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“There can be few fields of human endeavour in which 
history counts for so little as in the world of finance. Past 
experience, to the extent that it is part of the memory at 
all, is dismissed as the primitive refuge of those who do 
not have the insight to appreciate the incredible wonders 
of the present.”
— JK Galbraith, A Short History of Financial Euphoria

Equity markets have been led back to record highs by an increasingly narrow and richly-valued 
cohort of stocks. It’s not the first time such a scenario has occurred, and it seems an appropriate 
time to dust off the history books to see how past experiences have played out. The MSCI 
World Index is currently trading at a price-to-book ratio of 2.5 and a price-to-earnings multiple 
of 21. We would consider these levels high, but while they are well above average, they are not 
off-the-charts. Given what seems to be an unusually uncertain time in terms of economics and 
geopolitics, a top-down investor might question the appropriateness of this level of optimism. 
However, what intrigues us, as bottom-up stock pickers, is the wide range of valuations across 
the market. 

The polarisation of valuations among publicly traded equities is at record extremes, and 
these particular types of market conditions tend to present a lucrative opportunity for investors 
who are selective: a subset of the market is trading on extremely stretched valuations, while the 
rest is valued attractively. It is this spread of valuations that we are interested in examining.

To illustrate just how much valuations have moved over time, we have charted the relative 
performance of the MSCI World Value Index versus the MSCI World Growth Index since inception 
in 1974 (Figure 1). The shaded area represents the P/E premium, or the difference between the 
price/earnings ratio of the Growth Index and that of the Value Index. This chart captures quite 
well the underlying excesses in the current market regime and places the last decade in a very 
clear historical context. The current underperformance of value is the most dramatic on record 
in terms of both depth and duration, and the result is a valuation spread at record levels. We have 
only witnessed two market regimes in the last 50 years or so that come close: the Nifty Fifty in the 
early 1970s and the DotCom Bubble in the late 1990s.
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The 1970s — The Nifty 
Fifty Era

Figure 1 
MSCI World Value 
vs. Growth: Relative 
Performance (Value/
Growth) and P/E 
Premium (Growth/
Value) — (Dec 1974 –
June 2020) 

 � Ratio of MSCI World 
Growth PE/World Value PE

 � Relative Perf. of MSCI 
World Value vs Growth

Source: State Street Global Advisors, MSCI, as at 31 August 2020. Past performance is a not a guarantee of future returns.
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In a 1970 essay, ‘The New Era for Investors’, legendary growth stock investor T. Rowe Price 
Jr. warned that the age of post-war great prosperity was probably drawing to a close, driven 
by higher inflation and eroding social cohesion, which he expected would eventually temper 
economic and earnings growth:

“However, it seems likely that there will be a very limited number of blue chip premier growth 
stocks with an annual rate of earnings growth of more than 10%. Therefore, the increasing 
demand from institutional investors will greatly exceed the supply. Consequently, these stocks 
may be expected to command even higher premiums (price-earnings ratio) in the future than in 
the past. It is expected that they will be overpriced in relation to their intrinsic worth most of the 
time. They should be purchased only when they are available at reasonable price-earnings ratios.”

This was amazing foresight, but the final sentence doesn’t seem to have attracted much of an 
audience. The stock market soared, driven by a group of US stocks known as the Nifty Fifty. 
The Nifty Fifty related not to a performance index, but instead to a select group of companies 
with powerful fundamentals: innovators that were uniquely positioned to benefit from long-term 
secular shifts in demand, with strong balance sheets, dominant market positions and very strong 
competitive moats. Among the line-up were Avon Products, Coca-Cola, Digital Equipment Corp, 
Eastman-Kodak, General Electric, IBM, Johnson & Johnson, McDonalds, Merck, Polaroid, Texas 
Instruments, Walmart, Walt Disney and Xerox.

The US stock market peaked in January 1973, with the subsequent collapse seeing it bottom 
out some 50% lower in October 1974. For the Nifty Fifty stocks, the share price experience was 
even worse. 

