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Sharp Investing

Wipeout! Internet
and Technology
Stocks Finally get
Their Just Desserts

By Daniel R. Sharp

Intel, Microsoft, Cisco, Lucent,
Oracle. What do these stocks have
in common? Most would say they
are great technology leaders.
Others would say that they are all
"bargains' asthe NASDAQ
correction in the year 2000
approaches 40%. After al, most
were selling well above current
levelsjust a short six months ago,
so they must be worth the higher
prices at which they traded. These
world-class companies are solid,
unlike many of the fly-by-night
internet companies that soared in
1999 only to crash and burnin
2000.

The Internet Index is down 49% so
far this year and over 60 internet
companies have seen their stock
prices reduced 90% or more ($10
turned to $1). Most investors agree
that the internet craze was afrothy
frenzy fueled by speculation, but it
isnow over, leaving these new
unprofitable companies priced
about where they belong.

However, the same investors that
NOW would never think of
investing in the all-out gamble that
istheinternet "industry" think that
they are being safe and prudent by
investing in the giant technology
leaderslisted above. After al, Intel
isselling for less than half of what
it did afew months ago, Cisco is
off 40% from its highs, Microsoft
isat atwo year low and more than
50% off its highs, and Oracle is
more than 30% down.

Most investors understand that
these are industry-leading
companies. Most investors
understand that, yes, they are well
off their recent highs. Most
investors will then use these two

continued on page 2

The Markets are
Going Down!
What do | do now?

The market correction that investors
are currently suffering through isa
valuation correction as opposed to
an economic correction. Ina
valuation correction, investors sdll
off stocks with extremely high
multiples and reinvest the money in
the sectors of the market that have
lower valuations. Thisisa
distribution correction, and with the
exception of occasional panic-
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points to rationaize an investment
in the name technology stocks.

What most investorsfail todois
evaluate what these companies
stock prices should be worth based
upon sound fundamental business
valuation techniques. Just because
acompany isa"great" company
and its stock is cheaper than it once
was, does not make it agood
investment. The amount of profit
the company is expected to earn for
each investment dollar you put into
it cannot be ignored.

For example, Intel is projecting
growth aslow as 4%. Even with
the current pricing, Intel trades at
25 times earnings, a rate that
impliesthat Intel should be
producing 25 cents of earnings
for each dollar of stock
purchased. Instead, Intel may be
producing 4 cents of earnings for
each dollar invested. Now look at
acompany like Whirlpool.
Whirlpool is projecting growth of
20% but trades at less than 10
times earnings. This means that
the market has priced Whirlpool
stock asif it should be producing
10 cents of earnings for every
dollar invested, yet Whirlpool
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may produce as much as 20 cents
for every dollar invested. A
dollar in Intel getsyou 4 centsin
earnings. A dollar in Whirlpaool
gets you 20 centsin earnings.

Intel is still fivetimes as
expensive as a non-technology
blue chip industry leader like
Whirlpool. That isahuge
premium that was twice as large
just afew months ago. What in
the world would have made an
Intel penny of earnings worth 10
times a Whirlpool penny of
earnings? You can argue that
Intel is more cutting edge, with
greater opportunities and
potential than Whirlpool, but
those kind of arguments are
appropriate for a 25% or 50%
premium over an old economy
blue chip, not a 1000% premium!

Therest of these technol ogy
leaders are in the same boat; good
companies, high growth, but in
most cases extreme valuations
when compared to other blue chip
companies with similar levels of
earnings coming from less
exciting lines of business.

