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Article Highlights
• The technology-laden Nasdaq Composite index has outperformed the major
U.S. equity indexes this year, surpassing its all-time high last set 15-years
ago.
• Worries about tech stocks entering a new bubble are overblown, as today’s
technology market is fundamentally different than the dotcom boom of the
1990s.
• Tech stock valuations are much lower than in the dotcom era and are
backed by solid earnings, cash flows, revenue growth and real customer
bases.
• The technology stalwarts of the 1990s have reached middle age: some of
the most well-known hardware makers now offer value opportunities—and
in some cases dividends—once unthinkable for the sector.
• Cloud computing and mobile devices are changing market dynamics, and
blurring the lines between traditional hardware and software companies,
offering growth opportunities.
• A “bottom-up” stock selection strategy supported by fundamental research
can help identify the best opportunities for growth and value investments in
today’s tech sector.
A surge in technology stocks over the last year pushed the Nasdaq Composite
Index to a 15-year high in July, although this has raised concerns in some corners
that the market may be facing another bubble such as the one experienced during
the dotcom frenzy of the 1990s.
With a 52.3% return, the technology-laden Nasdaq outperformed all other major
U.S. equity indexes over the 3-year period ended on August 31. By comparison,
the S&P 500 increased 37.1% and the Dow Jones Industrial Average rose 24.2%.
Nasdaq outperformed these broad indexes over the past 12 months, gaining 3.9%
as of the end of August, compared to a 3.2% decline for Dow Jones and a 1.5%
drop for the S&P 500. Nasdaq also surpassed its all-time high in July, which was
last set 15-years ago—when the dotcom bubble expanded and then popped (see
Exhibit 1).
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Despite their lofty returns, today’s tech companies are not the second coming of
Pets.com, one of the poster-children for the overvalued and overhyped stocks of the
1990s. Share prices and market capitalizations may be rising today, but a number
of tech companies are more profitable, many have plenty of cash on hand and
valuations that are justified by fundamentals. The industry is also no longer a
novelty—technology has entered “middle age,” and now comprises 20% of the
overall S&P 500 index, the largest sector in the index.
Exhibit 1

We believe there are many important differences between “then” and “now,” and that
tech stocks are anything but monolithic. There are newcomers and legacy
companies, and some from each camp offer compelling cases for investment.
What’s more, we believe that because of solid fundamentals, today’s tech sector
offers both value and growth opportunities, making it an important part of any U.S.
equity strategy.

That was then, this is now
In stark contrast to the late 1990s, tech companies have some of the highest cash
positions among all companies in the S&P 500 Index. Some well-known tech
companies essentially have become value plays, yielding dividends of 3% or more.
During the dot-com bubble, valuations often were based on a company’s intangible
“potential,” while today valuations are backed by cash flow and cash holdings.
Companies are generating actual revenue from real customers.

Today’s technology market: Not a replay of the dotcom bubble

Exhibit 2

Valuations are far lower and more in line with the overall market today. In 2000, for
example, the biggest companies by market value in the S&P 500 – Microsoft, Cisco
Systems and Intel – had forward multiples of 59.7, 132.9 and 44.8, respectively. As
of June 30 the biggest tech companies – Apple and Microsoft – had forward
multiples of 13.2 and 16, respectively (see Exhibit 2). The sector as a whole is
trading below its 15-year average for forward earnings (see Exhibit 3).
Exhibit 3

Technology companies, by and large, also have plenty of cash in reserve, and some
have initiated or enhanced dividends in recent years. The tech sector as a whole
was the only one in the S&P industry groups with positive net cash per share, which
means it has capacity to keep paying dividends to investors who are seeking current
income and are less concerned with market appreciation. (see Exhibit 4)
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Exhibit 4

