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Preface

He who chooses the beginning of a road, chooses the place it leads to.

—Harry Emerson Fosdick

F
AST STOCKS, FAST MONEY HAS BEEN written for the mainstream
investor who is interested in learning how to buy and sell
small stocks and new issues intelligently. The book uses as its
centerpiece an investment methodology developed at Stan-
dard & Poor’s, one of the most respected names in the finan-

cial industry. The springboard for such honors is the firm’s long-standing
insistence on objectivity and its balanced approach to financial analysis,
which sets apart its stock recommendations, financial indexes, and bond
ratings, and which are found in abundance among these pages.

ORIGINS
The book is divided into three sections. The first section lays the ground-
work for investing in small-cap stocks and new issues. It answers the fol-
lowing questions: What have been the historical returns over the long run?
How much should anyone invest in such stocks? What returns can an
investor expect to earn from such investments in the future? It does so by
providing and interpreting returns analysis going back 75 years. 

The second section concentrates on the new issues market. In 1982,
S&P was one of the first financial information companies to offer invest-
ment advice on new issues and small-capitalization stocks through its
publication, Emerging & Special Situations. As editor of that newsletter
from 1983 to 1998, I had an opportunity to study the small-cap and IPO
markets over many IPO cycles and to analyze literally hundreds of com-
panies in virtually every major industry. This section hopefully reflects
what was learned while closely monitoring this part of the U.S. equity
market.

ix



In 1987, in connection with S&P’s launch of a new electronic financial
information service to tens of thousands of account executives, the com-
pany decided to start categorizing the stock recommendations that had long
been made by its equity research analysts. Five STARS meant a strong buy
recommendation, three STARS a hold recommendation, and one STAR a
sell recommendation. After almost 13 years, it is now clear that when it
comes to stock selection, the analysts at S&P definitely are onto some-
thing. From January 1, 1987, through September 30, 1999, S&P’s 5-STAR
stocks did more than twice as well as the S&P 500 index. That’s right, twice
as well!

The third section of this book provides the methodology used by these
analysts to construct this stellar record. The basic investment approach
used can be most easily described as growth at a reasonable price (GARP)
investing. It, along with S&P’s successful Fair Value quantitative model, is
applied to the selection of small-cap stocks in the third section of this book.

DISCIPLINE REALLY COUNTS
The best investment process in existence cannot help unless it is consis-
tently practiced over many years. No investor can be right 100 percent of
the time. The key is to be right more often than you are wrong. Similarly,
no investment method works in all kinds of markets and with every stock,
but what counts in the end is for it to work in most markets and with most
stocks. And the earlier an investor starts using a tried-and-true approach,
the better the final results are likely to be. GARP investing offers just such
an opportunity.

SUMMARY POINTS 
After reading Fast Stocks, Fast Money, investors should come away with an
awareness and understanding of the following points:

• How well small stocks have done over the long term

• How the power of compounding can make a huge difference in total
investment returns

• How much an investor should put into small stocks

• When to buy small cap stocks and IPOs
• What the main purchase rules are for IPOs

• How to get the most out of reading a prospectus

• How to develop relationships with the right brokers for IPO alloca-
tions

x PREFACE



• How to invest in value or growth stocks by playing to your intuitive
and personal strengths

• How S&P’s GARP investment strategy to potentially add signifi-
cantly to your investment returns

• How to develop a personal sell discipline applicable to a broad cross-
section of stocks

• How to research a potential purchase fast

PREFACE xi
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SMALL STOCKS, 
BIG PROFITS

1

M
Y INTRODUCTION TO the stock market was inauspicious.
Every night my father would arrive home from the phar-
macy he owned at a few minutes after 6 P.M. He would
enter the kitchen, greet my mother, head for the refriger-
ator, get a beer or soda, and just before sitting at the din-

ner table, walk to the edge of the kitchen and turn on the radio.
Dad liked to dabble in the stock market. In the 1950s, he bought min-

ing stocks. Now, in addition to a couple of blue chips, he was taking fliers
on some tiny, little-known issues that his broker or customers had brought
to his attention. He only bought shares in companies that he thought he
understood.

At 6:25 P.M., conversation would stop as the Wall Street report came on.
As in the 1990s, many Americans were playing the market back then. Each
night the announcer would recount how the Dow did that day, followed by
the performance of the most active stocks on the two major trading venues
in the United States at the time, the New York and American Stock
Exchanges. The whole process took about two minutes.

I am not sure how many weeks or months passed before I started asking
questions, most of them having to do with the stocks my father listened for
each evening. After a few months of this, I summoned up the courage to ask
him if I could take some of the money I had gotten over the years as gifts and
put it in the stock market. “Sure,” he said. He told me how much to take out
of the account and that weekend sold me 10 shares of Pacific Telephone &
Telegraph from his own position. The total amount was about $250.

3
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4 FAST STOCKS FAST MONEY

Each day I would check the evening paper (the New York World
Telegram & Sun) to see how I was doing, but the utility stock hardly moved
at all. After a couple of months of this lackluster experience, I went back to
my broker and asked if I could sell PacTel back to him for something with
a little more pizzazz.

This time, he let me make the pick. Among the choices were Burry Bis-
cuit, Canada Dry, Chock Full O’Nuts, and IBM. But I chose Saxon Paper,
a small company trading on the American Stock Exchange. The investment
premise had something to do with manufacturing cheaper coated copier
paper. I bought it at 20. Six months later it was at 40.

I was hooked.

SMALL STOCKS CAN MAKE YOU RICH
Small stocks can be absolutely great investments. Everyone loves to hear
the story of the investor in oil wells who strikes it rich on the last well
drilled out of 10. But what if the odds were 1 in 10 and you could only
afford to drill 2? Most investors want the odds to be with them, not against
them. As we will show, small stocks offer excellent odds. Unless you have
outstanding personal expertise, throw out oil wells, real estate limited part-
nerships (LPs), coins, and baseball cards. Equity stocks in general and
small-cap stocks in particular are the way to go.

Ibbotson’s Stocks, Bonds, Bills, and Inflation Yearbook provides a defin-
itive record of asset class returns since 1926. Its performance series for the 73
years through 1998 show that small stocks provided an average annual return
of 12.4 percent, by far the best results of any type of financial instrument sur-
veyed. That compares with 11.2 percent for stocks in general, 5.8 percent for
long-term corporate bonds, and 3.8 percent for U.S. Treasury bills. This
includes 1998, when large stocks advanced 28.6 percent, and small ones fell
7.3 percent, the greatest disparity on record. While large company equities
may be peaking, small ones appear poised to provide above-average returns
for many years to come. (Today most professionals define small stocks as
those equities with market caps of $100 million to $2 billion.)

There is only one asset that can provide a better return than small
stocks. That is your home. Real estate does not typically appreciate as fast
as small stocks, but when you buy a house, the bank lets you borrow 5 to
10 times as much as your down payment. A $10,000 increase in the value
of a house worth $200,000 represents a 50 percent return on the $20,000
you might have put down on it. That kind of financial leverage is not possi-
ble with stocks, at least not in the United States. But owning small stocks
provides the best returns of any major potential investment.



Why do small stocks provide superior results? Put simply, there is a
direct relationship between the variability of investment returns and the
annual rate of return on that asset. The relative performance of cash, bonds,
and stocks can be explained by the volatility of returns over long periods of
time. Investments that offer the most predictable near-term returns, like
bank passbook accounts and six-month certificates of deposit (CDs), pro-
vide the lowest returns over the long run. The higher the probable variation
in returns from one year to the next, the higher the required rate of return
needed to entice investors to assume those risks. Since small stocks have
the most risk of declining quickly, they should provide the highest returns
over the long run.

The extra rate of return needed to convince investors to buy stocks in
general is called the equity risk premium. It varies over time, based on how
risky stocks are perceived as an investment. All other things being equal,
there are greater operational and financial risks assumed when owning
shares in smaller companies. Their activities are not as diversified, there is
less existing cash flow to support potential earnings shortfalls, and their
balance sheets are usually not as strong. Because of the added risks of own-
ing small stocks, the extra required return to convince investors to buy
small stocks must be still greater. Nonetheless, if your time horizon is more
than five years, history tells us that small stock ownership is not all that
much riskier than owning stocks in general. As long as you buy a diversi-
fied portfolio of small stocks, the returns over time should be better than
for equities in general and well worth the added risks assumed.

HISTORY POINTS TO SMALL STOCKS
Before getting into the nuts and bolts, let’s get excited about the potential
returns that can be achieved. One thing you should know is that you’ll never
get rich owning either bonds or T-bills. In only 2 years out of the last 73 did
investors get better than 30 percent returns from owning bonds. In no year did
the return on T-bills exceed 15 percent. Granted, long-term corporates never
lost more than 10 percent, and in the case of T-bills, there was no year when
returns were negative, but owning U. S. Treasuries won’t make you wealthy.

In stark contrast, there have been 23 years since 1926 when annual total
returns of small stocks exceeded 30 percent. In fact, in this period, they were
the best-performing financial instrument in 32 of those 73 years. There were
also 5 years when small stocks provided negative returns greater than 30 per-
cent, but that was only slightly more frequent than the 2 years for large
stocks. The worst year was 1937, when small stocks dropped 58 percent.
However, the big difference between large and small stock returns is that

CHAPTER 1 SMALL STOCKS, BIG PROFITS 5



there were more than 4 times as many big up years as down ones for small
stocks. In the best one, 1933, small stocks provided a whopping 143 percent
return over 12 months.

A little while ago we said that over the last 73 years, small stocks
returned 12.4 percent annually, versus 11.2 percent for stocks in general, as
measured by the Standard & Poor’s (S&P) 500 index. The difference
between 12.4 and 11.2 percent, or 1.2 percent, may not seem like much, but
the power of compounding cannot be underestimated. With history as an
excellent guide, though not a guarantor, of similar future returns, Table 1-1
outlines what an investor could expect to achieve at these average rates.

In each case we start with $10,000. But what if you were lucky enough
to put in more? Just think of it—using the same assumptions, a $50,000
investment in small stocks over 25 years has a decent chance of growing
to over $929,000! By contrast, investing in the S&P 500 index would give
you $711,000, and corporate bonds $205,000. That could make a huge
impact on your golden years or the amount you leave your children.

6 FAST STOCKS FAST MONEY

TABLE 1-1 $10,000 investment value: small
stocks versus the S&P 500.

Annual Return

Year Small Stocks, 12.4% S&P 500, 11.2%

0 $ 10,000 $ 10,000

1 11,240 11,120

2 12,634 12,365

3 14,200 13,750

4 15,691 15,290

5 17,940 17,003

10 32,186 28,910

15 57,742 49,155

20 103,591 83,579

25 $185,848 $142,108

NOTE: These returns are before taxes, and assume that all stock pro-
ceeds were put back into the market. The after-tax return for taxable
accounts would be lower but still in the double digits. Hence, these
are the returns you could get in an IRA or Keough account.
SOURCE: Stocks, Bonds, Bills and Inflation Yearbook, © 1999 Ibbot-
son Associates, Inc. Based on copyrighted works by Ibbotson and
Sinquefield. All rights reserved. Used with permission.
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STARTING EARLY HELPS A LOT
Clearly, the sooner you start to invest, the larger the pot at the end of the
rainbow will become. Compounding, of course, is the key that unlocks the
treasure. For example, if one were to put $2000 a year for 8 years into small
stocks, and then let that investment sit for another 17 years, the value of that
portfolio at the end of year 25 would be $204,669. But if you waited to
begin saving until year 9, and then put away $2000 for 17 years, you’d end
up with only $114,123. Table 1-2 shows the gains that would accrue over 25
years, assuming a 12.4 percent annual return.

This is, indeed, how fortunes are made. Individuals with long investment
horizons are generally young to middle-aged adults with many current
demands for cash. Although cash for savings may be limited, putting just
$1000 to $2000 into small stocks each year is enough to produce a much
larger payoff down the road. Just look at how that original investment of $2000
a year for 8 years compounded over the last 5 years of the 25-year period.

SMALL STOCKS CAN PROVIDE GOOD RETURNS EVEN IF YOUR
TIMING IS OFF
Conventional wisdom says that small stocks beat or trail the market over
five- to seven-year blocks. The time periods, however, are actually much
longer, particularly the length of time when small stocks do really well.
Since 1926 there have been nine extended periods when small stocks have
either outperformed or underperformed (see Table 1-3). Only in the 1990s
did the periods of out- or underperformance shorten.

If you had the misfortune to put $10,000 into small stocks at the end
of 1968, and to sell them when you got disgusted with the returns over the
next 5 years, you would have lost $4930. That is awful by any standard
but particularly galling since the same amount put in the S&P 500 would
have resulted in a gain of $1141. But consider this: If you had held on for
another five years you would have come out ahead after all. For the 10
years through 1978, the same amount put in small stocks at year-end 1968
would have resulted in a $5530 gain, as against $3702 for the S&P 500.

THERE HAS NEVER BEEN A BETTER TIME TO BUY 
SMALL-CAP STOCKS
In 1998, small-cap stocks had their worst performance relative to the rest of
the stock market since World War II. For the record, small-cap stocks fell 2.1
percent, as measured by the S&P SmallCap 600 index, while the S&P 500
rose 26.7 percent. In the first quarter of 1999, the S&P SmallCap 600 index
fell an additional 10.3 percent, while the S&P 500 advanced 4.4 percent.
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TABLE 1-2 Starting early: the early bird versus the procrastinator.

Early-Bird Investor Procrastinator

Year Investment Value Investment Value

1 $2000 $ 2,248 0 0

2 2000 4,775 0 0

3 2000 7,615 0 0

4 2000 10,807 0 0

5 2000 14,395 0 0

6 2000 18,428 0 0

7 2000 22,961 0 0

8 2000 28,056 0 0

9 0 31,535 $2000 $ 2,248

10 0 35,445 2000 4,775

11 0 39,840 2000 7,615

12 0 44,781 2000 10,807

13 0 50,334 2000 14,395

14 0 56,575 2000 18,428

15 0 63,590 2000 22,961

16 0 71,475 2000 28,056

17 0 80,338 2000 33,783

18 0 90,300 2000 40,221

19 0 101,497 2000 47,456

20 0 114,083 2000 55,588

21 0 128,229 2000 64,729

22 0 144,130 2000 75,004

23 0 162,002 2000 86,552

24 0 182,098 2000 99,533

25 0 $204,669 $2000 $114,123
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What caused the acceleration of poor relative performance? A select
number of large companies—some call them the new Nifty 50—have gen-
erated consistent earnings growth far in excess of the average large and
small company. It is the stocks of such large companies as Cisco Systems,
MCI WorldCom, Microsoft, Pfizer, and Time Warner that kept driving the
S&P 500 to all-time highs during the late 1990s, while the rest of the mar-
ket lagged badly behind.

As of the end of 1998, small stocks had not fared well for four straight
years (see Table 1-4). Since small stocks did 15 percentage points worse
than the S&P 500 in the first quarter of 1999, it is a fairly safe bet that we
are looking at another year of bad times for small caps. If you are a momen-
tum investor, this is the last place you would put your money.

However, there are three important considerations which suggest that
investing in small-cap stocks now could provide quite extraordinary returns
to the astute investor. From this observer’s vantage point, the year 2000
could be a once-in-a-lifetime opportunity to get in at the beginning of an
extended, multiyear upcycle for small-cap stocks.

First, there appears to be a vague relationship between the degree to
which small stocks underperform and then subsequently outperform. The
two periods when small stocks did worst relative to the S&P 500 were fol-
lowed by the best and the third-best periods of relative outperformance for

TABLE 1-3 Small stocks: major periods of underperformance and 
outperformance.

CAGR*

Years S&P 500 Small Stocks Performance

1926–1931 −2.5% −20.2% Underperformed

1932–1945 11.5 25.2 Outperformed

1946–1957 13.2 8.3 Underperformed

1958–1968 12.7 24.2 Outperformed

1969–1973 2.0 −12.3 Underperformed

1974–1983 10.6 28.4 Outperformed

1984–1990 14.6 2.6 Underperformed

1991–1994 11.9 22.1 Outperformed

1995–1998 30.5 15.8 Underperformed

* Compound annual growth rate.
SOURCE: Stocks, Bonds, Bills and Inflation Yearbook, © 1999 Ibbotson Associates, Inc. Based on
copyrighted works by Ibbotson and Sinquefield. All rights reserved. Used with permission.
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small stocks. Since small stocks have substantially underperformed over the
last four years (1995–1998), going on five years, they stand to do quite well
over the next five years. The underperformance in the second half of the
1990s is setting the stage for potentially explosive outperformance in the first
decade of the twenty-first century. Underlying this bold statement is the fact
that the shortest period of underperformance was 5 years (1969 to 1973),
while, until the 1990s, the shortest span of outperformance was 10 years.

Second, as of April 1999, small stocks, on a relative basis, were the
cheapest they had been in more than 30 years. They were trading at lower
price/earnings (P/E), price/cash flow, and price/sales levels relative to large
caps than even during the last major bottoms for small-cap stock relative
performance in 1973 and 1990. Indeed, the weighted average P/E ratio for
stocks in the S&P SmallCap 600 index fell below that for the S&P 500 for
the first time in its existence in mid-1998. This was still the case as of late
1999.

Third, and most important, with small stocks having turned in returns
more than 20 percentage points below the S&P 500 in 1998 and another
15 percentage points worse in just the first quarter of 1999, it certainly
appears that we have experienced the capitulation phase of the current

TABLE 1-4 Annual return: large versus small
stocks during the 1990s.

Annual Return

Year Large Stocks Small Stocks

1990 −3.2% −21.6%

1991 30.5 44.6

1992 7.7 23.3

1993 10.0 21.0

1994 1.3 3.1

1995 37.4 30.2

1996 23.1 17.6

1997 33.4 22.8

1998 28.6 −7.3
CAGR* 17.9% 13.6%

* Compound annual growth rate.
SOURCE: Stocks, Bonds, Bills and Inflation Yearbook, © 1999
Ibbotson Associates, Inc. Based on copyrighted works by Ibbot-
son and Sinquefield. All rights reserved. Used with permission.
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underperformance cycle for small stocks. When a particular asset class
lags behind for many years, even core believers give up. This is what kept
stocks cheap during the 1940s and 1950s following the 1929 crash, and
again after the 1973 to 1974 bear market, even after long-term fundamen-
tals began to improve. But consider this: While some of the most diehard
small-cap-oriented investors are throwing in the proverbial towel, institu-
tions are reentering the small-cap market. Individual investor actions are
reflected in the large amount of redemptions in most small-cap stock
funds during 1998 and early 1999. But over the same time, institutions
actually have been taking money out of the S&P 500 and putting propor-
tionally more new money into broader market indexes like the S&P 1500,
Wilshire 5000, and Russell 3000 indexes. All these indexes include more
small-cap stocks.

Are you afraid to jump into small caps at the top of this roaring bull
market? If so, here is one last point that may persuade you. The last time
Nifty-50 growth stocks held sway, small stocks subsequently provided sub-
stantially better returns. For example, between 1976 and 1978, small-cap
stocks rose 25 percent, while large caps fell 12 percent, the reverse of what
happened in 1998 to 1999. Indeed, given their relative performance over
the last five years, there may be less risk in buying small stocks now than
in large-cap growth equities, which have now become extremely expensive
investment vehicles.

No one can predict an absolute bottom for a particular kind of stock or
asset class. Small stocks are no exception. What can be said, however, is that
as of late 1999, small stocks are very, very cheap compared to their bigger
brethren. They may take off immediately or stay cheap for another year or
two, but based on their value relative to the current Nifty 50, by starting to
buy now, you will be very well rewarded when the turn finally comes.

THE MOST CONSISTENT WAY TO BEAT THE PROS
When buying small stocks and new issues, you, the individual investor,
have an important edge over the pros. That is because the small investor has
the advantage of being able to get in and out of small stocks without mov-
ing their prices. Most money managers cannot buy a stock that is less than
$100 million in market cap. Buying $500,000 worth of a $10 stock that
trades 10,000 shares a day could drive the price 20 percent higher just in
getting the position. Without another willing buyer, the stock will drift back
to its original value. On the other hand, an individual investor can buy up to
$10,000 worth without moving the price higher. This represents a huge
advantage over the professional when trading small stocks.



Jeff Vinik did an absolutely phenomenal job during the two years he
ran the giant Fidelity Magellan Fund by heavily overweighting technology
stocks when they were beating the market. That successful sector bet pow-
ered the fund to the top of its class. Stocks like Cisco Systems, Compaq,
IBM, Intel, Motorola, and Texas Instruments are big enough for even
Fidelity Magellan to invest in without affecting the market—but what hap-
pens when Fidelity Magellan decides to get out of those stocks? Even those
big names could underperform as word spread that Vinik was selling, and
it was just about impossible to keep it a secret.

At mid-1999, the Fidelity Magellan Fund had almost $100 billion under
management. That represents more than 25 percent of the combined value of
all 600 stocks in the S&P SmallCap 600 index. With such a large amount of
assets to manage, it becomes difficult for a money manager to invest in
small niche industries—often those that are growing the fastest. As it gets
harder to exploit these anomalous performance advantages, returns
inevitably trend toward the mean—that is, toward the market average.

There have been other stars, managers such as Peter Lynch and George
Vanderheiden at Fidelity, and Shelby Davis at the New York Venture Fund,
who have run large portfolios and consistently beaten the market on a pre-
tax basis over time. Like Vinik, they have been able to stay far enough
ahead of the crowd by making the right sector bets using well-timed indus-
try, capitalization, and value/growth weightings. But these are just a hand-
ful of the thousands of portfolio managers in the industry.

Despite what has occurred recently, the most predictable way to beat
the market over the long run has been to buy small stocks. And there may
never be a better time to get started. By running a smaller portfolio than
professionals do, you can best capture what has come to be called the small
stock effect. The next few chapters will give you a framework to judge bet-
ter when to buy small stocks and IPOs, and when to get out.

12 FAST STOCKS FAST MONEY



HOW BIG A BET 
SHOULD YOU MAKE 
IN SMALL STOCKS?

2

M
Y UNCLE FRANKLIN bought mining stocks along with my
dad in the 1950s, and, like most mining-stock buyers at the
time, they lost their proverbial shirts. Uncle Franklin
rarely bought another stock and essentially gave up on the
market. As a New York City police officer, he was on a

fixed salary and he did not know when he might be injured and forced to
take early retirement. He stopped taking any financial risks at all.

Aunt Clara, Uncle Franklin’s wife, on the other hand, was not afraid of
taking risks, sometimes huge ones. In fact, legend has it that before she mar-
ried my uncle she took just about everything she had gotten from an inheri-
tance and bought a boxcar full of grapes in California for resale in New York.
She expected to double her money in a month. But there was a railroad strike.
The grapes spoiled outside Chicago and she lost every cent she put up.

Both relatives lost a fortune—my uncle by not taking on any risk at all
(curious given his line of work), and my aunt by taking on too much of it.
But what is the right level of risk to maximize returns without courting dis-
aster? This chapter will give you some guidelines for that decision.

One of the basic questions you need to ask yourself is how much
money you should put into small stocks. Informed allocation decisions
require careful consideration. Your age, total wealth, stability of future
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income, and your comfort with stock-market risk are all important factors.
But when you come right down to it, it is your investment time horizon—
the period of time before the cash is needed—that should determine the
amount you allocate to small stocks.

WITH SMALL STOCKS, TIME REDUCES RISK
When it comes to stocks, time is one of your greatest allies in managing
investment risk. Small stocks benefit most from this rule. As mentioned in
Chapter 1, huge returns in less than a year have been generated by buying
small stocks at just the right moment, such as in 1974 and 1991. But even
though the historical variation in payoffs from small stocks is higher than
with stocks in general, you should never buy small stocks expecting to gar-
ner peak profits in any 12-month period. Indeed, a short-term focus is risky.
Since 1926, according to Ibbotson Associates, there have been 21 one-year
periods out of 72 when small stocks did worse than T-bills (see Table 2-1).
That is 29 percent of the time. Returns have been negative a like number of
times. Although the odds are a lot better than even that your stocks could
outperform over a year, the chances are still decent that you could be a loser
owning them, as well.

Owning small stocks for more than five years substantially reduces
their added risk. From 1926 through 1998, there were 14 out of 71 three-
year holding periods when returns were negative. That is 20 percent of the
time. That is not bad, but a 1-in-5 chance remains troublesome. If you
increase the holding period to five years, however, that risk comes down.
As seen in Table 2-1, there were 9 five-year periods out of 65 (14 percent)
when investors actually lost money owning small stocks—better than the
20 percent chance you had with a three-year holding period. And if you
increase your holding period to 10 years, your odds improve even more:
The chances of sustaining an absolute loss over any one 10-year period
drops to just 3 percent, or a 1-in-33 possibility. That is a bet that just about
any reasonable person would take.

But there are other considerations that could make it difficult for
investors to sleep at night if the bulk of their net worth were in stocks like
Eaton Vance, Global Marine, and SportsLine USA, however well they
might do in the long run. Many individuals crave the predictability of
future income streams from lower-risk investments (like blue chips and
bonds). The following section discusses the issues that must be considered
when deciding how much should be allocated to small stocks. After that are
some concrete suggestions for dice rollers, middle-of-the-roaders, and
scaredy-cat investors.
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FOUR CONSIDERATIONS WHEN INVESTING IN SMALL STOCKS
Beyond the time horizon, there are four key factors that should always be
considered as part of your asset allocation decision:

1. Age

2. Wealth
3. Income predictability
4. Risk tolerance

CHAPTER 2 HOW BIG A BET SHOULD YOU MAKE IN SMALL STOCKS? 15

TABLE 2-1 Historical returns over different time periods, 1926 to 1998.
Salomon

Small Bond 30-Day
S&P 500 Stocks Index T-bills

No. of 1-year holdings 73 73 73 73

No. of annual losses 20 22 16 1

Percent of holding periods 27% 30% 22% 1%

Best annual return 54.0% 142.9% 42.6% 14.7%

Worst annual return −43.3% −58.0% −8.1% 0.0%

Mean return 13.2% 17.4% 6.1% 3.8%

Standard deviation 20.3 33.8 8.6 3.2

No. of 5-year holding periods 69 69 69 69

No. of loss periods 7 9 3 0

Percent of holding periods 10% 13% 4% Nil

Best 5-year average annual return 24.1% 45.9% 22.5% 11.1%

Worst 5-year average annual return −12.5% −27.5% −2.2% 0.1%

No. of 10-year holding periods 64 64 64 64

No. of loss periods 2 2 0 0

Percent of holding periods 3% 3% Nil Nil

Best annualized return 20.1% 30.4% 16.3% 9.2%

Worst annualized return −0.9% −5.7% 1.0% 0.2%

No. of 20-year holding periods 54 54 54 54

No. of loss periods 0 0 0 0

Best annualized return 17.8% 21.1% 10.9% 7.7%

Worst annualized return 3.1% 5.7% 1.3% 0.4%



Age. Although less important than your projected need for cash, your age
and health affect how much you should allocate to small stocks. For exam-
ple, a person who is 23 and expects to use available savings to buy a house
5 years from now can better afford the additional risk of small stocks than
can, say, an 80-year-old who will need the funds to live on over the next 5
years. Both investors risk a short-term capital loss for the sake of likely
higher results over the long term. But the risks are not the same for both
investors. The retired person with little chance of generating additional
capital from future income may experience a loss and find that basic living
standards will have to be compromised over the next five years. Worse,
there will be less money left, so an even greater percentage of the remain-
ing assets will be spent over the next five years to maintain the current
lifestyle, making it even more difficult to recoup losses should some
remaining assets be left in small stocks. On the other hand, young wage
earners who are just at the beginning of their earning years can suffer a loss
but know that it only means happiness postponed.

To reduce risk as your investment period draws to a close, you should
start to move your money out of small stocks and into those assets that will
provide a surer return—albeit a smaller one—so that the required funds
will be available when needed. Someone who has been 100 percent
invested in small stocks between the ages of 35 and 55 and who wishes to
retire in 5 years should probably reduce the small-stock allocation to about
30 percent, putting the rest into a combination of large-cap stocks, long-
term corporate bonds, and cash. The remaining investment in small stocks
is justifiable because, even for a retiree, the investment horizon can be quite
long (essentially one’s life expectancy or beyond).

A 60-year-old retiree is likely to live another 20 years. Hence, small
stocks can logically remain a portion of a retiree’s portfolio for most of that
period.

Wealth. Even for those strapped for cash, it makes sense to put some
money into small stocks if the investment time horizon is apt to be greater
than five years. But there is no denying that buyers with large cash reserves
are better able to make one-time bets in small caps. Someone with reserves
that will not be needed for awhile can “double up” toward the bottom of a
bear market—something that most of us cannot afford to do. The less-
wealthy buyer must hang on and keep the faith until the market turns
higher.

It should be some consolation to a small investor, though, that whether
a person is of modest means or extravagantly wealthy, the percentage gains
or losses that can be achieved remain the same. Indeed, one could easily
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argue that a 100 percent gain on a $10,000 portfolio over 10 years could
have a more positive impact on a person’s lifestyle than the same return on
a $100,000 portfolio for a wealthier person.

Income Predictability. Even more important than your level of wealth is
the predictability of your annual income stream when allocating assets. The
lower the predictability of earnings, the less you should allocate to small
stocks and other asset classes that have higher variations in annual invest-
ment returns. Take a self-employed artist who can make lots of money one
year and very little the next. There could be certain years when savings
have to be dipped into in order to meet current obligations. That could
come just when small stocks have taken a swoon. Selling them then will
chew up principal and could have a very adverse impact on portfolio per-
formance over the years. By contrast, a two-income household of high
school teachers working in a school district with a level student population
can much more easily predict available disposable income over the follow-
ing five years. Because of the relative steadiness of their earnings, they can
establish financial requirements that would leave rainy-day assets undis-
turbed under all but the most dire circumstances.

Risk Tolerance. Like most things in life, there are very few sure bets.
Will a marriage work out? Was a home bought in the right town? Is it time
for a job change?

One cannot ultimately be ruled by absolute surety. If that were so, no
one would ever move beyond what they already know. We all play the odds
and hope for the best. There are good odds that if small stocks are bought
in the right way, the rewards will more than compensate for the risks
assumed.

Fully armed with supporting statistics about the probable returns from
stocks, bonds, money market funds, real estate, and collectibles, you should
decide how much variation in results you are willing to accept over the near
term in order to reach your long-term financial goals. Are you prepared to
see 40 percent of your investment assets disappear in just 2 years, even
though you will probably get it all back over the succeeding few years? If the
answer is no, then you are not a candidate to make a big bet on small stocks.

Here is a simple gauge. If after perusing this book you are still para-
lyzed by the thought that investing in small caps could bring a lower return
over the next 10 years than funds put in long-term T-bonds, then investing
in this kind of asset is not for you. But if you are comfortable with the odds,
as most people should be, then investing in small stocks should be a satis-
fying and profitable experience.
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ASSET ALLOCATION DECISION MAKING
Table 2-2 presents a decision matrix that provides more specific guidelines
for investing in small stocks. These allocation choices try to take into
account all four of your key decision factors: investment time horizon,
wealth, predictability of income, and risk tolerance.

For purposes of this model, the small-stocks category can be either a
small-stocks mutual fund or a diversified portfolio of no less than 10
stocks. For large-cap stocks, an S&P 500 index fund can serve well, sup-
plemented by an actively managed large-cap fund, or, of course, you can
select the stocks yourself, most of which should be in the index. Bonds
should be either investment-grade long-term corporates or municipal
bonds, depending on your tax bracket.

Risk tolerance aside, since small stocks have excellent odds of outper-
forming when investment horizons are 10 years or better, small stocks
should take preference over other asset classes whenever the time horizon
is longer than that. When investors do have low risk tolerance, however,
then a majority of equity investments should be in larger, more stable
stocks. When the time horizon shortens and the investor’s risk acceptance
is low, the fixed-income and S&P 500 components rise. Except for the
most willing risk takers with high income predictability, anyone with an
investment horizon of less than one year should have most of their funds in
fixed-income investments or cash or cash equivalents.

OPPORTUNITY COSTS OF NOT INVESTING IN STOCKS
Most investors put too little money into stocks, particularly into small
stocks. Examples of investor timidity about buying equities are legion.
Why is this the case? First, there are those investors (like my uncle
Franklin) who’ve approached the market in an uninformed way, lost their
shirt, and are subsequently very wary of doing it again. Then there are those
investors who are simply so risk averse that they cannot rest easy if a stock
drops in value, even overnight. These are the people who just cannot sleep
at night if their portfolio takes any kind of short-term loss.

Investors in retirement accounts turn out to make some of the least pro-
pitious investment decisions of all. Analyses of how 401(k) participants
invest in their funds show that most participants plan for their retirement by
placing most of their savings in money market and bond funds. Worst of all,
the lowest-income participants, those most in need of retirement savings,
are avoiding equity investments in the largest numbers.

The irony of this is that by seeking to reduce their risk of capital loss by
not investing in stocks, these investors incur the even larger problem of not
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TABLE 2-2 Asset allocation guidelines.

Income and Comfort Level 20 10 5 1

High annual income, >$100,000

High comfort 100% 80% 30% 10% Small stocks

30 20 Large stocks

20 30 20 Corp. bonds, munis

10 50 CDs, cash

Moderate comfort 80 40 10 Small stocks

20 40 40 20 Large stocks

20 40 Corp. bonds, munis

10 80 CDs, cash

Low comfort 40 20 Small stocks

40 40 40 20 Large stocks

20 40 40 Corp. bonds, munis

20 80 CDs, cash

Moderate annual income, $50,000 to $100,000

High comfort 100% 60% 30% 10% Small stocks

20 30 20 Large stocks

20 30 Corp. bonds, munis

10 70 CDs, cash

Moderate comfort 80 40 10 Small stocks

30 40 20 Large stocks

20 30 30 Corp. bonds, munis

20 80 CDs, cash

Low comfort 40 20 Small stocks

40 40 40 20 Large stocks

20 20 20 Corp. bonds, munis

20 40 80 CDs, cash

Lower annual income, <$50,000

High comfort 100% 60% 20% Small stocks

20 40 20 Large stocks

20 20 Corp. bonds, munis

20 80 CDs, cash

Moderate comfort 60 30 Small stocks

20 40 Large stocks

40 40 40 Corp. bonds, munis

10 20 100 CDs, cash

Low comfort 30 10 Small stocks

30 40 30 Large stocks

40 40 20 Corp. bonds, munis

10 50 100 CDs, cash

Investment Horizon,Years



having enough money when they retire. Caution when buying stocks is under-
standable, particularly given the bad experiences many have had at the hands
of unscrupulous advisors. On the other hand, the penalties of not investing in
stocks only compound with time, resulting in a devastating opportunity cost.

Consider the following illustration. If a risk-averse individual had allo-
cated all of his or her retirement funds toward long-term government bonds
for 20 years (1978 to 1997), the compound annual rate of return would have
been 10.4%. Although this was an excellent period for such instruments,
the results pall when compared to the 17.7% annual return that small stocks
earned. If $10,000 had been put into the long-term government bonds dur-
ing that period, it would have grown to $72,340, while the stock account
would have burgeoned to $260,333, a difference of $187,993.

My dad lost a fortune in the 1973 to 1974 bear market just after his
business failed. His biggest investment, Whittaker Corporation, went from
46 to 2. And he put the proceeds from the sale of his pharmacy into the
Oppenheimer Time Fund right at the top of the market for growth stocks.
He did not get even on that investment for a decade. In his fifties, it took a
considerable degree of inner strength to stay the course and stick with
stocks for retirement.

By 1980, Whittaker had recovered to the low 30s. Although Dad sold
his fund in the early 1980s, he put the proceeds into a portfolio of individ-
ual issues he and I had researched. The list included Coca-Cola, Du Pont,
IBM, a bunch of utilities, and an assortment of smaller-cap names such as
Metromail and good old Chock Full O’Nuts. Dad was not an exceptional
stock picker, and his investment timing was average at best. But by the late
1980s, his considerable patience had brought him vindication.

Clearly, not buying stocks, and small stocks in particular, can mean
missing out on above-average investment returns. With rare exceptions,
small stocks should be a part of most investors’ portfolios.

Here’s a quick checklist for investors in three different risk-taking
categories:

Advice for Risk-Takers

• Don’t just look at what you can make, also consider what you can lose.

• Don’t think that by taking the maximum risk, you will get the maxi-
mum return.

• When buying risky stocks, diversify, diversify, diversify—own 10 to
20 stocks with none initially more than 10 percent of the portfolio.

• Don’t just take someone’s word for it. Make sure you are comfortable
with an investment and understand the risks before committing to it.
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Advice for Middle-of-the-Roaders

• Blessed are the patient investors with reasonable reward expecta-
tions, for they shall find great joy.

Advice for Scaredy-Cats

• Too much caution is harmful to your financial health.

• Just a small commitment to growth stocks can go a long way.
• Rely on trusted professionals running known, successful mutual

funds to do the heavy lifting.
• Don’t give up if your timing is off.
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LIMITING RISKS AND
BEATING THE MARKET

3

E
VEN THOUGH SMALL stocks are good bets over the long run,
any stock can always take a spill. Everyone can recall having
had complete confidence in a stock pick, only to see it plum-
met in value. It happens all the time to the best investors. Who
bought IBM at 175 in 1984, Digital Equipment at 200, and Dis-

covery Zone at 34? “They” are us! Even Warren Buffett probably rues the
day he bought USAir and Salomon Brothers.

But take faith in the knowledge that for all the sophistication, experi-
ence, and knowledge that a smart investor brings to the table, the better part
of investment returns accrues from the original asset allocation decision.
This means that your decisions about the major categories of your port-
folio—such as big stocks, small stocks, and bonds—are much more impor-
tant than the actual instruments you pick within those categories. As long as
your stock portfolio is diversified, the decision to buy small stocks is the
most important one you’ll make. That’s because the majority of a port-
folio’s investment performance comes from the original decision to own
small stocks and not from the specific stocks bought.

Proof of this phenomenon is provided by a study published in mid-
1986 in the Financial Analysts Journal. The authors, Gary Brinson, Brian
Singer, and Gilbert Beebower, demonstrated that most of the returns
achieved in stock portfolios are due to the asset allocation decision. Five
years later, in a follow-up study, the authors reaffirmed their earlier find-
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ings. They analyzed the performance of 91 large pension plan investment
portfolios and showed that fully 91.5 percent of investment returns are
explained by basic asset allocation policy—that is, the original decision to
own stocks. Individual stock selection came in a very distant second,
accounting for 3.6 percent of performance. (Industry weightings accounted
for 1.6 percent, with the remaining 3.2 percent of returns unexplained.)

The major implication of these studies is that a “top-down” approach—
emphasizing asset allocation decisions rather than individual stock selec-
tion—is a better strategy than a stock-picking strategy. In fact, many
professionals who try to beat the historical returns of the stock indexes
(using different industry and stock weightings) usually fail. Of 82 equity
funds that Brinson, Singer, and Beebower studied, 76 underperformed the
S&P 500. (By contrast, two-thirds of the 70 funds that had invested in
bonds beat their bond benchmark.) Since few professionals, let alone indi-
vidual investors, have been able to beat their equity benchmarks for more
than a few years at a time, it would appear that the effort required to beat
overall small-cap stock performance (as measured by the S&P SmallCap
600, the Russell 2000, or Ibbotson’s numbers) is not worth the risks
assumed. The investment emphasis thus should be placed on owning a large
enough list of stocks that will capture the small-stock effect in general. Any
other bets should be made at the margin.

If being invested in small stocks is all that counts, buying a mutual fund
like DFA’s 9-10 Small Stock Fund or the Dreyfus Midcap 400 no-load fund
would seem the best strategy. These truly diversified portfolios succeed at
reducing the sometimes considerable risks associated with shifts in interest
rates, currency exchange, inflation, and liquidity that all stock investors
must assume. These funds passively invest—that is, they include in their
portfolios all stocks within a certain capitalization sector of the market.
(There are no industry and sector weightings that are different from the
indexes they are intended to emulate.) In this way, these portfolios are most
likely to match the historical returns for the small- to mid-cap sectors of the
market.

One major problem, though, is that there is a $2 million minimum ini-
tial investment requirement for the DFA 9-10 fund. Vanguard has a few
passively managed pure small-cap funds that aim to emulate the perfor-
mance of the S&P SmallCap 600 or the Russell 2000, but the non-S&P
small-cap index funds have had trouble mimicking the indexes they are
supposed to track.

One could buy one or more of the actively managed small-cap growth
and value funds but most of them have underperformed Ibbotson’s histori-
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cal returns for small stocks. Some exceptions include the RS Emerging
Growth Fund, Weitz Hickory Fund, and Bear Stearns’ Small Cap Value
Fund.

The variation in returns for these small-cap equity funds has been quite
wide. If you find a small-cap fund that consistently does better than other
small-cap funds, stick with it, but remember most of them have significant
style biases—some managers prefer growth stocks to value stocks, for
example—that may or may not add to returns over an investor’s time hori-
zon. The fund owner’s risk profile may also eventually diverge from that of
the manager as time passes, or the portfolio manager may change.

There are a lot of good reasons why you might entrust your funds with
professional portfolio managers. You might not have the time, interest, or,
in the end, acumen to manage your own portfolio. If you do decide to invest
in a small-cap mutual fund, don’t expect most of them to match the returns
of the small-cap indexes. But you will generally receive better returns than
from most large-cap funds over time, and without spending a lot of time
learning how to invest. Just buy one or two of the better performing small-
cap funds and be done with it.

But bear in mind that it is small-cap stocks that offer the best chances
for small investors to beat the professionals. Although the funds Bear
Stearns runs are small enough to give its portfolio managers a decent shot
at beating their benchmarks, most portfolio managers run such big funds
that they cannot buy enough good small stocks to make much of a differ-
ence in their overall performances, or they must buy so many shares that
they artificially move the market higher when they buy and lower when
they sell. Of the more than 10,500 stocks that are in the S&P Stock Guide
database, 5600 have market capitalizations of less than $100 million. Also,
portfolio managers often don’t have as much of an information edge when
researching these companies. For example, many of the stocks in the S&P
SmallCap 600 Index, which are typically the more liquid and well-known
issues in the small-cap universe, are tracked by only one or two securities
analysts. The majority of stocks with market capitalizations under $50 mil-
lion have no research coverage at all. This more level playing field provides
a good opportunity for individual investors to unearth undiscovered gems.

ACTIVE PORTFOLIO MANAGEMENT WITH SMALL STOCKS
To match or exceed small-cap index returns, avoid large sector bets by
picking enough stocks in many different industries. You should also avoid
trying to time the market—a tactic that pays off handsomely only once
every 10 or 20 years.
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Does major sector betting or market timing ever add significantly to
investment returns? Sometimes. Now might be one of those historic moments
to make a timely lump sum purchase of small stocks, but then, your weight-
ings may be off. Unless you are very astute about the country’s economic
cycle, and good at picking the right industries, hedge your bets. Create a diver-
sified portfolio. If you’re wrong, the downside is limited. Otherwise, consid-
erable damage could be wrought on your portfolio returns. Incorrect market
calls or sector allocations, along with the investment management fees and
portfolio turnover costs, cause most mutual funds to underperform the S&P
500. A well-diversified investor-picked portfolio without a lot of turnover has
just as much potential to outperform the market.

One conservative and safe route to better returns is to put most of the
money allocated to small stocks into one or two small-cap mutual funds that
have good long-term track records, and the rest into a small-cap stock port-
folio of one’s own making. Section 3 of this book concentrates on individual
stock selection. For the moment, our focus is on portfolio construction.

CREATING A DIVERSIFIED PORTFOLIO
The key to beating the market averages is making small sector bets and
picking the right stocks within each industry. By diversifying your port-
folio, you can ensure that your investment returns will at least approximate
the results small stocks have turned in over the years. A portfolio of at least
10 to 20 stocks that are not all in the same industries or industry sector
should do the trick. To be truly diversified, such a portfolio should include
stocks that will go in different directions should interest rates rise and eco-
nomic conditions change. Your portfolio should also reflect varied invest-
ment orientations. For example, a diversified portfolio should have both
high-price-earnings (P/E) growth stocks and low-P/E value stocks, as well
as cyclical, financial, and technology issues.