The IBM experience is illustrative. It was the largest stock by market capitalisation in the world at 
the 1973 peak, trading at a PER of about 40. Its stock price collapsed through 1973 and 1974 and 
it took until 1982 before it recovered to its pre-crash heights. In the intervening nine years, the 
company delivered earnings growth of c.11% per annum. 

The IBM Experience
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The Late-1990s/
Early-2000s — 
Goldilocks and the 
DotCom Bubble

Despite the fact that many Nifty Fifty companies went on to thrive and deliver above-average 
earnings growth through the 1970s and beyond, like IBM their share prices fell dramatically 
and recovered only slowly. In other words, the businesses remained great, but the share prices 
had discounted too much, too soon, and were simply too high. The outperformance during the 
boom was driven by multiple expansion rather than earnings growth and once that peaked, 
value stocks went on to outperform growth, with one or two speedbumps, for most of the next  
25 years (Figure 1).

“	 Since it’s obvious that investing in great companies works, it gets horribly overdone 
from time to time. In the Nifty Fifty days, everyone could tell which companies were 
the great ones. So they got up to 50, 60, 70 times earnings. And just as IBM fell off the 
wave, other companies did too. Thus a large investment disaster resulted from too 
high prices. And you’ve got to be aware of that danger” 

—	 Charlie Munger, Poor Charlie’s Almanac.

In the late 1990s, Greenspan’s Goldilocks economy — strong global growth with low inflation 
— proved a very constructive backdrop for equities. Markets withstood several setbacks to 
power through the turn of the millennium. But it was the emergence of the internet and related 
technologies that really captured investor imaginations, and one of history’s most notorious 
speculative episodes unfolded; the Nasdaq Composite Index rose from 1000 in 1995 to over 
5000 in March 2000, with other indices following to varying degrees. 

Growth outperformed value dramatically in this period as investors piled into the “new 
economy” stocks. Good technology businesses became significantly over-valued, while bad 
technology businesses — IPOs with no profits, no business model and often de-minimus 
revenues — attracted astronomical valuations. The market overall became exorbitantly valued 
and — similar to the 1973 experience — as the bull run entered its final phases, leadership 
narrowed and the spread of valuations widened to record levels (Figure 1). The bubble burst. 
The Nasdaq fell over 80% during the next couple of years and took 16 years to recover to those 
early-2000 highs. Value outperformed growth for the next seven years as the massive valuation 
premiums unwound.

What’s worth bearing in mind about that episode is that the technology bulls were largely right. 
These technologies did change the world, and probably to a greater degree than even the most 
evangelical could have foreseen. But if you paid too high a price for stocks to gain exposure to 
these trends, you lost a lot of money. The reflections of the CEO of a large technology company of 
the day sums it up neatly. 

“	 …But two years ago we were selling at 10 times revenues when we were at $64. At 10 
times revenues, to give you a 10-year payback, I have to pay you 100% of revenues 
for 10 straight years in dividends. That assumes I can get that by my shareholders. 
That assumes I have zero cost of goods sold, which is very hard for a computer 
company. That assumes zero expenses, which is really hard with 39,000 employees. 
That assumes I pay no taxes, which is very hard. And that assumes you pay no 
taxes on your dividends, which is kind of illegal. And that assumes with zero R&D 
for the next 10 years, I can maintain the current revenue run rate. Now, having done 
that, would any of you like to buy my stock at $64? Do you realize how ridiculous 
those basic assumptions are? You don’t need any transparency. You don’t need any 
footnotes. What were you thinking?” 

—	 Scott McNealy, CEO of Sun Microsystems. Interview with Bloomberg Businessweek, 1 April 2002.
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Post GFC — Echoes of 
Past Bubbles 

Each market regime may have a different verse but the chorus is often very similar. The current 
regime has seen value underperform growth since 2007. For the majority of that period it was 
a headwind that we, as stock-pickers with concentrated portfolios, were able to overcome. 
However, trends have accelerated since August 2016, such that Growth has outperformed  
Value by 14% p.a. The earnings per share (EPS) of the MSCI World Growth Index have grown  
at 2.8% p.a., which is higher than the 0.5% p.a. growth rate delivered by the MSCI World Value 
Index, but what’s the value of that superior growth? The P/E premium (the difference between 
the Price/Earnings ratio of the Growth and Value Indices) has jumped from 30% to 130%. As with 
both periods under review, the outperformance of Growth versus Value is almost entirely 
attributable to rating. The result has been a widening of the valuation spread to levels that now 
exceed those seen during both of the earlier periods discussed.