Holding back on IPOs
Rather than racing to the public markets as a primary source of financing, tech
companies today are waiting longer to file initial offerings. By the time Facebook
went public in May 2012, for example, it was worth $104 billion and had been in
business for almost a decade. Other highly valued companies are choosing to stay
private and forego the public markets completely.
Investors are more cautious as well. While the “hot” IPO defined the tech market of
the late 1990s, public offerings are fewer and less frenzied than they were 15 years
ago. Moreover, the proliferation of venture capital and private equity in recent years
has given startup companies more access to alternative forms of capital. As a result,
there have been far fewer big IPOs that garner widespread attention as today’s
growth companies have a clearer path to profitability. Companies such as Snapchat,
Dropbox, Spotify and Pinterest, for example are planning to go public and are
expected to command market values of tens of billions of dollars, far higher and at a
much later stage than newcomers in the 1990s.

Tech split among smaller, growth-oriented and larger legacy
companies
Across the tech landscape, there are groupings of companies based on valuation,
accentuating the split between smaller, high-growth companies and larger, legacy
ones. Most of the large-cap legacy companies are trading at 12x to 14x earnings,
while many of the growth companies are trading on revenue multiples because they
are growing rapidly and have not generated significant earnings yet. That doesn’t
mean they are imitating their 1990s counterparts. Most are cash-flow positive,
generating significant revenue – a billion dollars or more – and in many cases, their
customers are Fortune 500 companies.
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Many of these newer growth companies have 5% to 10% operating margins,
compared with 30% to 50% for the more established players. Identifying the growth
companies that can achieve legacy operating margins amid the shifting dynamics of
the marketplace is the challenge for investors.