As mentioned before, professional investors often intentionally over-
weight certain segments of the market. They have their opinions about
which parts of the economy will do well based on their forecasts of eco-
nomic growth and the direction of interest rates. For most of us, too, sector
bets are an integral part of the investment process. However, a highly
skewed portfolio can diverge significantly from the benchmark indexes.
The portfolio analysis tools I use to analyze analysts’ stock-picking ability
have revealed that it is easier for S&P analysts to pick good stocks than it is
for them to properly weight those holdings within a portfolio.

If you are going to make sector bets, do so at the margin. That way, if
you do pick the right industries, you can add a few percentage points to your
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returns. As has been pointed out, consistently adding a few percentage
points to annual returns can have a profoundly favorable impact on invest-
ment profits over time. If you’re wrong at the margin, you’ll still probably
beat the overall market over the long run because of your emphasis on
small-cap stocks.

Also bear in mind that good stock picks in winning industries typically
become larger percentages of the total portfolio. Hence, the better-
performing stocks will automatically skew the industry concentration of a
portfolio toward the better-performing groups. You generally would not
rebalance the portfolio and sell such winners, but would concentrate on
replacing stocks that are underperforming their peers. But if 1 name within
a 10-stock portfolio starts to approach 20 percent of the total value of a
portfolio, start to trim the position back. For a 20-stock portfolio, reduce
your exposure when it gets above 15 percent. Otherwise, cut your losses
and let your profits run.

The point of portfolio diversification is that you don’t have to swing for
the fences and risk striking out in order to win the game. Home runs are
great to look at and provide a special thrill for the hitter, but most hitters
strike out more often than they hit four-baggers. In investing as well as in
baseball, the odds are against most investors becoming all-stars.

TIMING THE MARKET IS RARELY SMART
One-time bets can increase profits too, just as can choosing the right indus-
tries to invest in. But again, do it at the margin. Most professionals and
individual investors fail to add anything to their investment returns by tim-
ing the market.

But you can try to add a little value by making prudent side bets, judi-
ciously paring your exposure to small stocks as they get expensive or increas-
ing your exposure when they are cheap. By making modestly active
investment decisions on the market, be it small market-timing bets or slight
changes in industry weightings, you can increase your investment returns
without compromising the superior small-stock effect in general. Thus, you
can still feel you are part of the game without risking a great deal to participate.

I have hopefully, by now, convinced you not to make major overall
market-timing bets, but lest you think I am just trying to avoid a major deci-
sion, the next few sections of this chapter are devoted to providing a
framework for beating the market. After that, some examples of diversified
portfolios are provided. Picking the right stocks for inclusion in these port-
folios once the industry weightings have been established is discussed in
Sections 2 and 3.
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THE GREAT VARIABLES: INFLATION, P/E RATIOS,
AND FUTURE EARNINGS
When is it the best time to buy small stocks? Basically, the same time that
it’s best to buy all stocks, because the most important market-timing factors
affecting small stocks are the same as those affecting all stocks.

Is it really possible for a nonprofessional investor to accurately time the
market? Perhaps, but clear signals to buy or sell the market are very rare.
The most visible flags of a major market bottom—moments when stocks
are unbelievably cheap based on historical valuation methods—usually
come only once or twice in a lifetime. The same is true for peaks. Acting on
the courage of your convictions at crucial moments like these can provide
major payoffs.

What are the factors that signal the need to act? And how should you
evaluate them? There are plenty of variables that influence stock prices but
they can be boiled down to three basic variables:

● Price/earnings (P/E) ratios

● Current earnings

● Inflation

Why is inflation important? Simply put, there is an inverse relationship
between P/E ratios and inflation. The most important reason for this rela-
tionship is that the current price of a stock represents a firm’s future earn-
ings and dividend flows, discounted to come up with a present value for
those earnings. The rate used to discount the future earnings and dividend
streams is a function of inflation. Thus, the P/E of the market changes
based on fluctuations in interest rates. If inflation expectations change
from, say, 4 to 3 percent, the present value of future earnings increases. The
result is that investors will raise the P/E that they are willing to pay for a
firm’s future earnings, say, from 14 to 18. These changes in valuation have
the greatest impact on overall stock prices. Conversely, when inflation goes
up, the P/E applied to company earnings goes down, and so do stock prices.
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A lump-sum investment should be made when stock market condi-
tions dictate, not when you just happen to come into money. If no
funds are readily available, you can make prudent use of your margin
account. Any such decisions, of course, entail having some fairly
strong understanding of and convictions about potential stock returns
over the following few years.



THE RULE OF 20
One way of judging whether stocks are cheap or expensive on a near- to
intermediate-term basis is by systematizing the inverse relationship that
exists between inflation and P/E ratios. In the 1960s, some professional
investors hit upon the notion that the underlying rate of inflation, as
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Are Stocks Expensive Now?
By many measures, the answer is yes, but there are three significant
factors that suggest otherwise.

First, there is an inverse relationship between P/E ratios and infla-
tion and interest rates. Lower long-term interest rates should keep P/E
ratios high. Interest rates should remain low or drop further because of
long-term demographic trends, which will be at work over the next 30
years throughout the industrialized world. The aging of the population,
not only in the United States, but in Europe and Japan as well, has cre-
ated a bubble of savings for college education, retirement, and estate
purposes. It has been consistently the case that most people spend at the
greatest rate relative to their incomes while in their twenties and thir-
ties, and save the most when in their forties and fifties. The baby boom
population bubble suggests that there will continue to be excess
demand for equities coming from these quarters until at least 2005.This
in and of itself could keep P/E ratios well above the historical average.

Second, continuing productivity improvements can keep produc-
tion costs tame when they historically would be rising. Many providers
of new products and services are choosing to increase profits by cut-
ting prices to spur greater demand. Better inventory management is
dramatically reducing working capital requirements.

Third, and most important, as investors become more comfortable
owning stocks, the historical risk premium that stocks have typically
traded at relative to supposedly less risky assets, such as bonds and sav-
ings certificates, will continue to decline. Research suggests that stock
returns are no more volatile than those of long-term bonds. If this is the
case, then the risk premium, relative to fixed income assets, could dis-
appear altogether. That could further buoy P/E ratios and keep them
well above their twentieth-century levels in the twenty-first century.

Because timing the market is more art than science (if not just
plain luck), it is a good deal easier to just take a buy-and-hold strat-
egy rather than time the tops and bottoms. The 12.4 percent historical
annual return for small stocks is not hay.
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denoted by the Consumer Price Index (CPI), when added to the trailing P/E
on the S&P 500, should equal 20. Although there is no firm theoretical
underpinning to such an idea, there is quite a bit of empirical evidence to
support this view.

Let’s go back to 1981. Entering the year, inflation was running at
about 10.1 percent, while the P/E of the S&P 500 was 9.2. The sum was
19.3. At mid-1982, inflation was clearly coming down. If investors could
foresee it staying, say, consistently under 7 percent, the market P/E could
rise to 13 (13 + 7 = 20), a whopping 41 percent jump. The variable here is
the P/E based on inflation expectations. Investors may not have had a clear
view of how far interest rates might drop, but when the Fed finally cut
rates, it was clear that they were likely to enter a long-term period of
decline from unusually high double-digit levels. Over the next 12 months,
as interest rates fell, the stock market rose 53 percent even though the
economy was still in recession and corporate profits had not turned sub-
stantially higher. At mid-1983 the market P/E was 13.4, inflation was 3.7
percent, and the interest rate of the long bond was down to 11 percent.

In mid-1987, just before the crash, interest rates were rising as earnings
picked up steam. The market P/E was above 20. With inflation running at
3.3 percent, the market was trading well above what it should have been
under the Rule of 20. With the trend in inflation and interest rates clearly
up, the likelihood of a market decline was definitely high.

Table 3-1 illustrates these relationships. It includes the ending P/E ratio
of the S&P 500 by each quarter, the trailing 12-month inflation rate, and the
sum of those 2 numbers for the 20 years, ending with June 1998.

Why does the Rule of 20 work? Because of the inverse relationship
between P/E ratios and inflation. P/E ratios and stock prices are likely to
rise when interest rates are trending down and fall when rates are moving
higher (see Figure 3-1).

Of lesser significance, the market typically rises when projected real
gross domestic product (GDP) growth is expected to be 2.5 percent or bet-
ter (and inflation is not rising) and declines when GDP growth is headed
lower (and inflation is flat or moving higher).

One other very long range tool is the measure of equities as a percent-
age of household assets. These statistics are provided by the government,
and further refinements of the numbers are made by various private orga-
nizations. When stocks as a percentage of household assets fall below 20
percent, it’s bullish, and when they are more than 35 percent, it’s bearish.
This means there are fewer and fewer potential new buyers out there to
push prices higher.
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TABLE 3-1 Rule of 20 relationships for quarters 
ending December 1972 to June 1998.

Date Inflation Rate S&P 500 P/E Total

12/29/72 4.1 18.4 22.5

3/30/73 4.9 16.4 21.3

6/29/73 6.8 14.4 21.2

9/28/73 7.8 14.1 21.9

12/31/73 6.8 12.0 18.8

3/29/74 8.7 11.2 19.9

6/28/74 9.1 9.8 18.9

9/30/74 13.4 7.0 20.4

12/31/74 13.0 7.7 20.7

3/31/75 9.2 9.9 19.1

6/30/75 5.8 12.0 17.8

9/30/75 7.7 10.8 18.5

12/31/75 6.6 11.3 17.9

3/31/76 3.9 11.9 15.8

6/30/76 4.1 11.3 15.4

9/30/76 5.8 11.0 16.8

12/31/76 6.7 10.8 17.5

3/31/77 6.6 9.8 16.4

6/30/77 6.7 9.6 16.3

9/30/77 5.6 9.0 14.6

12/30/77 6.2 8.7 14.9

3/31/78 7.2 8.2 15.4

6/30/78 9.2 8.5 17.7

9/29/78 7.4 8.9 16.3

12/29/78 8.5 7.8 16.3

3/30/79 8.4 7.6 16.0

6/29/79 9.9 7.4 17.3

9/28/79 8.3 7.5 15.8

12/31/79 7.7 7.3 15.0

3/31/80 9.8 6.7 16.5

6/30/80 9.5 7.7 17.2
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TABLE 3-1 Rule of 20 relationships for quarters 
ending December 1972 to June 1998 (Continued ).

Date Inflation Rate S&P 500 P/E Total

9/30/80 9.4 8.6 18.0

12/31/80 10.3 9.2 19.5

3/31/81 10.9 9.3 20.2

6/30/81 7.5 8.7 16.2

9/30/81 8.8 7.7 16.5

12/31/81 6.7 8.1 14.8

3/31/82 5.6 7.6 13.2

6/30/82 4.8 7.7 12.5

9/30/82 5.5 8.9 14.4

12/31/82 3.7 11.1 14.8

3/31/83 3.4 12.3 15.7

6/30/83 3.7 13.4 17.1

9/30/83 3.4 12.5 15.9

12/30/83 3.6 11.8 15.4

3/30/84 2.9 10.4 13.3

6/29/84 2.9 9.5 12.4

9/28/84 3.1 10.0 13.1

12/31/84 2.8 10.1 12.9

3/29/85 3.7 11.0 14.7

6/28/85 3.2 12.3 15.5

9/30/85 2.7 12.0 14.7

12/31/85 3.0 14.5 17.5

3/31/86 1.7 16.5 18.2

6/30/86 2.0 17.1 19.1

9/30/86 2.4 16.0 18.4

12/31/86 2.7 16.3 19.0

3/31/87 2.9 20.2 23.1

6/30/87 2.4 20.1 22.5

9/30/87 3.3 22.4 25.7

12/31/87 3.5 15.6 19.1

3/31/88 2.6 14.8 17.4
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TABLE 3-1 Rule of 20 relationships for quarters 
ending December 1972 to June 1998 (Continued ).

Date Inflation Rate S&P 500 P/E Total

6/30/88 4.3 14.8 19.1

9/30/88 5.8 12.4 18.2

12/30/88 3.9 12.2 16.1

3/31/89 4.2 12.3 16.5

6/30/89 4.7 13.1 17.8

9/29/89 3.1 13.7 16.8

12/29/89 3.4 14.7 18.1

3/30/90 4.4 14.9 19.3

6/29/90 5.2 16.4 21.6

9/28/90 4.2 14.3 18.5

12/31/90 3.9 15.3 19.2

3/29/91 4.6 17.6 22.2

6/28/91 2.8 17.7 20.5

9/30/91 2.6 20.0 22.6

12/31/91 2.3 22.9 25.2

3/31/92 2.9 25.5 28.4

6/30/92 2.1 25.2 27.3

9/30/92 1.5 24.7 26.2

12/31/92 3.0 24.3 27.3

3/31/93 3.6 23.5 27.1

6/30/93 2.3 23.8 26.1

9/30/93 1.6 23.8 25.4

12/31/93 2.7 23.0 25.7

3/31/94 2.2 20.3 22.5

6/30/94 2.2 19.8 22.0

9/30/94 2.6 18.3 20.9

12/30/94 2.5 17.0 19.5

3/31/95 2.1 16.5 18.6

6/30/95 1.9 16.8 18.7

9/29/95 1.7 16.9 18.6

12/29/95 1.5 17.4 18.9



34 FAST STOCKS FAST MONEY

TABLE 3-1 Rule of 20 relationships for quarters 
ending December 1972 to June 1998 (Continued ).

Date Inflation Rate S&P 500 P/E Total

3/29/96 1.9 18.9 20.8

6/28/96 2.0 19.3 21.3

9/30/96 1.7 19.7 21.4

12/31/96 1.4 20.8 22.2

3/31/97 2.5 19.9 22.4

6/30/97 1.8 22.4 24.2

9/30/97 1.2 24.0 25.2

12/31/97 1.0 24.5 25.5

3/31/98 0.5 28.0 28.5

6/30/98 0.5 27.3 27.8

At the end of the last great bull market in 1969, stocks were 38 percent
of household assets. By 1982, that number had fallen to 18 percent. As of
year-end 1998, stocks were a record 40 percent of household assets.

BASED ON THE RULE OF 20,
STOCKS ARE EXPENSIVE, BUT . . .
The rising amount of equities held by investors is worrisome. It is a definite
sign that we are entering the latter stages of a bull market that began more
than 13 years ago. By the Rule of 20, stocks are at best fairly valued. As of
mid-1998, inflation was rising at about 0.5 percent and the S&P 500 P/E
ratio on trailing 12-month earnings was 27.3. So, according to the Rule of
20, stocks were about 39 percent overvalued.

What might be the expected rate of return over the 12 months ending
June 30, 2000? If you use trailing 12-month earnings per share and a pro-
jection of inflation of about 2.5 percent, the potential return for stocks
would be quite negative (2.5 + 28 = 30.5). The potential return is −34 per-
cent [(20/30.5) = 0.66 − 1 = −0.34].

Could things turn out better? Sure. Overall P/Es above 20 can be justi-
fied if earnings continue to grow at or above the historical rate of 7 percent
a year and long-term interest rates drop to and remain well below 5 percent.
Right now, with GDP apt to slow over time as the population in the major
industrial economies ages, the U.S. government running a surplus, and the
general Pax Americana holding firm, the likelihood for long-term interest



CHAPTER 3 LIMITING RISKS AND BEATING THE MARKET 35

FIGURE 3-1 Inverse relationship between the S&P 500 P/E ratio 
and the rate of inflation.
(Source: © FactSet Research Systems, Inc.. Printed with permission.)

rates to trend well below 5 percent appears very good. The jury is out, how-
ever, on whether earnings will be able to grow at or above 7 percent as GDP
growth slows. More likely is that earnings growth will be lower, stock
returns will be less than the historic average, and the difference in real
return between long-term bonds and stocks, which has averaged 7.2 per-
centage points over the very long run, will be somewhat less going forward.
Nonetheless, should earnings grow at an average 5 percent, the dividend
yield hover at 2 percent, P/Es stay roughly where they are now, inflation
ease to 1 percent, and the long-term bond trade under 4 percent, small-
stock investors could still garner an extra 4 percentage points of return over
the long bond over the coming decade, without counting the favorable tax
effects from generating capital gains rather than interest or dividend
income. In other words, the absolute level of returns from stocks could eas-
ily be lower, but the real return to investors will continue to be better than
for other major financial asset classes. These market conditions have never
held over a sustained period of time. If they ever do, the Rule of 20 as an
accurate gauge of stock valuation would come to an end, and a new invest-
ment paradigm of high profit growth with low inflation would take over. It
is not yet certain that this scenario will materialize, but if the current high
level of productivity gains are sustainable, one can indeed foresee low
inflation accompanied by mid-single-digit real corporate profit growth.
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Such an economic backdrop could justify currently high P/E ratios or even
higher levels in the coming decades.

MARKET-TIMING SUMMARY
To summarize: Over a complete, secular market cycle, the worst time to
make a one-time purchase is when inflation added to the P/E is above 20 and
inflation and interest rates are rising. The best time to buy is when the market
P/E is below 10 and interest rates have just started to come down. This usu-
ally signals the end of a protracted bear market. This was the case at the end
of 1974 and again toward the close of 1981. Those would have been the best
times to make a short-term bet on the market. Otherwise, the best thing to do
is to steadily invest in annual increments regardless of recent market action.

BACKDROP FOR STOCKS IN THE LATE 1990s
A still more systematic rendering of the relationship between the beginning
level of stock prices, corporate earnings, and interest rates was recently pub-
lished by John C. Bogle, who also recently retired as head of the Vanguard
group of investment companies. Back in the fall of 1991, Bogle published
an article in the autumn issue of the Journal of Portfolio Management sug-
gesting some tools for forecasting likely 10-year stock returns. In one of the
most important practical contributions to the art of investing, Bogle persua-
sively argued that stock returns can be explained by three things:

1. The dividend yield at the start of the period

2. The rate of historical earnings growth
3. The annual impact on returns as the market P/E moves back to the

historical average

To come up with projected returns for stocks from 1990 to 1999, he added
the beginning dividend yield of equities as measured by the S&P 500 (3.1
percent) to the average earnings growth for the last 30 years (6.6 percent)
and the effect on annualized returns caused by the movement of P/E ratios
from current levels to the historic norms for the previous 30 years (15.5).
The result was as follows:

1990 to 1999

Initial yield 3.1%

Earnings growth rate 6.6%

Impact of multiple change −1.0%

Projected 10-year annual return 8.7%
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Guess what the annual total return of the S&P 500 was for the first five
years of the period? Exactly 8.7 percent. Lest you think that an aberration,
here are the statistics for the decades beginning in 1970 and 1980, com-
pared with actual returns:

1970s 1980s

Model Actual Model Actual

Initial yield 3.4% 5.2%

Earnings growth rate 6.4% 6.4%

Impact of multiple change −1.4% 6.9%

Projected 10-year annual return 8.4% 5.9% 18.5% 17.6%

Bogle wrote a follow-up article in 1995. What did he forecast for the
following 10 years? Here were his targets:

1995 to 2004

Initial yield 2.9%

Earnings growth rate 6.4%

Impact of multiple change −0.9%

Projected 10-year annual return 8.4%

What could lower the results even further over the next few years is
the subsequent run-up in stock prices—37 percent in 1995, 23 percent in
1996, and 33 percent in 1997. Averaging that out over the following 7
years reduces the potential annual return to just 2.2 percent. This return
is historically very low but entirely possible since returns in the 1980s
and early 1990s were well above the mean. But Bogle’s second study was
done at the end of 1994. At year-end 1998, the initial yield was down to
1.6 percent. Adding the earnings growth of more than 11 percent
achieved in 1995 and 14 percent achieved in 1996 to the average for the
last 30 years raised the earnings growth rate, but the favorable impact
was small (about 0.6 percent). But the impact from a change in the P/E
multiple was quite severe. By Bogle’s model, projected annual returns
over the next 10 years should be about 3.6 percent. If we are right that
small-cap stocks are very undervalued, they should do a few percentage
points better than that.
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1999 to 2008

Initial yield 1.6%

Earnings growth rate 7.0%

Impact of multiple change −5.0%

Projected 10-year annual return 3.6%

Does all this make any intuitive sense? Sure. The initial yield of the
S&P 500 is a good measure of how expensive stocks are relative to the his-
toric norm; stock prices should rise when earnings growth increases; and
P/E ratios should eventually return to the historical average over time.

SMALL STOCKS WILL OUTPERFORM EARLY 
IN THE TWENTY-FIRST CENTURY
This may be a good time to reprise our argument that stocks are cheap
compared with larger ones. Toward year-end 1999, the P/E of the S&P
SmallCap 600 index was 15 times the consensus 2000 estimates for com-
panies that comprised it. That compares with 24 times for the S&P 500.
Despite the substantially lower P/E, earnings for companies in the S&P
SmallCap 600 were expected to rise 33 percent over the next year, com-
pared with 9 percent for the S&P 500. Both these numbers appear unreal-
istic given that GDP growth was expected to slow in 1999, but the point
here is that earnings growth for small companies should still be better than
that for large-cap companies, yet their P/Es are much lower. That extra
earnings growth is typically the case because small companies tend to
grow faster than mature ones. With valuations very reasonable and the
capital gains tax lower, small stocks have a better chance of rising over the
next five years or so. Finally, we have entered the last and most speculative
phase of a bull market that, arguably, began either in late 1974 or in mid-
1982 and, despite what occurred in 1998, has yet to come to an end.
Although they have not done so to date, small stocks tend to do best dur-
ing these market phases.

If we are right that stocks will provide lower returns than has histori-
cally been the case—that is, slightly more than those of long-term fixed-
income investments, but better than other forms of investment—and that
stocks are entering the last, most speculative stage of an aging bull market,
it means that small stocks will initially do quite well over the next few
years, will tumble more during the inevitable bear market, and then will
revive faster when the new bull market commences.
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TABLE 3-2 Important index characteristics.
S&P Index*

Characteristic 500 MidCap 400 SmallCap 600

Total capitalization, $ billion 11,232 927 357

U.S. capitalization, % 78 6 2

1-y trailing performance, % 23 17 −2

Annual average portfolio turnover 
as of 12/31/98, % 6 14 14

Average capitalization, $ million 22,463 2316 595

Median capitalization, $ million 8,452 1789 483

* Data as of June 30, 1999.

REVIEW OF MARKET-TIMING POINTERS
As is emphasized throughout this chapter, timing the market is a difficult
task. The possibility that history will not serve us well remains a stubborn
fact. It can be very rewarding when someone is able to read the tea leaves.
But very few professionals have been able to consistently add value by tim-
ing when to get into and out of the stock market.

There is one way that we recommend aggressive investors time their
small-cap stock-buying decisions. That is to purchase additional stock at
the bottom of bear markets using margin. By this strategy investors do have
to withstand the agony of enduring the tail end of a bear market fully
invested, but by adding to fully invested positions when stocks are very
cheap, one can dramatically improve returns. Eliminate the margin posi-
tion when the market P/E gets into the midteens on current-year estimated
earnings. This strategy is recommended because it is typically easier to per-
ceive the bottom of a bear market than market tops. And by always being
fully invested in stocks, the large opportunity cost of getting out at the
wrong time is eliminated.

SECTOR BETTING: ANOTHER SIDE BET THAT CAN 
IMPROVE RETURNS
When deciding how to tilt one’s portfolio toward different industries, the
first item on the agenda is knowing the sector weightings of the overall mar-
ket. Tables 3-2 and 3-3 show the important characteristics and sector
weights of the S&P 500, S&P MidCap 400, and S&P SmallCap 600 indexes
as of June 30, 1999. As you can see, there are small variations among them



40 FAST STOCKS FAST MONEY

TABLE 3-3 Index sector weightings.
S&P Index*

Sector 500 MidCap 400 SmallCap 600

Technology 22% 22% 18%

Consumer staples 13 9 10

Health care 11 9 9

Consumer cyclicals 9 16 21

Capital goods 8 9 13

Communications services 8 1 —

Energy 6 4 4

Basic materials 3 6 5

Financials 16 12 15

Utilities 3 9 5

Transportation 1 1 3

* Data as of June 30, 1999.

TABLE 3-4 Sample sector weights for small-cap portfolios.
Passive Portfolio Weights 20-Stock Active 

(S&P Small Cap 600) Portfolio Weights

10-Stock 20-Stock Interest Rates Interest Rates 
Sector Portfolio Portfolio Rising Falling

Consumer cyclicals 2 3 2 4

Technology 2 4 3 4

Capital goods 1 2 1 2

Health care 1 2 4 2

Consumer staples 1 2 5 1

Basic materials — 1 — 1

Energy 1 1 — 1

Communications — 1 2 —
services

Financials 2 3 1 4

Utilities — 1 2 —

Transportation — — — 1
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that allow each index to accurately reflect the sector weightings of the stocks
they are meant to represent.

We would adjust the weightings by overweighting the following sectors
when interest rates are rising or falling:

Interest Rates Rising Interest Rates Falling

Value stocks Growth stocks

Consumer staples Financials
Health care Technology

Utilities Consumer cyclicals (early in rate drop)
Communications services Capital goods
Energy Basic materials (early in drop)

The last step to take in portfolio creation is allocating the actual num-
ber of stocks that a portfolio should have in each industry group. Table 3-4
shows four model small-cap portfolios. The first two 10- and 20-stock port-
folios are matched to the sector weightings of the S&P SmallCap 600
index. The third and fourth 20-stock portfolios reflect our sector weight-
ings for rising and falling interest rate environments.
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INVESTING IN IPOs: 
FINDING THE GAPs AND
IBMs OF TOMORROW

4

N
ETSCAPE IS SCHEDULED to go public at 12 to 14 per share.
The price is raised to 20, then to 28. The first trade is at 72
and it closes the first day of trading above 58. During the
next few weeks, it drifts down as low as 46, and then sky-
rockets past 100 during the following 3 months. Incredibly,

Goldman Sachs next recommends purchase of the stock at 125. It peaks at
174 within 30 days. If you had bought the stock on the first trade (72), and
sold at 50, you would have lost 31 percent of your investment in just a mat-
ter of weeks. But whoever bought it from you would have tripled their
money in just a few months.

Compaq Computer goes public in June 1983 at 11. It hardly moves
when it opens. Ten months later it is at 45⁄8, down 58 percent. Twelve years
later it’s at the equivalent of 474.

3DO, the video game maker, an April 1993 IPO, opens 23 percent
above its initial offering price of 15, and then closes the year at 22. One
year after the offering, buyers of the IPO are under water. One year after
that, they’re down 42 percent.
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Most people think that buying new issues at the offering is the surest
way to make a lot of money fast. They’re right. For many market partici-
pants, particularly insiders, the new-issues market represents the pot of
gold at the end of the rainbow. It is probably the most volatile segment of
the U.S. stock market, and an arena where a well-informed investor with
well-placed contacts could make a mint. Even a small allocation of a hot
deal can be easy money if the timing’s right.

In the aftermarket—the period of time immediately following the open-
ing trade—IPOs are a speculator’s paradise. But for normal mortals, buy-
ing in the aftermarket has plenty of pitfalls. Nonetheless, even if you are
not well positioned to make a fast buck, there are still some ways to prof-
itably participate in this dynamic segment of the equities market without
taking undue risks.

There are three golden rules of IPO investing:

1. Sell within three months of the offering.

2. Invest in industries at the start of an IPO cycle.
3. Sell during a market correction.

The rest of this chapter is devoted to proving the importance of these
axioms.

IPO INVESTING RULE 1: SELL WITHIN 
THREE MONTHS OF THE OFFERING
New issues are a different breed of small-cap stock, posing challenges of a
special kind to investors. Typically, initial public offerings (IPOs) outper-
form the broader market near term and then underperform thereafter.
Unlike small stocks in general, with their excellent overall long-term per-
formance record, IPOs provide the most reward as short-term trades (see
Table 4-1).

Most new issues do very well in the first three months of trading, with
particularly strong advances occurring on the first day. But even if one
removes first-day performance from the record, IPOs tend to do better than
the S&P 500 over their first 90 days of public life. Of the 370 new issues
appraised by Standard & Poor’s during the years 1992 through 1994, 241
rose more than the S&P 500 from the first day of trading over the follow-
ing 3 months. And not by a small amount—the average gain was 19.6 per-
cent, versus an average increase of 1.7 percent for the S&P 500 and 2.6
percent for the NASDAQ Composite Index.

A comparison of the returns of the S&P New Issues index with the
S&P 500 also provides evidence of significant near-term outperformance.
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TABLE 4-1 Short-term IPO returns versus the S&P 500.
No. of Average Initial Gross Proceeds, S&P 500

Year Offerings Return* $ Million Return

1960 269 17.8% $ 553 0.47%

1961 435 34.1 1,243 26.89

1962 298 −1.6 431 −8.73

1963 83 3.9 246 22.80

1964 97 5.3 380 16.48

1965 146 12 409 12.45

1966 85 7.1 275 −10.06

1967 100 37.7 641 23.98

1968 368 55.9 1,205 11.06

1969 780 12.5 2,605 −8.50

1970 358 −0.7 780 4.01

1971 391 21.2 1,655 14.31

1972 562 7.5 2,724 18.98

1973 105 −17.8 330 −14.66

1974 9 −7.0 51 −26.47

1975 14 −1.9 264 37.20

1976 34 2.9 237 23.84

1977 40 21.0 151 −7.18

1978 42 25.7 247 6.56

1979 103 24.6 429 18.44

1980 259 49.4 1,404 32.42

1981 438 16.8 3,200 −4.91

1982 198 20.3 1,334 21.41

1983 848 20.8 13,168 22.51

1984 516 11.5 3,932 6.27

1985 507 12.4 10,450 32.16

1986 953 10.0 19,260 18.47

1987 630 10.4 16,380 5.23

Total 8668 16.4% $83,984

* From 1960 to 1976, percentage returns are to month-end. From 1977 to 1987, returns are first-day.
SOURCES: Ibbotson & Jaffe (1960–1970); Going Public: The IPO Reporter (1983–1985); Venture
magazine (1986–1987). Proceeds data has been adapted from SEC Monthly Statistical Bulletin and
Going Public: The IPO Reporter.



Started in 1982, the S&P New Issues index has tracked the performance of
investment-quality new issues in the immediate aftermarket. Included in
the index are all initial public offerings with an offering price of at least $5
and an offering capitalization of at least $5 million. Through late 1986, it
measured IPO price changes over the first three months of trading, and for
six months after that. As Figure 4-1 graphically illustrates, the index has
substantially beaten the S&P 500 since its inception.

Don’t Hang On Too Long
Although IPOs greatly outperform the market during the first three months
of trading, they underperform the market when held longer. To test this the-
ory, Standard & Poor’s took a look at the IPO class of 1990 to see how the
issues did during the first 15 months after the offering. They rose an aver-
age 50.5 percent—more than the return of the S&P 500 during the same
period, but less than that of the NASDAQ Composite Index. More worri-
some is that only 47 issues or 46 percent of the IPOs did better then the
S&P 500. In other words, a few big winners masked the fact that most IPOs
performed far worse than the market after their initial trading period was
over. The same proved true of the IPO class of 1991.

In summary, most of the easy money is skimmed off the top in the first
day of trading by investors lucky enough to get in on the offering. There
will always be a Microsoft, a Novell, an Oracle, or a Xilinx that provides
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FIGURE 4-1 Historical performance of the S&P New Issues index versus
the S&P 500.
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When Is the Best Time to Own IPOs?
As Table 4-2 shows, new issues do better during up market phases,
and underperform when stocks are flat or decline. In the year follow-
ing the bear markets of 1982 and 1990, the S&P New Issues index
doubled. The predictability of these extra returns is borne out by a
comparison of the monthly time series of the two indexes. Looking at
the annual performance of the S&P New Issues index, it beat the S&P
500 in 14 out of the last 17 years. That is a whopping 82 percent of the
time. The only exceptions were 1986, 1987, and 1990—years when
small stocks underperformed.

TABLE 4-2 Comparison of S&P new issues index with the S&P 500 and
the NASDAQ composite index.
Year New Issues S&P 500 NASDAQ Composite

1982 82.8% 14.7% NA

1983 103.19 17.3 NA

1984 2.8 1.4 NA

1985 75.0 26.3 31.1%

1986 −2.5 14.6 7.5

1987 −13.9 2.0 −5.3

1988 20.7 15.7 15.4

1989 27.9 27.3 19.3

1990 −11.1 6.1 −17.8

1991 106.4 26.3 56.8

1992 42.7 4.5 15.5

1993 37.0 7.1 14.8

1994 2.5 −1.5 −3.2

1995 94.0 38.1 39.9

1996 27.7 20.3 22.7

1997 43.3 31.0 21.6

1998 37.3 28.6 39.6



prodigious returns if held for years, but the majority of new issues fade fast
and do not come back. In the vast majority of cases, IPOs must be viewed
strictly as short-term trading vehicles and we as investors should not look
back after taking their gains. For every one we should have held, there will
be two we were right to sell. Take the money and move on to the next idea.

To further show how short-term investing in IPOs is the most reward-
ing course, let’s take a more real-world approach. It might be helpful to
review the performance of a model portfolio of new issues over a long
period of time. To that end, let’s look at a 14-year track record of recom-
mendations published in Standard & Poor’s Emerging & Special Situations
(ESS). ESS appraises more than 150 new issues each year, applying the fol-
lowing investment recommendations:

Avoid. Not recommended for purchase.
Flip. Sell within the first few days of trading, 

sometimes within the first hour.

Short-term buy. Hold for less than three months.
Buy. Three-month bet.
Long-term buy. Hold from six months to a year.

From the inception of the publication in January 1982 through year-
end 1995, 170 issues were recommended for purchase and placed in the
publication’s model portfolio (see Table 4-3). Of 135 closed positions, 83
advanced, 50 declined, and 2 were unchanged, for an average gain of 46
percent. The average holding period was one year, four months. That was
certainly better than the S&P 500, which rose an average of 12 percent on
a time-weighted basis.

But what would have happened if one had sold all of these new issues
after the first three months of trading? Even with the names that S&P ana-
lysts thought would do best over a longer period of time, most of the out-
performance occurred during just the first three months of trading. The
average return for this period alone would have been a whopping 27 per-
cent. Just as important, the capital employed could have been recycled
more quickly and put back to profitable use. Using a three-month sale rule,
the annual return of this portfolio would have been a truly astounding 264
percent.

Okay, we’ve proven the point that new issues are indeed good invest-
ments off the starting block. Now, what are the main reasons behind the
stellar performance?

50 FAST STOCKS FAST MONEY



CHAPTER 4 INVESTING IN IPOs 51

TABLE 4-3 S&P Emerging & Special Situations recommended 
IPO purchases.

Time Change S&P 500
Pur- Held, Since Change,

Stock Date chase Sale Months IPO, % %

Technology for 2/2/82 151⁄2 81⁄4 32 −45% 45%
Com International

Vector Graphic 2/15/82 131⁄4 27⁄8 21 −78 44

Seagate Technology 3/15/82 51⁄8 17 17 232 50

Data Switch 4/27/82 5 311⁄2 15 530 421

Convergent 5/18/82 9 26 15 189 40
Technology

TERA 7/8/82 16 41⁄2 27 −72 51

Diagnostic Products 7/19/82 75⁄8 81⁄4 22 8 41

On-Line Software 9/29/82 15 81⁄2 24 −43 37

InteCom 10/19/82 10 95⁄8 27 −4 22

ARGOSystems 12/2/82 103⁄4 365⁄8 54 241 108

Quantum 12/20/82 20 17 56 −15 129

Cooper Vision 1/21/83 18 263⁄4 35 49 47

Diasonics 2/23/83 22 8 9 −64 18

Televideo Systems 3/15/83 18 41⁄8 19 −77 10

Integrated Software 3/23/83 16 161⁄4 7 2 9

MacNeal Schwendler 5/5/83 151⁄4 121⁄4 17 −18 −1

Daisy Systems 6/1/83 151⁄2 111⁄4 33 −27 35

Marquest Medical 7/1/83 17 91⁄2 43 −44 57

Comptek Research 7/14/83 13 93⁄4 29 −25 32

Stratus Computer 8/26/83 12 11 7 −8 −3

Equatorial 9/13/83 14 181⁄8 16 29 2
Communications

Provincetown- 9/15/83 10 93⁄4 8 −3 −4
Boston Air

Lotus Development 10/6/83 131⁄2 231⁄4 26 75 19

VLI 10/13/83 13 163⁄4 2 29 −3

Ashton Tate 11/10/83 14 73⁄4 11 −45 −1

Compaq Computer 12/9/83 11 45⁄8 10 −58 −2



Archive 12/16/83 10 43⁄4 10 −53 1

Medicine Shoppe 12/16/83 55⁄8 445⁄8 21 693 259
International

Nico 2/1/84 11 161⁄4 16 48 14

Telco Systems 2/15/84 11 101⁄4 21 −2 27

Metromail 4/5/84 10 18 14 80 23

Russ Berrie 4/11/84 131⁄2 24 11 78 15

Lam Research 5/4/84 10 201⁄2 103 103 172

Silvar-Lisco 5/10/84 5 33⁄4 8 −25 5

Micron Technology 6/1/84 14 373⁄8 3 167 7

Stuarts Dept. Stores 6/13/84 5 151⁄2 19 210 36

Optrotech 8/9/84 75⁄16 101⁄2 19 45 36

Ceradyne 8/15/84 71⁄4 155⁄8 11 116 18

Direct Action 9/11/84 81⁄2 63⁄8 11 −25 15
Marketing

Automated Systems 11/20/84 101⁄4 101⁄8 13 −1 28

AST Research 12/20/84 7 303⁄8 12 334 27

LSI Lighting 3/12/85 83⁄8 131⁄4 18 59 28

PT Components 3/13/85 111⁄2 121⁄4 4 7 8

Tri-Star Pictures 4/17/85 81⁄2 143⁄4 7 74 9

Central Sprinkler 5/17/85 123⁄4 181⁄4 7 43 12

Maxtor 8/17/85 11 201⁄4 6 84 18

HomeClub 10/13/85 9 14 3 56 12

Doxsee Food 12/2/85 61⁄4 103⁄4 7 72 26

Concurrent 1/24/86 20 121⁄2 7 −38 21
Computer

Oliver’s Stores 2/11/86 6 61⁄8 9 2 9

Microsoft 3/13/86 21 501⁄2 8 140 4

Price (T. Rowe) 4/2/86 24 42 1 77 —

SunGard Data 5/3/86 11 181⁄4 27 66 16
Systems
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TABLE 4-3 S&P Emerging & Special Situations recommended 
IPO purchases (Continued ).

Time Change S&P 500
Pur- Held, Since Change,

Stock Date chase Sale Months IPO, % %



Waterford Glass 7/1/86 20 153⁄8 25 −23 8

Amer Cruise Lines 7/9/86 91⁄2 41⁄4 4 −55 1

Steve’s Ice Cream 7/11/86 8 153⁄4 2 97 −3

Golden Valley 9/16/86 14 391⁄8 5 180 21
Microwave

Chem Waste 10/16/86 171⁄4 397⁄8 34 131 49
Management

Convex Computer 10/17/86 71⁄2 173⁄8 4 132 20

Foodmaker 2/24/87 131⁄2 13 18 −11 −4

Excelan 2/26/87 211⁄4 61⁄2 29 25 19

Ecology & 3/6/87 15 111⁄8 23 −26 2
Environment

Forstmann & Co. 7/1/87 15 113⁄4 3 −22 8

EMCON Associates 9/16/87 12 241⁄2 35 104 6

Liggett Group 10/18/87 12 81⁄2 7 −29 12

NS Group 3/8/88 133⁄4 133⁄4 4 — —

Mallard Coach 3/18/88 8 71⁄4 13 −9 13

Dell Computer 6/22/88 81⁄2 75⁄8 8 −10 6

Index Technology 6/23/88 12 113⁄4 2 −2 −5

Drug Emporium 6/30/88 141⁄2 203⁄4 8 43 6

Casual Male 9/20/88 10 81⁄4 3 −18 3

Staples 4/27/89 19 25 23 32 21

GZA 7/27/89 12 37⁄8 68 −68 47
GeoEnvironmental

Sierra Tucson 10/20/89 12 221⁄2 18 88 11

Tetra Technologies 4/2/90 10 153⁄4 16 58 14

Pool Energy Service 4/17/90 101⁄4 81⁄4 16 −20 12

K-Swiss 6/6/90 171⁄2 28 1 60 −2

Micrografx 6/29/90 16 233⁄4 1 48 −1

Rocky Mountain 9/11/90 7 35⁄8 15 −48 18
Helicopters
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TABLE 4-3 S&P Emerging & Special Situations recommended 
IPO purchases (Continued ).

Time Change S&P 500
Pur- Held, Since Change,

Stock Date chase Sale Months IPO, % %



Symix Systems 3/2/91 15 191⁄2 1 30 3

LXE 4/11/91 91⁄2 193⁄4 7 108 4

AnnTaylor 5/17/91 26 207⁄8 11 −20 12

Mediplex Group 8/13/91 201⁄2 351⁄8 34 71 21

Scherer, R. P. 10/11/91 18 305⁄8 10 70 10

QUALCOMM 10/13/91 8 321⁄16 35 301 23

Cardiopulmonics 1/17/92 11 6 5 −45 −4

Scholastic 2/25/92 221⁄2 45 32 100 12

Coleman 2/26/92 191⁄2 241⁄2 8 26 1

Dames & Moore 3/5/92 20 201⁄2 23 3 16

First Data 4/9/92 22 49 30 123 15

Waste Management 4/14/92 231⁄8 161⁄8 23 −30 13
International

NetFrame Systems 6/4/92 9 203⁄4 5 131 1

Paco Pharmaceutical 8/20/92 10 75⁄8 20 −24 6

Interphase 9/8/92 71⁄4 5 9 −31 7

Netrix 9/22/92 12 95⁄8 5 −20 4

IQ Software 10/15/92 9 10 14 11 13

Hook SupeRx 11/10/92 11 71⁄2 9 −32 7

Haggar 12/11/92 161⁄2 191⁄4 30 17 22

Maybelline 12/11/92 231⁄2 173⁄4 26 −24 11

SEACOR Holdings 12/16/92 15 25 11 67 8

Dr Pepper/7UP 1/27/93 15 33 26 120 15

Nathan’s Famous 2/26/93 9 83⁄8 10 −7 5

Payless Cashways 3/9/93 123⁄4 71⁄4 26 −43 15

Southern Energy 3/12/93 13 183⁄4 9 44 3
Homes

Pillowtex 3/18/93 14 147⁄8 16 6 1

Amtrol 3/19/93 15 203⁄4 6 38 2
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TABLE 4-3 S&P Emerging & Special Situations recommended 
IPO purchases (Continued ).

