VALUING GROWTH STOCKS:
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The lofty levels
reached by the Nifty
Fifty in the early ‘70s
is often held up as an
example of
unwarranted
speculation. But a
glance in the
rearview mirror
indicates investors
were right to predict
that the growth of
these firms would
eventually justify their
prices.
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By Jeremy Siegel

This article examines a group of high-flying growth stocks that soared in the
early 1970s, only to come crashing to earth in the vicious 1973-74 bear
market. These stocks are often held up as examples of speculation based on
unwarranted optimism about the ability of growth stocks to continue to
generate rapid and sustained earnings growth. And it was not just the public,
but large institutions as well that poured tens of billions of dollars into these
stocks. After the 1973-74 bear market slashed the value of most of the “Nifty
Fifty,” many investors vowed never again to pay over 30 times earnings for a
stock.

But is the conventional wisdom justified that the bull market of the early
1970s markedly overvalued these stocks? Or is it possible that investors were
right to predict that the growth of these firms would eventually justify their
lofty prices? To put it in more general terms: What premium should an
investor pay for large, well-established growth stocks?

THE NIFTY FIFTY

The Nifty Fifty were a group of premier growth stocks, such as Xerox, IBM,
Polaroid, and Coca-Cola, that became institutional darlings in the early
1970s. All of these stocks had proven growth records, continual increases in
dividends (virtually none had cut its dividend since World War 1), and high
market capitalization. This last characteristic enabled institutions to load up
on these stocks without significantly influencing the price of their shares.

The Nifty Fifty were often called one-decision stocks: buy and never sell.
Because their prospects were so bright, many analysts claimed that the only
direction they could go was up. Since they had made so many rich, few if any
investors could fault a money manager for buying them.

At the time, many investors did not seem to find 50, 80 or even 100 times
earnings at all an unreasonable price to pay for the world’s preeminent
growth companies. Forbes magazine retrospectively commented on the
phenomenon as follows:

“What held the Nifty Fifty up? The same thing that held up tulip-bulb prices
in long-ago Holland—popular delusions and the madness of crowds. The
delusion was that these companies were so good it didn’t matter what you
paid for them; their inexorable growth would bail you out.

“Obviously the problem was not with the companies but with the tempo-
rary insanity of institutional money managers—proving again that stupidity
well-packaged can sound like wisdom. It was so easy to forget that probably
no sizable company could possibly be worth over 50 times normal earnings.”

NIFTY FIFTY RETURNS

Let’s trace the performance of the Nifty Fifty stocks as identified by Morgan
Guaranty Trust, one of the largest managers of equity trust assets. These

Jeremy Siegel is a professor of finance at the Wharton School of the University of
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TABLE 1. NIFTY FIFTY RETURNS SINCE MARKET PEAK: stocks are listed in Table 1, along
DECEMBER 1972 THROUGH AUGUST 1998 with their 1972 price-earnings

