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A Method of Valuing Growth Stocks 
By GEORGE MACKINTOSH 

This study was undertaken to devise a method of checking 
the reasonableness of the apparent ly  high price-earnings ratios 
of secular (long term) growth stocks. We might define a secular 
growth stock as one whose earnings will probably persist upward 
in relation to average corporate earnings over a period of years. 
Demonstrated past growth is usually helpful in furnishing can- 
didates for study. 

This discussion is not concerned with non-secular growth of 
per share earnings, which can occur by (1 )  an upswing of the 
business cycle, (2)  a reduction in tax rates, (3)  a lowering of 
interest charges or preferred stock dividend requirements, (4)  a 
betterment of the profit margin by reason of greater internal effi- 
ciency, (5)  purchase of another company on a favorable basis, 
(6)  an individual company improving its competit ive position, 
(7)  a special development of limited duration such as war, (8)  
a lowering of charges for depreciation or maintenance and re- 
pairs, or (9)  a non-recurring type gain such as profit from sale 
of securities. We have in mind long term growth prospects 
which promise to extend well beyond the foreseeable future, 
which have a solid footing and which are based on industry 
trends. Almost always these are based on aggressive research 
for the development of new products and the extension of de- 
mand for existing ones. The latter is usually accomplished by 
quality improvement, price reduction, or both. Excellent exam- 
ples of secular growth companies are International Business 
Machines, Scott Paper, duPont, Dow, Monsanto, Union Carbide 
and Coca Cola. 

Wide Variations in Price-Earnings Ratios 
Investors are rightly bewildered by the varying price-earn- 

ings ratios of common stocks, particularly of the so-called secu- 
lar growth stocks. Price earnings ratios at any given time will 
differ from stock to stock because of many reasons, including 
(1)  conservatism or lack of it in making charges against profits 
for depreciation, maintenance, repairs, inventory reserves, etc., 
(2)  different types of capital structures which afford varying 
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a m o u n t s  of l eve rage  to the  c o m m o n  stock, ( 3 )  va ry ing  s t r eng th  
of work ing  cap i t a l  pos i t ions ,  ( 4 )  d i f fer ing r eco rds  of ea rn ing ' s  
s t ab lh ty ,  ( 5 )  p r o p o r t i o n  of ea rn ings  p a i d  ou t  m d iv idends ,  ( 6 )  
y i e l d  a f fo rded  m r e l a t i o n  to o the r  s tocks  of mml la r  q u a h t y ,  and  
( 7 )  p rospec t s  for long t e r m  growth,  s t a b l h t y  or r e t rogresmon  of 
ea rn ings  T h e  las t  of these  is u s u a l l y  b y  far  the  mos t  ~mpor tan t  
because  the  pr ice  ea rn ings  ra t io  u s u a l l y  has  as ~ts l a rges t  c o m p o -  
nen t  an e s t i m a t e  of the  t r e n d  of e a r m n g s  for some y e a r s  a h e a d  

F o r  our  ana lys i s  the  y e a r s  1926 and  1936 were  chosen,  
because  m bo th  y e a r s  n a t i o n a l  i ncome  was  close to $70 b l lhon  
N e t  profi ts  of 888 m d u s t r l a l  co rpo ra t i ons  were  $2 8 b l l hon  m 
1926 and  $2 6 b l l hon  m 1936 In  1926 the  federa l  tax  r a t e  was 
131/2%, m 1936 a b o u t  171/2% B o t h  were  pe r iods  of gene ra l  
m a r k e t  o p t i m i s m  W h i l e  ea rn ings  and  d i v i d e n d s  here  e x a m i n e d  
a re  for 1926 a n d  1936, s tock  pr ices  a re  as of Augus t  1927 and  
F e b r u a r y  1937 as  m bo th  these  m o n t h s  t he  D o w - J o n e s  Indus -  
t r la l  A v e r a g e  m a d e  a h igh  of 190 and  enough  t ime  had  e l a p s e d  
to  gauge the  p r e w o u s  yea r ' s  resu l t s  