Historically, investors have
awarded companies multiples of
earnings that average about 7 in
depressed economic times and
multiples that average 20+ in
economically prosperous times.
The best of the best historically
have been granted earnings
multiples of around 30. Over the
last three or four years many of
these technology leaders have
been awarded earnings multiples
in excess of 100 times, a
completely unsustainable level.
Microsoft traded at over 100
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Wipeout! ..continued from page 2

times earnings at one point, now it is
down to 30 times earnings. Cisco
traded at well over 100 times
earnings at one point, now it is down
to 60 and probably onitsway to 30
aswell. Whether Cisco getsto 30
times earnings by aflat stock price
and increasing earnings or a
decreasing stock price and flat
earningsis uncertain - but what is
certain is that they will not sustain a
PE of 60 for ten years, let along the
triple-digit PE they carried afew
short months ago.

| believe that the reason these kinds
of valuations have not seemed
unusual over the past severa yearsis
that many internet stocks traded at
even higher multiples than the
technology blue chips, making them
seem like relative bargainsin
comparison to the ridiculous
valuationsinvestors placed on new,
untested, unprofitable companies that
happened to hang a"dot.com” on
their name.

The truth isthat there are no
examples of any company sustaining
an earnings multiple in excess of 30
for aten year stretch and | certainly
do not see areason for that to be any
different going forward.

The question investors must ask
themselves is whether they believe a
company now trading at 50 times
earnings will get back to 100 times
earnings or whether a company
growing at the same rate trading at
10 times earnings can reach 20 times
earnings. | know what my answer is,
and what the market has been saying
for the past year. $
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We are not in an economic
correction, interest rates are likely
headed down; the economy, while
slowing, is still very healthy, and,
although oil prices have spiked,
there has been no signs that higher
energy costs are trandating to an
inflationary cycle.

induced freefall days, money isn't
leaving the market, it is simply
moving from the overvalued stocks
to the undervalued stocks. This
year there have been periods of
several weeks where all stocks saw
reduced valuations, but for those
willing to buy in the undervalued
sector, this proved an opportunity
toload up in areas that continue to
attract money in the new
millenium. The net effect has been
that value stocks have
outperformed growth stocks this
year by agiant margin - over 30%!

So why isthe Dow right where it
was nearly two years ago? Why
has the NASDAQ plunged nearly
40% from itsrecord highs? A lot
of it hasto do with how these
market averages are calculated.
The more overvalued a company,
the greater effect they have on the
market index, both in moving it up
and down. For example, Intel,
Cisco, and Microsoft are only three
companies out of the nearly 5000

In an economic correction,
changing interest rates, inflation,
economic growth, etc., can reduce
val uations among both overvalued
and undervalued stocks.
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that trade on the NASDAQ, but they
are 25% of the NASDAQ composite

average, so when they take a 40%
downturn, the NASDAQ average
declines 10% just from these three
stocks alone.

In avaluation correction, the most
expensive stocks come down in
price, the least expensive stocks
typically benefit from the money
distributing to better opportunities,
but the net effect isthat market
averages stagnate or come down
because of the greater effect of the
overvalued stocks on the market

averages. So even though both the
NASDAQ and DOW have seen
substantial declinesthis year, the
average stock is actualy up in the year
2000, and value stocks in particular are
coming to life as recipients of the
distributing demand for stocks from
overvalued to undervalued. Thisis
great news for those that have not
followed the herd into internet and
technology stocks at any price, but not
so good for investors that may not
reaize how exposed they areto
companies trading at historically high
valuations even with all the
bloodletting that has gone on so far
thisyear. Most mutual funds have
high concentrations of the high
valuation stocks.

So what should the average
investor do? If you own funds,
look at the top ten holdings and the
fund valuation (available at
morningstar.com). If you own
individual holdings of very high
valuation securities you need to be
aware of your exposure to this
valuation correction.

My advice would be to diversify
into some of the thousands of
stocks ignored over the past several
years that are extremely cheap with
strong growth prospects and lighten
up on the NASDAQ 100 stocks that
still look quite expensive in spite of
the correction.

Value Investing: The purchase of companies, through the stock market, for less than their economic
value due to temporary unpopularity (lack of investor demand). Thisis the opposite of growth

investing, which is buying companies at a premium in the hope that other investors continue to push
their prices higher and higher regardless of what the businessis actually worth.
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