ratios. The product lines range
Annualized 1972 Actual Warranted EPS Growth from drugs, computers and
Return P/E Ratio P/E Ratio (thru 1996) electronics, photography, food,
Company (%) (X) (X) (%) and tobacco to retailing, among
Philip Morris Cos. Inc. 18.8 24.0 68.5 17.9 others. Notably absent are the
Pfizer Inc. 18.1 28.4 72.3 12.2 L .
Bristol-Myers 168 249 298 127 cyclical industries: auto, steel,
Gillette Co. 16.8 243 45.4 104 transportation, capital goods, and oil.
Coca-Cola Co. 16.2 46.4 82.3 13.5 Many of the original Nifty Fifty
Merck & Co. Inc. 15.9 43.0 76.3 15.1 stocks are still giants today. In
Heublein Inc. 15.7 29.4 47.0 n/a 1998, 15 occupied the list of top
General Electric Co. 15.7 23.4 37.8 10.9 40 U.S. stocks in market capitali-
Schering Corp. 15.7 48.1 79.8 12.9 . . .
Squibb Corp, 155 30.1 267 a zation, and six (Gener:_:\I_ Electrlc_,
PepsiCo Inc. 15.0 276 411 112 Coca-Cola, Merck, Philip Morris,
Lilly Eli & Co. 14.0 40.6 50.4 10.9 Procter and Gamble, and IBM)
American Home Products 13.8 36.7 43.6 10.5 are among the top 10. (Corporate
Procter & Gamble Co. 13.2 29.8 32.4 13.9 Changes in the lety Flfty since
Anheuser-Busch Inc. 12.5 31.5 30.8 12.3 the box _at the_end C_)f the artlcle.)
Chesebrough Ponds Inc. 125 39.1 38.2 nla The Nifty Fifty did sell at hefty
McDonald’s Corp. 12.1 71.0 63.2 17.5 multiples. The average price-
First National City Corp. 11.4 20.5 16.9 9.3 earnings ratio of these stocks was
Disney Walt Co. 11.3 71.2 53.6 14.6 41.9 in 1972, more than double
American Express Co. 10.8 37.7 28.0 9.6 that of the S&P 500’s 18.9, while
Dow Chemical Co. 10.6 24.1 17.7 12.2 their 1.1% dividend yield was less
American Hospital Supply Corp. 10.6 48.1 33.1 n/a
Schlumberger Ltd. 102 456 28.6 115 than half that of other large
Upjohn Co. 10.0 38.8 253 11.3(a) stocks. Over one-fifth of these
AMP Inc. 9.7 42.9 25.0 9.5 firms sported price-earnings
Texas Instruments Inc. 9.1 395 20.2 12.7(b) ratios in excess of 50, and
Minnesota Mining & Manuf’g 8.5 39.0 20.6 8.7 PolarOId was Selllng at over 90
Baxter Labs 8.1 71.4 29.6 10.5 times earnings.
Int’l Telephone & Telegraph Corp. 8.0 15.4 8.6 2.7(a)
Int’l Business Machines 7.7 35.5 17.1 6.6 Tabl? 1 ranks Fhese stocks
Penney J.C. Inc. 7.3 315 14.8 5.0 according to their annual com-
Sears Roebuck & Co. 7.3 29.2 14.2 45 pound returns from December
Int’'l Flavors & Fragrances 7.0 69.1 27.7 9.4 1972 through August 31, 1998.
Schlitz Joe Brewing Co. 6.6 39.6 15.6 n/a December 1972 was chosen
Xerox Corp. 6.5 45.8 194 51 because an equally weighted
Halliburton Co. 6.3 35.5 12.7 3.9 .
Lubrizol Corp. 50 26 o1 od portfollt_) of each of these gtocks
Eastman Kodak Co. 55 435 16.1 5.9 peaked in that month, which was
Simplicity Patterns 5.3 50.0 8.7 nia considered the height of the
Digital Equipment Corp. 5.2 56.2 9.7 -12.6* Nifty-Fifty mania.
Avon Products Inc. 5.0 61.2 24.2 3.3 Consumer brand-name StOCkS,
Louisiana Land & Exploration Co. 4.4 26.6 8.6 1.2 such as Philip Morris, Gillette,
Black and Decker Corp. 2.8 47.8 10.5 3.4 .
Kresge (5. S) Co. 51 19 01 e Coca-Cola, and PepsiCo, were
Burroughs Co. 04 26.0 6.6 166" clearly the star performers after
Polaroid Corp. -1.0 94.8 11.9 2.9 the 1972 peak. The drug stocks
Emery Air Freight Corp. -1.9 55.3 8.0 n/a also performed extremely well.
MGIC Investment Corp. -8.6 68.5 4.8 n/a Merck, Bristo|-|\/|yer3, Schering'
Rebalanced Portfolio 12.5 41.9 40.6 11.0 Pfizer, Upjohn, and Johnson &
Non-Rebalanced Portfolio 12.2 41.9 38.4 11.0
S&P 500 127 189 189 8.0 Johnson e_lll beat t_he S&P 500._ _
But the biggest winner was Philip
* Companies had negative EPS in last year measured—used $0.01/share to calculate EPS growth. Morris, which had an outstanding
% cominge g;g%z Z;;gggg P 18.8% return since December 1972.
Of course, there were also some
big losers. Technology issues as a
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FEATURE ARTICLE