Growth Stocks Lead Market Advance 

T a b l e  I gives  stat~stms on 11 g rowth  s tocks  for 1926 and  
1936 P e r  sha re  earnings ,  d i v i d e n d s  a n d  s tock  p rmes  for 1926 
have  been  a d j u s t e d  for subsequen t  s tock  sph t s  and  s tock  d~w- 
dends  to m a k e  t h e m  c o m p a r a b l e  to  1936 A v e r a g e  per  share  
ea rn ings  of the  g roup  inc reased  f rom $4 20 m 1926 to $6 65 m 
1936, a gain  of 58%,  whlch  is a t  a c o m p o u n d  r a t e  of 4 8% 
y e a r l y  If  1936 ea rn ings  had  on ly  been  equa l  to those  of 1926 such 
a resul t  wou ld  have  been  supe rmr  to the  resu l t s  a ch i eved  b y  888 
m d u s t n a l s  M a n y  good q u a h t y  s tocks  e x a m i n e d  had  s h a r p  de- 
chnes  m per  share  ea rn ings  F o r  example ,  m the  ten  y e a r  pe r iod  
U m t e d  F r m t  prof i ts  fell  f rom $7 44 to $4 88, M a y  D e p a r t m e n t  
S to res  f rom $5 95 to  $4 12, and  T e x a s  Gu l f  S u l p h u r  f rom $3 69 
to $2 57 I t  m a y  be no ted  f rom T a b l e  I t h a t  the  ave r age  s tock  
pr ice  inc reased  f rom 62 to 148, a gain  of 139%,  or a t  t h e  com- 
p o u n d  ra te  of 9 1% yea r ly ,  as  aga ins t  4 8% for ea rn ings  Accord-  
m g l y  the  11 s tocks  m 1936 sold  a t  22 4 t i m e s  ea rn ings  aga ins t  
14 6 t imes  m 1926 Th i s  h igher  pmce-ea rnmgs  r a tm  ref lec ted  
m a i n l y  the  b e t t e r  e s t eem m which  the  sha res  were  held  as a 
resu l t  of p roven  growth,  and  to a lesser  e x t e n t  to the  lash of the  
1936 und i s t r i bu t ed  profi ts  tax, whmh forced  the  group to p a y  
ou t  73% of ea rn ings  m the  form of d l w d e n d s  versus  57% in 
1926 ( 6 6 %  m 1935)  I n t e r e s t  ra tes  also p l a y e d  a minor  role 
m the h igher  1936 v a l u a t m n  as Baa  bonds  m F e b r u a r y  1937 
were  y i e ld ing  4 5%,  aga ins t  5 5 ' ,  m Augus t  1927 
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Behavior of certain stocks in the group calls for comment.  
Dow Chemical, whose earnings and stock price increased the 
most during the ten year  period, would have been the most 
difficult to select in 1926, as the management  was reticent about  
its business and earnings at that  time and its shares were not 
listed. Being a relatively small company at that  time, it was 
capable of a sensational growth which a large company could 
not have duplicated. 

Air Reduction sold at 28.3 times its 1936 earnings against 
18.3 times in 1926, reflecting the good rate of earning growth. 
This growth was accomplished by  retaining a heavy portion 
of earnings in the business for expansion of facilities for indus- 
trial gases, and for acquisition of a carbonic gas and dry ice 
business. After 1936 Air Reduction slowed down its rate of 
expansion and paid out most of its earnings in dividends, since 
which time the price-earnings ratio has declined drastically. 

Non=Growth Companies 
Statistics on companies lacking earnings growth in the 

ten-year period are given in Table II. Before examining them 
several individual company comments are in order. Both Lig- 
gett & Myers and Reynolds earned more and paid much larger 
dividends in 1936 than 1926, but their stock prices were mod- 
erately lower due primarily to fears of increased competit ion 
from smaller cigarette makers. 

Burroughs earned the same in 1936 and 1926, and paid 
twice as large a dividend in 1936. The 1936 price-earnings 
ratio of 25.9 times compared with 16.6 times in 1926. Subse- 
quent events proved the 25.9 ration of 1936 much too high. 

