector earnings
have now nearly doubled to $59 billion. Over the same period, S&P 500 earnings have grown
by 19%. Put it all together and there is a story to tell that technology could be seen as a value
play, both in sector-relative and overall terms.
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Tech is also undervalued versus the rest of the equity market on a sector-relative basis, but not
as convincingly. The chart on the following page shows the difference in forward earnings yield
(forward consensus earnings divided by market capitalization) for the Technology Sector minus
that of the S&P 500 Ex-Tech. The more positive the difference, the more technology is relatively
undervalued. Today the Technology Sector is still relatively overvalued compared to historical
norms -- it is only slightly undervalued even compared to the norms of the post-1996 era. That
said, it is more relatively undervalued today than at any time since the sector washout in the
spring of 2001, which set the stage for a 41% rally in just seven weeks. Also, note that in
October 2002, when the Technology Sector was so deeply undervalued in absolute terms, in
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this exact moment. But if not, we're probably close to it. And while we don't see markets -- and
especially tech -- breaking out to new highs with so much uncertainty about the election and
monetary policy, it's probably time to get prepared for moving back up through the trading
range, and the combination of absolute and sector-relative value makes tech the way to play it.
Yes, this earnings season so far has been generally treated as being a big disappointment for
the Technology Sector. Indeed, we've already noted that the annualized rate of earnings
forecast revisions has been falling sharply, and we'll have more on tech earnings dynamics in a
subsequent report. But our valuation metrics take all that into account -- and they suggest that

the market has more than taken all that into account. TM