FIGURE 1. VALUATION OF EQUALLY-WEIGHTED NIFTY FIFTY PORTFOLIO
RELATIVE TO THE S&P 500: DECEMBER 1970 THROUGH AUGUST 1998
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and 1998 prices of the
Nifty Fifty stocks,
what price would
investors have paid for
these stocks in Decem-
ber 1972? The answer
is a price high or low
enough so that, given
their subsequent
dividends and August
1998 price, their total
returns over the past
26 years would match
the overall market.
Table 1 reports these
prices relative to their
1972 earnings. Since
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— these prices are
1996 warranted by their
future returns, these

whole did badly, and four stocks,
Emery Air Freight, Burroughs,
MGIC Investment Corp. and
Polaroid, had negative returns.

THE DATA

Did the Nifty Fifty stocks become
overvalued during the buying spree
of 1972? Yes—but by a very small
margin. A portfolio with equal
amounts invested in all of the Nifty
Fifty stocks that was started at the
market peak in December 1972 and
rebalanced monthly would have
realized a 12.5% annual return
through August 1998. The same
portfolio would have returned
12.2% if it were never rebalanced
over time.

Figure 1 shows the degree of
overvaluation or undervaluation
relative to the S&P 500 of an
equally weighted portfolio of the
Nifty Fifty from December 1970
through August 1998. A fairly
valued portfolio would show the
same return as the S&P 500 over
this time period, while an overval-
ued portfolio would underperform
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the index and an undervalued
portfolio would outperform the
index. In December 1972, at the
peak of the Nifty Fifty mania, these
stocks were overvalued by only
about 3.2% on the basis of their
return over the next 26 years,
although they reached a maximum
overvaluation of 7.2% in August of
1973 as the market began to decline.
However, after 1976 they became
deeply undervalued, and a portfolio
composed of these stocks purchased
during this time would have substan-
tially outperformed the index.

Since the average dividend yield on
the Nifty Fifty was more than 1%2%
below the yield on the S&P 500,
most of their returns come from
lower-taxed capital gains. The
aftertax yield on a portfolio of Nifty
Fifty stocks, purchased at their
market peak, would have surpassed
the aftertax yield on the S&P 500 for
an investor in or above the 28% tax
bracket.

THE RIGHT P/E FOR GROWTH

If you could have presented long-

price-earnings ratios
are called the warranted P/E. [Re-
turns are also related to market risk,
but adjusting for this does not
materially change the statistics in
Table 1. For more on this, see “The
Nifty-Fifty Revisited: Do Growth
Stocks Ultimately Justify Their
Price?” by Jeremy Siegel in the
Journal of Portfolio Management,
Summer 1995.]

What is so surprising is that many
of these stocks were worth far more
than even the lofty heights that
investors bid them. Investors should
have paid 68.5 times the 1972
earnings for Philip Morris instead of
the 24 they did pay, undervaluing the
stock by almost 3-to-1. Coca-Cola
was worth over 82 times its earnings,
and Merck should have sported a
multiple of more than 76. Interest-
ingly, the group that was the most
undervalued, and subsequently most
successful, catered to brand-name
consumer foods, including
McDonald’s, PepsiCo, Coca-Cola,
and even Philip Morris.

In contrast to brand-name con-
sumer stocks, the technology
stocks—that is, those in the original



Nifty Fifty—failed badly. IBM,
which commanded a price-earnings
ratio of 35 in the early 1970s, was
actually worth only 17.1 times
earnings despite its recent stellar
comeback. And while investors paid
45.8 times earnings for Xerox, it was
worth only 19.4 times earnings on
the basis of its future growth.
Polaroid sported the highest price-
earnings ratio, selling for a fantastic
94.8 times earnings, almost eight
times higher than was justified by its
future returns. Who would have
thought in the 1970s that a soft-
drink manufacturer would so
thoroughly trounce technology
giants such as IBM, Digital Equip-
ment, Texas Instruments, Xerox,
and Burroughs?