American Snuff is an enigma. Its earnings and dividends 
were almost the same in both years but its stock sold at 65 in 
February 1937, as against 34 in August 1927. In both periods 
the earnings outlook was for little change. 

General Electric sold at 65 or some 42.7 times its 1936 
earnings in February  1937, an exceptionally high ratio even 
granting that reported profits are on the understated side. Here 
was a ratio much higher than for the growth stocks, and for 
a company paying dividends in excess of earnings at that  time. 

Kresge is a fine illustration of the pitfall awaiting the in- 
vestor who pays a high price-earnings ratio for past and antici- 
pated future growth and does not obtain it. Kresge's profits 
per share were about the same in 1936 and 1926 ($1.99 vs. 
$2.22), and 1936 dividends were double 1926 but the price- 
earnings ratio fell from 21.2 times in 1926 to 14.6 times in 1936. 
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T h e  ea rn ings  growth had  b e e n  slowed down or e h m m a t e d  m 
the  in t e r im by  poht lcal ,  compet i t ive  and  other  factors 

T u r n i n g  now to stat is t ics for non-growth  stocks, m T a b l e  I I  
we see tha t  average  per  share  ea rn ings  of $3 97 m 1926 fell to 
$3 86 m 1936 whi le  average  growth  c o m p a n y  profits gamed  f rom 
$4 20 to $6 65 T h e  average  m a r k e t  price for non-growth  stocks 
increased from 69 to 76 or 10% be tween  1926 a nd  1936, whi le  
the  average  price for growth stocks gamed  139%. Moreover ,  
there  would  have  been  a dechne  m non-growth  stock prices 
except  for s eeming ly  unjus t i f ied  large gains b y  A m e r i c a n  Snuff, 
Gene ra l  Elect r ic  and  Bur roughs  

T h e  pa r t i cu la r  statlst~cs g~ven have  shown the clear  superi-  
or i ty  of our  growth stocks over  non-growth  W e  recogmze tha t  
these selectmns have  b e e n  m a d e  by  h inds ight  a nd  t h u s  pre-  
supposed a perfect  segrega tmn of stocks be tween  the  two groups 
m 1926 Pe r f ec~on  m such a task could no t  be  expected,  b u t  a 
keen  secur i ty  ana lys t  should  have  had  a fmr degree  of success. 

TABLE III 
PRICE-EARNINGS RATIOS FOR PERIOD OF OPTIMISM 

Annual Secular Growth Rate--% 
% Dlv of 
Earnings 0 1 2 3 4 5 6 7 8 9 10 

100 16 17 18 
90 16 17 18 18 20 20 
80 15 16 17 18 20 20 22 23 25 28 30 
70 14 15 16 18 20 20 21 23 25 28 30 
60 15 17 18 19 20 22 24 25 26 
50 17 18 19 21 22 23 
40 18 19 20 

Note---No ratios are supphed for low growth rate compames not 
retaining a hxgh portion of earnings or for high growth rate compames not 
paying out substantlally all thexr earnings 

S tudy  of the foregoing statistics has led to the p r e pa r a t i on  
of T a b l e  I I I ,  which a t t e m p t s  to show a reasonable  v a l u a t i o n  for 
secular  growth earn ings  m an  e n w r o n m e n t  of good bus iness  
condi t ions  and  stock m a r k e t  prices such as m 1926-1927 a nd  
1936-1937 Assuming  cer ta in  a n n u a l  growth rates  a nd  va r y i ng  
propor t ions  of earn ings  paid  out  m dividends ,  the t ab l e  gives 
what  m a y  be cons idered  as reasonable  pr ice-earnings  rat los 
Growth  b e y o n d  10% y e a r l y  tends  to be un rea l  a nd  m a y  be 
capl tahzed  at  a low rate  Fo r  ins tance  no indus t ry  can  m a t c h  
the pers is tent  growth of the  r ayon  bus iness  In  the  pas t  t w e n t y  
years  d e m a n d  increased  from 33 ml lhon  pounds  m 1923 to 656 
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mil l ion  p o u n d s  in 1943, wh ich  was e q u i v a l e n t  to 16% y e a r l y  
on a c o m p o u n d  basis;  2 1 %  in the  first  t en  y e a r s  and  1 2 ' ) i .  