To our minds, the current market has echoes of both the Nifty Fifty and the DotCom Bubble eras. 
We have a group of highly profitable, dominant, innovative companies leading the market higher, 
and these are now trading on Nifty Fifty valuations:

Name Market Cap 
(USD, m)

Net Income 
(USD, m)

Price/Earnings Ratio

APPLE ORD 2,294,818 54,346 42.2

AMAZON.COM INC 1,752,673 10,348 169.4

MICROSOFT CORP 1,719,900 43,465 39.6

ALPHABET INC 1,127,604 32,350 34.9

FACEBOOK CL A ORD 841,654 18,288 46.0

BERKSHIRE HATHAWAY INC 521,691 25,864 20.2

VISA INC 453,980 12,259 37.0

TESLA INC 442,656 -77 -5,751.0

WALMART INC 417,968 14,297 29.2

JOHNSON & JOHNSON 398,925 23,265 17.1

Total 9,971,870 234,405 42.5

Source: Refinitiv, State Street Global Advisors as of 31 August 2020.

Apple is a terrific example. It is obviously a great company. It is the most profitable company 
on the planet and therefore it’s reasonable that it should command the highest market 
capitalisation. But the risk for investors is that the market capitalisation is too high. Its market 
cap first hit US$1 trillion in August 2018. Profits of US$59bn were reported for the full year to 
September of that year. Since then the market cap has more than doubled to US$2.2 trillion, 
while profits for the full year to September 2020 are expected to be c. US$57bn. It is clear that 
Apple’s extraordinary share price appreciation has been driven not by profit growth but by 
multiple expansion. One wonders if the recent stock split will prove to be a gesture that retail 
investors will ultimately be grateful for.

There are also a significant number of companies trading at, or in excess of, the “ridiculous” 
valuation decried by Scott McNealy in 2002. As of 31 August 2020, there were 187 constituents of 
the MSCI World Index with a market capitalisation amounting to more than 10 times their annual 
sales. Their combined stock market value is over ten trillion US dollars The largest ten companies 
in this group are set out in the table below:

http://AMAZON.COM
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Name Market Cap (USD, mn) Sales (USD, m) Price/Sales

MICROSOFT CORP 1,719,900 143,015 12.0

FACEBOOK CL A ORD 841,654 70,697 11.9

VISA INC 453,980 22,977 19.8

TESLA INC 442,656 24,578 18.0

MASTERCARD INC 357,279 16,883 21.2

NVIDIA CORP 341,102 10,918 31.2

SALESFORCE.COM INC 255,938 17,098 15.0

ADOBE INC 253,239 11,171 22.7

NETFLIX INC 245,447 20,156 12.2

PAYPAL HOLDINGS INC 245,280 17,772 13.8

Figure 2 
S&P 500 
Concentration —
Top Five Stocks By 
Market Capitalisation 
(Mar 1970–Aug 2020) 

Source: State Street Global Advisors, S&P, as at 31 August 2020. Past performance is a not a guarantee of future returns.
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Source: Refinitiv, State Street Global Advisors as of 31 August 2020.

A mention must also go to both Shopify and Zoom Video Communications, which sit just outside 
the top ten. With profits of US$18m, Shopify is now the largest company on the Toronto Stock 
Exchange. Its current market capitalisation is US$136bn. It has revenues of US$1.6bn. Zoom’s 
market capitalisation of US$129bn compares to last reported annual sales of US$623m. Even if 
we annualise the latest quarter’s huge jump in revenues, it is trading at about 50 times sales.