The shifting tech landscape
Prior to the introduction of tablets and mobile computing, the technology market was
largely driven by hardware demand, and PC sales were watched as closely as rig
counts are in the oil and gas sector. In the 1990s, Microsoft spurred increased
demand for PCs because each generation of its Windows operating system required
faster PCs with more memory to run it. In the 2000s, such demands eased as new
PCs leaped far ahead of software specifications, enabling PC owners to keep their
machines longer. However, the PC market continued to grow at a healthy annual
rate of 10% to 15%.
The rise of tablets and smartphones, however, began to erode this demand for PCs,
and current PC growth is essentially flat on a year-over-year basis. Much of the PC
market demand shifted to tablets, but now, even that growth is slowing. Tablet
makers are still selling about 200 million units a year, but it’s not clear that those
sales will increase, because most customers who planned to switch from PCs to
tablets have already done so. Next-generation tablets have, for the most part,
represented incremental advances that haven’t convinced customers to replace
older models.
Similarly, as recently as a few years ago, the market for mobile phones had a
compound annual growth rate of 30% to 40%. Just as with PCs, though, market
penetration has plateaued, leaving less room for growth. Today, the smartphone
market is growing at about a 10% annual rate. Tech investors are focused on
equipment makers who can capture and maintain market share, while smaller
companies are getting pushed to the sidelines.
Hardware makers are looking for new ways to help customers stay connected,
including via wearable devices such as the Apple Watch. These devices, however,
are unlikely to replicate the growth from tablets and smartphones. Massive
companies like Apple, which already are confronting the law of large numbers, might
struggle to find growth. Instead, maturing tech giants are beginning to return their
growing cash stockpiles to investors. Companies that a decade ago refused to
consider such measures are now paying dividends.
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Technology migrating to the cloud
The shift during the past 15 years from hardware to software is now being followed
by a more subtle migration from traditional software to companies that specialize in
cloud computing and mobile apps. Once high-flying software companies such as
Oracle, Microsoft, and SAP are losing market share to newcomers such as
Salesforce.com, which makes customer resource management software, and
Workday, which specializes in cloud-based human resources software.
Salesforce, with a market cap of ~$46 billion, and Workday, with a market cap of
less than $16 billion, are far smaller than the old-guard software giants, but they are
growing and gaining market share at a much faster rate.
The transition on the software side of the tech industry has been profound. In the
1990s, Internet companies traded on criteria that were largely subjective, such as
potential future revenue or potential market share. Few could demonstrate a plan for
sustainable growth, and even fewer could show a profit.
However, the revenue model for today’s software companies is different. Cloud
company businesses, for example, sell their services on a subscription basis, often
with a customer commitment of a year or more, and sometimes with payment
received up front, which leads to a more predictable revenue stream.
What’s more, cloud computing represents a fundamental shift from hardware to
software over the long term. As more services move to the cloud, enterprise
customers are shifting their computing budgets from buying hardware they keep inhouse – such as PCs, servers and storage equipment – to buying a package of
software services delivered by the cloud provider. At many companies, even the
workplace PC, once an office fixture, is being replaced by workers’ own laptops or
mobile devices, all connected to the office via the cloud.
At the same time, this shift creates a rapidly growing opportunity for cybersecurity
services and software. Security is the top area of spending among businesses
looking to protect their networks, for example. As more workers and consumers shift
to mobile devices for some or all of their work-related tasks, the need for greater
security has continued to rise. In addition, growing demand from changing fields
such as health care, in which the use of electronic medical records is being driven by
new government regulations, only heightens the need for stronger cybersecurity
measures.
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Conclusion: Today’s tech market offers compelling opportunities
With recent market volatility, some tech stocks were badly bruised, underscoring the
volatile nature of the sector. While market participants tend to shy away from highlyvalued equities when concerned about geopolitical risks or global economic
slowdowns, the fundamental backdrop underpinning technology growth prospects
remains robust. Once a sector for growth companies, the tech market today is more
nuanced, offering opportunities for both value and growth strategies.
While it may be tempting for investors to focus on the hottest new growth players in
the market, there is still value to be found in legacy tech companies. Established
names that maintain market share are likely to generate more revenue and profit
and often pay a dividend—attractive features to investors looking for current income
and less concerned with growth. Tech stocks are not without risk, of course, but
share prices are better supported today than they were during the high-flying and
short-lived Internet stocks of the 1990s.
At TIAA-CREF, we believe a security selection approach grounded in fundamental
research can identify the value and growth companies most likely to outperform over
the long term. That long-term thinking is essential in a market that increasingly is
short-term-focused and trading-oriented, reacting to the “flavor of the month.” To
learn more about how technology stocks fit into an equity strategy, talk to your TIAACREF advisor, call 888-842-5433, and press 2, or visit the Financial Advisor
website.

This material is prepared by and represents the views of Terrence Kontos, Justin Lam and Willis Tsai, and does not
necessarily represent the views of TIAA-CREF, its affiliates, or other TIAA-CREF Asset Management staff. These
views are presented for informational purposes only and may change in response to changing economic and market
conditions. This material should not be regarded as financial advice, or as a recommendation or an offer to buy or sell
any product or service to which this information may relate.
Certain products and services may not be available to all entities or persons. Past performance is not indicative of
future results. Economic and market forecasts are subject to uncertainty and may change based on varying market
conditions, political and economic developments.
For institutional investor use only. Not for use with or distribution to the public.
TIAA-CREF Asset Management provides investment advice and portfolio management services to the TIAA-CREF group of companies through the
following entities: Teachers Advisors, Inc., TIAA-CREF Investment Management, LLC, and Teachers Insurance and Annuity Association® (TIAA®).
Teachers Advisors, Inc. is a registered investment advisor and wholly owned subsidiary of Teachers Insurance and Annuity Association (TIAA).
Past performance is no guarantee of future results.
It is not possible to invest in an index. Performance for indices does not reflect investment fees or transactions costs.
Diversification is a technique to help reduce risk. There is no guarantee that diversification will protect against a loss.
© 2015 Teachers Insurance and Annuity Association of America-College Retirement Equities Fund (TIAA-CREF), 730 Third Avenue, New York, NY
10017

C25843