Time Change S&P 500
Pur- Held, Since Change,

Stock Date chase Sale Months IPO, % %



Rust International 5/10/93 177⁄8 221⁄4 9 24 6

Discovery Zone 6/4/93 11 19 16 73 −1

MASISA 6/17/93 141⁄8 183⁄4 3 33 2

Arethusa Offshore 8/4/93 10 123⁄4 18 28 13

Cornerstone Imaging 8/9/93 11 205⁄8 12 88 2

Eckerd 8/10/93 171⁄2 297⁄8 15 71 3

Redman Industries 9/17/93 15 157⁄8 10 6 −1

Gartner Group 10/5/93 121⁄2 423⁄8 17 239 5

Detroit Diesel 10/8/93 20 231⁄8 16 16 5

IGEN 2/3/94 111⁄2 55⁄8 12 −51 —

Rock-Tenn 3/3/94 161⁄2 163⁄4 5 2 —

Career Horizons 3/24/94 171⁄2 171⁄2 8 — −3

Grupo Iusacell 6/14/94 271⁄4 143⁄8 13 −47 21

Baby Superstore 9/27/94 18 357⁄8 1 99 1

PRI Automation 10/13/94 131⁄2 217⁄8 5 62 5

Telex Chile 10/14/94 183⁄4 63⁄4 5 −64 5

HCIA 2/22/95 14 193⁄4 1 41 5

Tivoli Systems 3/10/95 14 365⁄8 1 162 4

Premisys 4/6/95 16 361⁄4 1 127 3
Communications

CBT Group 4/13/95 16 391⁄2 2 147 5

Open Environment 4/13/95 15 223⁄4 2 52 5

Garden Ridge 5/9/95 15 337⁄8 3 126 7

Astea International 7/27/95 15 183⁄4 1 25 −1

Red Lion Hotels 7/27/95 19 217⁄8 1 15 −1

Netscape 8/9/95 28 581⁄4 1 108 2

Tower Automotive 8/25/95 111⁄2 8 6 −25 18

133-company 16 46% 14%
average
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TABLE 4-3 S&P Emerging & Special Situations recommended 
IPO purchases (Continued ).

Time Change S&P 500
Pur- Held, Since Change,

Stock Date chase Sale Months IPO, % %



Power of the Sales Force
First, and by far the most important factor, is the concentrated selling power
trained on the deal just prior to the IPO. There are significant incentives for
brokers to push a new issue over another stock. There may be no commis-
sion paid by the buyer at the offering, but the broker gets an above-average
payout from the issuer via the underwriting fee. Hundreds, sometimes
thousands, of sales people are unleashed to simultaneously talk up the deal
with their clients. Given that a typical offering entails the sale of only 1 to
3 million shares, it’s not hard to see how interest in buying multiples of that
amount is often generated for just an average deal. Broker sales efforts on
behalf of a well-known brand name or franchise like Talbot’s, Compaq,
Steve’s Ice Cream, or Boston Chicken can stir an avalanche of demand.
Sometimes there are expressions of interest to purchase 20 times as many
shares as there are available for sale. The less knowledgeable the buyers,
the less particular they may be about the price paid, so the sky can some-
times be the limit after some of these stocks go public.

Limited Supply
The second reason most IPOs initially do well is the absence of additional
shares in the marketplace. Just about every offering is subject to an under-
writer’s lock-up agreement. In order to maintain an orderly market once
trading begins, the underwriter will usually insist that substantially all cur-
rent holders of the shares sign an agreement that effectively prevents them
from selling any of their holdings in the immediate future, usually for six
months to one year. The underwriter then knows that only the shares sold
through the offering will be available for trading in the aftermarket. After
expiration of the lock-up agreement, the sale of stock is still limited by SEC
Rule 144, which restricts the sale of certain shares held by an insider.

Underpricing the Deal
A third reason IPOs tend to do very well out of the box is that they are usu-
ally slightly underpriced by the underwriter. This ensures good demand for
the stock and at least a small rise in the price of the shares. Slightly under-
pricing a deal also insures against lawsuits. There are plenty of lawyers who
file class-action suits in the name of new owners if something goes wrong.
They often accuse company managements and underwriters of withholding
important pieces of information that should have been in the offering
prospectus. Slightly underpricing a deal helps to keep the stock at or close
to the offering price even if the underwriter’s internal projections of future
results prove somewhat too rosy.
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Industry Upswings
The last factor that contributes to IPO outperformance in early trading is
that most new issues are in industries that are currently in favor on Wall
Street. Here’s an example. After years of being in a depression, day rates for
oil rigs spurt higher. Analysts start to predict that with no new rigs having
been built for 10 years and many older ones being retired, demand is finally
starting to outstrip supply. Profits are rising rapidly. Investors are suddenly
clamoring to buy drilling stocks.

In this environment, any additional supply of drilling company shares
can easily be absorbed, and the shares are apt to initially move higher due to
the huge stream of equity capital trying to flow into an industry with good
prospects to boost profits at a faster than average pace. IPOs are almost
always in industries that are currently in favor with investors and are carried
along by the same wave of investor enthusiasm as other stocks in those fields.

IPO INVESTING RULE 2: INVEST IN INDUSTRIES AT THE START 
OF AN IPO CYCLE
Just as important as selling early is choosing the right industry in which to
do your IPO investing. Too many times, IPOs are in hot industries in which
the valuations are already high—meaning that you’ll be paying a premium.

The trick is to get in early. Let’s say a new issue in an emerging indus-
try meets with strong demand. The underwriter may have priced it at 20
times trailing 12-month per-share earnings. If it rises 50 percent, the P/E of
the next IPO in that industry could be 30, which is what the first one is now
trading at. An investor in the second IPO is much more susceptible to a
downturn than the first buyer, because he or she has taken the same amount
of risk for 1.5 times the price. Buying IPOs in industries that are already in
favor means that at some point the industry fundamentals will move back
toward the mean and valuations will come down.
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Remember: All Companies Want to Sell High
Unfortunately for you, the buyer, it is exactly when their shares are
valued highest that most companies try to go public. This makes intu-
itive sense—wouldn’t you rather sell your company to investors when
they’re ready to pay a high price? That is exactly why there are very
few offerings during a bear market. There is a general disinterest in
adding to stock holdings, which usually causes stocks to trade at low
P/E ratios. With valuations low, companies are disinclined to sell
equity at discount prices.



Tables 4-4 to 4-6 clearly show that being early is best in an industry
underwriting cycle. Table 4-4 displays the performance of larger chemical
company IPOs in the 1980s, their prices one year after the IPO, their clos-
ing prices at decade-end, and their percent changes since the IPO. Tables 
4-5 and 4-6 show the same data for IPOs in the gambling and Internet
industries in the early and mid-1990s, respectively.

To gauge which industries are going in or out of favor, you could con-
sult Investor’s Business Daily, which publishes the relative stock perfor-
mance of industry groups and subgroups on a daily basis. Prime candidates
for investment are those groups that have the strongest relative strength and
that have not had a large number of IPOs.

But by far the best gauge of industries can be found in Standard &
Poor’s Industry Surveys. Sam Stovall, director of industry information at
Standard & Poor’s, has come up with an industry scorecard. It shows which
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TABLE 4-4 Performance of chemical industry IPOs.
Closing

IPO IPO Price 1 yr Percent Price Percent
Stock Price Date Later* Change 12/92* Change

Aristech Chemical 11.83 11/26/86 151⁄2 31% — —

Vista Chemical 17 12/11/86 361⁄2 115 — —

Georgia Gulf 91⁄2 12/17/86 2311⁄16 143 233⁄8 133%

HIMONT 28 02/12/87 331⁄8 18 — —

Calgon Carbon 51⁄2 06/02/87 1015⁄16 99 175⁄8 220

Melamine Chemical 121⁄2 08/07/87 131⁄2 8 6 −52

Cambrex 7.33 09/22/87 47⁄8 −33 511⁄16 −23

ARCO Chemical 32 09/29/87 301⁄2 −5 433⁄4 37

Borden 10 11/20/87 165⁄4 66 133⁄4 38
Chemicals L.P.

IMC Fertilizer 11 01/26/88 241⁄4 120 215⁄16 94

Rexene 925 07/28/88 295 −68 37⁄8 −100

Sterling Chemicals 16 10/13/88 83⁄8 −52 37⁄8 −76

Hitox 81⁄2 12/14/88 9 6 6 −29

Lyondell Petrochem 30 01/18/89 19 −37 245⁄8 −18

Potash 15.33 11/02/89 141⁄8 −8 253⁄4 68

Average return 27% 24%

* Prices adjusted for stock splits.
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TABLE 4-6 Performance of Internet IPOs.
Closing

IPO IPO Price 1 yr Percent Price Percent
Stock Price Date Later* Change 12/97* Change

Netcom On-Line 13 12/14/94 543⁄8 318% 24 85%

Firefox Com 18 05/04/95 91⁄4 −49 — —

Uunet Technologies 14 05/25/95 611⁄4 338 — —

Spyglass 41⁄4 06/27/95 193⁄4 365 415⁄16 16

Netscape Com 14 08/09/95 445⁄8 219 243⁄8 74

Secure Computing 16 11/16/95 91⁄4 −42 1113⁄16 −27

CyberCash 17 02/15/96 135⁄8 −20 1211⁄16 −25

Cylink 15 02/16/96 11 −27 93⁄4 −35

Individual, Inc. 14 03/15/96 61⁄2 −54 41⁄4 −70

Lycos 8 04/01/96 63⁄4 −16 2011⁄16 159

Excite 81⁄2 04/03/96 47⁄8 −43 15 76

Yahoo! 4.33 04/12/96 117⁄16 164 345⁄8 700

Average Return 96% 95%

* Prices adjusted for stock splits.

TABLE 4-5 Performance of gambling IPOs.
Closing

IPO IPO Price 1 yr Percent Price Percent
Stock Price Date Later* Change 12/95* Change

Grand Casino 5 10/09/91 911⁄16 94% 231⁄4 365%

BoomTown 10 10/23/92 193⁄4 98 5 −50

Casino Magic 1.67 10/23/92 18 978 31⁄8 87

Argosy Gaming 19 02/18/93 233⁄8 23 75⁄8 −60

Station Casinos 20 05/25/93 137⁄8 −31 145⁄8 −27

Hollywood Casino 16 05/28/93 73⁄4 −52 41⁄4 −73

Primadonna Resorts 18 06/22/93 231⁄2 31 143⁄4 −18

Monarch Casino 71⁄2 08/06/93 7 −7 31⁄2 −53

Boyd Gaming 17 10/15/93 131⁄8 −23 115⁄8 −32

Ameristar Casinos 11 11/09/93 7 −36 61⁄2 −41

Mikohn Gaming 15 11/18/93 10 −33 33⁄4 −75

Average Return 95% 2%

* Prices adjusted for stock splits.



industries are trading above or below their historical range. From a value per-
spective, investors should be buying when an industry’s relative valuation is
well below its historical average and be wary when an industry is trading well
above its historical range. One particularly lucrative gambit is to buy IPOs in
industries that are just beginning to attract investor attention. Stovall’s sector
scorecard (Exhibit 4-1 at the end of this chapter) lets you know what they are.

IPO INVESTING RULE 3: SELL DURING A MARKET CORRECTION
As shown by the performance of the S&P New Issues index over the last 10
years, when the stock market gets a cold, the new issues market gets pneu-
monia. For the 3-month period ending December 31, 1987 (which includes
the October crash), the S&P 500 dropped 23 percent, and the New Issues
index fell 40 percent. In the second half of 1990, when the pending Gulf
War sent the U.S. economy into a temporary recession (triggering a short
bear market), the S&P 500 declined 8 percent, and the S&P New Issues
index skidded 22 percent.

Always remember: New issues do well when the overall market is ris-
ing, which is by far most of the time, and fall to a greater degree when
stocks are dropping. Getting out of your IPO positions too quickly is better
than staying in too long. IPOs should be sold at the first confirmation that
the market may be in trouble. Should the decision prove wrong, there will
be plenty of other new issues to invest in.

Here are a few signals that could mean it’s time to get out:

1. There are more stocks hitting 52-week lows than those hitting 52-
week highs.
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When the IPO Market Peaks, Stocks Underperform
Another critical signpost in deciding whether to buy IPOs is the num-
ber of recent IPOs. Underwriters time deals when investors have a
favorable view of stock returns over the long term. Table 4-7 shows
the number and dollar volume of offerings added to the S&P New
Issues index by year. Note that dollar volume reached an interim peak
in 1983. This is important because the S&P 500 returned just 6.1 per-
cent in 1984, and small-cap stocks did even worse. The number of
offerings peaked again in 1986—just before the crash of 1987. In
either event, the S&P 500 in 1987 returned just 5.1 percent. The num-
ber of offerings peaked again in 1993, the year before the S&P 500
gained just 1.3 percent.
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2. The NASDAQ Composite Index has dropped below its 200-day (20-
week) moving average. When the index goes through its moving
average on the downside, the chances are good that a correction is
in full swing. It usually breaks lower before the S&P 500 because
the NASDAQ contains more volatile technology stocks.

3. The S&P 500 clearly slips below its 200-day moving average.

4. The dividend yield of the S&P 500 falls below 2.3 percent.

TABLE 4-7 Number and dollar volume of IPOs,
1982–1997.
Year No. Offerings Volume, $ Million

1982 54 1,046.3

1983 349 8,687.2

1984 134 2,637.9

1985 169 5,713.1

1986 372 16,943.0

1987 330 22,957.4

1988 167 23,006.0

1989 159 13,728.1

1990 144 9,872.5

1991 327 25,504.9

1992 492 37,626.2

1993 672 56,942.7

1994 496 34,008.6

1995 489 31,127.1

1996 737 49,203.7

1997 529 43,634.9

1998 307 42,833.8

An IPO investor should consider the new issues market to be
overextended on a short-term basis when the number of offerings surges
past the previous monthly record for two months in a row. Incidentally,
a major market buy signal occurs when the number of IPOs drops below
five a month. That happened right after the 1987 crash and in late 1990.
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EXHIBIT 4-1 S&P sector scorecard.
(From Standard & Poor’s Industry Surveys, September 1998. Copyright © 1998 by The McGraw-Hill

Companies.)
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EXHIBIT 4-1 S&P sector scorecard.
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EXHIBIT 4-1 S&P sector scorecard.
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EXHIBIT 4-1 S&P sector scorecard.
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HOW IPOs ARE SOLD

5

T
O TRULY UNDERSTAND the IPO market, it is helpful for the small
investor to understand the process behind each new offering.
First, let’s consider how underwriters get ready to do an IPO.

THE FIRST LOOK AT THE DEAL
Notice of an intended public offering of shares to the public must be filed
with the Securities and Exchange Commission (SEC). These filings usu-
ally occur anywhere from three to eight weeks before the company actually
goes public.

The preliminary prospectus—or, as it is known in industry parlance,
the red herring—is the most important part of the filing. It is the primary
tool used to disseminate information about the deal. IPO prospectuses are
now available via the Internet. The prospectus also can be obtained from
the underwriter (ask for the prospectus department), usually a week or two
after the SEC filing; through Disclosure, Inc; or free on the SEC Edgar
website at www.sec.gove/edgarhp.htm. Access is by company name.

HOW A DEAL IS MARKETED AND SOLD
During the so-called “selling period,” company executives and the firm’s
investment bankers formally market the deal. This usually includes “road
show” meetings for institutional money managers in half a dozen important
cities and one-on-one meetings with particularly important money man-
agers in each town.
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These presentations are then assessed by analysts and portfolio man-
agers at money management firms, who begin to make their decisions
about the attractiveness of the deal. This information is also broadly dis-
seminated to brokers within the syndicate.

Now it is time for the institutional investors to make their decisions.
After listening to the company’s presentation, studying the prospectus, and
consulting with industry analysts and other portfolio managers, they weigh
in with indications of interest. If the deal is known to be hot, they may ask
for anything they can get. In other cases, however, they provide indications
to purchase stock on a sliding scale. For example, a money manager may
offer to buy 100,000 shares if the stock comes out at 10, 50,000 at 111⁄2, or
none at all if the deal is priced at 13.

Following the road show meetings, the lead underwriter managing the
deal will take its final solicitations of interest and add them up to see if
there is enough demand for the offering. The ideal situation would be indi-
cations of interest for at least two to three times as much stock as the com-
pany wishes to sell. If this is the case, the shares are divided up, with
preference given to investors according to account type and geography, and
special attention given to influential investors, as mentioned earlier. The
account executives then go back to their clients and tell them the amount of
stock that has been “circled” for them.

At this point, the client may confirm or reject its purchase order. If the
allocation is small compared to what was requested, it indicates a tight deal
and the likelihood of quick trading profits. Most managers will take the
allocation and flip it (sell it quickly), if it’s possible to do so without unduly
upsetting the account executive.

If a deal does turn out to be weak, there is typically a lowering of the
offering price or cancellation of the IPO. Often, a syndicate manager will
try to discretely solicit pricing information both from knowledgeable third
parties within the syndicate and from important institutional portfolio man-
agers before provisionally penciling other investors in for shares. If the
manager knows the deal is not strong, the syndicate may go back to the
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Information on upcoming deals, with the lead underwriter noted,
can be found in investment newsletters such as Emerging & Special
Situations, IPO Value Monitor, and New Issues Outlook, and on a
variety of websites, including IPOhome.com, IPOmonitor.com, and
IPOCentral.com, as well as in Investor’s Business Daily and Barron’s.



company and argue for a lower price to ensure at least a 2:1 demand-to-
supply ratio for the stock at the offering. The company is faced with the
decision of whether to continue to go with the deal. If the purpose of the
IPO is primarily to create a public market so that insiders can sell their
shares, or if the company knows that it will have to tap the equity markets
in the not-too-distant future and thus wants to keep shareholders happy, it
may be more inclined to lower the offering price.

PRICING THE DEAL
At the heart of the IPO deal is the risky and challenging business of setting
an offering price. As much art as science, pricing is no mean task since IPOs
have no stock trading history. How then, does the underwriter arrive at it?

An underwriter derives the price of a new issue through good analysis
and a great deal of finesse, balancing the interests of the company, its
stockholders, and the public investors who will buy at the offering, and
those of its own stockholders, partners, and/or investors. This must be done
with at least the appearance of equanimity.

Meanwhile, the goal of the company’s management would seem obvi-
ous—to get the highest price possible for its shares. After all, its respon-
sibility is to nurture and safeguard the welfare of the firm, and it is
presumably seeking to raise capital to develop the business or repay debt.
But that goal can be tempered by the knowledge that the company will need
additional funds down the road. If this is the case, the company could find
it advantageous to sell shares at the IPO at a slightly lower price than it has
to. This increases the likelihood that the shares will move higher, building
management credibility with investors and making subsequent offerings
easier.

Public investors are, of course, interested in getting the shares at the
lowest price possible, but they also want to be able to get an allocation of
the shares. At too low a price, there could be so many potential buyers that
none but the largest institutional and most influential individual investors
could get an allocation. Most investors would be satisfied to get a mean-
ingful amount of stock at a price only slightly below what comparable com-
pany shares are trading at. In such a case, the IPO has a high probability of
quickly rising to match the valuation levels of comparable stocks.

Last, the underwriter has its own mercantile interests that need to be
satisfied. The underwriter wants to collect a good underwriting fee, but it
must balance this profit motive against its need to maintain a good reputa-
tion. A higher price increases the underwriting fee (which typically comes
to between 5 and 9 percent of the total amount raised), but too high an ini-
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tial offering price may backfire. In this situation, the underwriter may lose
potential trading profits as a “market maker” in the aftermarket. Once
again, slightly underpricing the deal turns out to be the best compromise.
That way the underwriter builds investor satisfaction and paves the way for
future offerings by the company, all the while building its own reputation.

Consider what happens if a company goes public at 12 and then trades
below that level. The underwriter is placed in the position of having to buy
shares in order to support the price of the stock. One might think that buy-
ing low is an advantage to the firm, but if there are not enough buyers at or
above the offering price after the huge selling effort tied to the IPO, there
are not likely to be any for some time to come. This means the firm must
put its own capital at risk and potentially keep it tied up to support the stock
for awhile with no reasonable expectation of it getting out of its position at
a higher price. On the other hand, if the stock is worth 11, and the IPO price
is 10, the equity has a greater of chance of trading up in the aftermarket.

If this happens, the underwriter also has the opportunity of exercising
the overallotment option—referred to as the green shoe. This option typi-
cally allows the underwriter to buy, from insiders or the company, 10 per-
cent more shares at the offering price that can then be sold at the higher
current price.

THE UNDERPRICING PUZZLE
Those investors who peruse the financial pages each day are well aware of
stocks that skyrocket on their first day of trading. How could companies
allow investors to earn so much easy money when the company could have
sold the shares at the higher price and reaped the gains?

This is one of the most difficult questions behind the IPO market. Per-
haps we can partially answer it by considering three recent examples of dra-
matic IPO underpricing: Genentech, Home Shopping Network, and Boston
Chicken.

Did these companies really mean to underprice their shares by so
much? Of course not. But all three were dealing with variables that made it
difficult to accurately gauge the value of the shares in the marketplace. In
the first place, in all three cases, there were no direct comparables (traded
shares in similar types of companies) to use as benchmarks. That inherently
meant more potential variation in the stock’s valuation.

For example, Genentech was one of the first biotechnology companies to
go public. Public investors were eager to put money into biotechnology, but
there were almost no reputable “pure plays” in this new industry available.
Genentech had no operating revenues, but it did have a number of research
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and development contracts with important drug companies. These industry
allies were willing to share the investment risks to help fund their new genetic
technology drug research—all for potentially large payoffs, of course.

Given this outlook, the underwriter chose to value the company based
on the earnings potential of the company’s drugs in development. Since no
earnings were expected for five years or so, there was also a heavy discount
built into that value.

But in Genentech’s case, investors chose to disregard the risks attendant
to owning those shares. They priced the stock as though the company’s
prospective success was completely assured. Genentech did deliver on its
product development effort, and the company is now solidly profitable. The
stock went public at 5.83 (adjusted for splits), and closed the first day of trad-
ing at 117⁄8—but 5 years later, despite a very healthy stock market in the
interim, the stock was lower than its closing price on the first day of trading
(see Table 5-1 and Figure 5-1).

Home Shopping Network and Boston Chicken were no different. When
Merrill Lynch priced HSN, there were no independent shopping channels
to use as comparison. (MTV was the only pure-play cable-channel public
that the shares could be valued against.) Merrill Lynch saw that there was
tremendous pent-up demand that could not be satisfied on the first day. It
raised the offering price to a presplit price of 24, equal to 3 on a postsplit
basis. This was far above the original indicated range, but based on the
available comparables, it could not reasonably set a price higher than that.
HSN closed the first day of trading at $7.10, again adjusted for subsequent
stock splits. Three months later, it was trading at well over 5 times its orig-
inal IPO price. But five years after the IPO, again during a great bull mar-
ket, the stock was trading below the price it closed at on the first day of
trading (see Table 5-1 and Figure 5-2).

Boston Chicken is a much younger company. It went public toward the
end of 1993. The only comparables that could be used were other restaurant
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TABLE 5-1 Three underpriced IPOs.
IPO 1 Day After After After 

High Flyer IPO Date Price Close 3 mo* 1 yr* 5 yr*

Boston Chicken 11/8/93 10 241⁄4 221⁄8 19 3⁄4

Genentech 10/14/80 5.83 117⁄8 7.23 7.29 121⁄16

Home Shopping 5/13/86 3 7.10 16.02 145⁄8 57⁄8
Network

* Prices adjusted for stock splits.



chains that were not growing as fast. But none of these “comparables” was
truly a good benchmark for Boston Chicken’s perceived short- and long-
term growth prospects. It was selling a different kind of take-out food ser-
vice, and its food was higher quality and more expensive. Members of
management had a completely different approach to a restaurant enterprise,
having come from businesses like Waste Management and Blockbuster
Entertainment.

Merrill Lynch had published a range between 5 and 6 in the original
prospectus (adjusted for a subsequent 2-for-1 stock split). The price was
raised to 10 at the offering on May 13, 1986, and closed at 4711⁄16 on June
30. Despite continued execution of its business plan, at year-end 1987,
Boston Chicken’s stock had fallen to the equivalent of 16, and then by mid-
1988 had dropped to 47⁄8, not far from the original contemplated offering
price (see Table 5-1 and Figure 5-3).

What all this suggests is that over the long run, the price suggested by
underwriters in large deals often turns out to be a fairly good appraisal over
time. IPO buyers tend to have very short holding horizons, and simply may
not care what the price of a stock may be a year or two out. The company,
the insiders, and the long-term holders do care. As a final point, all three of
these companies sold shares at higher prices via secondary offerings within
one year of the IPO.
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FIGURE 5-1 Genentech trading history.



BLIND POOLS ARE FOR FOOLS
Tiny deals are almost always the exclusive domain of the retail investor.
Many of these small company IPOs have a single underwriter, and pro-
ceeds often go into a blind pool. This term comes from the fact that the
funds being raised represent pools of money that investors have blindly
provided without an inkling as to their eventual use. All that the investors
are typically buying is, hopefully, the management’s expertise. These deals
are usually too small and speculative to attract institutional interest. Almost
none of them ever pan out.

Other small offerings are for companies that are trying to perfect a
technology or product, or that are seeking funds to commence full-scale
manufacturing of a product. As mentioned in Chapter 4, these deals are
marketed by entire offices of brokers making cold calls to potential buyers.
This highly concentrated selling effort often results in the stock moving
higher in initial trading, but without additional sponsorship, few trade
higher than their IPO price after the first few years.

CALLS FROM BROKERS ABOUT IPOs: BUYER BEWARE
Almost every investor has been called by a broker touting a hot new IPO.
The sales conversation often runs along the lines of the broker being able to
provide the shares at the offering price only if the client will buy an equal
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FIGURE 5-2 Home Shopping Network trading history.



amount at a higher price in the aftermarket. This selling strategy also
ensures that the stock moves higher in initial trading. The resultant price
spike helps to preserve the underwriter’s standing as a provider of hit IPOs.
But at some point the sales force moves on and the stock drops. It is not
unusual for the underwriting firm, some of its affiliates, or its partners’
cronies to short the stock, knowing that once their selling effort ends the
stock will drop. As a rule, there are no investment fundamentals supporting
the shares beyond the usual hopes and dreams. One year later, they are all
too often trading at half the offering price. Two or three years out, the stock
has often disappeared from sight.

One good example is Saratoga Brands. Underwritten by Thomas James
Associates, it was originally sold as a purveyor of potato chips. Indeed it
was. Its chips were positioned to sell in delis as a premium-priced chip. The
company was rolling its products out in the New York City area when the
offering occurred. Revenues did rise rapidly. But the chip market is highly
competitive, and there was really very little to differentiate its product from
others. Losses rose faster than sales. Because relatively little money was
raised via the IPO, it was not long before the company ran into financial
trouble. The offering was at the equivalent of 750, adjusting for a 1-for-10
split that occurred in 1995. As is typical, the stock rose in the immediate
aftermarket, hitting a high of 9371⁄2. But 1 year later it had sunk to 450, and
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FIGURE 5-3 Boston Chicken trading history.



1 year after that, just 2621⁄2. By late 1995, the shares were trading at the
equivalent of 101⁄2. The company is now out of the potato chip business. As
of September 30, 1998, the stock was changing hands at 11⁄16.

It is such deals that most hurt the long-term performance of all IPOs.
When evaluating the potential of these firms’ products, investors should
ask themselves: If the underlying technology or marketing value has so
much profit potential, why isn’t it being funded by venture capitalists?
There is always the chance that a unique technology may have real value
that escaped the studied investment expertise of venture fund managers,
but this is much more likely to be the exception to the rule.

Owning small underwriter IPOs is, in the long run, very dangerous to
one’s financial health. Any position taken should be small in comparison to
the total portfolio, and it should be quickly sold after the IPO.

ADVICE FOR THE SMALL INVESTOR
There are precious few sources of independent recommendations on IPOs
available to the individual investor. Hard analysis takes time. With analyst
salaries what they are, it is primarily the institutional marketplace that can
afford to pay for professional actionable advice. One source of impartial
analysis is Standard & Poor’s Emerging & Special Situations, which pub-
lishes estimates and investment recommendations on about 13 offerings a
month. Since 1991, S&P has kept tabs on the performance of all its IPO
investment assessments, including those it said to avoid. These recommen-
dations provided substantial value to readers.

IPO Value Monitor and New Issues Outlook also contain a good deal of
factual information on pending offerings, but the number of IPOs assessed
is small. Similarly, the stock advice provided by New Issues has outper-
formed the market over the years, but the number of IPOs analyzed each
month is usually less than five.
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The Advantages of the Big Guys
Brokers are legally barred from sharing earnings projections from the
deal with interested individual investors. This means, of course, that
what is probably the most important ingredient needed to assess a
deal—this year’s projected earnings—is available only to the under-
writer’s clients and not to the general public. This can make for a very
uneven playing field.



OVERVIEW OF THE UNDERWRITING PROCESS

The Underwriting Players

Investment bankers Advise corporations on raising capital (i.e., 
public or private offering of stock, short-
term or long-term loans, bonds) and on tax
consequences of the offering.

Raise capital for issuers by distributing new 
securities.

Distribute shares via purchase from issuing 
corporation and resale to public.

Distribute large blocks of stocks to public 
and private institutions.

SEC Reviews registration statement.

Sends deficiency letter suggesting changes to 
improve offering prospectus.

Declares registration effective, allowing 
formal sale of shares to public.

Issuing company Files registration with the SEC.
Files registration with states where shares 

will be sold.

Negotiates price of securities and under-
writing fees with underwriter.

NASD Reviews underwriting spread (fees) for 
fairness
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Other IPO Facts for the Individual Investor
• Discount brokers never serve as lead underwriters because they

don’t have syndicate departments or investment banking units.
• IPOs cannot be bought on margin.

• Small IPOs can be good for your tax bill. The capital gains
tax on an IPO profit, usually 20 percent if held for a year,
may be cut in half if the market value of the company is less
than $100 million, and you hang on to the shares for at least 5
years.



Individual states Register of blue sky deals, allowing the sale 
and subsequent trading of the issue in that
state.

Types of Offerings

New issue Initial public offering of shares to the 
public to raise capital and create an
increased market for shares.

Additional stock sales Part of the ongoing capital-raising and 
in aftermarket stock distribution process.

Primary offering Proceeds go to the issuing corporation.

Secondary offering Proceeds go to the current holders.

Shelf offering Multiple offerings over a two-year period, 
typically used for bond sales.

Standby offering Underwriter agrees to buy all shares not 
sold in rights offering to current holders
and then attempts to resell shares to
others.

Private placement Exempt from registration requirements of 
the 1933 act.

The Underwriting Timeline

1. Syndicate formation—could be later in a negotiated underwriting.

2. Document preparation.

3. Cooling-off period—20 days to several months depending on SEC
reaction to the filings. In rare instances, the SEC may issue a stop
order at this point, preventing the issuer from proceeding with the
deal.

4. Blue sky registration in the appropriate states—exemptions are
allowed by most states if securities are to be listed on a regional or
national exchange or on NASDAQ.

5. Due-diligence work by the investment banker—examining the use
of proceeds, performing financial analyses, determining the stabil-
ity of company and whether the investment risk being assumed by
investors is reasonable. Due-diligence work also includes analyses
of industry data, operation data, management and employee rela-
tions, financial stability, and the legal status of the issuer.
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6. Due-diligence meeting—a formal meeting for the benefit of sell-
ing agents (brokers) who want information on the deal; several are
scheduled for national offering meetings. Due-diligence findings
are presented.

7. New issue pricing—based on indications of interest (underwriter’s
book) and prevailing market conditions. Biggest valuation factors
for interested parties are P/E ratios of similar companies and per-
formance figures of recent offerings, and those of hot issues.

8. Effective date—the first date the issue can legally be sold to the
public.

9. Issuance of final prospectus—issued to all buyers at the offering
and potentially to others in the aftermarket.

10. Underwriter price stabilization efforts in the aftermarket—under-
writer may buy shares in the aftermarket in an effort to keep the
price close to the offering price while the syndicate is still together.
However, stabilizing bids cannot be above the offering price.

11. Transaction settlement date—third day following the public offering.

Exhibit 5-1 following this overview presents a directory of lead under-
writers.
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EXHIBIT 5-1 Directory of lead underwriters.
(From Standard & Poor’s Emerging & Special Situations. Copyright © 1997 by 

The McGraw-Hill Companies.)
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DECODING 
THE PROSPECTUS

6

T
HE FIRST STEP in evaluating an IPO is obtaining and reading
the prospectus for the deal. You can request one from the lead
underwriter—a prospectus must be delivered to any customer
who expresses interest in purchasing shares. By law, it must be
sent out at least 48 hours prior to the mailing of a customer pur-

chase confirmation. It is also available through the SEC’s website.
The prospectus is filed by the issuer. Among other things, it must

include a business description, names and addresses of key people involved
in the enterprise, the amount of securities owned by such individuals, the
company’s capitalization, a description of the use of proceeds, and whether
the company is subject to any legal proceedings. Major sections include the
following:
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Description of offering

Business summary
Capitalization
Use of proceeds

Description of underwriting

SEC disclaimer
Financial statements
History of business

Risks to purchasers
Management discussion of

recent corporate results 
and financial standing

Description of management

Material business arrangement
and contracts

Legal opinions

Terms of Use



Once an initial offering prospectus is filed with the SEC, there is a 
20-day cooling-off period. While investors look the material over, the SEC
studies it to make sure that proper disclosure is being made. During this
period, a broker is not legally allowed to send anything other than the
prospectus to potential investors. Because the offering has not yet taken
place, this initial prospectus does not include the final price, commissions,
and dealer fees. No sales are allowed unless and until a buyer is furnished
with a final prospectus. Nonetheless, the SEC simply clears the offering for
distribution to the public. It does not guarantee that the prospectus is accu-
rate.

THE PROSPECTUS AS DETECTIVE NOVEL
As in any good detective novel, before solving the mystery, you have to
find all the bodies. You never know when or where they will turn up, so that
means just about every section of the prospectus has to be inspected. The
fewer the bodies, the more attractive the deal. In other words, read through
the entire prospectus before trying to value the shares.

An offering prospectus may at first appear to be a daunting document.
It is usually more than 100 pages long, without exhibits (see Table 6-1). But
like any other task, it takes less time the more often you do it. Seasoned
professionals can run through a typical IPO prospectus in less than an hour.
After reading this chapter you should be able to do the same.

It is important to remember that no one piece of information is apt to
make your decision. It is the mosaic of information gathered by reading the
prospectus that usually tips the scales one way or the other. It might be
helpful to keep a scratch pad with two columns headed Positives and Neg-
atives. As you read the document, list the obvious points on each side.
When you are done, review your list, properly weighing each factor.

Finally, remember that you should read the prospectus with the goal of
answering two questions:

1. What is the appropriate price-to-earnings (P/E) valuation for this
company?

2. Can this company sustain its sales and earnings trends?
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The initial offering prospectus is known as a red herring because of
the legal red lettering that can be found on the print version. The
required red-ink legend states that the prospectus has been filed with
the SEC but has not yet become effective.



TABLE 6-1 Overview of a prospectus.
Section Stated Purpose Content What to Look For

Cover page Offering details Amount of shares being offered Percentage of shares sold for 
Who is selling company
Offering price range Percentage of shares sold by insiders
Underwriters Quality of underwriters

Inside cover page Shows actual product or Photos
company facilities Tables

Prospectus summary Summary of most pertinent Short corporate description Section most susceptible to
data of company and offering Description of the market; marketing hype; description not

corporate strategy and intended to be balanced
corporate background Use of proceeds

Basic facts of the actual offering Revenue and earnings trends
Five years of selected income Debt/equity ratio after offering

and balance-sheet data

Risk factors The major things that could go Risks, ordered potentially most Competitive risks
wrong and prevent the to least important Product development risks
company from executing its Operating risks
business plan Customer concentration

Contract risks
Financial risks
Absolute number of risks

Use of proceeds What company will spend its Specific dollar allocations of Shares eligible for future sale
portion of proceeds on proceeds How much is being reinvested in

the business
How much is directly or indirectly

going to pre-IPO owners
(Continued )

83



TABLE 6-1 Overview of a prospectus (Continued ).
Section Stated Purpose Content What to Look For

Dividend policy Expected initial dividend Initial quarterly dividend Initial per-share dividend 
payout, if any First declaration date annualized as percentage of 

trailing 12-month EPS
Long-term debt and other long-term

liabilities as percentage of long-
term debt, other liabilities, and 
stockholders’equity

Short-term debt after offering

Capitalization Changes in balance sheet Most salient balance-sheet
caused by IPO items before and after deal

Dilution Change in book value caused Per-share dilution to new Average per-share price paid by
by IPO investors existing investors

Total consideration paid by pre- Percentage IPO investor
IPO investors consideration paid versus 

Total consideration to be paid ownership interest acquired
by outside investors through IPO

Selected financial Full income statement Five years of income and balance- Sales and earnings trends
information Selected balance sheet sheet history, year-to-date stats Changes in profit margins

information Changes in costs as percentage of 
Income and balance sheet revenues

statements pro forma for the R&D as percentage of revenues
offering(s) Changes in tax rate

Nonoperating income and interest
changes
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Management’s Prose description of year-to- Reasons for revenue growth Changes in revenue growth rate
discussion of date and annual changes in Components of revenue by Changes in revenues from major
financial condition sales, costs, and earnings product line and/or geography customers

Reasons for changes in costs as Changes in gross profit margin
percentage of revenues Major trend-altering changes in 

Major contributions to gains/ costs as percentage of revenues
declines in operating income Changes in rate of operating 

Reasons for changes in interest income growth
income/expense and tax rate Changes in rate of earnings growth

Changes during periods closest to
IPO more important than back 
years

Back out nonrecurring items

Business description

Company Basic description of company Present business lines Missing descriptions of current
description operations business lines

History History of operations Company’s formation Missing years in prose version of 
Changes in legal status business time line

Products and More specific descriptions of Breakdown of product lines Full descriptions of lagging/cash
services current business lines within each business segment cow operations

Ratio of text devoted to hot business
lines versus slower-growing ones
versus their sales and earnings

Length of product life cycles
History of product introductions 

for each major and fast-growing
business segment

(Continued )
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TABLE 6-1 Overview of a prospectus (Continued ).
Section Stated Purpose Content What to Look For

Customers Description of customers Type of customer Domination of a specific customer
Major customers type

Quality of customer list
Percentages of revenues from 

major customers
Lengths of contracts with major

users

Product Description of process Characterization of importance External or internal development
development of R&D Favorable follow-on R&D work

Success factors beyond first generation
Amounts spent on R&D R&D as percentage of revenues
Number of employees in R&D Success of new and continuing 

R&D efforts
Hints of personnel changes that

could affect future R&D success

Employees Number of employees by Number of employees Near-term wage issues
type Union/nonunion status Management initiatives to

Union contract expirations maintain and improve relations
Pending union contract expirations
Changes in quality of management/

employee relations
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Competition Qualitative review of Important competitive factors Recent changes in competitive
competitive conditions State of competition conditions

Factors emphasized by firm to gain
competitive edge

Recent changes in competitive
landscape

Importance of technology versus 
price

Company’s relative emphasis of
technology and price

Competitive pressures that may
affect firm’s technology or price 
advantage

Recent changes in intermediary
relationships affecting near-term 
results

Manufacturing Manufacturing process and Factories by size, location, and Single sources of components or 
facilities year built raw materials

Sources of raw materials or Importance of raw material
components prices to revenue growth

and profit margins
Age of owned/leased manufac-

turing facilities

(Continued )

87



TABLE 6-1 Overview of a prospectus (Continued ).
Section Stated Purpose Content What to Look For

Properties Description of physical plant Corporate headquarters Age of facilities
Distribution or manufacturing Location of major plants to

plants current and future customer base
Expansion requirements to Current capacity utilization

accommodate growth Expansion plans
Foreign supply capabilities
Potential effect of expansion plans

on near-term capacity utilization
Facility ownership by third

parties or corporate insiders

Legal proceedings Description of potential or Description of nature of potential Potential or existing patent suits 
existing legal proceedings or existing legal liability that could affect competitive 

Possible financial ramifications position
from potential or existing Financial impact of possible 
legal actions adverse legal decisions

Product-liability exposures

Environmental Impact of corporate activities Potential or existing exposures to Potential or existing cleanup costs
issues on the environment cleanup costs due to previous 

or existing production activities

Regulatory issues Impact of federal and state Pending or existing laws that Effect of potential regulatory
regulations on business impact or potentially impact actions on product sales
operations operations Impact of changing industry

regulations on future competition
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Management

Chief executives Quality of management Five-year history and backgrounds Experience running large 
and board of senior managers, board of operations
members directors; age, position with Entrepreneurial versus formal 

company education levels
Collective industry experience
Tenure with company
Amount of time devoted to 

company
Quality of board—hands-on

applicable business experience
Filial relationships
Business success of CEO

Compensation Senior employee Cash compensation Level of compensation versus
compensation Stock option or stock purchase industry

plans Value of stock options granted each
Retirement benefits year
Employment agreements Total stock options granted versus

shares outstanding
Impact of cumulative

compensation on senior
executive ambitions

(Continued )
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TABLE 6-1 Overview of a prospectus (Continued ).
Section Stated Purpose Content What to Look For

Insider transactions Description of insider Insider-owned properties leased Potential impact of corporate
transactions by company profitability based on insider

Stock purchase arrangements transactions
Business transactions involving Recent resignations of key

affiliates, corporate parents executives
Operating contracts with Nature of insider transactions

affiliates, corporate parents Potential or current impact on 
corporate profitability

Potential conflicts of interest
Potential compromise of insider’s

corporate loyalty

Share ownership Current corporate ownership Owners with or potentially with Share ownership after IPO by
more than 5 percent of each directors and officers
preferred and common stock Large insider sales
class before and after IPO Large sales of shares as percentage

Shares being sold via IPO by of holdings and exercisable stock
major holders options

Total amount of insider shares Ownership by investment partners
potentially available for sale in managed by astute sponsors
aftermarket Ownership changes by limited

partners
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Shares eligible Shares owned by insiders that Number of shares subject to Expiration date of lock-up
for future can potentially be sold in underwriter lock-up agreements agreements
sale aftermarket Expiration date of underwriter Number of shares not subject to

lock-up agreements lock-up immediately available 
Insider stock registration rights for sale in aftermarket

Dates when additional stock
becomes available for sale

Financials Two years of balance sheets Full statements Footnotes for aggressive accounting
Three full years plus partial Pro formas as though recent methods

current year reorganizations or acquisitions Operating cash-flow trends
Two years of cash-flow numbers had occurred earlier Timing of stockholder 
Pro forma income and balance- contributions

sheet statements as required Reasons for existing tax rate
Income statements and balance Likely changes in tax rate

sheets of predecessor firms Available tax loss credits
and pending acquisitions Provisions and amortization

requirements of debt agreements
Segment revenue and operating

income information

Other sections
Description of Full description of rights and Major differentiating factors

common stock privileges of stockholders by
individual class

Registrar and Signoffs by financial Should be reputable
transfer agent professionals that had a hand
experts in creating the prospectus

Accountants’ opinion Essential that it be unqualified

Officer signatures
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The answer to the first question should help you come up with a fair
price for the offering. Answering the second will help you to decide if these
are shares you should hold for the long run.

COVER PAGE
The cover page lays out the details of the stock offering. Most of it is boil-
erplate—that is, standard information that does not vary from one prospec-
tus to the next. But there are a few clues to be found here. The ones to look
for are the total number of shares being sold, the percent of shares being
sold by the company, the preliminary offering price range, and the quality
of the underwriters.

The first paragraph usually explains who is selling the shares. Typi-
cally, the majority of shares are sold by the company, with additional stock
sold by insiders. It should be a warning flag if all shares are being sold by
insiders. That’s because insiders have more knowledge about the company
than just about any outside investor—if they are selling, why should you be
buying?

Also in this section is a preliminary offering price range. This is the
underwriters’ best estimate of the potential price of the shares. They arrive
at this price based on their due diligence work to this point. The actual
offering price could be above or below this range, based on the receptive-
ness of investors, as well as the performance of the overall stock market and
the stocks of the companies in that industry.

The absolute dollar amount—be it 3, 10, or 21—has absolutely no
importance as to the stock’s investment merits. That can only be found else-
where in the prospectus. That is to say, a stock priced at 20 could be every
bit as speculative as one priced to be sold at 5. The table in the middle of
the cover page is left blank, to be completed in the final prospectus after the
shares have been sold. It is only then that the underwriter will know exactly
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At the top of the cover page is a notice of the number of shares that
are expected to be sold through this offering. The higher the number
of shares being sold, the more difficult it will be for the shares to pop
on the first day of trading. The smaller the number, the easier it is for
that to occur. More than 5 million shares should be considered high,
and will require fairly significant institutional participation. Less
than 1.5 million shares is a small deal.



how many shares have been sold, the underwriters’ fee, and the proceeds to
the company.

