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Tobin’s Q and Net ROI:
Why Record Valuations Still Reflect Real Value Creation

Tobin’s Q, the ratio of market value to replacement cost, remains one of the most enduring links
between market valuation and the real economy. But today, its message is unusually clear:
record-high valuations reflect genuine value creation, not speculative excess.

Ativo’s analysis of S&P 500 non-financials shows that elevated Q aligns closely with a historically
wide Net ROI spread, evidence that investors are rewarding strong profitability and efficient
capital use, not chasing momentum.

How we define Q

Ativo defines Q as the market’s price tag on U.S. corporate capital relative to its rebuild cost:

* Numerator: total market value of shareholder and lender claims.

* Denominator: the current-cost replacement value of productive assets, adjusted for inflation
and restated at today’s prices.

When investors expect returns on capital to exceed its cost, Q rises above one; when expected
returns fall short, Q drops below one. This ratio bridges the financial markets and the real
economy, a continuous reading of investor confidence in the return-generating power of
corporate capital.

From DCFROI to Net ROI

Ativo modernizes Tobin’s framework using a discounted cash flow return on investment
(DCFROI) methodology. For each firm, we calculate the internal rate of return that equates its
current-cost investment base with the stream of future cash flows available to all securityholders.

This IRR-based DCFROI is derived from four adjusted components:

I. Current-cost gross assets (PV): the estimated replacement value of all productive assets
financed by shareholders and lenders.

2. Non-depreciating assets (FV): components such as working capital and land that retain value
beyond the asset’s useful life.

3. Asset life (n): the expected economic lifespan of the firm’s capital base.
Gross cash receipts (PMT): total annual cash flows to all securityholders, adjusted for current-
cost accounting consistency.




From these, we derive Net ROl = DCFROI — Cost of Capital (COC), our measure of true
economic value creation.A positive Net ROI signals that the firm is compounding wealth faster
than it consumes capital; a negative one implies erosion of capital value.

Aggregating across firms

To assess the market as a whole, we aggregate firm-level data across all non-financial members
of the S&P 500.We then compute an IRR on these combined cash flows to obtain the aggregate
DCFROI, and subtract the aggregate COC to get the aggregate Net ROI.

This method modernizes historical studies of “S&P Industrials” by using current-cost
accounting, explicit intangible adjustments, and updated capital structure data, producing a more
accurate picture of how markets value productive capital today.

The relationship between Q and Net ROI
In equilibrium:

Net ROl = 0 — Q = | (capital valued at cost)
Net ROI > 0 — Q > | (market rewards value creation)
Net ROI < 0 — Q < | (capital destruction)

Over seven decades, this relationship has remained remarkably stable. Net ROI explains much
of the level and movement of Q over time, reinforcing the economic link between valuation and
realized returns on capital.

What the data shows

Ativo’s long-term series (1951-2024) confirms that Q and Net ROI move in lockstep.The
correlation is strong: periods of sustained profitability coincide with higher Q ratios, while
recessions and profit squeezes pull both measures lower.

The latest reading (2024) shows the highest Q on record, about 2.8, accompanied by one of the
strongest Net ROls in the postwar era.The spread between DCFROI and COC remains wide,
driven by resilient profitability, improved capital efficiency, and persistently low financing costs.




Net ROI

In other words, high valuations are being earned, not imagined. The data show that investors are
paying a premium for real returns, not speculative narratives.

Net ROl vs Q-Ratio
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Positioning and interpretation

The market looks expensive, but for good reason. The valuation of corporate capital is high,
but so are realized and expected returns on that capital. Persistently low capital costs continue
to justify higher Q ratios.

A meaningful rise in financing costs or a deterioration in profitability would likely narrow the
spread and bring valuations closer to equilibrium. For now, the balance remains favorable:
strong returns and low costs reinforce each other, sustaining elevated market valuations.

Q-Ratio




How our approach compares

Most published “market Q” updates (e.g., Federal Reserve Z.I, FRED, Smithers & Wright) use
sector-level balance sheet data and simplified cost estimates. Ativo’s series differs in several key
ways:

* Bottom-up construction: built from firm-level data rather than aggregates.

* Excludes financials: focuses on operating businesses where replacement cost is meaningful.
* Intangible recognition: explicitly adjusts for non-physical assets and varying asset lives.

* Current-cost framework: restates all data to reflect modern price levels and structure.

We believe these refinements make Ativo’s Q and Net ROl a more faithful reflection of the
real economy’s capital base and value creation capacity.

Takeaway
Record-high Q ratios don’t signal mania; they confirm that markets are rewarding genuine
profitability. Ativo’s data show that the premium investors are paying aligns with one of the

widest Net ROI spreads in postwar history.

The message is clear: today’s valuations reflect strength, not speculation.
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ABOUT ATIVO

Ativo Capital Management, LLC is an investment advisor focused on delivering both top-quartile
performance and exceptional service to clients.We follow a rules-based process utilizing quantitative
methodologies to build long-only equity portfolios with high active share.We invest globally with an
emphasis on international markets. Central to our approach is a proprietary multi-factor model that
scores stocks based on our assessment of their intrinsic value and other internally developed factors,
which have low correlation with one another over time.

For further information or any questions please contact:

Mike Brooks
mbrooks@ativocapital.com
312-229-5208

Disclosures and Disclaimers:

This document is provided for informational purposes only and is intended solely to offer insights into market trends
and investment opportunities. It is not intended to be, and should not be interpreted as investment advice or a
recommendation to buy, sell, or hold any securities mentioned. The views expressed herein are those of the authors
based on their professional analysis and are subject to change without notice. The information presented is based on
data available at the time of writing and may not be updated or revised to reflect subsequent information or events.

While the information contained herein is believed to be reliable and has been obtained from sources deemed
reliable, Ativo Capital makes no representation or warranty, express or implied, regarding the fairness, accuracy,
reasonableness, or completeness of the information and opinions. Past performance is not indicative of future
results. Investments in securities are subject to market and other risks, and there is no assurance that any
investment objective will be achieved. Investors should seek independent financial advice regarding the
appropriateness of any investment discussed and understand that statements regarding future prospects may not be
realized.

Investment products are not insured, may lose value, and are not guaranteed by Ativo Capital. This document may
contain forward-looking statements, which reflect our current views regarding market and economic conditions.
Such statements are subject to various risks, uncertainties, and assumptions about Ativo Capital, its operations, and
broader economic factors. Any forward-looking statements are based on expectations as of the publication date and
actual results may differ materially from those anticipated.

Investors outside the United States are subject to securities and tax regulations specific to their jurisdictions, which
are not addressed in this document. This document should not be construed as a solicitation or offer to buy or sell
any securities or related financial instruments in any jurisdiction where such activity would be unlawful. The
document may not be reproduced, distributed, or published by any recipient for any purpose without the prior
written consent of Ativo Capital. By accepting this document, you acknowledge that you have read and understood
this disclaimer and agree to its terms.
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