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Human capital is an important input for growth at non-manufacturing tech companies such as
NVDA. It fills a role as vital as CAPEX to a manufacturing company. Employee knowledge
accumulates over time, carries positive externalities, and is often the lifeblood of innovation at
these firms. However, current accounting principles were developed prior to the rise of the digital
economy. They allow for the capitalization and depreciation of CAPEX but require companies to
immediately expense internal R&D. Of course, R&D expense is where these firms report
compensation paid to the growth engine of their business.

Although R&D projects obtained via acquisition are capitalized and amortized, in-house R&D
projects still must be expensed as incurred. This treatment ignores the similar utility of both ?types?
of R&D. The financial industry adopted EBITDA to adjust for differences in operating & capital
structure for CAPEX-heavy companies. Yet, there?s still no standard convention to level the
playing field for R&D-heavy companies. Thus, there is a case for adjusting EBITDA for R&D
expense. It slightly reduces earnings volatility and makes for a better comparison to stocks with
differing operating structures.

By adjusting NVDA?s financial statements to capitalize and amortize R&D expense (ex-stock-
based compensation) over four years, we find that TTM EBITDA would be 10-12% higher than
reported. We use P/E as a simple way to illustrate our adjustment?s impact on valuation. As shown
below, the median incremental benefit to EPS since 2016 is 11% while the average is slightly
higher at 11.33%. Using adjusted trailing EPS, TTM P/E falls 10% from 65.15 to 58.7. By adjusting
the forward EPS estimate, the forward P/E drops 10% from 23.7 to 21.4. We elaborate on our case
for adjusting earnings of R&D dependent companies below.
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What To Watch Today
Earnings
¢ No notable earnings releases today
Economy
Time Event Impact Actual Dev@ Consensus Previous
THURSDAY, DECEMBER 28
13:30 =EUSD Continuing Jobless Claims(Dec 15) - - 1.875M 1.865M
13:30 ®EUSD Goods Trade Balance(Nov) PREL - - - $-89.8B
13:30 MEUSD Initial Jobless Claims(Dec 22) | - - 210K 205K
13:30 MEUSD Wholesale Inventories(Nov) PREL - - 02% -0.4%
13:30 MEUSD Initial Jobless Claims 4-week average(Dec 22) - o - 212K
15:00 MEUSD Pending Home Sales (MoM)(Nov) [ - - 1% -1.5%
15:00 BEUSD Pending Home Sales (YoY)(Nov) - - - -8.5%
15:30 BEUSD EIA Natural Gas Storage Change(Dec 22) - - -79B -87B
15:30 BEUSD EIA Crude Oil Stocks Change(Dec 22) - - -2.704M 2.909M
16:30 BEUSD 4-Week Bill Auction - - - 5.265%
18:00 ®EUSD 7-Year Note Auction - - - 4.399%

Market Trading Update

On January 3, 2022 the S&P 500 index closed at a record high of 4796.56. Nearly two years later
the market is closing in on that milestone with the market closing yesterday just 15 points away.
With just two trading days left in the year, a new all-time closing high seems inevitable. The
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guestion then become what happens next?

As noted yesterday on Twitter/X, our composite index of retail and institutional sentiment as
compared to the volatility index, is at a reading higher than we saw in July when the market
peaked. The subsequent correction clipped 10% off the markets. Will this time be different? While
high sentiment readings do not necessarily mean the market will correct by 10%, it does suggest
that at least a short-term correction to reduce the overbought condition is likely.

With momentum and sentiment firmly intact, there seems little to keep the market from rising for
now. However, we will likely see some of the froth come off in January.

Sentiment/VIX Composite vs S&P 500 Speculation
Surge Fed "Skip"
60.00 Covid! f 43800
SVB Fail
Trump Tax Panic : -~ Fed Pause
e Fed Taper
Tantrum 1A.l. Chase
: : End QF1 End QF2 Fed Taper Tantrum ] |
30.00 Finencisl = / | L 4100
Crisis |
\ Current
i— 3400
b
-
£
2 o
g 2
a (30.00) 2700 o
£ | w\ r o3
o . v
o Brexit
1
= Debt Ceiling Crisis
£ (60.00) t ‘h\( 7 2000
E Start QE2 Fed Reverses o i "
= i ed Rate Hike
g \_ e Correction
o Bear Market Lo
(90.00) A 1300
w Fed Launches
QE4
{120.00) - 600
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023
Real
——Sentiment/VIX Composite ——SE&P 500 Index !{‘gﬁ.’gg‘e“‘

The most important things you

THE

- B“" ; REPORT need to know about the markets.

By SimpleVisor > Subscribe today

Putting NVDA?s R&D Dependence in Perspective

To demonstrate the value of the earnings adjustment previously discussed, we compare R&D
dependence for a handful of S&P 500 companies below. You?ll notice that AMD and NVDA are in
a class of their own, while the following four stocks have a greater bias toward R&D expense than
the last four. If you compare company valuations based on EBITDA, therein lies the value of
adjusting EBITDA to level the playing field, as discussed above.

It?s important to remember that if you adjust the earnings of one company, you must make that
adjustment for every company to which you are comparing its fundamentals. There's no set period
length to amortize R&D, but it must remain consistent across companies. Also, note that we
capitalized and amortized only the non-stock-based compensation portion of NVDA's R&D
expense. The difference would be even more significant if we had used the full R&D expense
instead.
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Research & Depreciation & Ratio

Development as Amortization as R&D /

% of Sales % of Sales D&A
AMD 20% 3% 6.7
NVDA 25% 5% 5.0
AAPL 6.5% 2.5% 2.6
GOOG 15% 6% 2.5
MSFT 12.5% 7% 1.8
AMZN 12.5% 7% 1.8
INTC 18% 15% 1.2
F 5% 5% 1.0
RTX 4.5% 6% 0.8
VZ 0% 12.5% 0.0

*Approximate Level Based on 5y Historical Data

Credit Spreads Hover Near 18-Month Lows

The 10-year Treasury yield has fallen over 100 basis points since October 315t Credit spreads
have fallen alongside yields as investors cozy up to decreasing default risk. The catch is that credit
spreads have been contracting most of the year while benchmark yields were rising. As shown
below, both the investment grade and high-yield bond index credit spreads are hovering near 18-
month lows. However, both the 5- and 10-year yields are still 100+ basis points above their
respective levels the last time credit spreads were this low.

With credit spreads near historic lows and yields still somewhat elevated, there?s a case for
adjusting bond exposure to favor treasuries rather than corporate bonds. There?s little to suggest
that credit spreads should tighten further than they have over the past ten years, but there?s an
argument to make that they are too tight for the current credit environment. Thus, avoiding
exposure to changing credit spreads may pay off until some sort of normalization takes place.
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zombie firms

zombies as mature companies (established more than 10 years ago),
with an interest coverage ratio of less than 1 for years

Exhibit 2: Zombie firms have multiplied but can they survive “higher for langer”?
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Source: Alllonz Global Irvestors. Doto os ot 31 October 2023,
Mete: Dota is extracted from the Refinitiv Worldscope datnbase, covering developad and emarging markets.

We define zombies of moture compan|es (establxshed more than 10 yeors ogo), with an interest coveroge rotio of less than 1 for three consecutive
yeors. The interest coverage rotio |s used to determine how easily o company con pay Interest on its outstanding debt.

?Want to have better long-term success in managing your portfolio? Here are our 15-trading rules
for managing market risks.?

Please subscribe to the daily commentary to receive these updates every morning before
the opening bell.

If you found this blog useful, please send it to someone else, share it on social media,
or contact us to set up a meeting.
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