At the bottom of the page are the lead underwriters in the offering. This
is one of the most important pieces of information on the cover page. The
primary lead underwriter is at the top. (If there is more than one in the same
row, then it is the first one on the left.) The other underwriters listed on the
cover page are the major underwriting partners that will help market the
deal. The larger the deal, the greater the supporting cast. In a huge offering,
the total list of underwriters goes well beyond the lead ones noted here, and
could include virtually every significant brokerage house in the country.

The quality of the lead underwriter(s) is a major clue as to the overall
quality of a deal. IPOs underwritten by top-tier brokers do better over the
long run than those brought by second- and third-tier underwriters. Gener-
ally speaking, the larger and more prestigious the firm, the more that firm’s
name and reputation could be adversely impacted by a bad IPO. The best
underwriting houses get the largest and best deals. This does not mean that
all the IPOs they underwrite will do well over time, but it does increase the
odds for the better.

Small offerings by small underwriters tend to perform best, at least ini-
tially, in hot IPO markets, but worst over the longer term. This is because
small deals are more likely to be affected most by the trading environment
initially created by the lead underwriter. Small deals also involve compa-
nies that are typically very early in development and that have been unable
to find financing from more reputable investment groups. Stick with the
larger underwriters.

PROSPECTUS SUMMARY
If a portfolio manager or analyst has to get through 10 prospectuses in an
hour, this section is what he or she reads first. Back in the 1980s, the
prospectus summary was a small description of the company. Today, this
first section of the prospectus is probably the most promotional part of the
document. This is the section where the SEC most allows issuers to sell the
deal. It is not intended to be balanced.

The prospectus summary has been lengthened and compartmentalized
over the years. After a basic description of the company, there follows a
description of the addressable market, followed by sections on strategy and
corporate background, which usually involve the formation and financing
of the company to the present.

Since this is essentially a promotional section, the company goals in
the strategy section will always be admirable and agreeable to most
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investors. The strategy section will contain supporting commentary to
show that the company is making real strides in executing its corporate
business plan.

That is all well and good. But investors should be very careful to dif-
ferentiate reality (company description, background) from intentions (mar-
ket, strategy). The addressable market will typically be described as quite
large compared with the current size of the firm. That might imply signifi-
cant growth prospects. But keep in mind that the company probably does
not have the products or current financing to address the entire market.
Indeed, there will be nary a qualifier in this entire section. Along the same
lines, the company may have a brilliant strategy, but your job is to deter-
mine whether it can execute it. Take what is contained in the market and
strategy sections with a healthy grain of salt.

For example, in the IPO prospectus for Calpine, a major independent
power producer, the first sentence of the market section of the prospectus
summary reads, “The power generation business represents the third
largest industry in the United States, with an estimated end user market of
approximately $207.5 billion of electricity sales and 3 million gigawatt
hours of production in 1995.” What it does not say is that independent pro-
ducers like Calpine have only a tiny portion of that market and that struc-
tural considerations within the electrical utility industry and a lack of
financial capacity will prevent it from going after more than a tiny portion
of the total market.

By far the most important information here is the use of proceeds. The
use of proceeds provides a number of signals about the company’s real
growth prospects, and should tell you whether the IPO will move the com-
pany toward those growth goals. The common shares to be outstanding is
also important in calculating the market capitalization of the company
(shares outstanding times stock price). We like to compare this number to
total revenues, a particularly important ratio for fast-growing firms.

The selected consolidated information table is a quick summary of the
company’s results for the last five-plus years. The most important line
items from the income statement for the last five complete fiscal years are
shown, plus results so far in the current fiscal year. Balance-sheet data is
also shown at the end of the most recently completed fiscal quarter. The
balance sheet is now also shown on a pro forma basis—that is, with new
numbers which assume that the IPO is completed, and that the shares were
sold at the middle range of the indicated price range. This gives investors an
idea of how the balance sheet will look after the offering. (Also be careful
to read whatever footnotes may exist. Most tables will contain footnotes
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that refer to nonrecurring items that may have been taken during one or
more of the reporting periods shown, or that provide definitions of certain
line items, including those that are industry specific.)

The most important things to bear in mind here are revenue and earn-
ings trends and the debt-to-equity ratios after the offering. Although the
calculations are often done for you in the prospectus, one should pay par-
ticular attention to the yearly change in revenue and earnings growth for
each period. We would list slowing revenue and/or earnings growth as def-
inite negative factors. Exceptions could be when a company has higher
research and development expenses as a percent of revenues as it tries to
stay ahead of the competition in a rapidly evolving market, or when a com-
pany is still developing its marketing infrastructure.

The balance-sheet data allows you to quickly calculate debt as a per-
centage of capitalization—an important measure of a company’s debt load.
This calculation is sometimes known as committed capital [long-term
debt/(long-term debt + other long-term liabilities + stockholders’ equity)].

COMPANY DESCRIPTION
This is another description of the company, which has recently become
highly duplicative with the prospectus summary at the beginning of the
document. There is some additional discussion about specific products, but
that is covered in more detail in later sections. The final paragraph usually
describes the firm’s corporate transformations (i.e., founding, move to cor-
porate status, and major acquisitions or sales of business lines). For the
record, the corporate address and phone number can usually be found here.

RISK FACTORS
This is absolutely essential reading. This is where most of the bodies are
buried. Underwriters rely on this section to fulfill the SEC requirement that
they provide full and fair disclosure of the risks of investing in a particular
company. It also helps to avoid lawsuits brought by disappointed investors.
You will find that the smaller the deal, the less respected the underwriter,
and the shorter the corporate history, the longer the list of risk factors. The
cleaner the corporate history, the steadier the revenue and earnings, and the
more predictable the industry fundamentals, the shorter the list of risks.

There is boilerplate in this section—that is, risk factors that have to be
mentioned in every prospectus—but the first few of them usually apply to
the company itself. These are known risks that the investor will be assum-
ing when buying the shares. These “concerns” represent the most likely
reasons that a stock could go down in subsequent trading. Just one of these
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risk factors, if severe enough, can be enough for Standard & Poor’s to rec-
ommend avoiding an IPO. Pay particular attention to competitive, product
development, operating, customer contract, and financial risks.

USE OF PROCEEDS
This concept is reviewed to some extent in the section on the prospectus
summary. In essence, you want to be sure that the company is using pro-
ceeds for the betterment of the firm, and for new as well as existing share-
holders. An example of an undesirable use of proceeds would be big
dividend payouts—for example, to other stockholders or a parent company.

The use of proceeds to repay debt is good if it frees up financial capac-
ity for the firm to grow through acquisition. However, again, if the goal is
to get down to a more normal debt level, then very little benefit will accrue
to future stockholders. One way or another, reinvestment in the business is
what counts, not the return of previously invested capital or even the reduc-
tion of debt.

DIVIDEND POLICY
Unless the company is a real estate investment trust (REIT) or a high-
dividend-paying limited partnership, the dividend policy usually has very
little bearing on the initial value of a firm or the pricing of an IPO. Most
companies going public are trying to raise capital to grow their businesses.
Paying it out in the form of dividends would be counterproductive. For
growth companies, the return on every dollar of capital retained in the busi-
ness should be higher than that to an investor if they put it elsewhere. In
other words, as a shareholder, you should not really want a dividend from a
growth company. That money should be used to grow the business and thus
increase the stock price.

In the case of REITs, oil and gas pipeline companies and partnerships,
and closed-end bond funds, the name of the game is dividend coverage.
Here, payout as a percentage of cash flow (net income plus depreciation) is
the crucial ratio. A payout above 90 percent of cash flow could be an invi-
tation for trouble. A payout below 75 percent offers opportunities for divi-
dend increases or growth through reinvestment in the business—a real plus
when it comes to total-return stocks. Also, look for clues to the company’s
ability to maintain and grow the payout. Avoid those with wasting assets
(i.e., oil and gas production and shipping partnerships). Last, these kinds of
stocks trade as much on changes in interest rates as on their own funda-
mentals. They will tend to rise when rates are falling and decline when rates
are moving up.
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CAPITALIZATION
This is a more complete version of the company’s balance sheet before and
after the offering. There are breakdowns of both long-term liabilities and
stockholders’equity. The capitalization section gives a more complete picture
of how the balance sheet will change as a result of the IPO. (Keep in mind that
it almost always changes for the better. Stockholders’ equity goes up as a
result of the equity infusion and debt often drops, helping debt/equity ratios.)

DILUTION
The first table in this section describes the changes that will occur to the com-
pany’s book value; the second table details the amount of money that has
been contributed and the price paid per share by various shareholder groups.
(Book value has diminished in importance over time. In the days of Graham
and Dodd, when there was little inflation, book value was considered an
important measure of how much a company and its stock might be worth. But
that was before inflation in the 1970s and financial engineering techniques in
the 1990s, including large stock buybacks and writedowns from corporate
takeovers, undermined the validity of the statistic as a measure of economic
value.)

Nonetheless, one potential red flag that can be found in this section is
when net tangible book value is negative after the offering. A company
might still be attractive despite a negative book value, but the lack of stock-
holders’ equity could make it more difficult for the company to tap credit
lines should the company’s cash flow or industry conditions deteriorate.

Of more interest to you is the table showing the relative contributions
of existing and new investors. Of particular note is the average price paid
per share. For existing stockholders, this is the amount paid per share less
cash amounts that might subsequently have been distributed. Existing
stockholders typically contribute significantly less than those putting in
money at the IPO and wind up with the lion’s share of the equity.

Another warning flag is when the average insider cost is just below or
above the prospective offering price. This often means that insiders overpaid
for their investment and may be looking to public stockholders to bail them
out of a difficult situation. The investment could still be a sound one, but
more often than not, the problems that prevented the company from increas-
ing in value as a private concern will restrain its progress as a public one.

SELECTED CONSOLIDATED FINANCIAL DATA
The two tables that make up the bulk of this section expand upon the his-
torical income and balance sheet data introduced in the prospectus sum-
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mary. The most important items introduced here are the complete income
statements, which allow for better analysis of earnings growth. Scrutiny of
revenue growth trends and each cost and expense line is the best way to
project future profit levels. The rate of profit growth is the most important
factor driving the P/E ratio, both at the IPO and in the aftermarket.

As in the earlier sales and earnings summary, pay particular attention
to sales and earnings trends as well as changes in each cost and expense
line as a percentage of revenue. (Be sure to exclude any one-time events
when you are measuring year-to-year performance.)

MANAGEMENT’S DISCUSSION AND ANALYSIS 
OF OPERATIONS AND FINANCIAL CONDITION
After the prospectus summary and risk factors sections, this is the third
most important part of the prospectus. The management discussion section
contains the most detailed information available on historical results. When
reading this section, you should be trying to determine whether sales and
earnings growth can be sustained. This is the key factor behind choosing
the appropriate P/E to apply to the firm’s earnings. This will also affect how
long you want to hold the shares.

The section is usually composed of two required and two optional
parts. Management discusses each major revenue and cost line item, one at
a time. The next section is entitled “Liquidity and Capital Resources.” It
contains management’s discussion of the firm’s recent capital require-
ments, the company’s needs to execute its business plan over the foresee-
able future, and the sources of capital that will be available.

An optional section is a table showing each line item in the income
statement as a percentage of revenues. This section can be invaluable. To
fully understand an income statement, you need the yearly percentage
change in revenue, as well as the expense and profit lines calculated as a
percentage of revenue. This table does the latter task for you. By looking at
changes in expenses as a percentage of revenues, along with revenue growth
trends, you can begin to form your earnings projections. These will be a pri-
mary tool in deciding what the stock should be worth at the offering.

A second optional section is a quarterly sales and earnings table. This
is usually included in the prospectus for very fast growing tech companies
that have short operating histories, or other companies that have a great
deal of seasonality within annual results (i.e., construction and swimming
pool companies).

To do a good job with the management discussion, you should spend a
fair amount of time studying the following items: the revenue growth rate
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and gross profit margin, costs as a percentage of revenues, and operating
income and net earnings growth. Also, pay particular attention to changes
that have occurred in periods closest to the IPO, back out nonrecurring
items, and carefully consider any discussion of changes in revenues from
major customers. Try to compare the company’s profit margins with those
of comparable companies by getting on the Internet and accessing 10-Qs
and 10-Ks on the SEC EDGAR website, or Standard & Poor’s and Value
Line stock reports.

BUSINESS DESCRIPTION
According to Peter Lynch, one of Fidelity Management’s most successful
portfolio managers, the first thing one should gauge when buying stocks is
one’s comfort level with the basic business. If you were thinking of buying
a gas marketer and its station down the road from you was up for sale,
would you buy it? If you were looking to invest in a tax software company,
would you buy its tax package?

The business description provides invaluable information for an IPO. It
describes in much greater detail the evolution of the firm’s products and ser-
vices, the markets and customers served, any competitive advantages, how
the products are sold, and environmental and legal issues. This section should
be one of the first you read, because if you are not comfortable with the busi-
ness and the firm’s growth strategies, then there is little reason to read on.

Many prospectuses today start this section by repeating points from the
prospectus summary, and then offer an overview, comments on the market,
and the firm’s development strategy. Following that should be an extended
discussion of the firm’s products. There should be a thorough description of
each product line and its evolution, as well as current prices and develop-
ment activities. You should get a good sense of each major product’s life
span and where it currently is on the curve. There should also be a full list-
ing of industries served and representative customers, as well as a break-
down of revenues by distribution channel. International sales and marketing
efforts should also be included.

The amount of copy devoted to competition can vary, but it is important
that major competitors be mentioned by name for each product line. The dis-
cussion of manufacturing facilities should include mention of the geographi-
cal location of facilities and important component costs. Mention should also
be made of the quality of relationships between management and employees,
how many of them are unionized, and the number that might be subject to
incentive programs. The discussion of legal proceedings should also include
the general climate of litigation that exists in this business.
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When reading this section, what is not included is as important as what
is. In particular, look for missing descriptions of business lines that account
for a fair amount of revenues. Often the amount of text devoted to different
business lines is out of kilter with their relative contributions to sales and
earnings. Does this mean that they are outmoded? Has the company prop-
erly mapped out a future without these products, or is the deemphasis based
on the failure of the products themselves? If you suspect it is the latter case,
how culpable was current management in not properly designing and mar-
keting the line? Could this happen again with the company’s current main
activities? Do not be misled by extended descriptions of rapidly growing
product lines which represent only a small portion of total revenues.

Be careful to note the length of product life cycles and where the com-
pany may be with its major products. Revenues rise fastest just as a new
product is introduced, and then tend to lag in anticipation of next-
generation competition. Note the history of product introductions. Has the
company shown success in handling product transitions? Many technology
companies exploit an emerging technology, but fail to follow through on
the timely development of next-generation versions.

Look for missing years in the description of the company’s business
development. That could mean the company took a detour. It may not have
much relevance to the current business, but it could reflect on manage-
ment’s overall business acumen.

There are always legal proceedings of one kind or another. Make sure
to take note of those suits that could have a materially adverse impact on
the company’s long-term viability. It could be a patent suit, for example, or
an environmental suit, which, if lost, could mean big losses. Of less impor-
tance is legislation that has to do with events that occurred in the past and
do not have a bearing on current or future operations. The one-time judg-
ment might be large, but as long as the company has the financial resources
to pay it, most investors will look past it. Remember that the present value
of a company is, for the most part, the present value of future earnings. As
long as the one-time judgment does not threaten the firm’s future, it should
not significantly impact the value investors currently place on the company.
Indeed, a settlement often triggers a rise in stock price, as investors see that
the potential liability has been quantified and dealt with.

MANAGEMENT
There are many important kernels of information buried in the small
biographies of key executives. However, do not count on the most signifi-
cant business events of an officer’s past appearing here. Although most go
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back farther, biographies are legally required to cover only five years. More
responsible underwriters with reputations to protect will provide fuller dis-
closure here. There have been many instances, however, when legal infrac-
tions, compliance problems, or an unsuccessful past business have not
appeared here. Nefarious characters who may be intimately involved in the
company’s affairs often do not show up because they are neither officers
nor directors. They can, however, appear in the stock ownership table or in
the footnotes to that table.

The first thing to do is review the backgrounds of the chief executive
officer (CEO), chief operations officer (COO), and the head of research and
development (R&D). Successful, intelligent, and motivated senior man-
agers do not get on rickety ships. As professional managers go, the best
jockeys tend to wind up with the best horses. A sound business concept for
profitable growth will attract the attention of smart, savvy senior executives.

Are the original founders willing to cede authority as the business gets
bigger? Many of them have the entrepreneurial skills to develop a product,
but once the technology has been proven, another set of executives may be
required to raise additional capital, manage full-scale production, and cre-
ate a full-fledged marketing infrastructure. Once a company gets to be a
certain size—about the time when the CEO no longer recognizes the names
of everyone at the firm—resource management and strategic planning take
precedence over entrepreneurship and the CEO’s own customer relation-
ships. Perfecting a product, developing a working prototype, and attracting
initial sales personnel are vastly different tasks than managing a large cor-
poration. This takes professional managers with an ability to study a mar-
ket, develop long-term growth plans, and execute them efficiently. The
founder may still be able to grow the business, but someone else may be
better able to maximize the firm’s potential.

Take a look at the ages of the senior executives. There is nothing intrin-
sically wrong with senior managers being either very young (under 35) or
approaching retirement age (over 60), but in the former case it often does
mean a lack of experience in running a large business through an entire
product or economic cycle. When senior executives are older, there could
be succession issues. This is particularly important for the CEO position, as
that individual’s vision may be difficult to replace.

Scrutinize recent departures of top executives. They may have been
important to the success of the firm—will their absence hinder future
growth? Abrupt departures of CEOs and COOs are rare just before an IPO.
If one occurs, you should be satisfied that the replacement is a potentially
stronger player.
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The COO should have experience running a large organization. Con-
sider the collective industry experience of key executives and directors. Do
not be taken in by well-known retired executives serving on the board of
directors. These supposedly independent directors were nominated by cur-
rent management and probably are very supportive of its activities. Look
for current or new board members who represent venture capital or those
nominated by the underwriter to represent the interests of new public stock-
holders. More important, these executives should have hands-on experi-
ence in the company’s field in order to provide advice. Too often, boards
are filled with dignitaries to fulfill certain political or filial purposes. This
is usually just window dressing and should be viewed as such. Colin Pow-
ell does not pretend to have a lot of business experience, but he is on more
than one corporate board.

Try to intuit why founders have remained an integral part of the enter-
prise, or why they have not. Was it good for the company that they left or
stayed? Why and when did new managers come on board? Was it after the
firm missed certain operating or financial targets?

The quality of the board of directors is extremely important. Board
members do not get involved in day-to-day affairs, but subcommittees do
pass judgment on compensation levels, strategic business plans, and audit
controls. Board members are also the primary agents of management
change at the top when it is warranted. In ideal situations, a majority of
board members should be independent directors. Independent directors, in
theory, act on behalf of outside stockholders. Beware of family relation-
ships or managements dominated by relatives. That could be a sign of an
unwillingness to share corporate decision making, which could prove a
major deterrent to long-term success and prevent the natural flow of better
managers to the top.

Executive compensation gives important clues about the stakes of top
management. What are the incentives to grow the business? Salary levels
vary widely based on the industry and firm size. Compare executive salaries
against those at comparable companies in the same industry. Retailing and
entertainment companies pay some of the highest salaries, while technology
companies have the most generous stock-option programs.

It is important that management have some kind of stake in the com-
pany’s future. Give careful attention to the number of shares available for
stock-option programs. In general, it is better that a CEO have a low salary
and a large number of stock options. This should be within reason, of
course—every stock grant at a discount to the current share price causes
dilution to current and future stockholders’ holdings. With that in mind, the
total number of shares available for options should not exceed 10 percent of
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total current shares outstanding. Be wary of companies that set aside more
than 20 percent of outstanding shares for stock-option programs.

There are always insider transactions. Some are fairly innocuous
occurrences. Often, one or more of the officers own a building that the
company occupies. Just make sure that there is a statement to the effect that
rents being paid approximate the going rate. There are also instances when
the company may contract for a service provided by entities controlled or
owned by officers or large shareholders. This can be stickier. There should
be a statement similar to that for rental agreements. Be on the lookout for
agreements large enough to have the potential to impact profitability. Con-
sider this example: Suppose that, a year or so before the IPO, the CEO of
an auto rental company grants the firm a sweetheart deal to lease cars from
another firm he controls. That way, earnings would be spruced up before
the offering. But he could reverse the deal after the IPO has been com-
pleted, penalizing shareholders of the public company.

PRINCIPAL AND SELLING STOCKHOLDERS
The share ownership table lets the reader of a prospectus know how com-
mitted managers may be to the success of the venture. Professional
investors like it when corporate principals have large sweat equity stakes.
More important is whether they are voting with their feet and selling shares
at the IPO. It is normal for executives with almost all of their assets in com-
pany stock to try to diversify their financial assets by selling some stock at
the offering, but it should not be a majority of available shares. The remain-
ing holdings should still represent the major portion of their net worth. Let
intuition be your guide to an executive’s possible worth based on their pre-
vious business positions and connections. Sale of a total stake by a corpo-
ration or an individual is a significant warning sign.

Look for reputable venture capital investors. The most successful man-
agers and venture capital investors tend to be offered the best deals. They also
have the best analytical skills, management expertise, and financial resources
that can be used to promote successful execution of an upstart company’s
plans. (Some of those with good noses for investment are listed in Table 6-2.)
Their presence is an important endorsement of the basic business enterprise.
Although it does not guarantee success, it does show that smart-money indi-
viduals saw enough here to warrant investment.

SHARES ELIGIBLE FOR FUTURE SALE
The most important thing to look for here is the expiration date of the
underwriter’s lock-up agreement. Virtually every underwriting has one. In
an age when many IPOs soar in price on the first day of trading, it may
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seem hard to believe that one of the lead underwriter’s most important jobs
is to stabilize prices in the aftermarket. If the stock jumps in price, the
underwriter might short the stock (sell into the rising market), in an effort
to reduce the rapid advance. (The short position would then be covered by
exercise of the “green shoe” at the offer price.) By going short at a higher
price and covering at the offering price with additional shares purchased
from the company or insiders at the offer price, the underwriter turns a trad-
ing profit while also trying to limit price appreciation.

However, the underwriter might be reluctant to make these price stabi-
lization moves if there are a lot of insider shares eligible for sale in the open
market, particularly at the higher price. This is where the lock-up agreement
comes in. Insiders agree not to sell any of their shares for a specific period
of time, usually 180 days, without the express consent of the underwriter.
This is good for the IPO buyer because the total number of shares eligible
for trading in the aftermarket is limited to those offered in the deal (possibly
supplemented by up to 15 percent through exercise of the green shoe).

The total number of shares subject to lock-up is often many multiples
higher than the amount sold through the offering. For this reason, be very
careful to note the number of shares subject to the agreement. There are
occasionally instances when not all insider shares are tied up. The amount
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TABLE 6-2 Smart Venture Investors.

Acadia Partners

Accel Partners

Acorn Ventures

Apollo Partners

Battery Ventures

Benchmark Capital

Brentwood Venture Capital

Canaan Partners

Charles River Partnership

CMG, Inc.

Greylock Partners

Hancock Venture Partners

International Venture Partners

Internet Capital Group

Kleiner, Perkins

Mayfield Funds

Menlo Ventures

New Enterprise Associates

Norwest Equity Partners

Oak Investment Partners

Odyssey Partners

Omega Advisers

Sequoia Capital

Sigma Partners

Summit Partners

Sutter Hill Ventures

TA Associates

Trident Partners

Weiss, Peck & Greer

Welsh Carson Anderson & Stowe
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of insider shares eligible for sale (i.e., not covered by the lock-up) should
not exceed 50 percent of the shares sold through the IPO.

FINANCIALS
The full financials at the end of the prospectus contain much the same
information found elsewhere. Be careful to check for pro forma numbers,
which assume that a recent or ensuing event has already occurred when cal-
culating past results. That way investors can get an idea of what the new
company’s revenues, profits, and growth rates look like. Pro forma results
are usually provided when an acquisition or reorganization is planned or
has occurred just prior to the IPO. Pro forma results in this section some-
times also take into account the effects of the IPO—that is, the sale of the
new shares. This gives investors a sneak peak at the effects on profitability.

Finally, take a quick look at the accounting statement to be sure that the
accountant’s opinion is unqualified. It should also be signed by a recogniz-
able firm with a reputation to lose if its audit proves faulty. Also visit the
footnotes to the main financial statement. Glance at the first lengthy foot-
note, particularly the section covering depreciation methods. Check for any
changes, being sure that they are industry standards. A change in the depre-
ciation method could have a very large effect on reported earnings and
cause a company to appear more profitable than it really is compared to
other companies in its field.

Tech companies often play around with the amount of R&D capital-
ized. (Generally speaking, the less the better.) Other kinds of companies
may require closer scrutiny of revenue recognition. Also check the changes
in tax rates. Maybe you can see a trend that could favorably impact or hurt
future results—something that is often not discussed anywhere else in the
prospectus. And look at long-term debt agreements—what are the amounts
available for borrowing, the amounts subject to changing interest rates, and
the debt agreement expiration dates? Lease agreements could also affect
profitability if favorable ones expire early.

Those of you who would like to study the investment process still fur-
ther should profit from studying the materials in the appendix at the end of
the book. It contains a selection of pages from the IPO prospectuses for
Microsoft (1984) and for Worlds of Wonder (1986), the creator and mar-
keter of the Teddy Ruxpin doll that was fabulously popular for Christmas
1985, along with some short commentary, comparisons, and tables illus-
trating how one could have differentiated success from failure. Also found
there are the original recommendation of Microsoft and pan of Worlds of
Wonder that were published in Standard & Poor’s Emerging & Special Sit-



uations at the time the initial offerings occurred. Table 6-3 suggests a read-
ing order for the sections when analyzing a prospectus.
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TABLE 6-3 Reading order for sections of a prospectus for analysis.

Prospectus summary

Risk factors

Managements’ discussion and analysis 
of operations

History of business

Financial statements

Description of management

Use of proceeds

Description of offerings

Capitalization

Material business arrangements

Legal opinions

Description of underwriting

SEC disclaimer



IPO POINTERS 
ON SPECIFIC INDUSTRIES

7

E
VERY INDUSTRY HAS different business and competitive charac-
teristics. Most IPOs are of companies that occupy small niches.
There are too many of these industry niches to adequately
cover here, but some general observations can be noted for
some of the more important categories.

The largest categories of new issues are technology (computer soft-
ware, services, networking, the Internet, emerging telecommunications,
semiconductors and semiconductor equipment, and biotech), specialty
retailers, medical products and services, American Depositary Receipts
(ADRs), bank and savings and loan (S&L) conversions, leveraged buyouts
(LBOs), and energy. Each industry has its own valuation models, and ana-
lysts write entire books about each group. This chapter is confined to the
most salient points to consider when investing in one of these IPOs.

AMERICAN DEPOSITARY RECEIPTS (ADRS)
American Depositary Receipts (ADRs) are stock offerings of companies
domiciled outside the United States. Although ADRs are traded on U.S.
exchanges, they are not really shares of stock. They simply represent shares
that physically exist somewhere else. In this arrangement, shares are placed on
deposit at a U.S. bank to equal the number of shares held byAmerican owners,
who are then issued ADRs representing that ownership claim. When the
American owner sells the shares, they can be cleared just like any other stock.
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Foreign stocks, particularly British ones, often trade at very low prices.
This might give the impression to American investors that the stocks are
speculative, so many ADRs and American Depositary Shares (ADSs) are
for more than one ordinary share. For example, the Telefonos de Mexico
ADR that trades on the New York Stock Exchange is equal to 20 ordinary
shares that trade on the Mexican Bolsa.

Evaluating foreign stocks is in many ways quite complex. There are
currency translation considerations, as well as significant differences in
accounting principles. Most important, one is likely to be less aware of cer-
tain basic business characteristics in another country, such as labor rela-
tions, regulations, the tax environment, and local economic conditions. The
huge Deutsche Telecom offering in late 1996, for example, presented all of
these issues. In addition, almost all of its operations were in Germany,
which would have made it more difficult for American investors to evalu-
ate the company against other global leaders such as AT&T.

Fortunately, most ADRs are of large concerns with fairly long operat-
ing histories—longer ones than for most IPOs here. These extended track
records make it somewhat easier to understand the intricacies of the busi-
ness. It also helps if the firm has global operations, which could make it
more comparable to U.S.-based global companies. For British Telecom, for
example, a fair comparable would be Mercury Telecommunications, a
British competitor, or even the former Bell local phone companies in the
United States. For ENI, an Italian integrated oil and gas exploration and
production company, the comparable could be AGIP, also based in Italy. (In
the United States, one might use BP Petroleum or Exxon.)

Another important issue is the location of revenues. Your analysis
should be weighted toward the country where the company collects most of
its sales. For Deutsche Telecom it would be Germany; for STMicroelec-
tronics, it would be western Europe first, the United States second, and then
the Far East; and for Gucci, it would be western Europe and the United
States. Table 7-1 lists representative offerings.

BANKING
At last count, there were 8975 banks in this country. Although there is a
continuing trend to consolidate, there are still thousands of privately owned
banks that may seek to convert to a public corporation.

Conversions are usually good deals for depositors. In order to induce
them to agree to a conversion to public stock, shares are often offered
below their perceived value, typically about 10 percent. Most banks traded
between 1.0 and 2.0 times book value (book value is a company’s assets
minus its liabilities divided by the number of shares outstanding), with
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TABLE 7-1 Representative ADR offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

AXA S.A. AXA 06/25/96 26.40 8,000,000 5615⁄16 115.7% 69.6%

British Sky Broadcasting BSY 12/08/94 24.05 18,222,452 425⁄8 77.2 154.5

Deutsche Telecom DT 11/16/96 18.89 85,000,000 271⁄2 45.6 53.7

ENI E 11/27/95 32.88 20,000,000 545⁄16 65.2 88.6

Estee Lauder EL 11/16/95 26 11,482,338 6911⁄16 168.0 89.8

Fila FLH 05/26/93 18 7,500,000 15 −16.7 150.1

Gucci Group GUC 10/24/95 22 14,700,000 53 140.9 93.3

New Holland NH 11/01/96 211⁄2 34,900,000 195⁄8 −8.7 61.1

Panamerican Beverages PB 09/21/93 *121⁄4 *20,700,000 317⁄16 156.7 150.3

Royal PTT Nederland KPN 10/23/95 35.41 22,000,000 635⁄8 79.7 93.8

Scania AB SCV.A 04/01/95 27.08 25,000,000 24 −11.4 151.8

SGS Thomson† STM 12/08/94 22.25 21,000,000 697⁄8 214.0 154.5

Shanghai Petrochemical SHI 07/26/93 203⁄8 5,040,000 113⁄16 −45.1 152.5

YPF YPF 06/29/93 19 65,000,000 301⁄16 58.2 151.6

Average 2% 113.9%

* Adjusted for stock split.

† Now STMicroelectronics.
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most of the conversions coming in at the lower end of the scale. Now the
range is more like 2.0 to 3.0. You can become eligible for shares by becom-
ing a depositor of the institution. There are also agents that specialize in
marketing shares that become available for sale when some number of
depositors decide not to participate in the offering. If you are disciplined
about holding the shares for just a short period of time, the return on
invested capital is often quite satisfying.

Analysis of banks is quite different from that of industrial firms. Histor-
ical earnings growth is certainly a factor, but because banks maintain very
leveraged balance sheets it is even more important to understand what level
of financial risk senior management has taken on to achieve those returns.
Lenders make money on the yield spread—their cost of funds compared to
the average rate they charge on loans. That spread must be positive; that is,
the interest rate received must be higher than that paid for funds. The most
conservative way to run a bank is to match the maturity dates of liabilities
with the loans made. That way the positive yield spread is locked in for the
life of the loan. If this is not done, banks and S&Ls can get into big trouble.
For example, a bank might try to increase returns by borrowing short at a low
interest rate and then lending long. But if short-term interest rates rise above
long-term rates, as they occasionally do, this strategy can trigger losses.
Because of the significant financial leveraging done by all banks, serious
mismatching of assets with liabilities can often lead to insolvency.

The makeup of the loan portfolio is also an important factor in this
analysis. (For example, single family home mortgages are more likely to be
repaid on time than construction loans on commercial properties.) An
investor should also consider the possibility of a takeover by a larger bank
in the same region—almost always a positive event for the shareholder.
Table 7-2 lists representative offerings.

BIOTECHNOLOGY
Biotech offerings rank among the most speculative IPOs of all. Most
biotechnology firms filing for IPOs have no operating revenues and are
chewing through cash as they try to develop a viable drug and then wend it
through the FDA approval process, which usually takes many years.

There are three phases to these approvals. Phase I concentrates on
proving nontoxicity, and essentially seeks to prove that the drug won’t kill
anyone. (As you might imagine, these study sizes are small.) Phase II stud-
ies attempt to prove efficacy. Does the drug work? Are there any side
effects? The patient numbers for these studies are greater but still not large,
and typically last at least a year. A fair number of potential drugs get
through these two phases, but Phase III is the most important. In this phase,



TABLE 7.2 Representative banking offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Bank United BNKU 08/09/96 20.00 10,500,000 477⁄8 139.4% 71.2%

Bell Bancorp BELL 11/12/91 25.00 7,480,000 * — —

Capital Bancorp CABK 08/08/91 14.50 1,030,195 * — —

Excel Bancorp XCEL 09/17/86 10.63 3,009,841 * — 231.68

First Charter FCTR 06/04/87 5.875 500,000 201⁄8 242.6 294.2

Money Store MONE 09/20/91 2.84 2,200,000 3315⁄16 1095.3 192.3

Average 492.4% 182.6%

* Acquired prior to December 31, 1998.
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larger studies are done which seek to prove that the drug not only works,
but works better than those already on the market. This phase also attempts
to show that the drug has no important side effects on the larger patient
population. The length of Phase III studies will depend on the type of drug
being tested. (In a cancer study, for example, it will typically take many
years to track survivability rates and long-term side effects.) It is only after
a drug passes Phase III that it becomes eligible for sale in the United States.

Very few drugs ever get to the point of being licensed for sale. As of
late 1998, fewer than 20 pharmaceutical companies had succeeded in win-
ning drug approvals. But that has not prevented hundreds of would-be drug
developers from going public over the last 10 years. Biotech companies are
more likely to eventually succeed the further they are along in the cycle, but
virtually any technology can get derailed anywhere along the line. If it
does, the typical single-product company is often not worth more than
remaining cash on hand. This is why these offerings are so speculative—
because the investor is really making all-or-nothing bets.

As with other technology IPOs, an investor should consider the confi-
dence level in the company from other sources. Did major venture capital
firms infuse funds? What is the caliber of the management that has been
attracted to the firm? What about the research team that developed the
drug? How much more cash will be needed before the drug is approved? If
the prospectus yields favorable answers to these questions, the company
might, just might, be worthy of investment. But remember—for every
major hit in the biotechnology IPO world, there are probably two or three
that had below-market returns and another five that were total duds. Table
7-3 lists representative offerings.

CLOSED-END FUNDS
We have a very definite opinion about closed-end funds, which is that most of
them are sucker bets. Brokers love selling these types of IPOs to unsophisti-
cated buyers. Typically, they will tell you that this is a way to invest in an asset
class (i.e., small-cap stocks or intermediate-term bonds) without having to pay
a front-end, back-end, or general transaction charge. This is extremely mis-
leading because you do pay a sales charge, although somewhat indirectly. The
underwriter’s fee, usually 5 to 9 percent of the total amount raised, is paid from
the proceeds of the offering. If the offering price of the fund is 15, the under-
writer’s fees will be, say, 7 percent of that. On day 1, the shares are now worth
$13.95 ($15 minus the 7 percent underwriter’s fee). This “haircut” is signifi-
cantly worse than buying a similar fund already trading in the aftermarket (as
opposed to an IPO), and even worse than buying a mutual fund with a front-
loaded charge equal to less than 7 percent (most are below 4 percent).
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TABLE 7-3 Representative biotechnology offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Amgen AMGN 06/17/83 *9 *4,700,000 653⁄8 726.4% 570.4%

Biogen BGEN 03/22/83 *11.50 *5,000,000 49 426.1 652.6

Centocor CNTO 07/22/83 *8.125 *600,000 361⁄4 446.2 571.3

Chiron CHIR 02/18/86 *1.99 *12,096,000 1511⁄16 788.3 415.5

Genentech GNE 10/14/80 7.78 1,000,000 677⁄8 872.4 758.8

Genetics Institute GENI 05/19/86 29.75 2,500,000 † † †

Genzyme GENZ 06/05/86 5 2,826,000 259⁄16 511.4 486.2

Immune Response IMNR 05/02/90 7 2,200,000 13 85.7 339.0

Regeneron REGN 04/01/91 22 4,500,000 81⁄2 −61.4 305.4

Average 421.7% 512.4%

* Adjusted for stock splits.

† Acquired prior to date.
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Even worse, most closed-end funds trade at discounts to their net asset
value. Usually, a few weeks after the offering, the underwriter stops its price-
stabilization efforts and the stock price goes to the discounted value, dropping
by about 5 to 10 percent. This means that between the underwriter’s fee and the
drift to a discount, many holders are quickly out 15 percent on their money.

As of this writing, there are closed-end funds covering just about every
segment of every asset class, from intermediate-term municipal bond funds
to biotech stock funds. All typically trade at a discount. There are also many
closed-end funds for countries, including Argentina, Chile, China, Hungary,
India, Malaysia, Russia, Singapore, Taiwan, and Thailand. In any case, we
have the same recommendation for all closed-end funds: Stay away from the
IPOs, wait a few months to get your discount, and then buy if you like the
asset class. Table 7-4 lists representative offerings.

COMPUTER NETWORKING AND TELECOMMUNICATIONS
This is one of the fastest-growing segments of the technology sector. Fueled
by burgeoning development of corporate networked databases, e-mail sys-
tems, Intranets, and Internet traffic, market growth is projected to be 30 to
35 percent over the next 3 to 5 years. There are some former IPOs that are
now big players in this field, including Cisco Systems, 3Com, and Bay Net-
works (now part of Nortel Network).

Data is also converging with voice and video traffic. Computer net-
working companies and telecommunications equipment makers such as
Alcatel, Lucent, and L. M. Ericsson are facing off against each other. That
will mean more competition but a bigger addressable market for all.
Goliaths will win this multifront war.

But there are still plenty of niche products that may develop into big
winners at the periphery. Excellent examples from the past include some
big winners in the asynchronous transfer mode (ATM) switch field, includ-
ing Stratacom (now part of Cisco Systems) and Ascend and Cascade Com-
munications (both now part of Lucent). The latest upstarts include Juniper
Networks and Sycamore Networks.

Management, product quality, competitive position, demonstrated
sales and earnings growth, and venture capital sponsorship are all key fac-
tors to consider. Companies going public in this field should be rapidly
ramping up sales and earnings.

The major point here is that this is very fertile ground for startups to
carve a sizable niche for themselves. There will be other home runs here, so
keep your eye out for them as they file over the next few years. Table 7-5
lists representative offerings.
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TABLE 7-4 Representative closed-end fund offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Argentina Fund AF 10/11/91 12 5,000,000 107⁄8 −9.4% 252.7%

Black Rock 2001 Term BLK 08/20/92 10 130,000,000 813⁄16 −11.9 171.1

Chile Fund CH 09/26/89 71⁄2 4,666,667 *139⁄16 *80.8 229.3

Global Health Sciences Fund GHS 01/17/92 15 20,000,000 *1911⁄16 *31.3 170.7

H&Q Life Science HQL 05/01/92 15 3,700,000 *133⁄16 *−8.8 174.9

Korea Fund KF 08/22/84 4 5,000,000 65⁄16 57.8 578.7

New Age Media NAF 10/13/93 15 13,000,000 219⁄16 43.8 145.6

Nuveen Muni Value NUV 06/17/87 10 150,000,000 91⁄2 −5.0 270.9

Royce OTC Microcap Fund OTCM 12/14/93 71⁄2 8,000,000 *93⁄8 *25.0 144.9

Scudder New Asia SAF 06/18/87 12 7,000,000 *87⁄8 *−26.0 272.0

Templeton Russia TRF 06/15/95 15 4,600,000 *303⁄4 *38.3 111.1

Templeton Vietnam TVF 09/15/94 15 7,000,000 513⁄16 −61.3 145.8

Average 12.9% 222.3%

Note: Prices are adjusted for ordinary and capital gains distributions and for stock splits.

* Large distributions have occurred relative to S&P 500.
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COMPUTER SERVICES
For technology investors, these stocks can be safe ports in a storm. Service
companies such as data and specialized transaction-processing firms tend
to have high recurring revenues, which make their earnings streams more
predictable. The higher the predictability of earnings, the higher the price-
to-earnings multiple that may be applied to those profits.

Service companies in the computer industry enjoy an important advan-
tage over their hardware counterparts. A hardware company, like Compaq,
depends almost entirely on current hardware sales—which can disappear if
the hardware becomes obsolete or in the event of a recession. But a service
firm, on the other hand, typically has a multiyear contract which protects it
from this kind of near-term risk.

Service companies have also benefited from the trend to outsourcing.
Companies are now realizing the economies of scale which can come from
farming out departments such as payroll, 401(k) plan, mutual fund account-
ing, and credit card processing. Companies such as Automatic Data Process-
ing, DST Systems, First Data, Paychex, and SunGard Data Systems have all
grown their businesses tremendously by taking on these tasks for other firms.

Many of these firms have been excellent investments over the last few
years, and we believe that favorable trend will remain in place through the
next five years. We expect a number of additional IPOs in this area going
forward—particularly spin-offs from existing public computer service
companies. Table 7-6 lists representative offerings.

COMPUTER SOFTWARE
Successful computer software companies trade at generally high P/E ratios,
because of their high profit margins and cash flows. It is not surprising to
see 20 to 25 percent net profit margins for some software companies, ver-
sus well under 10 percent for the average industrial firm. Those software
companies with the highest margins and valuations sell products into mar-
kets with very high barriers to entry. Microsoft is phenomenally profitable
and is likely to remain that way because of its entrenched position as the
provider of Windows and related operating systems for personal comput-
ers. The software is relatively cheap to develop and keep fresh, but there are
thousands of software packages expressly designed to run on Windows,
making the company virtually impossible to dislodge from its market posi-
tion. On the other hand, there could be a firm that has successfully carved
a niche providing certain utility software. It may not be that technologically
difficult for others to provide the same product. It could become a market-
ing game. That often reduces margins. And if Microsoft were to incorporate
its functionality within Windows, the business could disappear virtually
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TABLE 7-5 Representative computer networking and telecommunications offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Ascend Communications ASND 05/12/94 *1.625 16,000,000 499⁄16 2,950.3% 155.5%

Banyan Systems BNYN 08/06/92 10.50 2,670,000 81⁄4 −21.4 169.6

Cabletron Systems CS 05/30/89 *3.10 *27,000,000 137⁄16 333.5 240.0

Cisco Systems CSCO 02/15/90 *0.25 *134,400,000 613⁄8 23,550.0 238.6

Lucent Technologies LU 04/03/96 *13.50 *196,074,000 833⁄16 516.2 72.9

Pairgain Technology PAIR 09/15/93 *3.50 *16,600,000 177⁄16 398.2 145.6

Picturetel PCTL 10/29/84 *1.00 *2,200,000 91⁄4 825.0 578.1

Teleport Communications TCGI 06/26/96 16 18,800,000 541⁄4 239.1 70.7

TCGI

3Com COMS 03/31/84 *1.50 *8,520,000 3011⁄16 1,945.8 617.3

Average 3,415.2% 253.7%

* Adjusted for stock splits.
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TABLE 7-6 Representative computer services offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

DST Systems DST 10/31/95 21 20,240,000 56 166.7 95.0

FactSet FDS 06/27/96 17 3,125,000 321⁄2 91.2 69.6

First Data FDC 04/09/92 *11 *700,000,000 335⁄16 202.8 183.0

Paychex PAYX 08/26/83 *0.29 *25,628,906 4011⁄16 13,929.2 599.3

SunGard Data SDS 03/13/86 *2.75 *9,280,000 383⁄8 1,295.5 386.2

Transaction TSAI 02/23/95 *7.50 *5,500,000 381⁄2 413.3 152.5
Systems
Architects

Average 2,683.1% 247.6%

* Adjusted for stock splits.
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overnight. The point here is that the more complex the software, the more
likely that high profit margins can be sustained.