As mentioned at the beginning of this article, the overall market is overvalued, but not excessively 
so despite the elevated valuations of these high-flying stocks. The explanation for this lies in the 
polarisation of valuations across equity markets. The winners are very expensive, while many of the 
laggards are quite cheap. In Figure 2, we chart the aggregate market capitalisation of the largest 
five companies in the S&P 500 Index as a percentage of the total over the last 50 years. This is a 
measure of concentration, or indeed a measure of the faith the market puts in a very small subset 
of companies, usually late into a rally. Again, we can see that there are three clearly identifiable 
periods where investors attributed exceptional powers to a select few stocks; the Nifty Fifty 
phenomenon during the 1970s, the DotCom bubble in the late 1990s, and the current period. And 
the chart clearly illustrates just how violent and unprecedented the recent level of concentration 
has become. This chart suggests that the market has made an unusually hasty decision about the 
relative worth of the five companies against the fundamental strength of the other 495 in the index. 
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A Pin Awaits 
Every Bubble

The top five stocks on the S&P 500 now account for almost 25% of the index — a level of concentration 
not seen since the Nifty Fifty days. They have a combined market capitalisation of US$7.7 trillion and 
combined profits of US$159bn — this equates to a P/E multiple of 49 or an earnings yield of 2%. 

One way of thinking about value investing is to set a target of securing the most (sustainable) 
earnings available per dollar invested. With that framework in mind, we can compare the 
profitability available in the market for the same market capitalisation as these top five names. If 
we imagined for one crazy moment that the secret to success was to buy low and sell high, these 
are the opportunities that this very distorted market is offering:

•  Apple’s market capitalisation is now approaching that of the entire FTSE 100 Index (US$2.5 trillion). 
That diverse group of leading companies generate almost four times the profits of Apple: US$207bn.

•  The market value of Microsoft and Amazon is approximately US$1.7 trillion each. Each one 
is worth about the same as all 82 European financial stocks in the MSCI World Index, which 
generate US$182bn of profits — that is four times the profit made by Microsoft and about  
18 times that of Amazon.

•  The market capitalisation of Alphabet (Google’s parent company) is now close to the value 
of Germany’s Dax Index. Acquiring all 30 companies in that index would secure US$95bn of 
earnings power — three times that of the very profitable Alphabet.

•  The US$842bn required to buy Facebook could buy you loss-making Tesla twice over  
(on 18 times sales). Or, you could buy the other 21 auto manufacturers in the MSCI World 
Index, which earn US$88bn (versus Facebook’s US$18bn), and still have US$120bn of 
“walking-around money”.

As long-term investors, we’ve sought to avoid speculative excess and focus our portfolios 
on stocks that offer the possibility of long-term capital appreciation. Typically, we find these 
opportunities in regions outside the US and in sectors other than the likes of technology and 
consumer discretionary. In doing so, we believe we’ve been able to assemble diversified portfolios 
of well-managed, well-capitalised businesses that the market is valuing at significant discounts 
to intrinsic value. The fundamentals of these businesses are generally tracking in line with our 
expectations, but the multiples remain depressed as capital flows into the hot parts of the market.

Momentum is a powerful thing, and when it is in full flight it is difficult to determine when it will end. 
But, invariably, it does. How far can this run? When might this change? What might the catalyst 
be? The honest answer to each of these questions is the same: we don’t know. Indeed, the 
answers may be unknowable and as such distract from the more important questions investors 
should be asking: What set of circumstances are required for the momentum trade to deliver a 
good return? Is this scenario plausible given what history tells us? What’s the downside if things 
go wrong? 

In the previous episodes, something unexpected happened: an oil price shock, an interest rate 
hike, an anti-trust investigation, a geopolitical event, a spate of frauds etc. And this is a constant 
— unexpected things happen. The future is always uncertain, and investors should demand to be 
compensated to assume that uncertainty. 

“	 A pin lies in wait for every bubble and when the two eventually meet, a new wave of 
investors learns some very old lessons.”

—	 Warren Buffett.
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