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BofA Now Has One Of The Most Bullish Stock
Market Forecasts On Wall Street

£

Matthew Boesler
Jul. 15,2013, 11:26 AM

Bloomberg TV

Savita Subramanian

http://www.businessinsider.com/bofas-subramanian-raises-sp-500-target-2013-7 3/18/2014



Page 2 of 4

In a note to clients today, BofA Merrill Lynch Head of U.S. Equity Strategy Savita Subramanian ups her
year-end target for the S&P 500 to 1750 from 1600 — making hers the second-most bullish forecast on the
Street, behind Cannacord's Tony Dwyer, who sees the index finishing 2013 at 1760.

Subramanian's 1750 target implies around 4.2% upside from today's levels at 1680 by the end of 2013.

(Before today, only two Wall Street equity strategists had lower S&P 500 price targets than
Subramanian: Gina Martin Adams at Wells Fargo, with a target of 1440 by year-end, and Barry Knapp at

Barclays, with a target of 1525.)

"Our new 2013 year-end target of 1750 implies modest upside from current levels, attributable to expected
earnings growth, contrasting with returns so far this year driven by multiple expansion," says
Subramanian. "While the decline in the equity risk premium (ERP) has been more than twice what we
expected, we think it is justified by diminished tail risks, positive surprises in the US economy, and, as
expected, a continued decline in earnings volatility."

Table 3: 2013 year-end S&P 500 fair value

model
BofAML 2014 Pro Forma EPS Forecast $115
Normalized 2014 EPS $107.50
Normalized % of Proforma EPS 93%
Nominal Long-Term Risk-Free Rate 3.50%
- Assumed Long-Term Inflation 2.00%
= Normalized Real Risk-Free Rate 1.50%
+ Equity Risk Premium 475bp
= Fair Real Cost of Equity Capital (Ke) 6.25%
Fair Forward PE (1 + Fair Ke) 16.0x

2013 Year-End Target (Fair PE x Normalized 2014 EPS) 1,720

BofA Merrill Lynch US Equity and US Quant Strategy
The biggest input into Subramanian's new S&P 500 price target forecast is the BAML Fair Value model,
which assumes a forward price-to-earnings ratio unchanged from current levels at 16 and full-year S&P

500 earnings of $107.50 per share in 2014.

The assumption of a 16x price-to-earnings ratio rests heavily on Subramanian's forecast for the equity risk
premium.

Below, Subramanian gives her thoughts on the ERP:
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The equity rally over the last eight months has been primarily driven by multiple expansion, with the
forward PE multiple on the S&P 500 expanding from 12x to 14x (18%). In our fair value model, we
focus on the normalized forward PE multiple, which has also risen from 13.5x to 16.0x (18%). This
multiple expansion has predominantly been a function of the significant decline in the equity risk

premium (ERP), partially offset by a modest rise in real normalized interest rates.

While current real normalized rates are only modestly higher than our previous year-end assumption
of 1.0% (now forecasting 1.5%), the 135bp drop in the ERP is more than double the 50bp that we had
originally assumed going into the year. This rapid ERP compression reflects the reality that many of
the major uncertainties overhanging the market have been removed or significantly diminished (US

election, fiscal cliff, sequestration, Eurozone collapse, China hard landing).

But at 500bp, the ERP is currently still well above the sub-400bp levels preceding the financial crisis,
and we think it should continue to decline over the next several years as the memory of the Financial
Crisis fades, corporate profits continue to make new highs and some of the macro risks abate. We
expect the “wall of worry” to persist as new concerns emerge, but visibility is clearly improving and

we still expect global growth to pick up as the year progresses.

As such, we have lowered our normalized risk premium assumption in our fair value model for the
end of 2013 from 600bp to 475bp, which assumes roughly another 25bp of ERP contraction by year-
end. We have also raised our normalized real risk-free rate assumption for year-end from 1.0% to
1.5%. Not only have current and future inflation expectations declined since last fall, but long-term
interest rates have also begun to rise recently. Meanwhile, our Rates Strategist Priya Misra also

recently raised her interest rate forecasts.

The chart below shows BAML's ERP forecast.

Chart 2: Normalized equity risk premium
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