Growth at Any Price?
The more frustrating part of not being able to buy great companies because they’re ridiculously overvalued is watching them get even more ridiculously over-valued. This is what we have been doing this
year with the likes of Cisco, Oracle, and Sun. So, what are we missing? After all, these are among the
largest and most financially sound companies in the world. To boot, they are among the most rapidly
growing companies in the world. Average annual earnings per share growth over the past 5 years was
47%, 26%, and 35%, respectively. Sounds good to me!
At least on the surface. The earnings growth is terrific. It’s even more exciting in the optical
networking industry. But earnings growth is not everything. Mathematically, it is simply an integral
part of the equation.* Let us assume a company grows earnings per share at 24% per year for the next
20 years. Thereafter it reverts to a normal company paying out 50% of its earnings in dividends and
growing 5% per year. To get a 10% return in such a company, you would pay about $105 for each
dollar of earnings (a P/E of 105). So, outstanding long run earnings growth is worth paying up for.
The only problem with this analysis when applied to the above stocks is, who else but God knows
what the Tech landscape is going to look like in 5 years, much less 20? Yet, these companies are selling
at an average P/E of 105 (115, 106, and 94, respectively).
This brings us to Proctor & Gamble. Now here is a safe company if there ever was one. Laundry
detergent and diapers are unlikely to go out of style anytime soon. So, one could make a credible
argument that you’ll know what this company will look like in 10 years, perhaps even 20. However,
what’s the chance P&G will grow at 15% per year over the next 20 years? Probably not much. For
starters, over the past 20 years they’ve grown earnings per share at 9% per year. Moreover, the
company would have an improbable $650 billion in sales (the entire U.S. economy today is about $7
trillion). Nevertheless, at $118 per share or 49x its earnings, this is how much the company would
have to grow for one to earn a mere 9% return on investment.
Yet, as we intimated before, great companies rise to over-valued levels, and their high prices rise even
more as their earnings continue to rise. One can make money riding the wave. We are willing to
miss that type of price and earnings growth for one simple reason: we don’t want to be there when
one day, everyone wakes up and realizes the Emperor is wearing no clothes. Alas, this happened
with Proctor & Gamble. One of the most admired companies in the world is now selling at a price
50% lower than it was just 6 months ago. Will it rebound? Of course. However, the investor’s return
from its high of $118 will very likely be sub-par for many years to come. So even the greatest and the
safest are risky, when one ignores the element of price.
Fortunately, there are easier ways to make money. Take our top performer last quarter, Nvest, LP.
Although not a household name, this $130 billion asset management firm, formerly a subsidiary of
Metropolitan Life, produced a stable stream of earnings and had very little debt. Its dividend yield
was over 10% and its growth rate in double-digits. Most importantly, it was cheap. Our purchase
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price was between $15 and $20 per share, or only 6-8x its earnings. As many of you know, Paris-based
financial conglomerate CDC also thought it was cheap, and decided to buy the entire company for $40
per share.
Unfortunately, opportunities to earn 10% in dividends coupled with double-digit earnings growth are
few and far between. And someone willing to buy you out just a few months after purchase at 2x
market is an event best placed under the heading ‘dumb luck’. Nevertheless, opportunities to earn
attractive long run returns in high quality companies do exist without having to fear that a giant
shoe is about to drop. While such companies may be lacking in sex-appeal, in a speculative market
environment like today’s, the Wall-Flowers will eventually have the last laugh.

Nick Tompras
August 2000

* It is indisputable in investment theory that the value of any investment is equivalent to the present value of its
future cash flows. This is compounding in reverse. All of a company’s future dividends or free cash flow are
reduced to a present value by the compound return which equates them.
Specifically: Value =

 [ Free Cash Flow * ( 1 + Growth Rate )^N / ( 1 + Return )^N ]

IMPORTANT DISCLOSURES
ACR Alpine Capital Research LLC is an SEC registered investment adviser. For more information please refer to
Form ADV on file with the SEC at www.adviserinfo.sec.gov. Registration with the SEC does not imply any
particular level of skill or training.
All statistics highlighted in this research note are sourced from ACR’s analysis unless otherwise noted.
It should not be assumed that recommendations made in the future will be profitable or will equal the
performance of the examples discussed. You should consider any strategy’s investment objectives, risks, and
charges and expenses carefully before you invest.
This information should not be used as a general guide to investing or as a source of any specific investment
recommendations, and makes no implied or expressed recommendations concerning the manner in which an
account should or would be handled, as appropriate investment strategies depend upon specific investment
guidelines and objectives. This is not an offer to sell or a solicitation to invest.
This information is intended solely to report on investment strategies implemented by Alpine Capital Research
(“ACR”). Opinions and estimates offered constitute our judgment as of the date set forth above and are subject
to change without notice, as are statements of financial market trends, which are based on current market
conditions. There are risks associated with purchasing and selling securities and options thereon, including the

2
Please see pages 2-3 for additional important disclosures.

risk that you could lose money. All material presented is compiled from sources believed to be reliable, but no
guarantee is given as to its accuracy.
The Equity Quality Return (EQR) Advised / SMA Composite consists of equity portfolios managed for non-wrap
fee and wrap fee clients according to the Firm's published investment policy. The composite investment policy
includes the objective of providing satisfactory absolute and relative results in the long run, and to preserve
capital from permanent loss during periods of economic decline. EQR invests only in publicly traded
marketable common stocks. Total Return performance includes unrealized gains, realized gains, dividends,
interest, and the re-investment of all income. Please refer to our full composite performance presentation with
disclosures published under the performance section of our web site at www.acr-invest.com.
The S&P 500 TR Index is a broad-based stock index including reinvestment of dividends and has been presented
as an indication of domestic stock market performance. The S&P 500 TR index is unmanaged and cannot be
purchased by investors.
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