Another factor to closely monitor is the product life cycle. There are usu-
ally leapfrogs in software technology every few years. A dominant player
selling computer-aided engineering (CAE) or database management soft-
ware could lose its favorable competitive position if it is late in coming up
with a better version. This is what happened to Mentor Graphics in CAE and
IBM in database management software. Cadence Design Systems ate Men-
tor’s lunch in CAE, and Oracle did the same to IBM in database management.

Most software company IPOs will be exploiting a new market.They often
do not have significant current competition, probably because the sales poten-
tial is not yet big enough to attract the larger players. The upstart firm must
quickly exploit its market opportunity, get significant market share via a supe-
rior product, and then maintain R&D leadership. It must also rapidly develop
the sales and marketing skills to fully exploit the growing worldwide market
opportunity.This is what Netscape attempted to do with Internet browsers and
intranet management software. It was ahead of Microsoft for about 18 months
and owned the markets in many respects. But the company was hard pressed
to withstand the onslaughts of Microsoft, and eventually sold out to AOL.

The critical factors in a software company’s growth after the IPO are
the potential size of the market, R&D leadership, continuing timely prod-
uct improvements and line extensions, and sales and marketing support.
Again, an investor should also check out the venture groups that invested in
the firm, as well as the company’s management experience. Table 7-7 lists
representative offerings.

CYCLICAL COMPANIES
There are not a lot of IPOs in traditional industries such as electrical equip-
ment, paper products, and steel. (These industries are called cyclical
because their earnings are closely tied to the vagaries of the economy.)
Those that do are typically reverse LBOs—that is, companies that under-
went a management-led LBO a few years back, restructured, became more
profitable, and are now going public again. Reverse LBOs tend to hit the
public markets when there is a clearly positive trend in cash flow, a year or
two of profitability, and favorable industry fundamentals.

Most industrial companies generate average to low returns on assets and
equity. This is because they require a lot of assets to produce their goods,
and they are more dependent on the economic cycle, making sales and earn-
ings volatile. Hence, valuations (like P/E ratios) will be deservedly lower.
Look for companies that are growing unit volume in a new product category
or that are growing market share because of new manufacturing technology.

CHAPTER 7 IPO POINTERS ON SPECIFIC INDUSTRIES 119



TABLE 7-7 Representative computer software offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Adobe Systems ADBE 08/12/86 *1.375 *4,000,000 427⁄16 2,986.4% 361.5%

Borland BORL 12/19/89 10 102,252,000 73⁄8 −26.3 231.1

Computervision CVN 08/14/92 12 25,000,000 †315⁄16 −67.2 123.7

Daisy Systems DAZY 06/01/83 15.50 2,000,000 Nil −100.0 597.5

Informix IFMX 09/24/86 7.50 1,380,291 729⁄32 5.4 379.9

Microsoft MSFT 03/13/86 *0.25 *201,240,000 1083⁄8 43,250.0 386.2

Oracle ORCL 03/12/86 *0.28 *113,400,000 249⁄16 8,672.2 425.0

Sterling Commerce SE 03/27/96 24 11,500,000 481⁄2 102.1 74.7

Average 6,852.8% 322.5%

* Adjusted for stock splits.

† Price when acquired by Cadence Design Systems, January 12, 1998.
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Most cyclical company IPOs occur at the beginning and just past the
middle of an economic upcycle. Managements are eager to create markets
for their companies’ shares, and often do so at the first opportunity when
the economy turns up.

When evaluating IPOs in cyclical industries, the stage of the economy
is critical. Cyclical company stocks typically trade at high multiples when
the economy is coming out of recession, and low multiples when at the top.
Nonetheless, it is important to buy during the beginning stages of an eco-
nomic upswing—these purchases will enjoy the most upside. We recom-
mend avoiding cyclical IPOs more than three years into a business cycle.
Table 7-8 lists representative offerings.

INTERNET
As just about everyone knows these days, the Internet is a rapidly evolving
technological revolution. The Internet has moved from the realm of computer
jocks, to business users searching for information, and now to consumers for
knowledge, e-commerce, and entertainment. With the proliferation of broad-
band access over the next few years, the Internet will become a major
pipeline for video entertainment. Data transmission speeds will improve to
the point where home computers will become entertainment centers, and
television monitors will also become knowledge and transaction centers,
receiving all kinds of video transmissions on a real-time basis.

There are three kinds of Internet stocks that have gone public so far. The
first category included companies like Netscape and NetCom, which pro-
vided software and services to facilitate access to the Internet. Netscape did
not make any money selling browsers, but its business plan was always to
emphasize the sale of server software to businesses (where it made inroads).
The provision of Internet access service has very low barriers to entry, with
many major vendors such as AT&T, Sprint, and your local regional Bell oper-
ating company (RBOC) interested in providing the same service. We would
steer clear of all independent Internet access companies for IPO investment.
They are too late to the party. About 4500 companies provided Internet
access services in the United States in 1998, according to Gartner Group.

The second kind of Internet stock has been the content provider. This cat-
egory includes the electronic “yellow page” providers such as Yahoo!, Lycos,
@ Home, and Excite, as well as information providers such as CNET, Fact-
Set, Hoovers, Sportsline, and Broadcast.com. Some of these services will use
advertiser-revenue business models, while others will charge access fees for
specialized information that cannot be found elsewhere.

There is a tremendous opportunity for the advertising-driven model. At
the end of 1995, Forrester Research, a technology think tank, estimated that



TABLE 7-8 Representative cyclical company offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

AK Steel AKST 03/30/94 *11.75 *28,144,444 177⁄8 52.1% 154.5%

American Standard ASD 02/02/95 20 10,000,000 4411⁄16 123.4 139.8

Birmingham Steel BIR 1126/85 *5.22 *4,500,000 23⁄8 −54.5 465.0

Calgon Carbon CCC 06/02/87 *5.50 *18,000,000 915⁄16 80.7 293.1

ConRail CRR 03/26/87 28 52,000,000 151⁄4 −45.5 276.8

Geon GON 04/29/93 18 10,500,000 2215⁄16 27.4 158.3

Georgia Gulf GGC 12/17/86 *9.75 *8,000,000 2213⁄16 134.0 358.0

Gulfstream Aerospace GAC 10/09/96 24 29,600,000 461⁄2 93.8 62.7

Interstate Hotels IHC 06/20/96 21 9,350,000 †3115⁄16 52.1 64.8

J&L Specialty Steel JL 12/15/93 14 11,000,000 515⁄16 −57.6 145.5

Lyondell LYO 01/18/89 30 32,000,000 307⁄16 1.5 295.7
Petrochemical

Polymer Group PGH 05/09/96 18 11,393,939 113⁄8 −36.8 75.7

Rouge Steel ROU 03/29/94 22 5,600,000 123⁄4 −42.0 150.6

Titanium Metals TIMT 06/04/96 23 12,325,000 221⁄16 −4.1 68.6

UCAR International UCR 08/09/95 233⁄4 13,760,000 293⁄16 22.9 102.6

World Color Press WCR 01/25/96 19 13,103,034 35 84.2 83.8

York International YRK 10/01/91 23 10,700,000 439⁄16 89.9 191.3

Average 30.7% 181.6%

* Adjusted for stock splits.

† As of June 1, 1998.
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Internet advertising would total $75 million in 1996. That estimate proved to
be extremely conservative, since that much was spent in the first half alone.
More important, advertising for consumer products began to proliferate, and
in fact became the dominant type of advertiser by the end of that year.

The Internet is uniquely attractive to advertisers. It can deliver a very
specialized audience, and advertisers can also closely monitor the number
of people actually seeing and reacting to their advertisements. Advantages
like these point to tremendous growth in Internet advertising—recent esti-
mates are that it will rise more than 30 percent a year through 2003. At that
point, advertising could exceed $11.5 billion—more than what is currently
being spent on magazine space.

Look for companies that have a dominant share of the market for a par-
ticular Internet service or type of information. For example, Yahoo! has a
50 percent share of the Internet yellow pages market. Also, the first one into
the market often establishes a lead that can be hard to overtake. TV Guide is
an excellent example in the print market. By being first to develop a televi-
sion guide, and then rapidly developing it throughout the country, the
Annenbergs were able to dominate the TV listings market for 20 years until
local newspapers improved their offerings in the 1980s.Yahoo! is following
the same model of growth in the Internet. Others will establish themselves
as dominant providers of particular kinds of content. Some will be familiar
names such as ESPN and the Wall Street Journal, while others will be rela-
tive upstarts such as FactSet and Sportsline.

The third and most recent wave of Internet stock offers have been
e-commerce plays. They include Amazon.com, Cyberian Outpost, CNET,
ebay, and ubid.Amazon.com is a good example of a first-in company exploit-
ing a new communications medium to sell traditional merchandise. Although
very early in development, the combination of convenience, attendant infor-
mation, wide selection, and, in some cases, lower prices could allow Internet
e-commerce sales to capture 15 to 20 percent of overall retail revenues over
the long run.

Valuations are very high, so the payoff with these companies will likely
be a few years out. The best IPO investment opportunities will occur dur-
ing a major market correction or bear market. Because these stocks tend to
sell at high valuations, they will not fare well during market downturns.
Table 7-9 lists representative offerings.

OIL EXPLORATION, PRODUCTION, AND SERVICES
Although oil stocks were perennial Dow dogs during the 1980s, the recov-
ery in oil and natural gas prices, along with improved exploration and
development technology, has made them attractive again. There are two



TABLE 7-9 Representative Internet offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Amazon.com AMZN 05/15/97 *3 18,000,000 993⁄4 3,225.0% 34.7%

America OnLine AOL 03/19/92 0.69 32,000,000 1051⁄8 15,135.5 176.7

@ Home ATHM 07/11/97 10.50 9,000,000 475⁄16 350.6 23.7

Excite XCIT 04/03/96 8.50 4,000,000 463⁄4 550.0 72.9

Infonautics INFO 04/29/96 14 2,250,000 33⁄8 −75.6 73.3

Infoseek SEEK 06/11/96 12 3,454,500 357⁄8 199.0 69.1

Lycos LCOS 04/02/96 *8 *6,000,000 3711⁄16 371.1 73.0

Netscape NSCP 08/09/95 *14 *10,000,000 271⁄16 93.3 102.6

Sportsline SPLN 11/13/97 8 3,500,000 369⁄16 357.1 23.7

Spyglass SPYG 06/27/95 41⁄4 8,000,000 117⁄16 169.1 109.0

Yahoo! YHOO 04/12/96 *4.33 *7,800,000 783⁄4 1,718.7 78.1

Average 695.8% 66.0%

* Adjusted for stock splits.
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major factors driving the improved fundamentals. First, many oil compa-
nies drew down on their reserves. Production exceeded reserve replace-
ment throughout the 1980s to the point that by the early 1990s, in many
cases, reserves were down to very low levels. Second, the advent of three-
dimensional seismic studies, horizontal drilling, and improved drill bits has
driven development costs significantly lower.

The trend to higher exploration activity should continue well into the
next century. Demand for oil is burgeoning in emerging countries and
regions, such as China, Latin America, and Eastern Europe. That should
keep oil and natural gas prices climbing slightly in excess of the U.S. infla-
tion rate (world oil trading is done in U.S. dollars).

The biggest beneficiaries will be the service companies—particularly
the drillers and three-dimensional seismology companies. The drilling
industry went into a severe depression when oil prices broke down in 1983.
There was a glut of oil rigs, and most drilling companies either went bank-
rupt or suffered severe out-of-court restructurings. Not a single new rig was
built in more than 10 years. Many others rusted away and disappeared from
the marketplace.

But in the mid-1990s demand for rigs and other services began to
come into balance with supply. Starting in 1995, both day rates (the price
an exploration company pays per day to use a rig and its crew) and rig uti-
lization started to climb. They have continued to rise, but, except in 1997
to 1998, have remained substantially below the price that would support
the construction of new rigs.

When considering the purchase of an IPO in the oil and gas explo-
ration and production industries, look for companies that are increasing
production, lowering exploration costs, and have a demonstrated ability
to find oil. We also recommend that the company have enough debt
capacity and cash flow to sustain growth. Service companies should
either be introducing new technology or have a significant share of a ser-
vice segment that is not likely to see additional competition.

There should be plenty of IPOs in the oil and gas market during the
next few years. To get a good idea of the level of service activity, pay care-
ful attention to the trend in day rates and rig utilization. (These numbers are
reported by most drilling companies each quarter in the 10-Qs they file
with the SEC.) Table 7-10 lists representative offerings.

REAL ESTATE INVESTMENT TRUSTS (REITs)
Real estate investment trusts (REITs) have become increasingly popular in
the 1990s, with many investors believing them to be more attractive total-
return investments than electric utilities. Conservative investors liked elec-



TABLE 7-10 Representative oil exploration, production, and services offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Burlington BR 07/07/88 25.50 20,000,000 431⁄16 68.9% 317.2%
Resources

Chesapeake CHK 02/04/93 *1.33 *20,700,000 4 200.8 152.2
Energy

Diamond DO 10/10/95 *12 *20,800,000 405⁄16 235.9 98.4
Offshore
Drilling

Flores & OEI 11/30/94 *4.27 *13,455,000 199⁄16 361.1 149.9
Ruckes†

Sonat RIG 05/28/93 *11 *27,116,000 441⁄2 304.5 151.99
Offshore
Drilling

Union UPR 10/10/95 21 37,000,000 179⁄16 −16.3 96.3
Pacific
Resources

Vastar VRI 06/28/94 28 15,000,000 4311⁄16 56.0 154.2
Resources

Average 173.0% 160.0%

* Adjusted for stock splits.

† Now Ocean Energy.
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tric utilities because, in a regulated operating environment, they provided
very stable increases in earnings and cash flows. No more. The government
has slowly been deregulating the electricity market during the last 10 years
and will complete the task during the next 10. There will be winners and
losers, but individual company returns will be less predictable and many
firms will not be able to survive in a more competitive environment.

In the meantime, real estate markets have slowly recovered from the
overbuilding that occurred in the 1980s. When evaluating a REIT IPO, the
most important number to follow is funds from operations. This is essen-
tially the REIT’s cash flow, and is the key measure of its financial health.
Growth in cash flow is primarily a function of two factors: rent increases
and occupancy levels. If real estate markets are strong and the REIT has
been keeping up its properties, cash flow should rise. With that being the
case right now and the utility industry continuing to be roiled by deregula-
tion, more investors will be turning to REITs as investments.

REITs are categorized by the kind of real estate they own. Most REITs
specialize in a certain type of property, so a REIT might focus on shopping
malls, discount outlets, office buildings, or medical properties. These sub-
groups go in and out of relative favor based on each group’s evolving fun-
damentals. An investor should expect to see IPOs in those subgroups which
are currently in favor. In 1993, for instance, the apartment, shopping cen-
ter, and discount mall REITs were most popular, while in 1996, it was hotel
and office REITs.

During the next decade, we believe that there will be an unfolding
opportunity to develop assisted-living apartment centers for elderly Amer-
icans—a rapidly growing segment of the population. There is also likely to
be a continuing trend toward sun-belt apartment living. With those trends in
mind, we would emphasize REIT IPOs in the medical property, assisted-
living, and sun-belt apartment markets.

In all cases, an investor should be sure that there are a diversified num-
ber of operators that lease the properties from the REIT and that funds from
operations have shown steady growth during recent years. In addition, one
should check that the current dividend is no higher than 85 percent of those
funds from operation, and that debt is less than 60 percent of total capital-
ization. Be particularly wary of REITs that offer high current yields but
carry high debt. These REITs are more apt to run into financial difficulties
or exhibit poor dividend growth. Table 7-11 lists representative offerings.

REVERSE LEVERAGED BUYOUTS (LBOs)
Leveraged buyouts (LBOs) are transactions whereby a company is purchased
almost entirely with borrowed funds. This can be done if a company gener-
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TABLE 7-11 Representative REIT offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Arden ARI 10/04/96 20 18,800,000 257⁄8 29.4% 61.6%
Realty

Carr Realty CRE 02/08/93 22 6,800,000 283⁄8 29.0 153.2

Crown CWN 08/10/93 171⁄4 19,640,000 911⁄16 −43.8 152.3
American
Realty

Factory FAX 06/02/93 23 5,300,000 8 −65.2 149.8
Stores of
America

General GGP 04/07/93 22 15,180,000 373⁄8 69.9 156.1
Growth
Properties

Patriot PAH 09/27/95 12.45* 19,578,320 2315⁄16 92.3 95.1
American
Hospitality
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Post PPS 07/16/93 251⁄2 10,580,000 381⁄2 51.0 154.4
Properties

Prentiss PP 10/17/96 20 20,000,000 245⁄16 21.6 60.4
Properties

Simon SPG 12/14/93 221⁄4 32,087,000 321⁄2 46.1 144.9
Property
Group

Taubman TCO 11/20/92 11 22,800,000 141⁄4 29.5 165.8
Centers

Average 26.0% 129.4%

* Adjusted for stock splits
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ates very steady profits year in and year out. Very successful LBOs have
included AutoZone, Duracell, and Safeway. The vast majority of the debt is
typically borrowed from institutions, with a small part of the equity being put
up by private and institutional investors, borrowers, and management.

The lenders are typically looking to receive 10 percent or more on their
funds for about 5 years. The equity holders are typically looking for 20 per-
cent or better annual returns during the same time period. There are two
exit strategies for these constituencies. One is to pay down debt over a few
years and then sell the business. The other, more lucrative, pursuit is to take
the company public (again) via what is called a reverse LBO. The company
sells enough stock to retire high-interest-rate debt, replacing it with equity
capital and traditional borrowings at lower interest rates. With lower inter-
est expenses, the company generates higher profits, and with the balance
sheet repaired, the stock can trade at more typical valuations against com-
parable firms.

In the event of such a happy outcome, the big winners are usually the
equity investors that took the risk of putting up that small sliver of equity in
the original LBO. A quadruple return on investment over five years is fairly
common on deals that work out in this fashion.

But is it wise to buy shares in the IPO? That depends on the stage of
recovery at the time. Some poorly structured LBOs are desperate to go pub-
lic in order to survive. These are companies that have been unable to pay
down debt because cash flow has not been as high as anticipated. To avoid
such situations, look for companies that have shown consistent growth in
profits and that have paid down debt while private.

The best reverse LBOs are those that are already paying down debt, but
not too much. Because debt will still be high compared to similar firms, the
shares will go public at an attractive P/E multiple. But as profits continue
to expand and debt is paid down, the stock price will benefit from both per-
share earnings growth and an increase in its market valuation.

Returns are likely to be lackluster if a slow-growing company pays
down all of its excess debt at the IPO. Most LBOs are of companies that gen-
erate a lot of cash flow but exhibit slow earnings growth. (Cigarette compa-
nies are good examples of this trait.) If the IPO is completed, and earnings
growth is sluggish, the stock will probably underperform. Table 7-12 lists
representative offerings.

SEMICONDUCTORS AND SEMICONDUCTOR EQUIPMENT
Semiconductor technology is probably the greatest miracle of our age. The
ability to place thousands of tiny circuits on a piece of silicon smaller than
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TABLE 7-12 Representative reverse LBO offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

AutoZone AZO 04/01/91 *5.75 *13,000,000 3115⁄16 455.4% 205.4%

Barnes & Noble BKS 09/28/93 *10 *4,470,000 375⁄8 276.3 145.7

Burlington BUR 03/19/92 14 33,530,000 141⁄16 0.4 176.7
Industries

Bradlees BLE 07/01/92 13 11,018,625 5⁄32 −98.8 174.6

Caldor CLDRQ 04/24/91 21 5,150,000 29⁄64 −97.8 196.2

Gartner Group IT 10/05/93 *2.75 *21,280,000 35 1172.7 145.8

General GIC 06/10/92 *7.50 *35,200,000 273⁄16 262.5 145.8
Instrument

Interstate IBC 07/24/91 *8 *31,250,000 333⁄16 314.8 199.5
Bakeries

Levitz LFI 07/02/93 14 10,400,000 29⁄64 −96.8 154.3
Furniture

OfficeMax OMX 11/02/94 *8.44 65,700,000 161⁄2 95.5 143.1

Payless PCS 03/09/93 123⁄4 25,700,000 215⁄16 −77.0 149.4
Cashways

RJR Nabisco RN 04/11/91 *56.2 20,000,000 233⁄4 −57.8 200.3

Safeway SWY 04/25/90 *2.81 *40,000,000 4011⁄16 1346.7 241.5

Average 268.9% 175.3%

* Adjusted for stock splits.



132 FAST STOCKS FAST MONEY

the tip of a finger is probably the greatest manufacturing feat of the twenti-
eth century. It is the driving factor behind virtually all of the revolutionary
technology proliferating today.

There are many different kinds of semiconductor companies. There are
microprocessor makers such as Intel and Motorola; analog chip makers
such as Analog Devices, Linear Technology, and Maxim Integrated Prod-
ucts; and dynamic random-access memory (DRAM) chip makers such as
Micron Technology. Companies with the widest profit margins have pro-
prietary technology or very high barriers to entry because of economies of
scale. Intel is an excellent example of a company with exactly those advan-
tages. All Windows-based personal computers can use its microprocessors,
and its market share is more than 90 percent, so it can make the part
cheaper than anyone else. That is tough to beat.

Then there are the commodity part makers. DRAM chip manufacturers
use technology that is more in the public domain—a fact that has been suc-
cessfully exploited by Japanese and Korean companies. There is usually so
much available manufacturing capacity out there that prices are constantly
moving lower.

In general, we believe that demand for semiconductors will continue to
grow. One major problem for investors, though, is that the average part has
a design life of about 18 to 24 months before production peaks. At that
point, revenues begin to fall. The company must then vie for the next
design to maintain revenue growth in the product line. Hence, a chip com-
pany is usually only as good as its design engineers.

Going forward, most IPOs in this industry will be of small companies
which have a unique chip design. (It also helps if they are in a newly emerg-
ing market.) But these are high-risk endeavors. A highly successful busi-
ness could go sour in a matter of months if competitors come up with a
better design.

Semiconductor equipment makers are another, more visible segment of
this market. A number of equipment companies are being created to develop
the specialized equipment needed to reduce circuit line widths. The downside
of this business is that it is more dependent on overall semiconductor indus-
try growth. Companies will only be willing to spend more than $1 billion on
a new plant when they absolutely know demand growth justifies it. And like
most companies in cyclical industries, P/E ratios applied to semiconductor
equipment stocks tend to be lower than average to account for this added risk.

However, because there are just a few potential customers and the price
per machine is usually in the millions of dollars, there are typically only a
few competitors. Competition is based less on price than on functionality.
Most important, a technology lead in this industry can often be exploited
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over a number of years (as opposed to the 18 months or so for chip design).
Recent successful IPOs of equipment makers such as these include Brooks
Automation, Du Pont Photomasks, and PRI Automation. Table 7-13 lists
representative offerings.

SPECIAL RETAILERS
Most new retailers are big-box, category killers—that is, stores such as
Toys “R” Us, Staples, Barnes & Noble, and The Sports Authority that spe-
cialize in providing a wide array of a specific kind of merchandise at a very
low price. They are destination stores in that customers will search them
out when they need something, as opposed to food stores, which consumers
will frequent for basic necessities based on price or location. A number of
big-box concepts have proliferated over the last 10 years, and we believe
there are more to come.

A crucial factor in evaluating these companies is same-store sales, or
the percentage increase in sales of stores which have been open for at least
one year. A healthy retailer should have same-store sales that exceed the
rate of inflation over the long run. Many fast growing chains show big rev-
enue growth as they put capital to work adding stores, but it is same-store
sales growth that is the best measure of management’s ability to grow the
business over time.

America is for the most part, “overstored,” which means that there is
more per-capita retail space than there should be. This does not mean that
there isn’t room for a new store concept. But it does mean that much retail-
ing in America has become a zero-sum game. For every Starbucks and Wal-
Mart that opens, there will be a Chock Full O’Nuts and Zayres that closes.
With that reality in mind, investors should look for IPOs of companies
bringing a fresh new concept to market—preferably a concept which has
already been proven.

The chain should also be profitable, and have a large enough store base
that same-store sales figures are not subject to local aberrations. This is also
a category in which the backgrounds of the major players in the IPO should
be given particular attention. The underwriter should be a top-tier firm.

Besides these specialty discounters, we would also pay careful attention
to high-end restaurant IPOs. As people get older, they tend to have more dis-
posable income and prefer to frequent sit-down eateries rather than fast-food
outlets. The aging of the U.S. population is increasing the number of poten-
tial attendees of such restaurants. Restaurant IPOs have been mixed, with
Outback Steakhouse and Starbucks meeting with great success, and Boston
Chicken, Lone Star Steakhouse, and Planet Hollywood among the more
spectacular disasters. Table 7-14 lists representative offerings.



TABLE 7-13 Representative semiconductors and semiconductor equipment offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Altera ALTR 03/30/88 *1.375 *16,000,000 299⁄16 2043.1% 339.4%

AVX AVX 08/14/95 251⁄2 15,200,000 161⁄16 −37.0 102.6

Exar EXAR 06/12/91 *12.33 2,250,000 21 70.3 201.0

KLA Instruments KLAC 10/08/80 *1.50 *4,920,000 2711⁄16 1745.8 761.2

Lam Research LRCX 05/04/84 *6.67 *2,550,000 191⁄8 186.9 612.6

Maxim Integrated MXIM 02/29/88 *0.69 *18,400,000 3111⁄16 4492.4 323.4

Products

MEMC WFR 07/13/95 24 13,600,000 103⁄8 −56.8 102.1

Electronic Materials

Micron Technology MU 06/01/84 5.60 5,250,000 2413⁄16 343.1 572.6

Xilinx XLNX 06/12/90 3.33 8,625,000 34 921.0 209.6

Average 1078.8% 358.3%

* Adjusted for stock splits.
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TABLE 7-14 Representative special retailer offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

Borders Group BGP 05/24/95 *7.25 57,448,000 37 410.3% 114.5%

Crazy Eddie CRZY 09/13/84 *2 *8,000,000 0 −100.0 575.1

Discovery Zone ZONE 06/03/94 *5.50 *10,000,000 0 −100.0 146.4

Donna Karan DK 06/27/96 24 10,750,000 1411⁄16 −38.8 69.6
International

General Nutrition GNCI 01/21/93 *2 *33,600,000 301⁄8 1406.3 160.4

Gitano Group GIT 09/30/88 201⁄2 2,500,000 0.07 −99.7 317.0

Gymboree GYMB 03/31/93 *10 *4,330,000 153⁄16 51.9 151.0

Intimate Brands IBI 10/24/95 17 34,000,000 279⁄16 62.2 93.3

Lone Star STAR 03/12/92 *111⁄16 11,200,000 1313⁄16 718.5 180.7
Steakhouse

Nine West NIN 02/02/93 171⁄2 7,360,000 2613⁄16 53.2 156.2

Office Depot ODP 06/01/88 *1.48 *14,175,000 319⁄16 2041.0 325.2

Outback OSSI 06/18/91 *2.22 7,065,000 39 1656.8 199.5

Steakhouse

PetSmart PETM 07/16/93 *6 *20,520,000 10 66.7 154.4

Saks Holding SKS 05/21/96 *121⁄2 *22,000,000 403⁄8 223.0 67.1

The Sports TSA 11/17/94 *12.67 16,974,000 1415⁄16 17.9 144.6
Authority

Average 424.6% 90.5%

* Adjusted for stock splits.

135



TABLE 7-15 Representative wireless telecommunications offerings.
Offering 6/30/98 Return S&P 500

IPO Symbol IPO Date Price Size Price Since IPO Since IPO

AirTouch International ATI 12/02/93 23 *60,000,000 587⁄16 154.1% 144.8%

COLT Telecom PLC COLTY 12/10/96 *4.50 53,400,000 407⁄8 808.3 51.7

Korea Mobile SKM 06/27/96 16.13 20,955,150 59⁄16 −65.5 69.6
Telecommunications

Omnipoint OMPT 01/25/96 16 7,000,000 2215⁄16 43.4 83.8

PanAmSat SPOT 09/22/95 17 15,136,000 567⁄8 234.6 94.9

Telecommunications TINTA 07/13/95 16 14,000,000 303⁄32 25.6 102.1
International

TeleWest Communications TWSTY 11/22/94 221⁄4 13,650,000 233⁄4 6.7 151.9
PLC

Orange PLC ORNGY 03/27/96 15.63 26,000,000 4315⁄16 181.2 74.7

Western Wireless WWCA 05/22/96 231⁄2 8,800,000 1915⁄16 −15.2 67.1

Average 152.6% 93.4%

* Adjusted for stock splits.

136



CHAPTER 7 IPO POINTERS ON SPECIFIC INDUSTRIES 137

WIRELESS TELECOMMUNICATIONS SERVICES
This is one of the most exciting areas of current technological develop-
ment. By 2005, about half of all phone calls in the United States will be
done over wireless systems, and wireless technology will increasingly be
viewed as the standard system. Indeed, many emerging countries are
encouraging the development of wireless local calling systems in both
urban and rural settings. It is entirely possible that by 2005 the cost of plac-
ing and receiving a call over a wireless system could be less than over cur-
rent wire lines. We also expect many IPOs in this area because wireless
services chew up cash quickly as systems are developed, meaning that lots
of capital needs to be raised via the debt and equity markets.

These companies trade on cash flow rather than earnings. Because of
their high fixed costs and long buildout periods, wireless companies do not
tend to post profits for a number of years. Revenue growth is important, but
it is cash flow that will make or break the enterprise. It is cash flow, other-
wise known as EBITDA (earnings before interest, taxes, depreciation, and
amortization), supplemented by secondary stock and convertible debt offer-
ings, that will provide most of the additional capital to further develop the
infrastructure once the initial buildout is complete. When the systems have
been fully developed, profits usually take off. As the operation matures, the
company is then valued based on earnings growth.

The key ingredients to look for here are financial capacity, transmission
costs, the number of existing and likely competitors, and revenues per cus-
tomer. It appears that satellite dish technology will prove a big winner, not
only for video transmissions but for voice and data as well. We also think that
PCS vendors will garner excellent returns on investment over time. Empha-
size those firms that operate in the best calling districts (i.e., Los Angeles and
New York), and that have plenty of capital to go toe-to-toe with the likes of
AT&T and MCI WorldCom. Table 7-15 lists representative offerings.
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HOW TO GET 
ALLOCATIONS 
OF CHOICE DEALS

8

T
HE MOST DIFFICULT issue facing new-issue investors is getting
allocations of hot deals, or even decent distributions of lesser
favorites. These allocations can be very hard to come by, and
typically go to only the best customers of the highest-
producing account executives. There are, however, ways in

which an investor can become such a client.
That having been said, developing that special relationship (and main-

taining it) is no easy task. But once it has been established, it can be very
profitable.

TARGETING THE RIGHT BROKERAGE HOUSE
Table 8-1 lists underwriters by the number of IPOs they led over the three
years ending December 31, 1997. It does not include deals in which they
may have been involved less directly, usually as members in the underwrit-
ing syndicate.

The more IPOs you wish to participate in, the more brokers you need to
recruit to your cause. No one broker will have access to every deal, so work
to develop relationships with several. Also keep in mind that the larger bro-
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kerage houses will likely be involved in the most IPOs. Merrill Lynch, for
example, will participate in many more deals than Warburg Dillon Read.

To begin your search, review recent offerings that you would have
bought if you had had an allocation. Does a specific brokerage house come
up more often than the others? If so, start there. Also, check the “tomb-
stones” (announcements of deals successfully completed) in the Wall Street
Journal each day, and note the firms mentioned that you might be able to
target. In general, the larger the print used for their name, and the higher
they are on the list, the larger their allocation of shares for distribution.
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TABLE 8-1 Leading IPO managing
underwriters, 1995–1997.
Underwriter IPOs Led

Goldman, Sachs 120

Morgan Stanley Dean Witter 116

Salomon Smith Barney 111

Deutsche Banc Alex. Brown 107

Merrill Lynch 94

Banc of America Securities 85

Banc Boston Robertson, Stephens 82

Donaldson, Lufkin & Jenrette 77

Hambrecht & Quist 70

Lehman Brothers 58

CS First Boston 37

S.G. Cowen 33

CIBC Oppenheimer 30

Bear Stearns 29

PaineWebber 27

Prudential Securities 26

Friedman, Billings 23

William Blair 21

Warburg Dillon Read 20

J. P. Morgan 20

UBS Securities 20

Volpe Brown Whelan 17



Take another look at Table 8-1. The more active underwriters primarily
cater to institutions, but virtually all of them, from Goldman, Sachs on
down, have private client groups that serve high-net-worth individuals
(defined as individuals with more than $100,000 in assets beyond the equity
they have in their home and in their retirement plans). There usually is a
minimum deposit required to open an account, and bear in mind—the larger
the amount placed, the more attention you will receive for allocations. If you
are fortunate enough to have that much money to commit to the project, you
will also be able to qualify for more than one brokerage account.

For individuals with less money to put to work, all is not lost. You
should concentrate on the large retail brokerage firms, often called wire
houses because they have lots of branches wired to the home office. You
may not get large allocations, but if you get to the right broker, you should
still be able to play the game. Focus first on the large brokerage houses
such as Merrill Lynch and Salomon Smith Barney, and start with the larger
deals coming public. All of the major retail brokers will get allocations of
these big offerings, so even small investors should be able to get alloca-
tions from time to time. A small but increasing number of shares are being
distributed through discount brokers via the Internet. It is worth pursuing,
but the line is long for a hot deal, and your allocation is likely to be quite
small.

As is noted later in this chapter, small investors should take particu-
lar care to do their own homework. Sometimes an allocation of a good
stock becomes available because the industry is out of favor or there is a
glut of similar deals that has bumped it from the institutional spotlight.
But beware—small players are most likely to get allocations of the weak-
est deals when the IPO market is strong. Some of these deals can be prof-
itable, but they offer substantially less likelihood of a good payoff. If you
are a smaller investor, make sure you are getting allocations of IPOs you
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It is sometimes easier to find receptive and reputable brokers when
the IPO market is in the doldrums. The only problem with this envi-
ronment is that it is often a drag on near-term performance—IPOs
launched in such a market usually do not jump on the first day of trad-
ing. But by exercising more selectivity, you should be able to get allo-
cations to some very attractive deals that can work out quite well over
the long run.



have researched and want (or that at least have been recommended by an
independent research firm such as Standard & Poor’s, Renaissance Capi-
tal, or IPO Market Monitor). If you are unduly pressured by your broker
to buy unattractive IPOs, then it’s probably time to move on to another
account executive.

Remember, among the dozens of reputable major retail, regional, and
specialty brokerage houses, there are thousands of brokers. All you need
are two or three good contacts to develop a steady deal flow. Be persistent
and you will be rewarded.

DEVELOPING THE RIGHT RELATIONSHIP WITH THE RIGHT BROKER
After targeting the right brokerage houses to fit your needs, the next step is
to find the broker to fulfill your IPO requests. This is no trivial task, and is
probably the most important factor affecting your chances at winning the
IPO game. (The second most important, of course, is buying the right new
issues.) But before addressing a broker’s ability to get new issues, we
should run through some principles for finding reputable, intelligent bro-
kers in general.

Start by asking everyone you know—business associates, relatives,
friends, and golf partners—whether they invest in IPOs, and if so, the name
of their broker. Call the local branch offices of larger brokerage firms and
ask for the manager. Explain that you would like to develop a long-term
relationship with the broker at that office who has the most success gaining
IPO allocations for his or her clients. Make sure that you emphasize your
interest in developing a relationship, and that you have a certain amount of
capital to commit (and possibly a much larger amount if things work out).
The subsequent conversation can at least give you an idea of what you are
up against.

The Internet can also provide good leads. Virtually every brokerage
firm now has a website, and, as you might suspect, is eager to hear from
you. But stick to reputable corporate sites when perusing the Internet—
chat sites on the Internet are a poor way to find good brokers. A stranger is
unlikely to share an excellent source for IPOs with you. The “investor” on
the other end of the chat line is just as likely to be a disreputable broker
fishing for uninformed potential clients who is masquerading as an impar-
tial observer or successful investor.

Individual investors gain access to good brokers for three reasons, all of
which directly or indirectly have to do with increasing trade commissions.
The first and most direct benefit for the broker is the size of the brokerage
account you might be willing to move to the firm. The second is your abil-
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ity to influence others to direct commissions to the broker, and the third is
your willingness to trade, thereby generating steady commissions.

Although you should indicate a willingness to trade your portfolio, you
should never insinuate that you will accept unlimited portfolio turnover in
order to get access to IPOs. You will soon regret having made such a verbal
assurance. There are plenty of rogue brokers even in the best retail wire
houses, so if you have characterized yourself as an aggressive investor, be
aware that the smaller your account, the greater the chance that churning
could occur (churning is an unacceptable level of stock trading simply to
generate commissions). Ultimately, the level of transactions you are willing
to accept will be up to you. In general, even in the most aggressive
accounts, turnover should not exceed 150 percent annually.

Account executives live to work with high-net-worth individuals, since
they know that they might eventually supply such people with a whole
array of financial services and investments. And good brokers know that
creating a relationship of trust can result in substantial commissions and
fees over the years. Emphasis will then be placed on continuing the rela-
tionship, over and above any short-term commissions. In a capitalist world,
the profit motive is the best incentive to do well by a client.

Pay very careful attention to what your prospective financial advisor
says when queried about potential access to IPOs. Many office managers
give the office’s IPO allocations to their most productive brokers or to those
with the most active clients. Try to get the names of people they helped to
get IPO allocations. Go the extra mile and speak with them. Was it an occa-
sional thing? What was the ratio of requests to actual allocations? What
were the sizes of the allocations? And did the client actually get a good
return on investment?

Influence is also an important factor. You might not have a large
account yourself, but, without dropping any specific names, you might
have family or business relationships that could convince the broker to
work with you. There are other reasons a broker might value you as a con-
tact: You might be self-employed and come into contact with a large num-
ber of potential brokerage clients. Or perhaps you’re a member of a country
club, or an officer in a fraternal or religious organization.
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There are only very restricted circumstances when a discretionary
account might be appropriate. Getting more IPO allocations is not
one of them.



Last, before committing your hard-earned money to a new brokerage
relationship, you should have at least one face-to-face meeting. You can
learn a great deal about an organization and an individual by their offices
and overall presentation skills.

Once you are thoroughly satisfied that you will be working with a trust-
worthy individual, commit only a portion of your total funds to see how the
broker operates. A reputable broker will understand this strategy and
refrain from talking you out of it. Give the broker enough to execute two or
three transactions of the size you expect to trade in the future. (Unused cash
balances should be placed in a money market fund until actually used.)

As a general gauge, if you define yourself as a very aggressive investor—
that is, someone willing to take on a fair amount of risk for potentially above-
average gains—and you have $100,000 to work with, you should commit
about half of that to the broker. Depending upon the investment firm, you
probably have about an even chance of getting a reputable and savvy broker
to work with you in exchange for at least some IPO access.

The initial contacts and transactions are just the start of what hope-
fully will be a long and mutually rewarding relationship. Just as in any
business relationship, there must be a willingness for give and take. It is
important for the broker to know that an investor is willing to be a regular
and reliable buyer of new issues, just as it is important for the investor to
feel secure that the broker values the relationship more than short-term
commissions.

Set goals that are reasonable. Do not expect a large allocation of the
next Yahoo! right out of the box. Do not be disappointed if the first one or
two requests are not filled. In any case, you should have a running conver-
sation with your broker about the IPO market and get a sense of how well
he or she will be able to fill your future IPO requests. It should not take
long before you know if the chemistry is there. If it isn’t, move on.

Although the relationship should mean more to both parties than any
gains that might accrue from a single transaction, do not be pressured into
making a large commitment to a single IPO against your better judgment.
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In an increasing number of instances, broker commissions from sell-
ing an IPO can be confiscated if the shares are quickly flipped. Assur-
ance that you will hold all but the most successful deals for at least a
few weeks could make it easier to get initial allocations and keep your
broker out of trouble with the home office.



If, for the good of the game, a broker asks you to go into a deal that you may
feel ambivalent about, take a small allocation, and sell it within a few
weeks. The law of averages show that as long as you are not buying in a
rapidly deteriorating IPO market, most of these transactions will result in
small if any losses and should be more than offset by gains from the better
deals. Only flip those stocks you absolutely abhor, or that have skyrocketed
on the first day of trading. (Brokerage houses do not care if a stock is
flipped after it has soared. They only mind if clients sell while they strug-
gle to keep the price of a recent IPO at or near the offering price.)

As long as you are doing well executing your strategy and earning an
attractive return on your committed capital, you can survive one or two bad
calls brought your way by the broker. Do not, however, overweight your
portfolio with the broker’s ideas. If the ratio of good to bad deals is unfa-
vorable, either limit the exposure to such adverse deals or move on to
another broker. In all cases, there should be a healthy mix of offerings the
investor personally wants and gets allocations for, along with those that the
broker offers for purchase. If at any time the atmosphere of mutual trust is
broken, it is probably time to shift gears and concentrate on some of your
other allocation options. In any case, when it comes to IPOs, you should
always be cultivating at least one other broker relationship just in case
your main one dries up.

Always express satisfaction for a job well done. Everyone likes to be
appreciated, particularly if they are doing a good job for you. If you are sat-
isfied, do not be shy to express your pleasure. That will make it easier for
you to communicate disappointment with a trade or recent account perfor-
mance without destroying the relationship.

Remember: One important way to reward a broker (and keep him or
her supplying what you want) is to provide sales leads. If someone you
know has an investment style similar to yours and you think could benefit
from your broker’s counsel, call the individual up first. If the person is
interested in the idea, mention it to your broker. The promise of additional
clients, particularly influential ones, should reinforce the relationship.

DEVELOPING RELATIONSHIPS WITH MORE THAN ONE BROKER
Not every brokerage house is part of every IPO, so it will be important to
develop relationships with other brokers from different investment houses.
As mentioned earlier, larger broker-dealers are more likely to generate a
steady flow of good IPOs. But there are always exceptions—you never know
when an office of a smaller firm will have trouble fulfilling allotments, per-
haps because it simply does not have clients interested in IPOs.
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Take, for example, one investor’s experience with the Duff & Phelps
IPO in 1991. This investor tried to get an allocation of the stock through
brokers working for Prudential and Kemper with whom he had long-
standing relationships. As it turned out, this was not a hot deal. Although
both account executives came up with some shares, the Prudential associ-
ate offered more. The stock did not trade up at the offering, but by buying
via the IPO, transaction costs were avoided. After a slow start, the stock
rose more than 50 percent in just over a year. By having accounts in two
places, the investor was able to build a larger position in the stock than
would otherwise have been the case.

This story is a perfect illustration of the advantage of working with
more than one broker. If you have enough money to spread around, start off
working with a number of brokers and narrow the list to just two or three as
you get a feel for their performance. Three to nine months should be
enough time to gauge the relationship. In the end, you should be working
with one main supplier of IPOs that suit your interests, and at least one or
two backup sources.