Despite its mix of winners and
losers, an equally weighted portfolio
of Nifty Fifty stocks was worth 40.6
times its 1972 earnings, marginally
less than the 41.9 ratio that investors
paid for them.

EPS GROWTH & VALUATIONS

Table 1 reports the rate of growth
of per-share earnings of each of the
Nifty Fifty firms over the subsequent
26 years through 1996 [a more
recent update was not available, but
these long-term growth rates do not
change substantially over one- or
two-year periods]. The average
annual rate of growth was 11%,
three percentage points higher than
the earnings growth of the S&P 500.
This contrasts sharply with the
conclusion of some researchers who
maintained that growth stocks had
no better subsequent earnings
growth than the average stock.

The relation between price-
earnings ratios and the earnings
growth of the Nifty Fifty shows that
investors were not totally irrational
to pay the premium they did for
these stocks. In December 1972, the
average price-earnings ratio of the
S&P 500 was 18.9, which corre-
sponds to an earnings yield (earnings
divided by price, the inverse of a
price-earnings ratio) of 5.3%. The

Corporate Changes in the Nifty Fifty

There have been 14 corporate changes to the Nifty Fifty over the past

several decades:

e  American Hospital Supply merged with Baxter Travenol (later Baxter

International) in November 1985.

. Burroughs changed its name to Unisys in 1987.

. Chesebrough Ponds was merged into Unilever NV in February 1987.
. Emery Air Freight merged with Consolidated Freightways (now CNF

Transportation) in April 1989.

. Heublein was merged into RJR Nabisco in October 1982, which became
RJR Industries and was taken private on April 28, 1989.

. MGIC Investment merged with Baldwin United in March of 1982, which
went bankrupt and emerged from bankruptcy in November 1986 under the
name PHL Corp. PHL was absorbed by Leucadia National Corp. in January

1993.

. Revlon was subject to a leveraged buyout in July 1987.
e Schlitz merged in June 1982 with Stroh Brewing, a privately held firm.
. Simplicity Pattern became MAXXAM in May 1984 and then MAXXAM

Group in May 1988.

e  Squibb was purchased on October 4, 1989, by Bristol-Myers.
. Upjohn merged with Pharmacia AB (Sweden) in November 1995 and

became Pharmacia & Upjohn, Inc.

. Burlington Resources bought Louisiana Land & Exploration in October

1997.

. Starwood Lodging bought ITT in February 1998.
. Compaq bought Digital Equipment Corp. in June 1998.

Nifty Fifty, with a price-earnings
ratio of 41.9, had an earnings yield
of 2.4%, about three percentage
points lower than the S&P 500. But
the deficit in the earnings yield was
almost exactly made up by the
higher growth rate of future earn-
ings, so their total return matched
that of the S&P 500. The Nifty Fifty
investors, therefore, properly traded
off a higher price-earnings ratio (and
a lower current yield) with higher
subsequent earnings growth.

A rule of thumb for stock valua-
tion is to calculate the sum of the
growth rate of a stock’s earnings
plus its dividend yield, and divide by
its price-earnings ratio. The higher
the ratio, the better; famed money
manager Peter Lynch recommends
that investors go for stocks with a
ratio of 2.0 or higher, and avoid
those with a ratio of 1.0 or less.

Yet this procedure would have
eliminated all of the best Nifty Fifty
stocks. The top stocks had 26-year
earnings growth rates between 10%
to 15% per year, yet their warranted

price-earnings ratios often exceeded
50. Stocks with persistent earnings
growth are often worth far more
than the multiple that Wall Street
considers ““reasonable.”

