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The Price of Growth
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We've mentioned before that at Tacit Investment Management we don’t have a quantitative edge. This doesn’t mean we
don’t use quantitative data in making decisions. An understanding of quantitative data in the context of history can provide
very useful insights.

Most people compare the market today to the Dot-com bubble in 1999/2000 because they both involved internet and tech
stocks. This is however not a good comparison. During the Dot-com bubble, speculative businesses were selling at
speculative prices. Today, viable businesses are selling at speculative prices.

Take a look at this for example. The Nifty stocks of the 1970’s. They make a much better comparison to what is happening
today.
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Here we have some of the Nifty 50 stocks and their price to earnings (PE) ratios in 1972 and the following 10-year
annualised returns. Most of you will recognise these businesses because they still exist in 2018. How many of those
involved in the Dot-com bubble are still in business? You know the answer without thinking.

What made these stocks attractive was their high earnings growth. However, as the Figure shows, overpaying for stocks
no matter how good the business bears some risk. The relatively low PE stocks of Philip Morris and Bristol Myers
delivered reasonable returns over the 10 year period. But the expensive high PE stocks offered poor subsequent returns.



Now focus on PepsiCo and Coca Cola. Both offer similar products and Coca Cola had higher earnings growth rates. But
paying almost 50 times earnings for Coca Cola gave you -6.9% annualised returns over 10 years. PepsiCo was selling at
30 times earnings and the subsequent 10-year returns were 2.8%. Not great but significantly better than losing 6.9% every
year.

With so much optimism priced into these expensive stocks, a whiff of bad news was all it took to send the prices down.
The Nifty stocks did recover to give investors double digit returns over the longer term. But not many investors would have
been patient enough to suffer 10 years of underperformance. Falling stock prices test the nerves of the best of us.

Some of today’s profitable tech stocks are better than the Nifty 50. They enjoy network effects and are capital light
businesses. If we were to experience similar bouts of inflation today as we did in the late ‘70s, their low capital needs
would shield them from rising prices.

However, overpaying for a business still involves a lot of risk. Keeping our holdings of tech companies to a minimum is a
positive way to manage that risk.

Important Information: Any views, insights, or commentary are for general information only, do not constitute personal
investment advice or research, and are intended for UK residents. They may not be appropriate in all jurisdictions. While
sourced from information we believe to be reliable, we make no guarantee as to accuracy or completeness. Past
performance is not a guide to future results, and the value of investments can go down as well as up.

Regulatory Disclaimer: Tacit Investment Management is the trading name of TIML Limited (No. 9228395), part of Tacit
Holdings Limited (No. 10611211). Both companies are incorporated in England and Wales, with the registered office at 14
Hanover Square, London W1S 1HN. TIML Limited is authorised and regulated by the Financial Conduct Authority (FCA
ref. 670184) and approves and issues this communication under Section 21 of the Financial Services and Markets Act
2000. Please note, tax and estate planning services are not regulated by the FCA.