PAYING FOR RESEARCH AND GOOD ADVICE
The better brokerage houses publish weekly research that outlines their views
on the economy, the stock market, and companies in specific industries.
Because of possible bias caused by the company’s investment-banking activ-
ities, the favorable investment recommendations contained in these research
reports should be subject to further scrutiny. You and your account executive
should decide together if action is appropriate. These reports can, however, be
invaluable for building up a body of knowledge and an analytical framework
to judge specific industries that attract your attention. You never know when
an analysis of the computer networking industry or a piece of information
from a company research report will come in handy when evaluating an IPO.
If your account is too small to warrant the firm mailing you lots of reports,
tell your broker that you would like to drop by the office at a specific time of
the week to pick up relevant research. (If you are in a position to generate a
fair amount of commissions, you might be able to wheedle the Internet
access code to all the company’s current investment research.)

Full-service brokers charge much more for a trade than discounters. It is
this research information, along with access to IPO allocations, proper order
execution, and sound personal advice, which can justify the added expense.

PLACING AN ORDER
There are a number of cat-and-mouse games that go on when playing the IPO
market. One occurs when an investor places an order. Because the order can-
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not be executed immediately, the investor puts in an indication of interest,
which is essentially an order request. This order may be substantially greater
than what the investor really wants to purchase, since even institutional
clients might get only 5 or 10 percent of their requested allotments.

As the actual offering date approaches, the institutional or retail
account executive goes back to the client with the number of shares and the
likely offering price. This is the number of shares that the client has been
circled to receive. The client then has the opportunity to take the designated
amount at that price, a portion of it, or none at all.

The smaller the percentage of requested shares penciled in for major
clients, the stronger the deal is likely to be. Most underwriters initially want
at least twice as many shares requested as there are shares available, knowing
that some buyers may drop out of the deal at some point before the IPO.

If there are not enough buyers within the price range, the lead under-
writer will try to cut the price to entice more purchasers. The problem is that
dropping the price will chase out short-term traders looking for a quick buck.
If the mix of traders and longer-term investors attracted to the deal is unfa-
vorable, demand for the shares could deteriorate further. If a broker comes
back with a full allocation or states that the offering price has been cut, you
should think twice before buying the stock. At the least, we recommend that
you consider cutting your order in half. If you really like the company, you
may be able to buy the remaining shares at a cheaper price in the aftermarket.

On the other hand, do not be so disappointed with a small stock alloca-
tion that you pass it up. Take the small allocations. Fifty shares of a stock
that jumps 50 percent on the first day is still a favorable event.

READING BETWEEN THE LINES WHEN A BROKER CALLS
Any cold call (i.e., an unsolicited one) from a broker trying to market an
IPO should typically be disregarded. If a deal must be actively marketed to
small investors, it is most likely a dud. Here are typical lines used to entice
buyers to commit to a deal:

“You have to act fast.” From a cold caller, this means the deal is so
full of holes that if you thought twice about it, you would proba-
bly rescind the trade. A trusted broker may ask you to act quickly
on recent news, but coming from a stranger, the words should
immediately make you suspicious.

“I can only guarantee an allocation at the offering if you are willing to
buy more in the aftermarket.” This is covered in the box on the
aftermarket trap. Listeners who fall for this line might also be inter-
ested in buying limited partnership interests in the Brooklyn Bridge.
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“If you wait for the prospectus it will be too late.” Without the
prospectus, there is little chance of understanding what one is
getting into and whether the rewards are worth the risks assumed.
Although the sooner the request for shares is made the better, it
does not guarantee preferable treatment.

“Investors feel that this stock has very bright prospects. That’s why
we’ve priced the deal at $5.” Chances are the deal has been
given that price for a very specific reason: because a price below
$5 is a pain in the neck to a broker. This is because of an SEC rul-
ing stating that an order for an IPO price below $5 must be fol-
lowed up with a note from the investor confirming the trade.
Penny-stock brokers are so loath to allow investors a second
thought that they try to price even the riskiest deals at $5 or better.
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Beware the Aftermarket Trap
Under no circumstance should you promise to buy more shares of an
IPO in the aftermarket other than with a broker with whom you have
had a highly satisfactory, multiyear realationship. This ploy is often
used by disreputable brokers working for unscrupulous brokerage
organizations. The goal of these “bucket shops” is to bring a company
public with questionable fundamentals and manipulate the issue in the
aftermarket for their own profit. The brokers initially tout the stock,
promising that they have found enough buyers to send it higher in the
aftermarket, but that they can get you in on the “sure thing” if you
agree to purchase additional shares then as well. This amounts to a
modified pyramid scheme. But this scam is only a sure thing for the
broker-dealer and other insiders. With ready acquirers of the stock, the
IPO moves higher, as promised—but when the investor seeks to cash
in, the broker often makes excuses not to sell the position. The investor
is caught in a bind, because even if he or she were to transfer the stock
to another broker or request that a stock certificate be issued, it can
often take so long that the stock moves down in the interim. The rea-
son that the brokers seek to delay the sale is that they are busy selling
the stock short, knowing exactly when the bubble will burst. When
that happens, the stock drops and the brokerage house covers its short
position at a lower price. At that point, the investor is allowed to sell.
Usually, this results in a loss, sometimes a sizable one. In this zero-
sum game, the big winner is always the house.



“I liked the deal at 12 when I first pitched it to you. I love it at 10.”
A lower price means there were not enough buyers to get the deal
done at 12. Even if you come to the independent conclusion that
the company is attractive for investment, buy only half of the
desired position at the offering. The stock might get even cheaper
in the immediate aftermarket.

“If you take this IPO, I’ll give you all you want of the next one.”
Again, coming from a broker you trust, this might be an honest
statement (though your broker still can’t guarantee an allocation
for your next favorite IPO). Coming from a stranger, it is highly
suspicious. The next deal is apt to be just as lousy a company as
the one he or she is trying to foist on you now.

“I did the trade because I knew that you’d want me to do it.”
Unless you have signed away investment discretion to a broker,
making a trade without your approval is against the law. Talking
to your spouse does not count unless their name is also on the
account and they have investment discretion as well. Unless
your broker is your best friend (or very close to it), favorite
son, or closest sibling, signing over investment discretion can
result in financial disaster. It should be provided only to your
most trusted associates, friends, and family, and only if you are
in danger of losing your faculties or dying. Without the power
of discretion, a broker cannot execute a transaction without
your prior knowledge or approval. A reputable broker (there are
plenty of them) would never do it, and that goes for IPO pur-
chases as well.

TELLING WHETHER A BROKER IS REPUTABLE
As previously mentioned, references are your most important source when
trying to gauge the honesty of your broker. Look for trusted individuals
who will vouch for a broker’s honesty and investment acumen. Then use
your judgment. Is the broker well informed? Does he or she know what the
stock market has done over the last few weeks or for the year to date? Can
the broker articulate the firm’s current investment policy? If so, how does
the investment he or she is selling fit into that perspective?

In addition, ask yourself if the account executive makes reasonable
assertions about the potential returns of investments. Does he or she level
with you about the possible risks of owning more speculative investments?
And remember: Anyone who promises a specific return on any investment
in stocks probably should not be trusted.
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A respected broker should also be concerned with your investment
goals, financial condition, age, and salary level. Understanding the suit-
ability of various investments for a broad range of clients is a cardinal
virtue of any financial advisor. A cold caller should ask certain basic ques-
tions about an investor’s financial standing before posing a specific invest-
ment idea.

Will the broker readily sell a position if you insist upon it? Convincing
you to change your mind for your own good is one thing. Refusing to exe-
cute an instruction is quite another. (That includes the immediate sale of an
IPO in the aftermarket.) Stubborn resistance in the face of a customer’s
firm desire for a specific order execution is cause for ending the relation-
ship right there. (Incidentally, if you are having trouble getting the broker to
make the sale, you should call the branch manager. If that does not work,
try NASDAQ’s compliance department. It can sometimes put pressure on
the broker-dealer to let the trade go through.) But by far the best course of
action is to avoid getting involved with a broker like this in the first place.
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BUYING SMALL-CAP
STOCKS: THE WORLD
ACCORDING TO GARP

9

T
HIS AND THE FOLLOWING chapter show how a specific invest-
ment style, growth at a reasonable price (GARP), has allowed
Standard & Poor’s equity analysts to pick stocks and create
portfolios that have consistently beaten the market by wide
margins. There are obviously many factors behind this success,

but much of the strategy can be summed up very simply: Their strong buy
recommendations have been, for the most part, companies with above-
average sales and earnings growth, and with price/earnings (P/E) ratios at
or below that of the S&P 500. It is this Stock Appreciation Ranking System
(STARS) model, along with Standard & Poor’s Fair Value model (a STARS
quantitative correlative), that is the subject of Chapters 9 and 10.

Simply put, STARS is based on fundamental analyses done by Standard
& Poor’s 50 equity analysts. Fair Value, on the other hand, is a quantitative
model that uses regression analysis to come up with valuation anomalies—
that is, stocks that are trading above or below their current intrinsic value, at
least based on statistics. STARS began covering about 600 issues in 1987, and
now appraises about 1100 stocks. Fair Value assesses more than 2000 names.

The two models complement each other in that both systems empha-
size relative value, that is, stocks that are not being properly priced by
investors. STARS recommendations are subjective assessments, albeit by
experienced professionals, while Fair Value goes strictly by the numbers.
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WATCHING THE STARS FOR INVESTMENT GUIDANCE
In late 1985, in an effort to compete more effectively with Value Line, Stan-
dard & Poor’s decided to begin tracking its specific stock recommendations.
It also set about designing a quantitative model to pick stocks, as well. In
1986, the two systems were compared. After 12 months, the analysts clearly
won, beating both the statistical model and the S&P 500 by a wide margin.
In early 1987, S&P announced its new STARS system, continuing to rely on
its analysts rather than a “black box” for investment guidance.

The company made the right decision. During the last 12-plus years,
S&P’s analysts have done an amazing job of consistently beating the mar-
ket. In contrast, Value Line’s top-rated buys have beaten the market in fewer
than half of the last 10 years.

Because it relies on humans for its recommendations, STARS is not
really a system at all. It is not computer driven, it does not use technical
analysis, nor does it draw from a static index universe. It does represent the
collective wisdom of 25 industry and supervisory analysts, who make the
bulk of the recommendations, as well as of 25 nonindustry analysts. These
professionals use basic fundamental analysis to find their best picks, focus-
ing on potential stock performance over the intermediate term and empha-
sizing capital appreciation (i.e., stock price appreciation) instead of total
return (which might also include dividends).

The analysts are asked to judge every company they follow based on its
potential for stock price appreciation over the next 6 to 12 months. Their
recommendations can fall into five different categories:

Recommendation Expectation

***** Buy Offers potentially high returns relative to the market

**** Accumulate Could generate above average returns
*** Hold Market performer
** Avoid Likely to underperform market

* Sell High potential to drop in value
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STARS stock recommendations, as well as Fair Value rankings, are
published in most Standard & Poor’s equity research products,
including Stock Reports, Personal Wealth, The OUTLOOK invest-
ment newsletter, and MarketScope.



Before divulging some of the secrets to their success, it might be interest-
ing to review the actual performance of the stocks on the 5-STAR buy list,
or the names with the highest ratings. Table 9-1 shows just how well the
analysts have done predicting stock performance over 12-plus years.
(When looking at these results, bear in mind they are before dividends and
transaction costs. The average dividend yield of a 5-STAR stock is about
half that of the S&P 500, and portfolio turnover is about 125 percent a year,
which is about average for a growth-stock portfolio. Adjusting for these
transaction costs and dividends would slightly reduce the outperformance
of the list, but most of the excess returns would remain.)

Table 9-2 isolates the performance of the 5-STAR buy list and shows
how $100,000 invested in it would have grown compared with the S&P
500. (Again, this is before transaction costs and dividends.)

In summary, the annual returns of the 5-STAR buy list exceeded the
S&P 500 in 8 out of 12 full years, and for the first 9 months of 1999. The size
of the 5-STAR portfolio has generally ranged between 30 and 110 stocks,
with the number rising over the years in line with the number of stocks ana-
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TABLE 9-1 Relative returns of STAR categories.
Year 1 STAR 2 STAR 3 STAR S&P 500 4 STAR 5 STAR

1987 −24.9% −0.1% −4.1% 2.0% −2.8% 21.3%

1988 13.0 18.3 19.5 12.4 17.0 19.4

1989 −5.1 8.3 16.0 27.3 26.9 28.5

1990 −43.2 −23.8 −12.9 −6.6 −6.1 −12.8

1991 −7.5 28.0 28.5 26.3 41.2 47.7

1992 20.3 14.3 14.7 4.5 12.2 12.8

1993 11.5 16.4 15.1 7.1 12.3 22.4

1994 1.0 2.3 −5.3 −1.5 −2.3 −2.4

1995 10.2 20.9 26.4 34.1 29.8 32.4

1996 −14.6 14.0 13.3 20.3 18.4 27.8

1997 14.5 13.4 22.1 31.0 30.4 31.5

1998 −0.7 1.9 4.8 26.7 11.3 26.7

1999* 3.6 9.0 0.2 4.4 4.7 15.5

Cumulative return −28.4% 199.1% 239.8% 429.7% 450.3% 950.7%

Compound return −2.6% 9.0% 10.1% 14.0% 14.3% 20.3%

* Through September 30.



lytically followed. The average beta (a measure of volatility) of the portfolio
is about 1.2, slightly higher than that of the market.

Because the STARS universe is made up of approximately 1100 com-
panies, the majority of its stocks are small- and midcapitalization. But there
is also a subset of the portfolio known as the S&P SmallCap/IPO Buy List.
This list, which has been regularly published in S&P’s Emerging & Special
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TABLE 9-2 5-STAR historical returns.
5-STARS $100,000 $100,000

Year Portfolio Invested S&P 500 Invested

1987 21.3% $121,300 2.0% $102,000

1988 19.4 144,832 12.4 114,648

1989 28.5 186,109 27.3 145,947

1990 −12.8 162,287 −6.6 136,314

1991 47.7 239,698 26.3 172,165

1992 12.8 270,380 4.5 179,913

1993 22.4 330,945 7.1 192,686

1994 −2.4 323,002 −1.5 189,796

1995 32.4 427,655 34.1 254,516

1996 27.8 546,543 20.3 306,183

1997 31.5 718,704 31.0 401,100

1998 26.7 910,595 26.7 505,194

1999* 15.5 1,051,741 4.4 530,554

Cumulative return 950.7% 381.1%

Compound annual return 20.3% 13.4%

* Through September 30.

For non-do-it-yourselfers, we should mention the existence of the
Bear Stearns S&P STARS Portfolio Fund. Launched in April 1995,
the fund is designed to emulate the 5-STAR buy list. (Under most cir-
cumstances, at least 85 percent of the portfolio has to be made up of
stocks that were designated 5-STAR at their time of purchase.) From
its inception through June 30, 1999—a little more than four years—
the fund generated a total return well above the average large-cap
stock fund.



Situations newsletter since 1982, contains IPOs (priced upon inclusion
after the first day of trading) and small-cap growth stocks. Since we started
tracking the performance of this subgroup at the end of 1987, returns have
also been impressive against its benchmark, the S&P SmallCap 600 Index,
as shown in Table 9-3.

So, then, how do S&P’s analysts do so well? As it turns out, by sticking
to sound, old-fashioned strategies. S&P’s analysts pick the best stocks within
the industries they monitor, and recommend them only when the stocks’ P/E
multiples are at a discount to the companies’ earnings growth rates.

In late 1994, in connection with the launching of the Bear Stearns S&P
STARS Portfolio Fund, the company did a major analysis of STARS
returns. This analysis revealed that the most significant factor affecting
positive performance was analyst stock selection within each industry. Top-
down economic considerations were also important, as was accurate indus-
try selection. Other factors that contributed to outperformance included
emphasis on superior growth, as well as on accurate earnings projections.
All these attributes were consistent with a GARP style of investment.

CHAPTER 9 BUYING SMALL-CAP STOCKS: THE WORLD ACCORDING TO GARP 157

TABLE 9-3 S&P’s small-cap buy list and performance history.
Year ESS Portfolio S&P SmallCap 600 S&P 500

1988 13.6% 17.0% 12.4%

1989 25.2 11.5 27.3

1990 −19.9 −25.4 −6.6

1991 43.8 45.9 26.3

1992 32.1 19.4 4.5

1993 18.9 17.6 7.1

1994 −9.3 −5.8 −1.5

1995 28.9 28.6 34.1

1996 25.1 20.1 20.3

1997 22.6 24.5 31.0

1998 −6.4 −2.1 −26.7

1999* 22.0 −0.7 4.4

Cumulative return 426.8% 251.2% 429.7%

Annual return 15.2% 11.3% 15.3%

$100,000 $526,810 $351,210 $533,150

* Through September 30.



This all made sense to us. Since most analysts focus on one industry,
their knowledge bases are deep, but narrow. They concentrate on the rela-
tive worth of stocks within each industry and not on the relative weighting
of their industries in a portfolio.

GROWTH AT THE RIGHT PRICE (GARP)
The next thing S&P needed to know was the collective investment char-
acteristics of the 5-STAR buy list as a portfolio. When put together,
what were the most unique statistical differences which were driving
performance? The analysis revealed a consistency in investment pro-
files, meaning that the analysts seemed to be adhering to a specific
investment style.

Table 9-4 shows that, on average, the analysts chose and the fund owned
stocks that were growing faster than those in the S&P 500, and which had
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TABLE 9-4 5-STAR portfolio characteristics versus S&P 500*.
Bear Stearns 

5-STAR S&P STARS 
Characteristic Buy List Portfolio Fund S&P 500

Beat, 60 mo 1.2 1.2 1.0

Price/earnings, trailing 26.9 29.8 27.5

Price/book value 6.6 6.5 7.4

Price/sales, trailing 4.1 3.5 3.7

Price/cash flow, trailing 22.2 21.6 22.4

IBES† 5-yr estimated 18.4% 19.6% 14.7%
earnings/share growth

P/E to IBES† 5-yr growth 1.6 1.6 1.9

Median market $5.1 $11.0 $6.7
capitalization, $ billion

Return on equity, 18.5% 23.8% 23.5%
trailing 12 mo

Capitalization‡

Large cap, >$5.0 billion 50.0% 65.1% 61.2%

Midcap, $1.0–$5.0 billion 37.0% 27.9% 33.2%

Small cap, <$1.0 billion 13.0% 7.0% 5.6%

* As of October 26, 1998.
† Institutional Broker’s Estimate System.
‡ Based on an equal-weighted portfolio.



higher levels of profitability, but that were still cheaper based on standard
valuation ratios. Compared to the S&P 500, the 5-STAR stocks and the Bear
Stearns S&P STARS Portfolio Fund held stocks of companies growing
earnings faster than the S&P 500, but which had close to the same P/E and
price/cash-flow ratios, lower price/book-value ratios, and, most important,
lower P/E-to-growth rates. Also of note: The cap size distribution was virtu-
ally the same as that of the S&P 500.

STANDARD & POOR’S FAIR VALUE MODEL
Although S&P’s analysts handily beat the computer’s stock rankings in
1986, S&P was not about to abandon its search for a superior quantitative
model. In 1991, after four years of labor and exhaustive backtesting, the
S&P Fair Value model was unveiled. This time the model provided returns
highly competitive with those of the analysts.

Like the Coca-Cola formula, quantitative methodologies that consis-
tently beat the market are highly valuable and are vigilantly kept under lock
and key, so we will only speak in general terms here. In summary, the model
looks for stocks that are trading at a discount to their “fair value,” based on
consensus earnings growth expectations over the next three to five years.
Using earnings projections, the Fair Value model evaluates likely returns on
book value, as well as returns on equity over the next five years. It then com-
pares these statistics with historical average returns for each stock, those of
the overall industry, and those of the S&P 500. A fair value is then calculated
for each stock in the universe, and the final stock list is broken down into
quintiles. Those equities considered most attractive are ranked 5, and the
least attractive are ranked 1.

As Table 9-5 illustrates, top-ranked stocks by this model have done
quite well. Of course, this should be no surprise, because, like the STARS
system, the Fair Value model essentially emphasizes growth at a reasonable
price.

In early 1997, some major enhancements were made to the Fair Value
model. The most important was the addition of an earnings surprise fac-
tor. Research has shown that companies that have recently exceeded earn-
ings expectations will probably do so again in the next quarter. Similarly,
companies that have recently reported earnings disappointments are likely
to repeat that performance, too. To account for this phenomenon, stocks
were divided into quintiles based on their likelihood to report an earnings
surprise in the coming quarter. When incorporated into the model, the
backtested results showed that this enhancement would have added 5 per-
centage points (or 500 basis points) of annual return to the portfolio.
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STANDARD & POOR’S PLATINUM PORTFOLIO:
A PERFECT MARRIAGE
It did not take long for the company to set about combining the best of its
human and quantitative systems to create a model portfolio of top stocks.
The performance of S&P Platinum Portfolio, as shown in Table 9-6, has
been impressive. To be included, a stock must have a 5 ranking in both the
STARS and Fair Value systems. To be removed from the list, the stock must
no longer be ranked 5 according to both models.

Although not by design, most of the stocks in this portfolio have mid-
and small capitalizations. Why? Larger-capitalization stocks have so many
analysts following them that their stock prices more or less reflect their
long-term prospects. It is among the less-followed stocks that the S&P ana-
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TABLE 9-5 Returns of Standard & Poor’s fair value model.*
Quintile

Year 1 2 3 4 5 S&P 500

1987 −3.9% −1.1% 2.2% −0.4% 6.7% 5.1%

1988 21.0 19.3 26.3 24.9 30.7 16.6

1989 17.3 23.1 22.5 22.0 24.8 31.7

1990 −17.1 −11.1 −10.4 −9.3 −4.1 −3.1

1991 27.7 29.6 43.9 45.1 59.7 30.5

1992 15.8 14.3 15.2 23.1 23.8 7.6

1993 17.3 16.4 21.6 15.0 12.7 10.1

1994 −2.8 −4.6 0.2 1.6 9.7 1.3

1995 25.9 23.7 28.8 28.7 33.7 37.6

1996 16.4 17.6 22.0 20.6 28.3 23.0

1997 23.1 31.4 24.5 31.4 37.7 33.4

1998 2.7 3.4 11.6 5.3 8.0 28.6

1999† 5.6 1.7 1.0 5.3 9.6 5.3

Cumulative return 256.8% 321.8% 515.8% 567.6% 654.6% 529.7%

Annual return 11.0% 11.9% 15.6% 15.7% 20.7% 15.6%

$100,000 invested $256,800 $321,800 $515,800 $567,600 $654,600 $529,700

* Prior to 1997 enhancement.
† Through September 30.
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TABLE 9-6 Standard & Poor’s platinum portfolio
performance history.

Year Platinum Portfolio S&P 500*

1987 9.1% 2.0%

1988 26.4 12.4

1989 36.5 27.3

1990 2.6 −6.6

1991 42.3 26.3

1992 8.0 4.5

1993 17.8 7.1

1994 3.8 −1.5

1995 37.7 34.1

1996 34.3 20.3

1997 17.4 31.0

1998 20.5 26.7

1999† 21.1 4.4

Cumulative return 1051.7% 429.7%

Annual return 21.1% 14.0%

* Excluding dividends.
† Through September 30.

lysts and the Fair Value model tend to make their most important discover-
ies. (Sample S&P 5-STAR, Fair Value 5, and Platinum Portfolio reports can
be seen in Exhibits 9-1 to 9-3.) As the current portfolio manager of the S&P
STARS Portfolio Fund, I pay careful attention to the Fair Value ranking, the
Platinum Portfolio, and the 5-STAR buy list when selecting and weighting
stocks within the fund.

INDEPENDENT CORROBORATION
In mid-1997, David Lipschutz, a Morgan Stanley Dean Witter analyst,
completed a study of stock performance based on P/E-to-growth rates. It
looked at the performance of the 1000 biggest stocks during the 111⁄2 years
ending June 30, 1997. The study found that stocks trading at low P/E-to-
growth rates significantly beat the market, while high P/E-to-growth stocks
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EXHIBIT 9-1 Sample S&P 5-STAR recommendations listing.
(From Standard & Poor’s. Copyright © 1998 by The McGraw-Hill Companies.)
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EXHIBIT 9-1 Sample S&P 5-STAR recommendations listing (Continued ).
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EXHIBIT 9-2 Sample S&P fair value portfolio 5-ranked listings.
(From Standard & Poor’s. Copyright © 1998 by The McGraw-Hill Companies.)
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EXHIBIT 9-3 Sample S&P platinum portfolio listings (ranked 5 by
both the STARS and fair value models).
(From Standard & Poor’s. Copyright © 1998 by The McGraw-Hill Companies.)
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TABLE 9-7 Morgan Stanley Dean Witter Study: Stock-price performance
by P/E-to-growth rate plus yield, stocks equally weighted*

Average Forecast Average P/E-growth
Group EPS Growth Annual Return Rate, 09/30/97

Group 1 17.7% 21.7% 0.5

Group 2 15.3 20.1 0.6

Group 3 14.9 18.1 0.7

Group 4 14.3 16.6 0.8

Group 5 13.7 16.7 0.9

Group 6 13.0 15.2 1.0

Group 7 12.5 12.4 1.0

Group 8 12.0 10.3 1.1

Group 9 11.5 10.0 1.3

Group 10 12.4 4.3 3.8

All 1000 stocks 13.7 14.9 1.2

* Annualized compound return, December 31, 1985 to September 30, 1997.

SOURCE: Morgan Stanley Dean Witter.

EXHIBIT 9-3 Sample S&P platinum portfolio listings
(ranked 5 by both the STARS and fair value models) 
(Continued).

did quite poorly. The results were as shown in Table 9-7, with Group 1 rep-
resenting the 100 stocks with the lowest P/E-to-growth rates, and Group 10
representing the 100 stocks with the highest. (The P/E was based on pro-
jected 12-month operating earnings per share, and the growth rate was
based on consensus projected earnings for the next 5 years.) Rebalancing
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TABLE 9-8 Morgan Stanley Dean Witter Study: Most and least expensive stocks by
P/E-to-growth rate.

Long-term P/E-to-
Recent Earnings Growth

Rank Company Price P/E* Growth Rate† Rate

Most expensive

1 General Electric 67 24 13% 1.8

2 Microsoft 138 39 23 1.7

3 Intel 99 21 21 1.0

4 Exxon 63 21 7 3.2

5 Coca-Cola 61 34 18 1.9

6 Merck 95 22 15 1.5

7 Royal Dutch Petroleum 53 20 8 2.5

8 Philip Morris 45 14 16 0.9

9 IBM 108 15 12 1.3

10 Procter & Gamble 138 22 13 1.7

11 Wal-Mart 37 21 13 1.6

12 Bristol-Myers 79 22 11 2.0

13 Johnson & Johnson 59 21 14 1.5

14 Du Pont 66 17 10 1.7

15 Pfizer 55 27 16 1.7

Least expensive

1 Seagate Technology 43.00 9.5 23.3% 0.4

2 Falcon Drilling 27.56 17.4 32.4 0.5

3 Western Digital 54.00 11.7 20.7 0.6

4 Corporate Express 17.25 23.6 41.0 0.6

5 Quantum 37.00 12.7 19.5 0.6

6 Cooper Cameron 58.63 22.1 34.4 0.6

7 US Cellular 30.88 21.9 34.0 0.6

8 Medpartners 20.50 16.0 26.3 0.6

9 USX-US Steel 35.13 9.1 14.0 0.7

10 Santa Fe International 43.50 14.6 22.3 0.7

11 Iomega 24.13 23.4 35.7 0.7



TABLE 9-8 Morgan Stanley Dean Witter Study: Most and least expensive stocks by
P/E-to-growth rate (Continued).

Long-term P/E-to-
Recent Earnings Growth

Rank Company Price P/E* Growth Rate† Rate

12 Republic Industries 23.38 26.3 40.0 0.7

13 Diamond Offshore Drilling 44.00 17.7 26.8 0.7

14 Tidewater 51.06 13.2 19.7 0.7

15 Ensco International 63.00 17.0 25.0 0.7

* Based on projected 1998 profits as of July 31, 1997.
† Based on projected five-year profit growth from July 31, 1997, using Institutional Broker’s Estimate System con-
sensus.
SOURCE: Morgan Stanley Dean Witter; adapted from Andrew Bary, “New Value in Old Saw,” Barron’s, August
25, 1997. Republished by permission of Dow Jones, Inc. via Copyright Clearance Center, Inc. © 1997 Dow
Jones and Company, Inc. All rights reserved worldwide.
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(movement of stocks from one decile to another) occurred every month.
Although this study is of large-cap stocks, we believe the results also apply
to small-cap stocks.

Table 9-8 shows the most expensive stocks in the study’s 1000-issue
universe, as well as the cheapest.



GARP AND THE 
INDIVIDUAL INVESTOR

10

T
HE LAST CHAPTER takes a quick peek at the methodologies
behind the Fair Value and STARS systems. But how can they be
applied to individual stocks, particularly those that are not cov-
ered in the STARS and Fair Value systems?

This chapter provides a framework for understanding when
a stock is or is not attractive. The stocks selected—Symantec, Kellogg,
USFreightways, and Intergraph—run the gamut in terms of growth and
value, price/earnings (P/E), and capitalization characteristics, and so are
good illustrations of each category.

Standard & Poor’s distinguishes between growth and value stocks by
using book value. Those companies with the highest price/book values are
placed in the growth subgroup, and those with the lowest in the value sub-
group. As of mid-1999, the S&P 500 index was trading at almost 5 times
book value. By this measure, Symantec and Kellogg would be defined as
growth stocks, and USFreightways and Intergraph deemed value stocks.

The P/E ratios for these four companies ranged from 29 times for Kel-
logg to 13 times earnings per share (EPS) for USFreightways. Kellogg is
the only large-cap stock of the bunch, with a market capitalization of over
$16 billion. The other three were small-cap sized, with the smallest, Inter-
graph, at $428 million.

Let’s start with a quick review of our system. The goal is to use pro-
jected earnings estimates and long-term growth expectations to come up
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with a fair valuation, or P/E, for the stock. That P/E may then be used to
derive a target stock price 12 months from now. The next step is to compare
that stock price with the current price to derive the stock’s appreciation
potential over the next 12 months. Finally, that appreciation potential is
added to the current dividend yield, and compared to the historical return of
the market. From this process, the stock is ranked in one of the following
categories based on potential return:

20 percent and up return Buy
13 to 20 percent Accumulate

8 to 13 percent Market performer
0 to 8 percent Avoid

Negative return Sell

If you apply this system and rank the stock a buy, find out as much
about the company as possible. The key here is to develop a degree of con-
fidence that the analyst’s growth projections are realistic. Remember, small
company growth rates almost always trend down over time. Growth rates
also eventually revert to the growth rate of the overall product category. If
the mainframe computer market is growing at 3 percent a year, a company
that comes out with a better one might be able to enjoy a short spurt of
growth as it takes market share away from the leader, but the growth rate
will eventually drop back toward 3 percent over time.

As you might guess, the long-term earnings growth rate is the most
important statistic in this analysis. There are a number of sources for analyst
estimates of three- to five-year earnings growth. The primary vendors are
Institutional Broker’s Estimate System (IBES), First Call, and Zacks. They
can be found in a number of Standard & Poor’s products, on the Internet, on
America Online (AOL), and on Compuserve. None of these vendors allows
you to screen their earnings databases within the free portions of their Inter-
net websites but all provide some valuable individual stock information
gratis. For example, at the First Call site (www.firstcall.com) you can find
earnings surprises, earnings revisions, companies expected to report the fol-
lowing week, and consensus earnings on the Dow Industrials. (Consensus
earnings estimates, along with other information on particular stocks, can be
obtained via its “Estimates on Demand” service at $1.50 to $3.00 per com-
pany, or $199 a year for access to the entire database.)

Other websites that supply similar free earnings estimates include
E*Trade and Quote.com. As of mid-1999, Quote.com charged $24.95 a
month for its Extra Subscription service, which includes First Call earnings
information, other company information, customized daily charts, news,
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insider trade information, and portfolio-tracking information. Thomson’s
Investor’s Network service (www.thomsoninvest.net) charges $9.95 a
month for a variety of information, including up to 25 consensus earnings
reports per month, $2.50 each after that. Or, for $12.95 a month, you can
receive consensus earnings data via Nelson’s Earnings Outlook.

As of mid-1999, Zacks Investment Research offered the best deal for
studied users. Free information included unlimited access to brief company
reports. These reports included Zacks’s earnings estimates for the current
and next fiscal year, as well as the current quarter. Last quarter’s actual
earnings are also there, along with any earnings surprises. Zacks’s “Analyst
Watch” also includes other fundamental data, screening capability, and 
e-mail alerts for $295 a year. Barron’s rated Quote.com as the most eco-
nomical for heavy users at $24.95 a month, followed by Zacks for the most
sophisticated investors.

Now let’s review some hard examples to prove our point. For compa-
nies increasing earnings by more than 30 percent a year, the target P/E
should be below the growth rate. The higher the growth rate, the greater the
discount that should be applied to that growth rate to come up with the tar-
get P/E. Always use a three- to five-year growth rate (preferably five). And
remember: Even the fastest-growing companies typically come down to
more realistic levels over that time span. Many companies that are doubling
earnings now will not do so for long.

We should also point out that any cyclical companies (those that are
more subject to the economic cycle) will inevitably experience down years.
These companies should receive lower target P/E multiples than stocks
operating in noncyclical industries (see Table 10-1). Sectors most subject to
the economic cycle are basic materials, industrials, transportation, con-
sumer durables, financials, and technology. Sectors less subject to the earn-
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TABLE 10-1 Target P/E ratios and growth rates for cyclical and 
noncyclical industries.

Target P/E

5-yr Target Growth Rate Cyclical Industry Noncyclical Industry

50% 38 45

40 32 37

30 25 30

25 21 28

20 17 25

NOTE: Data as of September 30, 1999.



ings cycle are consumer staples, communications services, and healthcare
services. Energy tends to run on its own cycle.

For companies likely to grow earnings at less than a 20 percent annual
rate (which encompasses the vast majority of firms), the P/E should be a
function of that currently being applied to the S&P 500. For example, in the
beginning of 1997, analysts were projecting that earnings for the S&P 500
would expand about 13 percent over the next year. The S&P 500 was trad-
ing at 19 times that earnings expectation. A company expected to grow
earnings above that 13 percent rate should then get a slightly higher P/E
than 19 times. If earnings growth is expected to be less, then a lower P/E
should be used. Raise the target P/E slightly for large companies with a
consistent record of earnings growth; lower it a bit for troubled companies
that are less likely to hit earnings-growth targets or that have low returns on
equity.

Finally, once the P/E is derived, it should be applied to the company’s
potential earnings for the succeeding 12 months. As of the beginning of
1999, that would mean coming up with potential 2000 earnings. (Some
analysts will not have derived a next-year estimate so early in the current
calendar year, but you can come up with a rough guide by using the five-
year projected growth rate. If projected 1999 earnings per share are $2.00,
and the company’s long-term earnings growth rate is 30 percent, then
adding 30 percent would give you a quick-and-dirty estimate of $2.60 for
2000.) Once you have next year’s earnings estimate, you can use the P/E to
come up with a target for the year-end 1999 stock price. If that price is
more than 20 percent above the current level, the stock could be a real win-
ner. Of course, if the target price is close to the current one (or lower), it is
less likely to generate much of a return (see Table 10-2).

Some details regarding Table 10-2 should be explained:

• Our analysis took place in June 1998, so the 13- to 24-month pro-
jected earnings-per-share (EPS) target was essentially a blend of cal-
endar 1998 and 1999 estimates.

• For Symantec, the forward 12-month target price is our sense of
where the stock should trade in June 1999 in anticipation of projected
1999 per-share earnings. (Symantec has a fiscal year that ends in
March, so we had to interpolate a bit to get a calendar year estimate.)

• Return on equity (ROE) was based on beginning ROE for the current
fiscal year.

• Net profit margin was for the most recently completed fiscal year,
except for Intergraph which had a deficit for the quarter.
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If an investor simply took a snapshot of the two growth stocks, Syman-
tec and Kellogg, Symantec would appear to have the fastest growth, and
hence be more likely to provide better returns during the next 6 to 12
months. Yet Symantec’s P/E is lower than Kellogg’s on a trailing 12-month
basis. Symantec’s stock is more volatile, as evidenced by its beta of 1.80.
Still, by purchasing a stock at a P/E below the five-year growth rate, there
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TABLE 10-2 Comparative value chart.
Stock (ticker)

Characteristic SYMC K USFC INGR

Trailing 12-mo earnings growth 86.8% 16.4% 43.5% Deficit

Projected 3–5-yr growth rate 37% 9% 13% 8%

Target P/E on 5-yr growth rate 30× 19× 14× 10×
Consensus projected 12-mo EPS $1.81 $1.89 $2.68 $0.59

Estimated 13–24-mo forward EPS $2.48 $2.06 $3.03 $0.64

12-mo forward target price $74.40 $39.14 $42.42 $6.40

June 1998 price $26.13 $39.88 $30.88 $8.88

Percent difference 184.8% −1.9% 13.7% −27.9%

Dividend rate Nil 2.3% 1.2% Nil

Potential return 184.8% 0.4% 14.9% −27.9%

Recommendation Buy Avoid Accumulate Sell

Fair Value ranking 5 2 4 1

Fair Value $41.88 $39.63 $38.25 $6.13

STARS ranking 5 2 5 2

Earnings/dividend rank B− A B+ C

P/E trailing 12-mo EPS 18 29 13 NM

Market cap/sales 2.6 2.4 0.5 0.4

Stock price/tangible book value 5.3 15.8 2.7 1.0

Debt/capital 2% 59% 21% 13%

ROE 32% 50% 17% NM

Net profit margin 15% 8% 4% NM

Beta 1.80 0.53 0.46 1.08

Stock relative strength 64 48 39 63



is a sizable margin of error built into the equation. If growth remains
strong, the stock will rise because the current P/E does not fully reflect it.
If growth slows, it must slow appreciably below current long-term growth
expectations before the stock will suffer.

USFreightways and Intergraph are both value stocks because they are
trading at low stock price/book values and low price/sales, but these two
firms appear to be going in different directions. USFreightways has been
consistently profitable in a highly cyclical business. Intergraph has posted
deficits for five straight years. USFreightways’ revenues and earnings were
up in each of the last five years, while Intergraph’s revenues have been vir-
tually flat for seven years. It has a lower projected long-term growth rate,
and has had a lower return on stockholders’ equity since 1992, yet it trades
at a higher P/E on forward projected earnings. Go figure.

Clearly, the more attractive of the four stocks are Symantec and US-
Freightways. Indeed, at the time this analysis was made, each stock was
rated a buy by S&P’s analysts and buy and accumulate, respectively, by its
Fair Value model. (Exhibits 10-1 to 10-4 at the end of this chapter present
S&P’s Stock Reports analyses of the four stocks.) Try this valuation method
out on some of the stocks you own. You might be surprised at the results.

Having a stock price well below the target price does not necessarily
mean that Symantec and USFreightways will work out, but they certainly
seem a better bet than Kellogg and Intergraph. The key point to remember
is that stock-price movements are a function of two things—earnings
growth and P/E ratios. The stock of a fast-growing company is only a good
buy if the P/E does not already reflect those growth prospects. And a
“value” stock cannot be considered cheap unless its P/E is low given the
company’s long-term prospects. A company with a below-market P/E is not
cheap unless the company increases earnings at or above the average com-
pany in the S&P 500.
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What about the really small stocks, sometimes referred to as the
microcap stocks? Most of these companies are not followed by any
brokerage house analysts, making their analysis somewhat more
problematic. In this case, you will need to develop your own long-
term growth rates. Unless you are a true student of the investment
game, this could prove a daunting task. Nonetheless, even though you
might not be able to come up with a target price, you should still be
able to review a company’s P/E versus the market.
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EXHIBIT 10-1 Report on Symantec.
(From Standard & Poor’s Stock Reports, June 27, 1998. Copyright © 1998 by The

McGraw-Hill Companies.)
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EXHIBIT 10-1 Report on Symantec (Continued).
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EXHIBIT 10-1 Report on Symantec (Continued).
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EXHIBIT 10-1 Report on Symantec (Continued).
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EXHIBIT 10-1 Report on Symantec (Continued).
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EXHIBIT 10-2 Report on Kellogg.
(From Standard & Poor’s Stock Reports, June 27, 1998. Copyright © 1998 by The 

McGraw-Hill Companies.)
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EXHIBIT 10-2 Report on Kellogg (Continued).
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EXHIBIT 10-2 Report on Kellogg (Continued).
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EXHIBIT 10-2 Report on Kellogg (Continued).
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EXHIBIT 10-2 Report on Kellogg (Continued).
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EXHIBIT 10-3 Report on USFreightways.
(From Standard & Poor’s Stock Reports, June 27, 1998. Copyright © 1998 by The 

McGraw-Hill Companies.)



186 FAST STOCKS FAST MONEY

EXHIBIT 10-3 Report on USFreightways (Continued ).
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EXHIBIT 10-3 Report on USFreightways (Continued ).
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EXHIBIT 10-3 Report on USFreightways (Continued).
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EXHIBIT 10-3 Report on USFreightways (Continued ).
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EXHIBIT 10-4 Report on Intergraph.
(From Standard & Poor’s Stock Reports, June 27, 1998. Copyright © 1998 by The 

McGraw-Hill Companies.)
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EXHIBIT 10-4 Report on Intergraph (Continued ).
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EXHIBIT 10-4 Report on Intergraph (Continued).
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EXHIBIT 10-4 Report on Intergraph (Continued).
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EXHIBIT 10-4 Report on Intergraph (Continued).



Out of every 100 stocks, 80 will be worth roughly their current stock
price. It’s the outliers that should be bought or avoided. By this methodol-
ogy, all you need are 20 or so attractive stocks in different industries to cre-
ate a sound, diversified stock portfolio. The STARS, Fair Value, and
Platinum Portfolio choices are good starting points. We recommend that
you fill out your list with good small-cap ideas using the method outlined
in this chapter.
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GROWTH VERSUS VALUE

11

G
ARP INVESTING USING the STARS and Fair Value systems is
an excellent framework, but most investors will want to learn
more about a stock before investing in it. The next few chap-
ters discuss additional ways that investors can analyze small
stocks.

One way to divide up the market is by industry. Most analysts working
for brokerage houses and investment management firms have narrow and
deep knowledge of a specific industry group, be it steel and other ferrous
metals, or biotechnology. They try to determine whether their industry
group is likely to do well against certain benchmarks, and to select the best
companies within each industry.

Portfolio managers must necessarily take a more general approach. They
quiz analysts and study industry and company reports across the board. They
will utilize a variety of investment approaches. One might like to buy equi-
ties that are trading at low P/Es, while another might favor companies that are
growing rapidly, regardless of the P/E. Another manager might prefer to buy
mature companies with known track records, while someone else might pre-
fer young companies developing emerging technologies.

Of course, no single investment approach can be singled out as best. A
manager might excel at one style of investing but not others. Most invest-
ment firms try to align the investment style of an investment manager with
the investment goals of the portfolio being managed. For example, a large-
cap, low-P/E manager would be ill-suited for a small-cap growth fund.

This concept applies to the individual investor too. There are many
investment styles that can serve an investor well. Although some strategies
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perform better than others, it is more important to choose one that fits your
personality and that you will feel comfortable with over the long run. It
makes little sense to invest in growth stocks, for instance, if you are
inclined to bail out of the group at the first sign of trouble.

It is all right to experiment in the beginning, but in the end, sticking
with an investment discipline is just as important as choosing the right one.
Staying with a theoretically solid investment discipline is essential if you
want to beat the stock market. Although you may make slight adjustments
to your portfolio to reflect changing economic conditions, never abandon
your core discipline.

Just about all of the most common quantitative and qualitative invest-
ment disciplines can be divided into the two categories of growth and value.
Of course, for both categories, the key is to find stocks that are trading at
prices that do not already reflect their future earnings power. But there are
differences in the two types of equities—namely, differing financial ratios
and fundamental factors that trigger buy and sell decisions (see Table 11-1).