But there is also a value-oriented
theme hidden in the dazzle of these
growth stocks. If you examine the
actual price-earnings ratios of the
Nifty Fifty stocks, the 25 stocks with
the highest ratios (averaging 54)
yielded only about half the subse-
guent return as the 25 stocks with
the lowest price-earnings ratios
(averaging 30). So, although these
growth stocks as a group were
worth more than 40 times earnings,
they should not be considered buys
“at any price.” Those stocks that
sustain growth rates above the long-
term average are worth their weight
in gold, but few live up to their lofty
expectations.

CONCLUSION

Examining the wreckage of the
Nifty Fifty in the 1974 bear market,
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you can find two possible explana-
tions for what happened. The first is
that a mania did sweep these stocks,
sending them to levels that were
totally unjustified on the basis of
prospective earnings. The second
explanation is that, on the whole, the
Nifty Fifty were in fact properly
valued at the peak, but a loss of
confidence by investors sent them to
dramatically undervalued levels.

In 1975 there was no way of
knowing which explanation was
correct. But 25 years later we can
determine whether the Nifty Fifty
stocks were overvalued in 1972,
Examination of their subsequent
returns shows that the second
explanation, roundly rejected by
Wall Street for years, is much closer
to the truth. A portfolio of Nifty
Fifty stocks purchased at the peak
would have nearly matched the S&P

500 over the next 26 years. Wall
Street’s misunderstanding led to a
dramatic undervaluation of many of
the large growth stocks throughout
the 1980s and early 1990s. Stocks
with steady growth records are
worth 30, 40, and sometimes more
times earnings.

What can investors learn from this
re-visitation of the Nifty Fifty?

e You must pay for growth.
Growth stocks often sport very
high price-earnings multiples, but
stocks that are able to consis-
tently maintain earnings growth
year-after-year are often worth
far more than the multiple that
Wall Street considers “reason-
able.” Good growth stocks, like
good wines, are often worth the
price you have to pay.

e Don’t “pay any price.” Among
these growth stocks, those with

the lower price-earnings ratios
tended to outperform those with
higher price-earnings ratios. When
examining growth stocks, don’t be
scared off by high absolute price-
earnings ratios, but try to cull out
those growth stocks with lower
price-earnings ratios.

e Most importantly, be diversified
among various growth stocks and
groups. Despite their dazzling
performance, buying just a few of
these growth stocks was quite
dangerous. Among the many gems
were bad apples. Even whole
industries, like technology, that
had enriched so many investors in
the 1960s, vastly underperformed
the market in the next 26 years.
Diversification is a key to cutting
risks and maintaining returns. No
one stock or single industry is
guaranteed to succeed. 4+
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Thirty-four percent of individual investors responding to
AAllI's Investor Sentiment Survey were bullish on the
market as of September 17. This compares to 29% bullish
one week ago and 25% bullish one month ago.

The sentiment survey measures the percentage of
individual investors who are bullish, bearish, and neutral
on the stock market short term; individuals are polled
from the AAIl membership rolls.

The sentiment index graph indicates the bullish
sentiment. The shaded area in the sentiment index graph

represents the range in which a majority of responses fell
during the time period shown, while the horizontal line in
the middle represents the average response.

Survey results are available to members through the
AAIl Web site at www.aaii.com and the AAIl forum on
America Online. Updated data is usually available Friday
morning. It can be found in the Member Pulse area of the
Web site and in the Stocks list box of the AOL forum
under AAIl Survey Results at keyword AAIl. You can view
or download the data.

AAIl Journal/October 1998





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles false
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (Apple RGB)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends false
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Remove
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (Color Management Off)
  /AlwaysEmbed [ true
    /Symbol
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages false
  /ColorImageDownsampleType /Average
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages false
  /GrayImageDownsampleType /Average
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages false
  /MonoImageDownsampleType /Average
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly true
  /PDFXNoTrimBoxError false
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (U.S. Web Coated \050SWOP\051 v2)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /SyntheticBoldness 1.000000
  /Description <<
    /DEU <>
    /FRA <>
    /JPN <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