in the  second.  Y e t  r a y o n  c o m p a n y  s tocks  do  no t  sel l  a t  h igh  
p r i ce -ea rn ings  rat ios .  T h i s  cond i t i on  ref lec ts  a c o m b i n a t i o n  of 
fac tors  such  as ( 1 )  fa i lure  of ea rn ings  to k e e p  pace,  s ince  
g rowth  was  a c c o m p l i s h e d  m a i n l y  b y  p r i ce  r e d u c t i o n s  f rom 
$2.75 p e r  p o u n d  in e a r l y  1923 to 55c in 1943; ( 2 )  r e l u c t a n c e  
of inves to r s  to r e g a r d  the  g r o w t h  r a t e  h ighly ,  s ince  its r a b b i t -  
l ike pace  canno t  be  long con t inued ;  ( 3 )  i ndus t r i e s  in such a 
y o u t h f u l  s tage  are  u sua l l y  s u b j e c t  to  a h igh  r a t e  of c o m p a n y  
casua l t ies ;  and  ( 4 )  such r a p i d  e x p a n s i o n  is g e n e r a l l y  accom-  
p a n i e d  b y  f r equen t  new f inancing.  B u t  when  the  r a y o n  in- 
d u s t r y ' s  g rowth  r a t e  a t t a i n s  more  rea l i s t i c  p r o p o r t i o n s  a n d  
ind ica t ions  po in t  to m a i n t e n a n c e  of th is  t r e n d  wel l  into the  
future ,  i ts  s tocks  m a y  sell  a t  h igher  r a t ios  to earn ings .  

T a b l e  I I I  shows the  effects  of d i v i d e n d  s t r i n g e n c y  on pr ice-  
ea rn ings  ra t ios  e spec i a l l y  in t he  case  of h igh  g rowth  r a t e s  w h e r e  
the  r a t io s  dec l ine  s h a r p l y  wi th  m e a g r e  d iv idends .  

Applying Annual Growth Rates 

F o r  those  i n t e r e s t ed  in the  o u t c o m e  ove r  a p e r i o d  of y e a r s  
of a p p l y i n g  the  annua l  g rowth  ra tes  in T a b l e  I I I ,  the  fo l lowing 
c o m p i l a t i o n  has  been  made .  At  the  e n d  of  five a n d  t e n - y e a r  
per iods ,  a s suming  g rowth  a t  v a r y i n g  r a t e s  f rom 1% to  10% 
( c o m p o u n d e d  a n n u a l l y )  ea rn ings  w e u l d  be  h igher  b y  the  fol- 
lowing pe r cen t ages :  

Annual Growth Gain in Gain in 
Rate % 5 Years % 10 Years % 

1 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  5 11 
2 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  10 22 
3 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  16 34 
4 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  22 4 8  
5 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  28 63 
6 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  34 79 
7 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  40 97 
8 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  47 116 
9 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  54 137 

10 . . . . . . . . . . . . . . . . . . . . . . . . . . . .  61 159 

T o  i l lu s t r a t e  the  m a n n e r  in which  T a b l e  I I I  m a y  b e  used.  
the  s tocks  of I n t e r n a t i o n a l  Bus iness  M a c h i n e s  a n d  Al l i ed  Chem-  
ical  a re  se lec ted .  Suppose  t ha t  t he  s ecu r i t y  a n a l y s t  in F e b r u a r y  
1937 was  bea r i sh  and  had  to sell  one  of these  s tocks  f rom a 
por t fol io .  Us ing  figures in T a b l e  I, it  m a y  be seen  t ha t  I .B.M. 
ea rn ings  had  grown a t  the  ra te  of 7.4,% a n n u a l l y  and  73% of 
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earnings were being paid out in cash dividends. After careful 
study it might have been possible to decide that future growth 
would probably continue at about  this rate. Under such con- 
ditions the table above would indicate a price-earnings ratio of 
about 25 times, or much above the prevailing ratio of 17.8 
times. Giving effect to stock dividends, I.B.M. stock has done 
much better than the general market  since February,  1937, 
despite impairment of its foreign operations by  the war and the 
halting of secular earnings growth by excess profits taxes. 

