
Roller Coasters and Stock Markets

By Richard A. Ferri, CFA

As summer draws near, amusement parks around the country are greasing up their roller coasters for another fun filled year of
dips and twists. But those rides are nothing in comparison to the roller coaster we have experienced in the stock market so far this
year. Fortunes have been made and lost in a matter of weeks as the market soars and dips, twists and turns. Where is this market
going and when will this wild ride end?

To gain an understanding of today’s volatile stock market, you have to look back about ten years. A quick victory in the Gulf War
proved that Western military weapons were far superior to Eastern Bloc countries. There was little doubt which nations were
producing the technology that delivered the superior productivity gains in war, and it quickly became evident that the technologi-
cal revolution was extending to Western businesses as well.

The move toward a digital world has become evident in the stocks that are held in the S&P 500, a broad measure of the US stock
market. At the end of 1990, technology stocks made up less than 9% of the value of the S&P. The top tech stocks of the day
included IBM, Boeing, and Hewlett Packard. Other tech companies included NCR, Honeywell, and Raytheon. Many of these
names would not be thought of as true technology companies by today’s standards, however, in 1990 they were on the cutting
edge. The earnings growth of the technology group was about 17% per year, and the stocks were trading at a price of about 14
times their 1990 earnings.

By the end of 1994, the tech stock group had grown to over 11% of the value of the S&P 500. New companies like Microsoft,
Cisco Systems, and Oracle moved to the top of the technology stock list. The new breed of tech stocks were growing their
earnings at a much faster rate than their older brothers. Needless to say, the valuation of the entire tech group started to rise, and
in 1994 tech stocks were valued at 21 times earnings.

Zooming ahead to the year 2000, the tech group is commanding 30% of the value of the entire S&P 500. That’s three times the
influence it had just ten years earlier. New entries into the group include America Online, Dell Computer, Lucent Technologies,
and this thing called Yahoo. The growth rates of these “new economy” companies are well over 40% per year. The stock market
responded to this phenomenal growth rate by awarding the entire tech group a valuation of over 80 times earnings.

Okay, here is the deal: when 30% of the stock market is trading at 80 times trailing earnings, there is inherent risk. The risk is in
the earnings forecast. This is a highly leveraged market, meaning that the assumption of high earnings growth rates are already
reflected in current stock prices, and any whisper of a possible shortfall in earnings growth will cause a downfall in the entire
market. Basically, every time someone in Silicon Valley sneezes, the entire market catches a cold. Looking into the future, I do
not see anything changing this scenario.

Now that we know the history of the market, here are the questions, “Are tech stocks trading at ridiculous levels?” “Is the stock
market overvalued?” “Should I get out of the market and wait for a better time?” The answers are; No, No, and NO! The market
is not overvalued, tech stocks are not at irrational prices, and do not make the mistake of thinking you can outsmart the market.
Based on what is known today about the potential for earnings growth and inflation, the market is correctly valued, even tech
stocks. However, the potential for high returns from the stock market is not as large as it once was. The high price to earnings
valuation of the entire market signals that we have already discounted much of the future earnings growth. In addition, inflation
has started to creep back into the system. As a result, we are likely to see a lot more down days and a lot fewer up days. Never-
theless, investing in the stock market should continue to be part of a well-diversified portfolio.
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The real question is how much you should have in stocks during all market conditions. That amount should only be what you can
stand to see go down 30%-40% at any given time. I am not saying the market is going down, no one knows that, but I am saying
that the amount you should keep in stocks is only that amount that you have the courage to hold onto even in the worst market
conditions. That amount may only be 25% of your portfolio, it is a personal decision. Studies show that investors who always
hold the same amount in stocks end up with more money than those who try to time the ups and downs of the market. Warren
Buffett once said risk comes from not knowing what you are doing. Don’t try to guess the next move in the stock market, it will
only get you into trouble. Instead, simply invest less in the market and keep it there for a very long time. You will be happier, you
will sleep better, and you will make more money.