MEASURING GROWTH
How should you evaluate a company’s potential growth? The most common
answer to this question is to assess historical and future sales and earnings
growth. A growth company would be one that is growing at an above-
average rate by these measures. If companies in the S&P 500 increased
earnings at a 13 percent rate over a 12-month period, and a particular firm
within that group showed earnings growth of 25 percent, then most
investors would characterize it as a growth stock. Be careful, however, to
watch out for one-time events that could be anomalies in the earnings pat-
tern. A true growth company should maintain this above-average pace over
a number of years, and be likely to continue to do so for a long time. Cisco
Systems, Intel, and Microsoft are just such companies.

There are also plenty of growth stocks which have no earnings at all.
Companies with strong revenue growth combined with significantly
declining losses could still be deemed good growth companies—they are
simply in an early stage of development. America OnLine (AOL), Qual-
comm, and Yahoo! were good examples of early-stage growth stocks when
they went public. On the other hand, companies with higher earnings on
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The worst thing an investor can do is buy stocks based on what has
worked best over the previous year. This is almost always a recipe for
poor performance.



declining revenues are not growth stocks. Maybe a money-losing division
was jettisoned. That might make these firms’ shares interesting special sit-
uations, but they would not be growth stocks.

One could also use annual increases in sales, cash flow, market value,
or operating profit to measure growth. Sales and operating profit trends are
good reflections of overall company growth over time, along with, of
course, per-share earnings.

ASSESSING VALUE
Defining a value stock is just as tough a task. Most investors consider them
to be stocks that are cheap by certain evaluative standards. What measure-
ment of values should one use to define value stocks? Should it be a low
return on equity (ROE), a high dividend yield, or some other statistic?
There are many opinions on this point. Low price/sales and low price/cash
flow are excellent value gauges, but low price/book value remains the pri-
mary standard to differentiate value stocks from growth stocks.

PRICE/BOOK VALUE AS A MEASURE OF GROWTH AND VALUE
In 1992, Standard & Poor’s, in collaboration with BARRA, Inc., decided to
categorize S&P’s major indexes by growth and value (see Table 11-2). The
statistic that it decided to use was book value. BARRA studied the issue at
great length, and concluded that book value best reflects the contrasts of
growth and value. The price/book value ratio was deemed the best indica-
tion of what the market believes a company’s assets are worth today. This
view is based on what the company might earn not over the next year or so,
but over many decades. Hence, it also tends to be more stable over time.

Exhibits 11-1 and 11-2 at the end of this chapter present sample
S&P/BARRA value and growth lists.
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TABLE 11-1 Growth versus value stocks: positive buy signals.
Growth Disciplines Value Disciplines

Above-average earnings growth

High relative strength

High return on equity (ROE)

High profit margins

Rapid sales growth

Stock above moving average
in emerging industries

No dividend

Low book value
Low P/E
ROE above P/E
Low but improving margins
Stock buybacks
Stock just crossed moving average
Low stock capitalization/sales
Rising cash dividend



TABLE 11-2 S&P/BARRA growth and value index categories.
S&P/BARRA List

Factor 500 Growth 500 Value MidCap 400 Growth MidCap 400 Value SmallCap Growth Value

Mean market cap,
$ Million 44,347 13,161 2913 1613 810 409

Barra beta 1.1 0.9 1.2 0.9 1.0 0.9

P/E 39.2 25.4 34.8 21.4 33.3 29.6

Price/book value 9.8 2.9 5.3 1.7 4.3 1.5

Dividend yield 0.8% 1.8% 0.5% 2.0% 0.5% 1.2%

ROE 30.1% 13.1% 19.2% 10.2% 14.8% 7.7%

ROA 20.1% 5.3% 15.6% 5.9% 14.3% 5.2%

Price/sales 3.6 1.3 2.0 0.8 1.7 0.6

Price/cash flow 42.2 15.8 34.2 12.4 29.7 14.6

Dividend payout 26.7% 39.1% 8.9% 29.5% 10.0% 18.1%

5-yr annualized EPS 17.5% 8.4% 21.0% 8.5% 15.8% 9.2%
growth rate

NOTE: Data as of September 30, 1998.
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EXHIBIT 11-1 Stock components of the S&P/BARRA SmallCap 600 Value
Index.
(From Standard & Poor’s, www.spglobal.com. Copyright © 1998 by The McGraw-Hill Companies.)

201



EXHIBIT 11-1 Stock components of the S&P/BARRA SmallCap 600 Value
Index (Continued ).
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EXHIBIT 11-1 Stock components of the S&P/BARRA SmallCap 600 Value
Index (Continued ).
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EXHIBIT 11-1 Stock components of the S&P/BARRA SmallCap 600 Value
Index (Continued ).
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EXHIBIT 11-1 Stock components of the S&P/BARRA SmallCap 600 Value
Index (Continued ).
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EXHIBIT 11-1 Stock components of the S&P/BARRA SmallCap 600 Value
Index (Continued ).
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EXHIBIT 11-2 Stock components of the S&P/BARRA SmallCap 600
Growth Index.
(From Standard & Poor’s, www.spglobal.com. Copyright © 1998 by The McGraw-Hill Companies.)
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EXHIBIT 11-2 Stock components of the S&P/BARRA SmallCap 600
Growth Index (Continued ).
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EXHIBIT 11-2 Stock components of the S&P/BARRA SmallCap 600
Growth Index (Continued ).
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EXHIBIT 11-2 Stock components of the S&P/BARRA SmallCap 600
Growth Index (Continued ).

RELATIVE PERFORMANCE OF GROWTH AND VALUE STOCKS
Table 11-3 shows that growth significantly beat value among large stocks
over the last five years, but even after the worst relative performance of any
previous three-year period, value still edged out growth over the very long
term. Over the past 24 years, the S&P/BARRA 500 Value index edged out
its growth counterpart by a 1 percentage point margin.

But in the 1990s, small-company growth has beaten value, right? The
answer is not as clear-cut as you might think. Small-company growth stocks
did better for the year ending September 30, 1999, but the value portion of
the S&P SmallCap 600 still outperformed the growth composite over the
last three and five years.

Value has beaten growth over the long run because the average investor
tends to overestimate the persistence of fast earnings growth. Sooner or
later, even the fastest-growing companies slow down, and their P/Es suffer.
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TABLE 11-3 S&P/BARRA Value versus Growth returns, 1975–1999.
Index 1 yr 3 yr 5 yr 10 yr 24 yr

600 Value 13.6% 12.5% 15.5% ΝΑ ΝΑ
600 17.5 9.4 13.8 ΝΑ ΝΑ
600 Growth 20.9 6.0 11.7 ΝΑ ΝΑ
400 Value 10.0 13.5 15.9 ΝΑ ΝΑ
400 25.5 17.8 18.6 ΝΑ ΝΑ
400 Growth 42.9 22.2 21.1 ΝΑ ΝΑ
500 Value 21.5 19.1 20.7 14.4% 17.1%
500 27.8 25.1 25.0 16.8 16.8

500 Growth 33.4 30.6 29.1 18.9 16.1

NOTE: These are annual returns through September 30, 1998.

All too often, the P/Es of growth stocks reflect typically higher estimated
forward 12-month earnings growth rather than more conservative 3- to 5-
year growth rates. Hence, the damage to the P/E ratio is often greater over
time than the positive impact of continued earnings expansion. (Later chap-
ters revisit this phenomenon.).

In the 1990s, growth stocks have been helped by the extended decline in
interest rates. As we have previously seen, when interest rates drop, the
value of future earnings goes up. This is better for growth stocks, which have
more of their earnings value based on the out years than do value stocks.
Value typically does well when interest rates are rising, and much better dur-
ing bear markets triggered by recessions, when earnings of most companies
decline. Since growth stocks usually have higher betas, they drop more in a
protracted market fall.

The other big factor helping growth stocks during the 1990s has been
the increasing fearlessness of investors to accept risk in exchange for poten-
tially higher investment returns. By 1999, most investors had never experi-
enced a double-digit decline in the S&P 500 during a calendar year—you
would have had to go back to 1974 to have experienced the pain first hand.
This fearlessness is apt to continue until the penalties of greater risk taking
become all too real.

But even during these go-go years, small cap value stocks still did bet-
ter than growth equities. Despite these truly halcyon years for the American
economy, most small growth companies do not fulfill their promise.
Larger, more established growth firms, however, are better bets because



they have already succeeded in pulling away from the field. The most apt
analogy is of many hardwood seedlings germinating and then bursting out
of the ground, nature’s new issues. They grow to a certain height in the
shade of their much more mature predecessors, but very few become
saplings—successful, growing midcap stocks—and ever fewer still truly
reach the sun to continue growing for many years to come. 

Ultimately, given how close the returns have been over the years, your
decision to concentrate on value or growth should primarily be based on
your own psychological makeup. It is more important to play to your intu-
itive strengths, so you should never work in an investment universe that is
not to your liking. If growth stocks excite you, your acumen and intuition
could certainly help you to beat the market with a growth-stock portfolio.
The same can be true for value. No preference? Do a mix of both. The
GARP approach espoused in this book is appropriate for appraising the
shares of both growth and value companies.

212 FAST STOCKS FAST MONEY



HOW TO BUY 
A GROWTH STOCK

12

A
S THE PREVIOUS chapter shows, it is somewhat more difficult
to beat the market buying small-cap growth stocks. However,
GARP investment tools are just as useful in picking attrac-
tively priced growth companies. This chapter applies a num-
ber of these strategies to the selection of growth stocks.

This chapter emphasizes three basic principles:

1. Buy stocks with price/earnings (P/E) ratios that are less than the
three- to five-year projected earnings growth rate.

2. Invest in industries that are just coming into favor, not ones that are
already in favor.

3. Combine these two screens with Graham and Dodd’s test for rela-
tive value.

Why the emphasis on P/E-to-growth rate and the Graham and Dodd for-
mula? Because in order to create a portfolio of stocks that can beat the
market, it is essential to emphasize investment candidates with the potential
for P/E expansion as well as the capacity to grow earnings at an above-
average rate. The rest of this chapter illustrates each of these investment
concepts.

Let’s start with the first rule. The key to beating the market is investing
in companies with above-average earnings growth rates, when their stocks
are trading at P/E multiples at or below the market average. The most
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important thing to remember when looking at stocks of fast-growing com-
panies is to pick those that trade at a P/E that is less than their estimated
three- to five-year earnings growth rate. The gravest mistake a growth-
stock investor can make is assuming that very high sales and near-term
earnings growth is sustainable. This is why we emphasize that the three- to
five-year projected earnings growth rate should be used to assess corporate
growth.

A reasonable goal when buying growth stocks is to choose those with
the potential to generate a 40 percent return within 18 to 24 months. To
achieve this sort of appreciation, earnings must grow while the P/E remains
stable or slightly expands. Of course, not all growth stocks selected by the
value and GARP methodologies mentioned in this chapter will meet the
aggressive 40 percent return target, so the overall return of your portfolio
will likely be lower. However, you should not buy a growth stock unless
you think that such returns could be achieved.

The target turnover of a growth-stock portfolio should be anywhere
from 50 to 100 percent a year, meaning that more than half of the stocks in
the portfolio will probably be replaced each year. This is higher turnover
than a typical value-stock portfolio, but growth stocks are more likely to
disappoint, requiring more frequent replacement. If your portfolio is doing
well, there is no need to aggressively change names. If you find that your
stocks have underperformed by a wide margin for at least a quarter, you
should certainly analyze why that has been the case and at least consider
replacing some issues. But, as a rule, let your profits run until they are
overvalued, and sell your mistakes as soon as you recognize them.

THE GROWTH PARADOX
In his book What Works on Wall Street (McGraw-Hill, 1997), Jim O’Shaugh-
nessy provides confirmation of a long-running, and surprising, observation:
Fast-growing companies are not the best investments—particularly the
smallest, fastest-growing firms. Table 12-1 tells the story. O’Shaughnessy
tested two portfolios, the S&P 500 and all stocks in the Compustat universe,
from 1954 to 1994. The results noted in Table 12-1 are for the smaller-cap,
all-stocks portfolio.

O’Shaughnessy’s work stopped before 1998, when growth stocks did
better than their value counterparts by a staggering 28 percentage point mar-
gin. Nonetheless, even the inclusion of this outlier year would not tip the
balance in favor of growth as measured by the strategies in Table 12-1.

The sad truth is that high flyers—the stocks of the most rapidly grow-
ing companies—are generally not good investments. As can be seen from
Table 12-1, stocks with strong growth characteristics such as high one-year
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EPS gain, high P/E, and high profit margin all did worse than the average
return for all stocks. The only exception among all these growth factors was
relative strength. The chances are good that you will beat the market if you
invest in stocks that rose strongly over the last year. But even these strong
relative-strength stocks did better when combined with value factors, not
the growth factors just listed. Exhibit 12-1 at the end of this chapter pre-
sents a list of stocks screened by this first principle.

Now that you know that the direct approach—screening for specific
growth factors—will not work, can you really make money buying growth
stocks? Despite the evidence that taken as a group, growth stocks under-
perform over the very long term, by using a variety of relative valuation
methods you can move the odds back in your favor. One normally would
not use the word contrarian in the same breath as growth stock, but that is
exactly what we propose. The following strategy is meant to coax into view
equities that are reasonably priced, despite their good growth prospects.

BEING A GROWTH-STOCK CONTRARIAN
Many growth-stock investors believe they will find gold at the end of the
rainbow as long as they are early in discovering a new trend. Recent examples
include steamboat casinos located where gambling has been newly legalized,
natural vitamins, computer games, and the need for year-2000 computer

TABLE 12-1 Returns of the S&P compustat all-stocks universe, 1954–1994.
$10,000 Compound Standard Sharpe

Strategy Becomes Annual Return Deviation Ratio*

High 1-yr relative strength $1,905,842 14.0% 30.3% 41
All stocks 1,091,933 12.5 19.8 43
High ROE 968,912 12.1 26.4 36
Large stocks, > $ billion 643,667 11.0 15.88 41
High 1-yr EPS gain 571,829 10.7 26.9 31
High profit margin 476,182 10.1 21.2 31
High 5-yr EPS gain 353,446 9.3 27.1 26
High P/E 254,601 8.4 27.1 23
High stock price/book value 178,166 7.5 29.0 20
High stock price/cash flow 138,791 6.8 27.8 17
High stock price/sales 50,910 4.2 27.6 8

* The Sharpe ratio is an indication of relative risk, which measures the annual return of a stock minus the risk-free
rate of interest. The results are then divided by the standard deviation of returns over the years studied. A high score
is good, and means a strategy provided excellent returns without a substantially higher variation in annual returns.
Strategies with good returns but higher variations from one year to the next will rank lower than others that have
the same annual return but a lower variation.



software solutions. Depending on your timing, you would have lost in
almost every case while the general market was zooming to new highs.
That’s because investment bankers are usually way ahead of you. They see
the possibilities years in advance and are in early via venture-capital invest-
ments in start-up companies. They also spread the extremely high owner-
ship risks across a much larger number of deals than you can.

The stocks of companies in these emerging industries typically hit their
highs within three to six months of their IPOs. They are often good trades
at the IPO price, but after that, they are generally horrible investments. It is
never wise to get on a surfboard just as the beach approaches. This is what
many investors did when they bought shares of companies in these indus-
tries just after their IPOs.

In short, be practical, not visionary. Avoid the really hot, just-emerging
industries. Instead, take a step back. Extensive work at Standard & Poor’s
indicates that the most attractive groups are those that are not in favor. And
remember: A company does not have to be in the hottest market to be part
of a trend. Indeed, buying stocks in industries that are currently in vogue is
usually a sure-fire way to underperform. What counts is participating in an
industry that is moving in the right direction, but which has not been com-
pletely discovered.

Boston Chicken was deemed the best way to invest in the trend to
healthy fast food. But when it was in the news, the stock was overvalued.
Instead, one could have gotten an Investors Business Daily that contained a
list of companies in the restaurant industry. There, one could have discov-
ered some firms such as Starbucks or Brinker International (a franchisee of
Boston Chicken) that were not as well known, but that could benefit from
the same trend. In late 1994, Brinker International was trading at 24 times
its estimated 1994 earnings and had a projected 3- to 5-year EPS growth
rate of 24 percent. On the other hand, Boston Chicken, after 1 year of being
public, was still trading at 59 times its projected 1994 EPS—much higher
than its estimated growth rate of 40 percent. Even though Boston Chicken
was growing faster, the chances were good that if the concept really deliv-
ered, Brinker would be the better stock.

Table 12-2 was drawn from data as of April 22, 1997, a time when
interest rates were rising and stock prices were at least temporarily on the
defensive. The groups to target would have been those shown in boldface.
These are industries that enjoyed rising relative performance over the pre-
vious nine months but that are still well below their long-term highs.

The fundamentals of the industries recommended in Table 12-2 may
not have been great, but, barring a recession, they were likely to improve.
Consider where the economy is and where it might be 6 to 12 months from
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now. If interest rates are rising (which is generally bad for banks and the
like), it is probably not a good idea to invest in financial stocks.

The list in Table 12-2 is fairly representative of our “underdog but
improving” methodology. The industries selected are not necessarily the
fastest-growing ones, nor are they likely to be the most hyped at the
moment. They are likely to be in turnaround, and where a number of IPOs
could appear in another year. Exhibit 12-2 at the end of the chapter presents
a list of stocks screened by this second principle.

GOING FOR THE SAFEST SMALL-CAP AND MIDCAP PURE PLAYS
Take another look at the industries in boldface inTable 12-2. Growth-oriented
investors might be drawn to semiconductor stocks or computer software
issues even though the group is not cheap by our primary signal, because they
are trading at P/E levels below their historical levels relative to the S&P 500.
We would recommend, however, that you consider growth segments of indus-
tries that are just turning around. For example, in homebuilding, that might be
manufactured housing; or, in publishing, you might consider Internet plays or
Spanish-language magazines. Table 12-3 provides some examples.

Within these fastest-growing segments, pick the stock of the leading
company in that niche as the first company to research. You are likely to find
that most of these companies will be growing at rates well above the average
for the S&P 500 and their overall industry, but are trading at lower P/E mul-
tiples than the average high flier because their industry is not fully in favor.

Here are two examples. Restaurant stocks were out of favor in 1995
because of the perception that the United States is overstored—that is, that
there are too many restaurants chasing too few customers. For this reason,
industrywide same-store revenue growth had lagged inflation over the pre-
vious 12 months. In addition, profit margins had suffered because of an
increase in the minimum wage. There were also signs that gains from
recent declines in food costs, particularly beef, could be coming to an end.
Hence, near-term earnings expectations were cut for many restaurant
chains.

In 1996, the average restaurant stock actually fell even though earnings
rose slightly. But this is because the aforementioned problems affected only
the large fast-food chains. These restaurants were also hurt by the aging of the
population—this older crowd typically has more money to spend, and prefers
to be waited on. But this provided growth opportunities for chains such as
Consolidated Products (Steak ’n’ Shake), Applebee’s, and Outback Steak-
house. Mostly because the overall industry fell out of favor, and because it
experienced a 1.1 percent decline in same-store sales, Outback Steakhouse’s
common shares fell from 35 to 27 in 1996, while the S&P 500 rose 23 per-



TABLE 12-2 Relative performance of stock groups.
Relative Performance Historical

9-mo 3-mo 
Average Relative P/E

Sector and Group Current Average Change Low High 1997 Average Beta Major Stock

Basic materials 85 NA NA NA NA 0.89 1.24 0.32

Aluminum 94 91 −3 83 112 0.97 0.81 0.72 Alcoa

Iron and steel 76 75 8 70 117 0.72 0.92 0.38 USX

Capital goods 100 NA NA NA NA 1.10 1.94 0.80

Machinery, diversified 101 99 7 82 112 0.81 1.32 0.73 Caterpillar

Trucks and parts 102 98 3 81 111 1.11 1.55 0.85 Navistar

Communications services 81 NA NA NA NA 0.86 1.78 1.01

Consumer cyclical 90 NA NA NA NA 0.78 1.42 0.76

Building materials 100 97 3 85 115 0.73 1.15 1.11 Owens-Corning

Homebuilding 87 82 10 70 124 0.62 1.25 1.66 Centex

Publishing 95 88 12 87 115 1.36 1.36 1.09 Times Mirror

Consumer staples 107 NA NA NA NA 1.40 1.30 0.93

Beverages, alcoholic 102 98 7 91 121 1.22 0.90 1.16 Seagram

Beverages, nonalcoholic 115 112 1 99 125 1.88 1.15 1.24 Coca-Cola

Distributors, food and health 89 85 8 90 111 0.99 1.15 0.62 Fleming Cos.

Entertainment 93 84 10 86 123 2.76 1.60 1.00 Disney

Foods 110 100 18 95 120 1.29 1.03 0.89 ConAgra

Household products, nondurable 124 110 17 94 118 1.40 1.00 1.04 Procter & Gamble

Personal care 121 118 1 93 119 1.70 1.14 1.20 Gillette

Restaurants 88 86 15 94 118 1.17 1.02 1.44 McDonald’s

Retail, drug stores 116 107 20 93 114 1.28 1.07 1.47 Walgreen
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Tobacco 114 100 14 89 129 0.83 0.73 0.69 Philip Morris

Energy 100 103 −3 89 107 1.03 1.17 0.85

Oil, international integrated 103 102 1 90 111 1.03 0.78 0.90 Exxon

Financials 111 109 1 89 112 0.76 0.72 1.01

Financial, diversified 106 105 6 94 116 0.80 0.73 1.49 Fannie Mae

Insurance brokers 101 94 7 82 116 0.94 1.24 1.04 Marsh&McLennan

Insurance, life and health 104 99 10 88 118 0.78 0.63 1.03 Aetna

Insurance, multiline 113 105 7 87 115 0.80 0.92 1.01 CIGNA

Insurance, property-casualty 112 101 12 89 111 0.76 0.84 0.84 Allstate

Investment, banks and brokerages 116 109 8 94 124 0.64 0.66 1.63 Merrill Lynch

Savings and loans 126 110 14 75 128 0.86 1.07 1.40 H.F. Ahmanson

Health care 109 NA NA NA NA 1.32 1.30 1.40

Health care, diversified 117 110 11 93 116 1.30 1.14 1.06 Johnson & Johnson

Health care, major pharmaceuticals 115 109 10 92 121 1.39 1.11 0.91 Merck

Technology 108 110 −17 91 115 1.21 1.50 0.44

Computers, software and services 125 122 −7 93 124 2.00 1.52 1.15 Microsoft

Electronics, instrumentation 98 97 −3 83 122 1.09 1.24 1.14 Tektronix

Electronics, semiconductors 154 137 −37 81 138 1.07 1.33 1.09 Intel

Transportation 91 82 −2 90 108 0.73 1.22 1.27

Air freight 113 104 1 79 115 1.10 1.15 0.46 Federal Express

Airlines 88 87 3 81 115 0.56 1.25 1.30 AMR

Truckers 78 67 8 77 114 0.91 1.45 0.82 Con Freightways

Utilities 81 84 2 88 108 0.68 0.78 0.80

NOTE: Data as of April 22, 1997. Best groups to target shown in boldface.
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cent. Yet per-share earnings were up 22 percent that year, on the strength of
new store openings. With additional units also opening in 1997, analysts
expected earnings to advance another 17 percent. Over the first 9 months of
1998, the shares jumped to 42, and then slid back below 25 when the overall
market corrected before recovering to the mid-30s. In the first quarter of
1999, the shares jumped another 40 percent. But even at that price, the com-
pany was buying back shares. Given the lack of investor expectations during
1998, the downside on this growth stock was quite limited.

Consider another attractive subcategory: that of laser equipment within
the larger electronics instrumentation industry. The laser business had been
growing by more than 15 percent, and Spectra-Physics—a leading maker of
laser systems—had seen more than 30 percent growth during the previous
two years. Sales and earnings growth over the next three to five years was
likely to slow down, but still be higher than those of the S&P 500. Despite
these favorable trends, the stock at the end of October 1998 was trading at
just 7, down from its IPO price of 10. Earnings faltered due to the declining
value of the dollar, the recession in Japan, and the downturn in the semicon-
ductor industry. Those investors that expected 30 percent growth to continue

TABLE 12-3 Subsegments of industries.
Industry Faster-growing Segment Representative Company

Aluminum

Iron and steel Compressed metal Sinter Metals

Homebuilding Manufactured housing Clayton Homes

Publishing Electronic and print Gartner Group
publications on computer 
technology

Beverages, Craft brewing Red Hook Ale
alcoholic

Distributors, Health product distribution Cardinal Health
food and health

Entertainment The Internet Yahoo!

Restaurants Sit-down restaurants for older Outback Steakhouse
crowd

Electronics, Laser equipment Spectra-Physics
instrumentation

Airlines Discount regionals Southwest Airlines

Truckers Transportation logistics U.S. Freightways
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were surely disappointed. But current growth expectations are much more
reasonable and achievable. By October 1999, the stock had recovered to 12
but was still trading at a significant discount to the overall market and its
long-term growth rate.

We emphasize the bigger players within a niche, because larger compa-
nies have sustainable cash flow that helps them to stay on top of technolog-
ical trends over the long haul. They also have more diversified product lines,
which helps them to even out product transitions in a specific product line.
A smaller company selling just a single product may be able to show very
high sales and earnings growth if it hits the sweet spot in an emerging appli-
cation, but it can easily falter when other firms leapfrog its technology.
Many small companies never recover. Larger firms have enough diverse
revenue sources to even out the rough spots.

INVESTING IN GROWTH STOCKS THE GRAHAM AND DODD WAY
As has been pointed out before, once it is established that a company will
exhibit strong growth, there is the more difficult task of deciding whether
the current stock price already reflects such growth prospects. We have
reviewed a number of ways to find the fair value of a stock, but there is still
another method you can use.

The following Graham and Dodd stock-valuation formula was intro-
duced in 1954. Like the other valuation tools we have reviewed, it can be
used on either growth or value stocks. Graham and Dodd’s equations will
also help narrow the field when stocks are generally overvalued because
fewer stocks pass the screen. Using this equation you will learn that the key
to successful growth-stock investing is not picking the biggest winners, but
avoiding the big losers. We think that this Graham and Dodd valuation tool
is also an excellent complement to GARP investment strategies.

Stated simply, Graham and Dodd worked out an equation that measures
the relative value of stocks against the fixed-income markets. The idea is
that you, as a stock investor, should be receiving at least what you would
have gotten in the bond market, and then some.

Here’s the general formula:

Share price =

Graham and Dodd used long-term corporate bonds as the fixed-income
proxy, and in the preceding equation, the 8.5 equals the normal return of
corporate bonds over an extended period of time. The 4.4 equals the aver-
age dividend yield of stocks, which is then divided by the corporate bond

next year’s EPS × [8.5 + (2 × annual growth rate)] × 4.4
������

expected long-term AAA corporate bond yield



yield. By using this equation, Graham and Dodd created a model for valu-
ing growth stocks relative to corporate debt and other growth stocks.

All this seems very complex, so let’s try an example. Tractor Supply
runs retail stores catering to the needs of farmers and would-be farmers.
The consensus estimate for next year’s earnings (1999) was $1.90. The 3-
to 5-year growth rate was estimated at 20 percent. The existing expectation
was for long-term corporate bond yields to average about 6.3 percent in
1999. Now let’s plug these three numbers into the equation and see what
happens:

Share price = 1.90 × [8.5 + (2 × 20)] ×

= 1.90 × 48.5 × 0.70
= 65

Stock price: 26

Why did the stock look so cheap? Although not in the formula, the
shares were trading at a P/E ratio of 16, when the average for the S&P 500
was about 30. The P/E was also quite low when considering the company’s
growth rate. The 20 percent growth rate was quite high compared to the 11
percent average for companies in the S&P 500, and high relative to the
stock’s P/E. This Graham and Dodd equation captures both of these under-
valued concepts.

Now let’s look at other stocks—Computer Task Group, a growing
provider of information technology solutions; Outback Steakhouse, which
runs the Outback and Carabba restaurant chains; and Microsoft.

Computer Task Group (November 1998)

Share price = 1.75 × [8.5 + (2 × 29)] ×

= 1.75 × 66.5 × 0.70
= 81

Stock price: 30

Outback Steakhouse (November 1998)

Share Price = 2.30 × [8.5 + (2 × 19)] ×

= 2.30 × 46.5 × 0.70

4.4
�
6.3

4.4
�
6.3

4.4
�
6.3
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= 75
Stock price: 36

Microsoft (November 1998)

Share price = 3.10 × [8.5 + (2 × 23)] ×

= 3.10 × 54.5 × 0.70
= 118
Stock price: 114

As of October 1998, growth stocks were just coming out of a severe
correction. Three of the four stocks looked very cheap. In mid-1997, three
of four stocks also appeared undervalued. Here is how they looked:

Tractor Supply (June 1997)

Share price = 1.95 × [8.5 + (2 × 15)] ×

= 1.95 × 38.5 × 0.59
= 44

Stock price, June 30, 1997: 24

Computer Task Group (June 1997)

Share price = 1.20 × [8.5 + (2 × 29)] ×

= 1.20 × 66.5 × 0.59
= 47

Stock price, June 30, 1997: 38

Outback Steakhouse (June 1997)

Share price = 1.95 × [8.5 + (2 × 24)] ×

= 1.95 × 56.5 × 0.59
= 67

Stock price, June 30, 1997: 24

4.4
�
7.5

4.4
�
7.5

4.4
�
7.5

4.4
�
6.3



Microsoft (June 1997)

Share price = 1.95 × [8.5 + (2 × 23)] ×

= 1.95 × 54.5 × 0.59
= 63

Stock price, June 30, 1997: 83

Microsoft’s long-term earnings growth rate must be significantly greater
than analysts believe will be the case. Microsoft did confound the experts
in 1997 on the strength of the successful introduction of Windows NT, and
again in 1998 with Windows 98. But Microsoft is now a $15-billion com-
pany. It would need to dominate at least one, if not two additional very
large, major markets (i.e., Internet delivery and content, enterprise net-
work and e-commerce enabling software) for the shares to continue to
appreciate at these above-average rates.

On the other hand, Tractor Supply still looks cheap—in fact, cheaper
than it was in mid-1997. Although their results are somewhat subject to the

4.4
�
7.5
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Check List for the Growth-Stock Investor

Do Why

Use Graham and Dodd and Helps to avoid overpaying for 
GARP valuation tools. growth.

Concentrate on industries just Potential P/E expansion and/or 
coming into favor. positive earnings surprises.

Look for stocks with P/Es on Helps to avoid overpaying for 
forward 12-month EPS below growth.
projected long-term earnings 
growth rate.

Remember that reasonable value Most growth stocks do not beat 
is more important than very market.
fast growth.

Buy only companies that are Helps to avoid big losers.
already profitable.

Remember that momentum Small cap stocks with very 
works best with other value strong momentum often get 
measures. that way via manipulation.
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vagaries of the weather, the company has shown higher revenues and earn-
ings in each of the last five years. Tractor Supply and Outback Steakhouse
appear to offer the best upside opportunities from here.

Exhibit 12-3 at the end of the chapter presents a list of stocks screened
by this third principle.

SMALL-STOCK MOMENTUM INVESTING: THE FIRST REFUGE 
FOR SCOUNDRELS
Small growth stocks are the favored stomping ground of momentum
investors. We view momentum trading as the purchase and sale of stock
purely based on price movement without regard to underlying business fun-
damentals. There may be no P/E in the newspaper, no S&P stock report, nor
any other information readily available other than what the broker tells you,
but “the chart looks great.”

Momentum traders represent the hot money in the stock market. These
are what we call first-in, first-out (FIFO) stocks. That is, the first one in on
the way up and the first one out on the way down can make a killing. Unfor-
tunately, anyone paying retail for their shares (buying in the open market
through a broker) is unlikely to be one of those winning investors. Momen-
tum stocks are also a favorite haunt for stock manipulators because they
play on investor desires to participate in a particular industry with bright
growth prospects. There is seldom anything underneath the surface.

The greater fool theory, which holds that in a rising market there is usu-
ally a greater fool out there willing to buy an overvalued stock from you,
often does work during speculative periods. Thus, a lot of money can be
made quite quickly via momentum trading. There are occasional periods
when there are enough naive investors willing to bid up stocks to unrea-
sonable values. But owners of momentum stocks must be very careful to
bail out quickly should demand for speculative issues turn down, lest they
give back what they have earned, and more. Gains from momentum invest-

Because growth stocks have not performed as well as their value coun-
terparts over the past 45 years, great care must be taken when evaluat-
ing them. Overpaying, even for a good company, can keep you from
beating the market. Certainly Snapple and Baby Superstores had
bright futures when they went public, and the companies more or less
met investor expectations, but both stocks traded down six months
beyond their IPOs.



ing are also generally short-term, which means they are taxed as ordinary
income.

Strong momentum stocks with little weak fundamentals are the first
refuge of scoundrels. These are the stocks that give Wall Street a bad name
and can deep-six portfolio returns. These stocks are not necessarily frauds,
but they are generally trading far above their intrinsic value by any measure,
and often get there through unscrupulous hyping by unsavory broker-dealers
and individuals through Internet chat. Momentum investing also generates a
lot of trades, which will keep your broker happy. But churned portfolios usu-
ally do not generate very high returns.

The main point here is that you should, in general, avoid pure momen-
tum investing when buying small-cap stocks. Stock charts can be useful
when used in tandem with fundamental analysis, but never alone.

Let’s review an example: In the wake of the TWA crash off Long Island
in early 1996, there was a sudden upsurge of interest in airport security
devices. Suddenly, Comparator Systems, a tiny company trading on the
NASDAQ, announced that it had developed a new device in this area. The
firm had almost no employees, and no working model of the device. The
stock promptly went from $0.06 to $2.00. What investors had not bothered
to notice was that the company had less than $250,000 in assets, most of
which were intangible in nature, which meant they did not really exist at all.
Indeed, as soon as the SEC got wind of this, it quickly realized that the
company did not even fit NASDAQ listing requirements. When trading
resumed, the stock quickly went back to $0.06.

Who were the winners in this sad tale? The folks at the company and at
La Jolla Securities, the small brokerage firm that was hyping it. La Jolla
had been quietly accumulating the shares at or below $0.06 in anticipation
of working the stock when the time was right. It was so successful, how-
ever, that it attracted the attention of the SEC, and was closed down.

Need another example? At about the same time in 1996, Diana Corpo-
ration, a company that had been trading on the New York Stock Exchange,
decided that it was going to sell its money-losing meat-packing business
and invest in a start-up company that was introducing a new computer net-
work switch. A multimillion-dollar investment was made in the firm. Diana
had only about 4 million shares outstanding.

At year end 1995, its stock closed at 253⁄8, which was already well above
its historical range, despite the absence of any profits. But when the market
got wind of the new network product (albeit with no prototype), Diana
promptly rose to more than 125. At that price, the company was valued at
more than $600 million. Meanwhile, a deal to sell the meat-packing unit for
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less than $20 million had fallen through for lack of financing. Could a
start-up company in the highly competitive networking field with no work-
ing product and no revenues have been valued by a reputable underwriter at
$600 million? No way. Yet that is exactly what investors did. The company
never generated much in the way of revenues or earnings from the net-
working product, and about a year after hitting an all-time high, the stock
was delisted by the exchange. The last trade was at 4.

The Software 2000 Hype
Late in 1996, headlines were proliferating in the business press about
the huge problems expected to befall computers when the clock
strikes 2000. The problem was real—billions of dollars have since
been spent on the problem. But most of the money has been expended
with large service organizations and mainframe software companies
such as Computer Associates, EDS, and IBM. There were a few
small, viable companies that announced efforts to develop “software
2000” solutions, such as KeaneTSR and Viasoft, that had investment
value even without such prospects, but there were also a slew of tiny
software companies with little operating history that were unlikely to
be successful at exploiting the year-2000 opportunity, and that had
been hyped to investors as major software 2000 plays. What is so
amazing is that investors could place such a high value on these firms
knowing that the business would disappear in only three years.

One of these companies was a small computer concern named
Zitel. At the end of 1996, Zitel was losing money. Its major product
was marketed through IBM, but those royalties were on a down slide.
The company had indicated that the trend was irreversible. Hence,
total revenues were dropping, as were earnings. The hype was that it
would soon start reselling software 2000 solutions created by a 33-
percent-owned subsidiary. The problem, however, was that the soft-
ware was still in development and no sales had been made to date.
Nonetheless, the stock hit a peak of 72, and Zitel had a market capi-
talization of $1.1 billion in early 1997. This meant, assuming Zitel’s
main business had little residual value, that investors had placed a
value of $3.2 billion on its new start-up subsidiary, which had no rev-
enues, no earnings, and a business that would effectively disappear in
three to four years anyway. Could anyone reasonably expect this small
company to generate even $100 million over the life of the product?



INVESTING IN EMERGING COUNTRY MARKETS
In the early 1980s, the Association of Investment Management Research
(AIMR) began recommending that a diversified investment portfolio for a
U.S. investor contain at least a small amount of foreign stock exposure.
Today, most advisors suggest that 10 to 20 percent of a U.S. investor’s port-
folio could justifiably be placed in foreign equities. This means that for a
20-stock portfolio that is equal-weighted, 2 to 4 large ADRs or closed-end
country funds should be included.
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Similar stories can be told about other software 2000 plays.
Acceler8 is a provider of legacy software for the aging DEC VAX
and UNIX software platforms. Its president is a former stockbroker.
Prior to a public offering through the underwriting firm of Janco
Partners, it had traded in the pennies on the Bulletin Board. Even
though it had fewer than 25 employees, it announced a major soft-
ware 2000 solution. It earned $0.18 in fiscal 1996, and just $0.01
for the three months ended in January 1997. The sole estimate that
existed for fiscal 1997 was $0.27, which did not appear to be very
realistic. Nonetheless, as of April 1997, the stock was trading at 13,
and had a market capitalization of over $85 million. At its all-time
high of 305⁄8 shortly after an October 1996 stock offering, the com-
pany had a market capitalization of more than $200 million, although
its revenues were under $5 million.

Last, there is Data Dimensions. Unlike the other two stocks, it
does have sales and earnings. Nonetheless, in 1996, sales were just
$15 million. Adjusted for a 3-for-1 stock split in early 1997, per-share
earnings were $0.09. The company had never generated revenues of
more than $6.2 million in any of the prior five years. But when it
announced that it had received a contract from MCI to assess its soft-
ware 2000 compliance requirements, the company’s stock peaked at
403⁄4. That gave it a market capitalization of over $500 million, and a
very high P/E of 394 times trailing 12-month EPS.

As Table 12-4 illustrates, an equal-weighted portfolio of these
three stocks would have badly underperformed the small-cap uni-
verse over the following year. Six months later, the results were dra-
matically worse. As the millennium approached, all three stocks were
trading at under $2.



TABLE 12-4 Hyped Software 2000 stocks.
1996 Market Forward Forward Actual
Price Price Cap, 12-mo EPS, 12-mo 1997 Price 12-mo Price

Stock Range 12/31/96 $ Million P/E Estimated P/E EPS 12/31/97 Return 6/30/98

Acceler8 305⁄8–71⁄4 199⁄16 129 Def. $0.27 72 $0.19 27 38% 121⁄4

Data Dimensions 189⁄16–41⁄4 117⁄8 135 132 0.67 18 Nil 171⁄4 46 171⁄16

Zitel 727⁄8–411⁄16 443⁄8 675 222 NA NA 1.23 91⁄2 −79 41⁄4

S&P 500 33

S&P SmallCap 600 26
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Check List of What Not to Do When Buying Growth Stocks

Don’t Why Not

Invest in the hottest industry. P/E ratios will be at their 
highest for a generation.

Invest in pure plays in just- They are the first refuge of 
emerging, not-yet-profitable scoundrels.
industries.

Be visionary—instead, be Aim for companies with new 
practical. technologies or services in

existing industries that are
available at reasonable prices.

Indiscriminately buy the fastest The valuations are too high and 
growing companies the growth ultimately slows.

An interesting benefit of owning foreign stocks is that, by adding them
to an investment portfolio, an extra return can be achieved without adding
overall risk. This is because some foreign markets have very little correla-
tion to what happens in the United States. Of course, the individual risks of
owning such foreign stocks may still be high, even though some of that risk
is counteracted by this diversity.

In theory, foreign stocks should also provide better overall returns
because, like small stocks in the United States, investors need to be com-
pensated for investing in financial instruments that have highly variable
annual returns. Most mature foreign economies have generated stock mar-
ket returns below those of the United States. The real action is in the emerg-
ing markets. There are many emerging countries that are experiencing
faster economic growth, and there are now vibrant stock markets all over
the globe. However, as good as some of these countries can be in providing
above-average returns, they can also be highly volatile in the short term.

Foreign Stock Market Returns from Index Services
Most emerging countries have fragile political institutions. Revolutions are
still possible even without a Marxist opposition. It is essential that these
governments manage their economies so that the right balance is struck
between a stable currency to attract foreign investors and improving the
welfare of the general population. Ideological divisions may not be as
severe, but ethnic ones still remain.
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Emerging market economies can be very fragile as well. They may
grow faster, but they will also be subject to more sudden and violent down-
drafts. An investor must have a long investment horizon to withstand these
anxiety-ridden downturns.

There is also currency risk. In addition to the occasional large currency
breaks that occur from time to time (such as the Mexican peso devaluation
of 1995), almost all emerging country currencies gradually depreciate
against the dollar over time. Spectacular returns in the home currency may
look anemic to a U.S. investor after currency conversion. Inflation exists in
even the most successful emerging economies, such as China and Chile.

We recommend that investors focus on countries with stable political
environments that are friendly to capitalist enterprise. There also should be
a large middle class with more political clout than that of the underclass.
Avoid countries that are still susceptible to ethnic or class conflict. For
example, Brazil may have a bigger economic market than Chile or
Argentina, but it also has a larger underclass that may never fully partici-
pate in a capitalist economic resurgence. The political and economic under-
pinnings for growth have recently been put into place, and it has finally
managed to bring runaway inflation under control. A turnaround there
could trigger large rewards, but the risks are also very high, especially now
that the easy money has been made.

Once you are satisfied with the political and social environment, pick
countries where GDP growth is greater than that of the United States, plus
the home country’s inflation rate. GDP should be rising fast enough to trig-
ger earnings growth, which should compensate for any currency devalua-
tion. For example, if Argentina’s GDP is expected to expand 6 percent this
year and that of the United States is expected to expand 3 percent,

There are some excellent information sources to help you in evalu-
ating foreign stocks and funds. Two leading are The Economist and
the Financial Times. Over the course of a year, The Economist
offers in-depth features on individual countries. Each issue includes
economic data on mature and emerging economies, including pro-
jected GDP and inflation rates. The Financial Times, based in Lon-
don, provides background commentary on changing economic
conditions around the globe. Global Finance offers recent country
stock market results and shows how some large foreign stock
investors are weighting their portfolios by country.
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TABLE 12-5. Media ADR profit/earnings and profit/book value ratios by
local and U.S. accounting principles.

P/E Ratio P/B Ratio

Company (Country) Local U.S. Local U.S.

Carlton Communications (U.K.) 20.9 42.4 4.1 1.5

Grupo Radio Centro (Mexico) 18.4 20.1 5.2 5.6

Grupo Televisa (Mexico) 103.9 122.4 23.1 31.1

Hollinger (Canada) 33.2 30.9 1.8 3.1

News Corp. (Australia) 17.2 34.9 1.4 3.1

Polygram (Netherlands) 22.8 23.8 7.2 5.2

Quebecor (Canada) 15.2 17.1 1.6 NA

Reuters (U.K.) 27.3 31.5 12.6 9.5

Saatchi & Saatchi (U.K.) 45.6 NM NM NM

SOURCE: Morningstar ADR Service, October 7, 1994, p. S2.

Argentina could be attractive to a U.S. investor if inflation there is not run-
ning at more than 3 percent above the U.S. rate of inflation.