From Table I it may  be seen that in 1936 Allied Chem- 
ical's earnings had grown at the rate of 2.3% annually and that  
54% of earnings were being paid in dividends. Moreover this 
growth was not of the secular type as it has been achieved in 
large part through using treasury funds to purchase common 
stock and retire preferred. But  even admitting a 2% secular 
growth trend for the future, Allied stock, according to the table, 
should be selling at 15 times earnings instead of the actual 21.6 
times. Allied stock has done much poorer than the general 
market  since February  1937. 

To demonstrate the reasonableness of the table's contents, 
several examples are cited. From the column on the left it may  
be seen that a non-growth stock paying out 100% of its earnings 
sells for 16 times profits. Under such conditions a yield of 6.2 % 
is returned, or a fairly generous return in relation to a yield of 
4% to 5% on Baa bonds. But  this higher return is offset to 
some extent in the possible deterioration of earnings by reason 
of a full payout. 

Going now to the extreme right column, a stock with a 
yearly growth rate of 10% annually and paying out 70% of 
earnings should sell at 30 times. Price appreciation at the end 
of 5 years at a 10% compound, rate would be 61%, and would 
reduce the price-earnings ratio to 18.7 times on the basis o f  
the original price. 

Again in the far right column, a stock with a yearly growth 
rate of 10% and paying only 40% out in dividends would be 
selling at 20 times earnings. This seemingly low ratio is due 
to the stock price being held back by the small dividend, as even 
at 20 times the yield is only 2%. By the end of five years this 
stock would be selling at 12.4 times the original price. 

The price-earnings ratio table is not only useful in apprais- 
ing stock prices in a period of favorable stock market  conditions, 
but is helpful now to one who has estimated future earnings of 
companies in such a pos twarenvironment .  I t  is thus possible 
to translate such estimated earnings into stock prices if the 
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analyst also estimates the outlook for earning's growth at that  
time In  fact, this s tudy was undertaken as an adjunct to a 
much larger study on estimated postwar earnings of growth 
common stocks and prospective future growth trends of indi- 
vidual companies Int imate  knowledge of the subject company, 
its industry, and of course the forces behind future growth, are 
vital prerequimtes To  estimate the future growth rate of 
Umon Carbide, for example, each of its five dlvlmons (ferro- 
alloys, industrial gases, carbon products, chemicals and plastics) 
is studied from the angle of product  trends into the future, and 
a growth rating of a certain percent per annum is asmgned 
The compomte growth rate is then computed by  weighting the 
growth rates of the subdlvlsmns according to their proportionate 
contributions to earnings This composite growth rating is then 
checked with past growth performance of dollar sales, unit sales, 
operating profit and net  income, the excess of plant additions 
over deprecmtlon charges m recent years, the excess of plant 
addltmns over retirements, ratio of research expenses to sales 
and to operating income, working capital gains and debt reduc- 
tion, maintenance of profit margins, ratio of earnings to net 
worth, and proportmn of earmngs retained in the business I t  
i~ necessary to check periodically on growth by these mech- 
amcal means m order to determine whether sufficient funds are 
being kept m the business to permit future growth, and to be 
sure that retained earnings are being profitably employed Thus 
est~rnahon of future growth trends depends in part  on mechanical 
methods 

Certain compames have had solid growth during the war 
years which has not shown m net income because of the penal- 
~zmg influence of excess profits taxes This growth wdl be 
uncovered when the excess profits tax is removed Profits of 
these particular companies wdl then be materially higher in 
relation to average corporate profits than at any time m the 
past I t  is possible that worthwhile price appreciation may  lle 
ahead for secular growth stocks, especially since the apparent  
lack of growth m earnings during the war period has put many  
such issues in public dmfavor 

Stocks with good longer-term growth prospects warrant  
careful conmderatmn by all investors but  have particular appeal 
to those in the higher tax brackets Such investors will gain 
more by price appreciation than they will lose from withheld 
dlwdends and they will pay only a 25% tax on capital gains, 
when realized, against much higher rates on the dividends they 
might have received 