Another good way to invest wisely in foreign economies and avoid pay-
ing the onerous up-front loads and commissions found in foreign company
mutual funds is to buy one of the many closed-end global country funds
that are already trading. Try to buy them when they are trading at least 10
percent below their asset values. (Country funds can be found in the
exchange tables every day, but the Wall Street Journal and The New York
Times list them together on Mondays. Included there are the funds’ asset
values and premiums/discounts-to-asset values based on the current stock
prices.) A listing of closed-end regional and country funds is shown in
Exhibit 12-4 at the end of the chapter.

When analyzing companies in emerging markets one should be keenly
aware of a few things. First, an investor should look for earning that are in
compliance with U.S. generally accepted accounting principles (GAAP).
(U.S. GAAP results must be reported at least once a year by companies
listed on the NYSE, ASE, and NASDAQ exchanges, either in an annual
report or in the 20-F filing with the SEC.) Most of the disparities between
home-country and U.S. GAAP reported results have to do with intangible
assets. Without becoming too technical, this accounting difference can trig-
ger big disparities in valuations. Table 12-5 illustrates how certain invest-
ment ratios of media ADRs looked according to local accounting and U.S.
GAAP principles.



CHAPTER 12 HOW TO BUY A GROWTH STOCK 233

EXHIBIT 12-1 Growth screen 1.
(From Standard & Poor’s Stock Reports, October 27, 1998. Copyright © 1998 by The McGraw-Hill

Companies.)
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EXHIBIT 12-2 Growth screen 2.
(From Standard & Poor’sStock Reports, October 27, 1998. Copyright © 1998 by The McGraw-Hill
Companies.)
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EXHIBIT 12-3 Growth screen 3.
(From Standard & Poor’sStock Reports, October 27, 1998. Copyright © 1998 by The McGraw-
Hill Companies.)



EXHIBIT 12-4 Closed-end regional and country funds.
(From Barron’s, November 23, 1998. Reprinted by permission of Dow Jones, Inc. via Copyright
Clearance Center, Inc. © 1998 Dow Jones and Company, Inc. All rights reserved worldwide.)



HOW TO BUY 
VALUE STOCKS

13

V
ALUE STOCKS ARE so designated because they typically have
low valuations. This is because sales and earnings growth are
often, but not always, below average. Evaluative measures
such as price/earnings (P/E) and price/sales ratios and return
on equity (ROE) are lower than the norm. With such low

profitability scores, it would seem odd that value stocks outperform growth
equities. You would naturally think that by investing in fast-growing com-
panies, your portfolio would more rapidly increase in value. After all, such
companies increase earnings faster and their returns on stockholders’
equity are higher.

And if the valuation (i.e., P/E level) of all stocks was the same, faster-
growing companies would provide better returns over time. But stocks
most certainly do not trade at the same P/E level. Investors naturally prefer
to own stocks of companies with good stories to tell. But when it comes to
investment equities, it’s the tortoises that usually beat the hares. Value beats
growth over the long run because investors systematically overvalue the
growth of well-positioned companies in rapidly expanding industries. They
just as systematically overstate the persistence of poor earnings growth for
companies in a downtrend. Put another way, investors overpay for faster-
growing companies, while value stocks tend to trade at lower prices
because they lack sex appeal or are in out-of-favor industries.

High-flying stocks are also susceptible to big drops. With expectations
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very high, when earnings in a particular quarter fall short, there can be a
very large impact on the stock’s P/E. The double whammy of a lower earn-
ings projection, combined with a lower P/E, is all that is needed for a
growth stock to take a big hit.

There are the nimble few who manage to beat the market using short-
term trading strategies. They usually buy growth stocks on the way up and
bail out before earnings disappointments or high P/Es start causing damage
to returns. But most investors do not have the time or the trading acumen to
do well with this investment strategy. All too often, momentum-driven gains
disappear in a flash when a company fails to meet an overly optimistic earn-
ings projection.

At the other end of the spectrum, investors too often assume that com-
panies with subpar earnings growth will stay that way for the long run. Of
course, there are those companies with moribund management, or perma-
nently altered industry conditions, for which this is true. The stocks of these
companies deserve below-average P/Es. But there are also a good number
of underpriced value stocks which understate the ability of management to
turn things around.

Just as fast-growing companies revert to the corporate mean over time,
so do slow-growing ones as long as cash flow remains strong. That is par-
ticularly true for companies with revenues over $1 billion. Studies have
shown that companies with ROEs in the lowest quintile improve the most
over the following five years, while ROEs which drop the most are those
with the highest current rankings.

But not all value approaches do well when applied to the small-stock uni-
verse. For example, the low-P/E, high-dividend approach, which often works
for large stocks, is not generally successful with their smaller counterparts.

AVOIDING CHEAP STOCKS THAT DESERVE TO BE CHEAP
There is no shortage of low-priced stocks of companies with deteriorating
market positions, declining or static markets, poor balance sheets, or lack-
luster management that are unable to improve business. There are a lot of
walking wounded out there. Most firms do manage to survive, but some
eventually end up stiffing creditors and relying on the bankruptcy courts
for reorganization.

There are even sorrier tales to tell when small, rapidly growing compa-
nies fail to fulfill their original promise. Most of these firms will not have
the financial wherewithal to make another run. Lacking capital to grow, they
are unable to retain strong managers to get the most out of their business
potential. These companies also deserve to have below-average P/E ratios.
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Only a Matter of Time: Great Assets Destroyed by Bad Management
One good example of a perennially cheap stock that deserved to be
cheap was Dart Group. After selling off the Dart Drug chain in the
mid-1980s, the autocratic Herbert Haft ruled over a cash-rich holding
company with majority interests in Trak Auto (an auto parts retailer),
Crown Books, and a small supermarket chain based in the Baltimore
area. As of January 31, 1994, it also had cash equal to more than $95
a share, net of long-term debt. Yet, over the following four years the
shares fluctuated between $60 and $90, a huge discount to liquidation
value.

Why? The problem was truly poor management that was squan-
dering the firm’s corporate assets, but was unlikely to be dislodged.
Dart Group earned very little money for 10 years. This is because
earnings were eaten up by exorbitant salaries paid to Haft family
members. The shares went nowhere. Investors astutely ascertained
that as long as Herbert Haft remained in control, the company’s abil-
ity to grow would be severely hampered. For the 7 years through
October 15, 1997, the stock rose just 21 percent, while the S&P 500
went up 84 percent.

However, a pivotal event occurred in 1994 that could have altered
control of the company. Herbert Haft’s remaining family ally, his
younger son Robert, tried to wrest control from him. To succeed he
had to side with more progressive family members. Although the
elder Haft continued to fight to keep control of his fiefdom, there did
appear to be a very reasonable chance that the company would even-
tually be placed in more capable hands.

Assume that the transition would take 5 years, that earnings
would average just $5 million a year, and that the ROE 5 years out
would be a below-par 10 percent. This would imply per-share earn-
ings at that time of about $17. Putting a P/E of 12 on the shares
implies an ending price of over $200—great potential upside.

What happened? There were only five members on the board of
directors. After a great deal of soul searching, a long-time ally of Her-
bert Haft changed sides in late 1996 and agreed to help set up a sep-
arate management council. He died of a heart attack within the
month, but the wheels had been put in motion for the company to set
an independent course.

Unfortunately, while the Hafts had been feuding, the competitive



LOOKING FOR SMALL INCREASES IN EARNINGS 
PLUS P/E EXPANSION
Most value stocks do not have clean stories. There is usually something that
keeps them out of favor. It could be that earnings are down because of poor
products, or because of poor economic or industry fundamentals. There
could be mild or potentially severe financial problems, or the firm might
have an unattractive market position. In each case, one must decide if the
problem is temporary or ripe for resolution in the not-too-distant future.
Assume that the average company in the S&P 500 index is growing earn-
ings at a 12 percent rate, and the average P/E of all stocks in the index is 16.
If a value company that is growing earnings at 8 percent a year and trading
at a P/E of 12 can convince investors that it is capable of growing at 12 per-
cent, the stock will not only increase in value along with earnings, but will
often experience P/E expansion relative to that of the market P/E as well.
The typical stock might gain 12 percent over the coming year, but the value
stock with improved growth prospects will gain 45 percent!:

Earnings growth + P/E expansion = Stock appreciation

12 percent +

12 percent + 33.3 percent = 45.3 percent

For many growth stocks the opposite occurs. If a company is growing

16
�
12
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landscape changed dramatically in both the book and auto parts
retailing businesses. Both Crown and Trak Auto were well behind
their competitors in transitioning to a discount-superstore format.
Both chains struggled to catch up and were only marginally profitable
in 1996, even before some significant write-downs. The company
was also saddled with a huge legal judgment from a lawsuit by Her-
bert’s oldest son. Costs continued to mount. Dart basically got stuck
with paying for Herbert Haft’s rash and vindictive actions as its CEO.

This is all by way of saying that even the most asset-laden com-
panies, like Dart, may turn out to be horrible investments due to man-
agement problems. Lousy management can destroy the best assets.
And mediocre managements allow companies to trundle along with-
out a concerted effort to maximize shareholder value.



at 30 percent a year and trading at a P/E of 25, and growth slows down to
25 percent, its P/E might drop to 22. The following occurs:

Earnings growth − P/E compression = Stock appreciation

25 percent −

25 percent − 16 percent = 9 percent

Not only has the value stock done better than the growth stock, but if
the average equity in the S&P 500 index increases earnings by the expected
12 percent, and the P/E of the market remains stable, then the growth stock
will have done worse than the market, as well. It is this phenomenon that
often causes value to beat growth.

WHAT TO LOOK FOR IN A VALUE STOCK
It is reasonable to expect that if you own a cross section of value companies
you will at least match the market, and probably will do a little better than
you would have by overpaying for growth. The following pointers should
increase the odds of garnering better-than-average returns.

Industry Turns
Some of the most fabulous investment gains occur when an industry with
poor fundamentals finally turns positive. What were the worst investments
in the late 1980s? Hotel and oil and gas drilling stocks. What were some of
the best stocks in the early 1990s? Hotel and oil and gas drilling stocks.
This is where most of Peter Lynch’s “10-baggers” lie—among the hundreds
of stocks that will benefit from both good earnings growth and P/E expan-
sion as investors climb back on board.

In the hotel industry, massive numbers of rooms were added through-
out the country in the 1980s, well in excess of growth in room demand.
Even the best hotel operators had to live through tough industry conditions,
cutting prices per room to cover costs. For more than three years, hotel
room occupancy fell. Earnings dropped across the board. Indeed, so many
available rooms came on stream during the latter half of the decade that
those operators that had leveraged their balance sheets to expand found
themselves in considerable financial difficulty.

Prime Motor Inns was one such company. The company went bankrupt
in 1990, but stockholders got a piece of the reorganized firm. It emerged in
1992 with substantially lower revenues, but positive cash flow, and some
earnings. The stock was under 2. However, industry fundamentals were

25
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improving. Because of all the previous overbuilding, there was virtually no
new construction of hotels. With the U.S. economy humming along,
demand for rooms rose. By 1993, it was clear even to the casual observer
that things were looking up for hoteliers. That would have been the ideal
time for investors to get back into hotel stocks. Buying Prime Motor back
at 2, when the industry was just turning, did take a strong stomach, but one
year later there was a clear trend to hang your hat on. In 1993, Prime’s stock
rose to 6. But that was not the end. The economy continued to grow, and
Prime had the wherewithal to start building again. The company continued
to expand, and, by mid-1997, Prime’s stock moved past 20.

A similar story can be told for Global Marine. The collapse of oil and
natural gas prices in 1983 had a devastating impact on demand for oil-
drilling rigs. Industry rig utilization and day rates plummeted. The industry
descended into a depression. Global Marine had the newest fleet of off-
shore oil rigs—if any rig would be used, it would be one of Global’s. But
most sat idle for years. With so little demand for rigs, most companies were
able to negotiate enough debt forgiveness to survive. Many were finan-
cially restructured so that there would be just enough cash flow for most
drillers, including Global, to stay alive, while the banks at least got paid
interest on the debt that remained.

During the late 1980s and early 1990s, day rates did climb a bit for off-
shore rigs, but it was not until 1996 that a combination of increased
demand, technological advances, and rig retirements caused day rates and
rig utilization to turn favorable for good. Global Marine’s common stock
entered that year trading at 8, up from 4 one year earlier. In August 1997,
the stock was changing hands at 28, and had more than tripled in just over
18 months. There are dozens of oil-drilling and oil-service companies that
enjoyed the same kind of price rise.

Temporary Earnings Setbacks
There are some fine companies that will sometimes experience temporary
earnings slides. Wall Street typically disregards or looks favorably upon
one-time write-downs. Examples of temporary profit setbacks which could
represent excellent buying opportunities include late product introductions,
missed earnings expectations (but within an uninterrupted earnings
uptrend—like 3 Com and Cisco Systems had in early 1997), or an ill-
conceived marketing campaign (like McDonald’s with its ill-fated $0.50
Big Mac offer).

Scholastic is a good example of a company that generated very
steady sales and earnings growth based on its dominant position in chil-
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dren’s books and teachers’ learning tools. The shares went public on Feb-
ruary 25, 1992, at 221⁄2 and rose steadily, hitting a high of 781⁄2 in Novem-
ber 1996. During that 4-year period, sales rose at a powerful 17 percent
annual rate, while per-share earnings expanded at a 16 percent pace. Most
of the gain was in children’s books, lead by the Goosebumps series. How-
ever, in late 1996 and early 1997, sales of some of these titles faltered,
and the company had to take some one-time inventory write-downs.
Investors focused on the problems at Goosebumps, cutting the stock price
by two-thirds to 25. As it gradually became apparent that the basic busi-
ness was still sound (and quite profitable), the shares recovered to 36 a
few months later.

Strong Earnings Power
In the early 1980s, cyclical industries fell far out of favor. Steel, chemical,
paper, and railroad companies suffered from overcapacity, high labor costs,
increased foreign competition, and declining revenues. But those firms
with good balance sheets and proactive managements downsized, rein-
vested, reduced labor costs, and waited for the eventual industry upturn. It
finally happened in the early 1990s.

One measure to consider when an industry is out of favor is each com-
pany’s peak earnings power. What would USX or Dow Chemical be able to
earn at the peak of the economic cycle, assuming full-capacity utilization
and record product prices? By then applying a conservative P/E ratio to
those earnings, you should come to a target price which is likely well above
the current level. Next, consider how long it took the industry to revive over
the last few economic upcycles and figure out the compound annual return
based on the number of years it might take for peak earnings to be
achieved. The annual return should be 20 percent or better to justify the
business and timing risks assumed. Cyclical groups that experienced big
gains during the late 1980s to early 1990s were aerospace, defense, autos,
chemicals, home construction, and paper.

Favorable Business Position in an Out-of-Favor Industry
Companies in noncyclical industries may also be attractive if they are well
positioned for an industry upturn. Does the company have a dominant
share of growing segments of its market? Is it reinvesting in its plant and
equipment (or products and brands) at an adequate rate? Is the firm’s oper-
ating profit ratio at least as good as its competitors’? Is it in low-end or
value-added profit segments? If the answers to these questions indicate the
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presence of a solid business that provides immediate cash flow and oppor-
tunities for growth, the stock is capable of doing better than the average one
in a depressed industry.

As alluded to earlier, the S&P 500 jumped 22 percent in 1996, but the
S&P Restaurant index hardly moved at all. Mind you, this was not an
industry that was headed for serious financial trouble. Investors were
concerned, however, that America was overstored with fast-food outlets.
Although many chains continued to show modest revenue and profit
gains, chain-wide same-store sales for units open more than one year fal-
tered. Nonetheless, faster-growing sit-down restaurants such as Consoli-
dated Products were painted with the same broad brush by investors.
Same-store sales were down modestly at COP’s Steak ’n’ Shake restau-
rants, but it was still experiencing 20 percent earnings growth and had a
very strong balance sheet.

From a high of 14 in mid-1996, Consolidated’s stock slid to 9, even
though earnings continued to climb during the period. Per-share earnings at
Consolidated were projected to grow 22 percent to $0.82 a share, and
another 16 percent in 1998 to $0.95, but because the industry was out of
favor, the stock was trading at a P/E ratio of less than 10 times those pro-
jections. Inevitably, the industry, and investor enthusiasm for it, turned up
again. Sure enough, at the end of 1997 Consolidated Products was trading
at 16, up more than 60 percent from its 52-week low.

Companies in Favorable Industries That Are Poised to Be Restructured
It takes less time for a poorly run but financially stable company to be
turned around than for good companies in troubled industries. Often, the
best bang for the investment buck comes from playing non-family-
controlled companies that have just replaced poor management. These are
often companies with basic operating and marketing strengths that are ripe
for restructuring, such as H. J. Heinz, IBM, B. F. Goodrich, and W. R.
Grace.

Scott Paper is a good example of a company that had been carrying a
lot of excess baggage. In early 1994 there was a management change, and
the company set about selling underperforming assets, paying down debt,
and reducing head count at remaining operations. The result was a dramatic
increase in profitability. Further aided by improving industry fundamen-
tals, the stock rose steadily following the announcement of the change in
corporate direction. Indeed, the revamped company became so attractive
that it became a strong takeover candidate, and agreed to a lucrative buyout
in 1996.
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Companies with Strong Products, Brands, or Retail Positions
Peter Lynch often counsels investors to buy companies with operations or
products that can be readily understood. A well-known product with a dom-
inant market share often trades at a premium to other companies because of
the higher perceived value of its franchise, one that is often impossible to
duplicate. Once a company dominates a business, it can be very difficult to
dislodge. IBM ruled the roost for many decades until the personal com-
puter came along. Intel, Microsoft, and, increasingly, Cisco Systems come
to mind today.

These companies typically trade at high P/Es, although at lower P/E-to-
growth rates than the S&P 500. There are also smaller companies with
dominant market shares that for some reason or other trade at low multiples
to growth. Even in the overvalued stock market of today, investors are still
overlooking such stocks. One example at the time was Coherent, the lead-
ing manufacturer of laser systems for industrial and medical purposes. The
company was the acknowledged industry granddaddy, and was expected to
grow per-share earnings 19 percent over the following 3 to 5 years. But the
stock was trading at a P/E ratio of 15, while the S&P 500 was trading closer
to 20.

Companies with Large Amounts of Free Cash Flow and Strong Balance Sheets
A company needs enough cash flow (net income plus depreciation) to fund
working capital needs, meet interest payments on debt, and fund required
capital expenditures. A firm is particularly attractive when it meets all these
obligations without skimping on business reinvestment A strong balance
sheet allows the company to reinvest in the business, either through inter-
nal expansion or acquisition, without diluting current shareholder owner-
ship via the sale of additional shares. It also allows a firm to withstand
industry downturns and position itself for an industry upswing.

This is particularly important if the firm is in a slow-growing indus-
try. Such companies need to diversify and increase earnings by buying
related companies cheaply in order to enhance prospects for long-term
earnings growth and to improve returns on stockholders’ equity, thereby
increasing the P/E multiple the stock can trade at. The result could be a
10-bagger for stockholders. Hanson PLC, a large British company, grew
earnings significantly and provided shareholders well-above-average
returns for many years by taking cash out of its British tobacco operations
and putting it to work in stodgy businesses that also generated significant
free cash flow. Once the strategy stopped working, the company was
rightfully dismantled.
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Stockholder Representation 
Consider who owns the stock. Are outside stockholders properly repre-
sented on the board of directors? Many boards act in the best interests of
the entrenched managements that nominated them to their posts. When
Snapple went public, the major stockholder was R. H. Lee, a leveraged
buyout firm. LBO partnerships are not long-term investors, so it would be
reasonable to assume that it would dispose of its shares, either through sec-
ondary offerings or outright sale of the company. The shares skyrocketed
after the IPO, but fell just as sharply when earnings faltered. Rather than
wait until earnings recovered, the LBO outfit chose to find a buyer right
away. Although it made a handsome return on its original LBO investment,
most public shareholders incurred heavy losses.

We would also recommend staying away from family-owned busi-
nesses until the families themselves become restive. Norcen Energy, a
Canadian oil and gas producer, was part of the Bronfman empire. The
Bronfmans had been in disrepute among Canadian investors for a number
of years. Many of their real estate firms became overleveraged, wiping out
the interests of public investors. There was also continuing concern that
Norcen’s preferred holdings in other Bronfman-controlled companies
would have to be written down. That did not occur, and the portfolio was
just about completely liquidated. Nonetheless, because Canadian investors
were reluctant to invest alongside the Bronfmans, Norcen’s stock consis-
tently traded at a discount to comparable Canadian exploration companies.
After a few years sprucing up the company, the Bronfmans eventually
opted to sell the company at a substantial premium to the then-prevailing
stock price.

Undervalued Assets
There are a number of instances when assets are carried on the balance
sheet for less than they are worth. This is can be especially true for real
estate investments. During cyclical downswings, companies may be forced
to write down assets to the lower of cost or market value. (Market value
often proves then to be the lower mark.) However, when the market value of
these assets begins to appreciate from cyclical lows, these assets are not
written up and their true value is concealed.

Consider Alexander & Baldwin, an ocean shipping concern and sugar-
cane grower. Its major operations include ocean shipping, container leas-
ing, and sugar-cane growing, but it also the largest private land owner in
Hawaii, with extensive plantations and property on the islands of Kauai and
Maui. The stock has been in the doldrums because of Hurricane Iniki and
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an ill-conceived forward integration effort in its agriculture business, but
the underlying real estate values remain. Other types of companies that can
often have hidden asset values include banks, S&Ls, oil and gas compa-
nies, media, and mining companies. But be careful to find companies that
possess potential catalysts for change. Otherwise, these hidden values will
always stay locked up. Alexander & Baldwin is not one of them.

SCREENING FOR VALUE STOCKS
There are many ways to screen for value stocks. Computer screens are
efforts to mine an equity database in order to unearth those stocks deserv-
ing further study. Through what is known as factor analysis, a financial
analyst can screen a list of stocks for characteristics that have caused them
to do better or worse than average. The first thing that usually comes to
mind is that, with thousands of analysts mining the same data, wouldn’t
enough of them find the best factors, sometimes termed anomalies, so that
the stocks would no longer generate excess returns in the future? The fact
is that certain stock factors still provide excess returns. One growth factor
that still works—stock momentum—has already been mentioned. There
are, however, quite a number of value factors that work, as well. Some pro-
vide better returns when applied to large-cap stocks, others when applied to
smaller stocks.

In What Works on Wall Street, (McGraw-Hill, 1997), James O’Shaugh-
nessy, using the S&P Compustat database, isolated a number of factors to
show how stocks with value characteristics provided favorable returns.
Table 13-1 shows the returns offered by various value factors on an iso-
lated basis. The returns provided are for both the large-cap S&P 500 and
the all-stocks portfolio, which mostly contains small-cap stocks. Note that
most factors provided excess returns (in boldface) compared to the S&P
500 and provided even better absolute returns when applied to small-cap
stocks.

With the exception of relative strength, all of the factors that consis-
tently beat their respective stock universe were traditional value measures.
Stocks with low stock-capitalization/sales ratios (better known as
price/sales) provided the best returns for the small-cap stock universe, fol-
lowed by low price/book value and low price/cash flow. Curiously, a low
P/E strategy did not work for small-cap stocks. Nonetheless, three of the
five value factors studied provided returns in excess of the all-stocks
(small-cap) portfolio.

It is our view that the best strategy is to marry the best value and
growth factors to come up with low-priced stocks that also have strong
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Again, please keep in mind that the difference between 15.4 and 12.5
percent may not sound like a lot, but compounded over many years it
can make a huge difference in the final value of your portfolio. If one
had invested $10,000 in a low-price/sales stock portfolio for the 41
years from 1954 to 1994, it would have grown to $3.1 million, versus
just $1.1 million for the all-stocks universe.

growth characteristics. Our emphasis on buying faster-growing companies
at reasonable valuations combines the best tenets of value investing with
those of growth investing.

In the meantime, here are some value screens devised to help you find
sound small-cap value stocks. Each of these strategies has provided favor-
able returns on a backtested basis.

Screen 1 Stocks with market caps of $100 million 
(See Exhibit 13-1) to $1.5 billion

Price/sales ratio less than 0.5
Ranked by price/sales ratio

TABLE 13-1 Summary compound annual returns for various value 
factors, 1954–1994.

Return

Large-Cap
Portfolio All-Stocks

Factor (>$1 Billion) Portfolio

Low stock capitalization/sales 13.2% 15.4%

Low stock price/book value 14.0 14.4

Low price/cash flow 14.1 13.6

Low P/E 12.9 11.1

High yield 12.7 10.6

Overall portfolio 11.0 12.5



EXHIBIT 13-1 Value screen for stocks with market caps of $100 million to
$1.5 billion: price/sales ratio less than 0.5. Ranked by price/sales ratio.
(From Standard & Poor’s Stock Reports, October 30, 1998. Copyright © 1998 by The McGraw-Hill

Companies.)
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EXHIBIT 13-1 Value screen for stocks with market caps of $100 million to
$1.5 billion: price/sales ratio less than 0.5. Ranked by price/sales ratio 
(Continued ).
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Screen 2 Stocks with market caps of $100 million 
(See Exhibit 13-2) to $1.5 billion

Price/sales ratio less than 1.0

ROE less than 20 percent
Above-average profit margins
Ranked by price/sales ratio

EXHIBIT 13-2 Value screen for stocks with market caps of $100 million to $1.5 bil-
lion: price/sales ratio less than 1.0; ROE less than 20 percent; above-average profit
margins. Ranked by price/sales ratio.
(From Standard & Poor’s Stock Reports, October 30, 1998. Copyright © 1998 by The McGraw-Hill Companies.)
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Screen 3 Stocks with market caps of $100 million to
(See Exhibit 13-3) $1.5 billion

Yield greater than mean
Price/book-value ratio less than 1.5

EXHIBIT 13-3 Value screen for stocks with market caps of $100 million to
$1.5 billion: yield greater than mean; price/book-value ratio less than 1.5.
(From Standard & Poor’s Stock Reports, October 28, 1998. Copyright © 1998 by The McGraw-Hill

Companies.)
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EXHIBIT 13-3 Value screen for stocks with market caps of $100 million to
$1.5 billion: yield greater than mean; price/book-value ratio less than 1.5 
(Continued ).
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EXHIBIT 13-3 Value screen for stocks with market caps of $100 million to
$1.5 billion: yield greater than mean; price/book-value ratio less than 1.5 
(Continued ).
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EXHIBIT 13-3 Value screen for stocks with market caps of $100 million to
$1.5 billion: yield greater than mean; price/book-value ratio less than 1.5 
(Continued ).
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EXHIBIT 13-3 Value screen for stocks with market caps of $100 million to
$1.5 billion: yield greater than mean; price/book-value ratio less than 1.5 
(Continued ).

Screen 4 Stocks with market caps of more than 
(See Exhibit 13-4) $20 million

Stock-price/book-value ratio less than 1.0

Stock price less than $5
Debt less than 30 percent of capital
Current ratio greater than 2.0

Ranked alphabetically
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EXHIBIT 13-4 Value screen for stocks with market caps of more than $20 million: price/book-value ratio less than 1.0; stock
price less than $5; debt less than 30 percent of capital; current ratio greater than 2.0. Ranked alphabetically.
(From Standard & Poor’s Stock Reports, October 28, 1998. Copyright © 1998 by The McGraw-Hill Companies.)
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Screen 5 Stocks with market caps of less than 
(See Exhibit 13-5) $1 billion

Stock-price/cash-flow ratio less than 5.0

Debt less than 30 percent of capital
Current ratio greater than 2.0
Price/sales ratio less than 1.0

ROE greater than 10 percent
Ranked by price/cash-flow ratio
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EXHIBIT 13-5 Value screen for stocks with market caps of less than $1 billion: price/cash-flow ratio less than 5.0; debt less
than 30 percent of capital; current ratio less than 2.0; price/sales ratio less than 1.0; ROE greater than 10 percent. Ranked by
price/cash-flow ratio.
(From Standard & Poor’s Stock Reports, October 30, 1998. Copyright © 1998 by The McGraw-Hill Companies.)
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KNOWING WHEN TO SELL

14

D
ECIDING WHEN TO sell is usually the hardest decision an
investor makes. Of course, this can be a simple decision if
the stock was a good buy in the first place. The stock rises for
all of the reasons that the buyer expected, the favorable ram-
ifications are understood by other investors, and the stock is

sold at a huge profit one year after purchase to take advantage of lower tax
rates for long-term gains. Simple, right?

You do not need to be told that most investment calls do not work out
that way. Just as in other aspects of life, what actually happens may be bet-
ter or worse than predicted but will rarely turn out exactly as originally con-
templated. Perhaps it will take longer for the story to develop than you had
anticipated—of course, you cannot know if this is a delay or a missed call.
Maybe the stock will not work out at all, and you will sustain a loss. Or
maybe the individual company will provide a good story, but the overall
stock market will drag the stock down.

Most often, an investor will be only partially right. The stock will rise,
but only by half as much as was anticipated because the company’s busi-
ness does not develop as expected; or investors do not react to events as was
thought. Should the stock be sold? In answering this question, the key is to
ask yourself whether your original investment premise, whether based on
GARP or other investment tools, has been or could still be achieved.

But before dealing with your specific stock, you should first evaluate
the state of the overall market—is it over- or undervalued? As noted in
Chapter 2, if you have more than a five-year time horizon, we would never
recommend selling all of your stocks, nor do we generally recommend try-
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ing to time the market. Nonetheless, understanding the valuation level of
U.S. stocks as a group is necessary in order to understand the relative value
of each stock in your portfolio.

WHEN TO CUT BACK YOUR STOCK EXPOSURE
Earlier chapters counsel against trying to time the market. It is easier to
pick individual stocks than to judge when to get in or out of the market. Of
course, it is true that investment returns could be improved substantially if
major downturns are avoided, but they could also suffer greatly if even a
few big days on the upside are missed.

Similarly, it is easier to know when to get out of the market—usually
due to short-term trading imbalances—than when to get back in. Many
smart investors saw that the market was overvalued just before the 1987
crash. But because it came back so fast, most failed to return quickly enough
to take full advantage of the drop.

Nonetheless, if you are interested in market timing—either because
you are a very aggressive investor or, perhaps, because you have a short
time horizon—here are some important signals that bear watching.

Value Line has made a habit of comparing the overall cheapness or
expensiveness of the market based on projected earnings for all stocks it
follows, and posting the rolled-up results for its stock universe on the first
page of its biweekly print publication. By this P/E-to-growth-rate measure,
stocks were most expensive in 1973 (just before the great bear market of
1973 to 1974), in 1987 (just before the October crash), and at mid-1998,
just before the September quarter drop.

High Valuations: The Rule of 20
This is another theme reviewed in Chapter 3. The stock market is most
overvalued when equity returns are very strong, economic fundamentals
are favorable, and profit growth is well above the historical average.
Investors get so enthusiastic about owning stocks that they drive stock
prices well above mean valuation levels. This is the kind of rosy scenario in
which the Rule of 20 can be very helpful.

As you will recall from Chapter 3, by this measure the market is gener-
ally fairly valued when the P/E of the S&P 500 added to the rate of inflation
equals 20. For example, in early 1982, inflation was running at 8 percent and
the P/E of the S&P 500 was 8. Stocks were a definite buy. Alternatively, just
before the 1987 crash, the P/E of the market was 24—stocks were a sell even
before adding the inflation component. As of November 1999, the P/E of the
S&P 500 was 24 and the inflation rate was 2 percent, implying that the mar-
ket was about 30 percent overvalued. Could this measure be wrong this
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time? Only if real earnings growth remains very high for a number of years.
This can happen only if inflation remains low for the next 5 to 10 years and
real earnings growth stays well above the historical average. Could this
occur? Sure. But the combination of low inflation and high real earnings
growth has rarely gone on long enough to justify such a high valuation.
Indeed, stock prices fell in the third quarter of 1998 precisely because of dra-
matic cuts in earnings expectations for the rest of the year and into 1999 for
companies in the S&P 500. They would fall even further if such cuts were
extended to include reduced earnings growth expectations or higher infla-
tion prospects for 2000 and beyond.

Spread Between 30-Year T-Bond and S&P 500 Yields of More than 6.0 Percent
This high spread usually occurs when the market P/E is historically high
and interest rates and inflation fears are on the rise. For example, in the
summer before the 1987 crash, the yield on the long bond was moving
higher and eventually hit 9.5 percent. In the meantime, the dividend yield
of the S&P 500 dropped below 3.0 percent.

Of course, this situation was an easier call for investors to make when
interest rates were running high. This was a more difficult call as of mid-
1998, when inflation and yields were down. After all, if 30-year Treasuries
yield less than 6.0 percent, then this measure can never give a sell signal.

Standard & Poor’s keeps track of this comparison via its Asset Alloca-
tion Model, which can be found within its Marketscope service (the model
is more complicated than what is described here, but it follows the same
logic). The model recommended being out of stocks in mid-1987 and late
1989, and getting back into them just after the crash and in early 1991. In
July 1997, for the first time since, the model gave a sell signal again. How-
ever, it again recommended going back into stocks in October 1998.

Of course, it should be emphasized that the model is primarily for use by
traders, not long-term investors. But it does provide a good quantitative mea-
sure of equities versus the fixed-income markets. At any given point in time,
it has also been a good predictor of short- to intermediate-term price swings
in stock prices. For long-term investors, we suggest that it be used when tim-
ing lump-sum investments in equities, and when rebalancing portfolios. For
example, if the model is giving a caution signal, you might want to consider
committing only a portion of the amount you have targeted for stocks.

Sell Signals from the Fed
You cannot fight the Fed. Stocks do well when interest rates are falling,
move sideways as interest rates initially move higher, and decline as they
continue to move up. This is because a decline in interest rates usually trig-
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gers economic growth and P/E expansion. Interest rate increases eventually
choke it off.

The best move on the upside occurs when the markets begin to antici-
pate a cut in rates by the Fed, and especially if it has been raising rates over
an extended period of time. The biggest drops occur when the first rise in
short-term rates is executed, and during subsequent months. Although there
is usually a 6- to 12-month lag between the initial rate increase and its
effect on the economy, stock investors react immediately. This initial rise in
interest rates need not be a disaster. If the Fed is early in raising rates,
growth may slow but should not be wholly eliminated—this is what as
known as a soft landing. When a soft landing occurs, the market corrects
but there is no significant bear decline. (A bear market is defined as a dip
in the S&P 500 of more than 20 percent from its peak.) Earnings will be flat
for a while, but damage to the market P/E is modest. (Soft landings have
been tricky to orchestrate in the past, but the Fed has had better luck [or
skill] during the 1990s.)

However, if the Fed has not reacted early enough, and has let inflation
rise too high, then higher interest rates will be needed to cool the economy
off. This scenario usually triggers a recession.

As of late 1999, the interest rate on the 30-year Treasury was fluctuat-
ing above 6.25 percent, with the market dropping as rates rose above 6 per-
cent. The latest moves by the Fed have been to raise rates, which should
result in slower economic growth. This is good for stocks in the long run,
but not over the short term.

Major Breach of the S&P 500’s 200-Day Moving Average
Studies have shown that investors can add a few percentage points of
annual return if they get out of stocks when the S&P 500 index drops below
its 200-day moving average. Unfortunately, it is inherently not a particu-
larly early sell signal—stocks must already have fallen by a certain amount
for the moving average to cross the index.

The breach must also be a decisive one—at least 10 to 15 points on the
S&P 500—in order to be a good sell signal. (On the upside, investors would
get back in when the index recrosses the moving average by 10 to 15 points
on the way up.) This is because there are many times that stocks will
approach the moving average without significantly penetrating it. For
example, the S&P 500 neared but never seriously penetrated its 200-day
moving average between 1990 and 1998. On the other hand, the index deci-
sively fell through its moving average on the Friday before the crash.
Investors had just a few precious hours to act before the biggest drop
occurred on the following Monday. As of early November 1999, the S&P
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500 index had fallen just below its 200-day moving average as a reaction to
moves by the Fed to raise interest rates and slow economic growth.

HEDGING THE PORTFOLIO
What if you like stocks for the long term, but are nervous about a near-term
correction? There are a number of ways to hedge against a downturn with-
out creating taxable events. One of the most common is to go short on Stan-
dard & Poor’s Depositary Receipts (SPDRs, referred to as “spiders”).
SPDRs are depositary receipts that trade based on the underlying value of an
index. The price of an S&P 500 SPDR very closely tracks that of the under-
lying index. It is traded on the American Stock Exchange, and is quoted in
sixty-fourths. (One can also buy puts on the S&P 500 index itself, but this
means that you must be right on the timing as well as the direction of the
market, since most puts have a duration of less than 9 months.)

MOST STOCKS ARE NOT THE MARRYING KIND
When considering the purchase of a stock, a keen distinction must be made
between investments and trades. A stock is an investment when it is attrac-
tive based on underlying economic, industry, and company fundamentals.
For this kind of equity, the most important issue is the P/E level that is
acceptable when considering the purchase.

Consider Microsoft and Intel, two classic growth stocks with excellent
fundamentals. Are they good buys at current P/E levels? Strong underlying
fundamentals can bail you out if you modestly pay too much for a company,
but you should never substantially overpay for any stock.You should keep your
perspective concerning the stocks of even the best companies in America.

There is also the possibility that the fundamentals of a company are not
what you thought they were. Long-term investments can become short-term
trades in that kind of scenario, particularly if other investors share your sur-
prise. Of course, you should never sell in a panic. But once the dust has set-
tled, you should put the stock through a serious GARP analysis once again.
If you believe you have made a mistake, take the loss and move on. Holding
on to your losers to “get even” is a sure way to underperform the market.

Some investors use stop-loss orders to limit their downside. Trades are
placed at, say, 10 to 20 percent below the current price to prevent large
losses. Another strategy is to sell a stock whenever it drops a certain per-
centage below its 200-day moving average. (In order to avoid being whip-
sawed, the sale should occur once the stock is at least 10 percent below the
average.) But these strategies should be used cautiously, since they could
result in your being sold out of an otherwise good stock (not to mention
triggering a potentially adverse taxable transaction).
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When Getting Married to a Stock Is Okay
Although we do recommend a continual assessment of your portfolio
holdings, there are some stocks that an investor may decide should be
a core holding to be held for a number of years. (There are also tax
advantages to this strategy. As of this writing, stocks held 5 years or
more are subject to a very low 18 percent capital-gains tax beginning
in 2002 for most investors and no higher than 20 percent even in the
highest tax bracket.)

Although the 5-STAR and Fair Value-5 portfolios do turn over
quite a bit, there are many stocks that have remained 5s for very long
periods of time. Many 5-STAR stocks have become core holdings in
the Bear Stearns S&P STARS Portfolio Fund. Similarly, there are
many stocks that have been top-ranked by the S&P’s Fair Value
model for a number of years, including Express Scripts, Foodmaker,
Gartner Group, OfficeMax, Outback Steakhouse, Oracle, Photron-
ics, and Xilinx.

Table 14-1 lists 50 widely held stocks, their returns for 1994, and
their returns for the succeeding 3 years. Of the 50 stocks that out- or
underperformed in 1994, 32 trended the same way over the succeed-
ing 3 years (i.e., if they beat the market in 1994, they did so during the
next 3 years, and vice versa). This is a significantly high percentage,
and illustrates the advantage of having a long-term focus.

TABLE 14-1 3-Year total return of selected stocks in the S&P 500.
12-mo Return 3-yr Return

Stock 12/31/94 12/31/97

Alcoa 24.9% 19.5%
Ameritech 3.9 30.8
AMR −21.1 34.1
Bethlehem Steel −9.4 −21.6
Bristol-Myers −0.8 53.6
Burlington Northern −16.7 26.6
Carolina Power & Light −12.3 23.2
Caterpillar 22.3 23.2
Chase Bank −11.7 49.7
Chevron 1.3 24.2
Chrysler −8.4 17.8
Citicorp 11.5 48.0
Coca-Cola 14.8 38.9
Compaq Computer 59.3 53.1
Consolidated Edison −21.7 25.0
Digital Equipment −3.3 3.7
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In summary, many are called but few are chosen. There are very
few stocks eligible for marriage, but as your mother or father may
have said, they are out there. And the longer one has owned the stock,
the greater the deliberation required before closing out the position.

12-mo Return 3-yr Return
Stock 12/31/94 12/31/97

Disney, Walt 5.1 29.9
Dow Chemical 18.0 19.2
Dow Jones & Co. −13.6 23.0
Easton −4.3 24.8
Exxon −4.5 30.8
Federal National Mortgage −7.3 53.8
Federated Department Stores −6.7 30.8
Ford Motor −13.9 25.6
General Electric −3.6 45.6
Global Marine −6.5 89.2
GTE −13.5 25.5
IBM 29.0 43.4
Intel 1.4 64.3
Johnson & Johnson 21.7 36.2
Kmart −38.8 −2.3
McDonald’s 1.5 18.5
MCI Communications −31.9 32.8
Merck & Co. 9.7 43.8
Merrill Lynch −15.4 62.7
Microsoft 50.5 61.8
Motorola 25.2 0.3
Novell −18.0 −24.1
Oracle Systems 51.5 20.0
Penney, J. C. −14.8 15.2
Pfizer 11.6 59.6
Philip Morris 2.9 39.7
SBC Communications −10.6 26.0
Sun Microsystems 21.9 65.1
Telefonos de Mexico A ADRs −41.3 14.1
Time Warner −20.6 21.9
Toys “R” Us −24.5 0.9
Wal-Mart −15.8 23.9
Westinghouse Electric (CBS) −13.3 35.4
Weyerhaeuser −16.7 13.1

Average −2.3% 29.7%
S&P 500 1.4% 31.2%
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Should a stop-loss order trigger a sale, an analysis should still be made as
to whether underlying fundamentals have changed. Indeed, if the fundamen-
tals remain in place, then the stock could represent a buying opportunity.

IMPORTANT SELL DISCIPLINES
The following sell disciplines are in order of importance, although you
should choose those that work best for you. Studies have shown that all six
disciplines can enhance portfolio returns over time.

1. Original investment premise is no longer true. Probably the worst
drags on individual investor portfolio performance come from hold-
ing onto lousy stocks. You may have purchased it because of strong
anticipated earnings growth, or because of an attractive P/E compared
to the underlying earnings growth rate. Whatever the reason, if your
original investment premise is no longer true, sell the stock. There
will always be exceptions to this rule, but we are focusing on likeli-
hoods, not possibilities. Most of these equities won’t rebound any
time soon.

2. The stock is trading at a P/E that is more than 2.5 times its pro-
jected 3- to 5-year earnings growth rate. It is extremely difficult
for even the fastest growth stock to continue expanding earnings at
a meteoric rate. There are very few product markets large enough to
support it. Stocks that trade at big premiums to their growth rates
are always strong sell candidates. There are many large-cap stocks
in the S&P 500 with excellent track records that are trading well
above their earnings growth rates, but most of them are below 2.5.
Stocks with P/E-to-growth ratios above 2.5 may be attractive core
holdings, but we would not add substantially to positions until they
become more attractive from a GARP perspective. And for very
high P/E small-cap stocks, we would be even more aggressive in
paring them from a portfolio.

3. The stock has a Fair Value ranking of less than 3. In a way, this
could be seen as another GARP tool, since the model incorporates
many of the same valuation techniques. But the model adds in other
important valuation measures, which make its signals worthy of atten-
tion. Stocks with fair values below 3 will likely underperform the
market.

4. The industry group is expensive on an historical basis. Chapter 4
shows how the industry scorecard published as part of Standard &
Poor’s Industry Surveys can reveal undervalued industries—those
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with favorable growth prospects compared to their current P/E valu-
ation. This is important information to consider when deciding on
individual stocks, as well. You will be surprised by the number of
stocks that are unattractive individually that are also in industries for
which the scorecard is negative.

5. The stock has a STARS ranking of less than 3. Standard & Poor’s
equity analysts have not only done a fine job of picking attractive
stocks, they have also been very good at identifying the lemons.
Their avoid (2-STAR), and sell (1-STAR) recommendations have
consistently underperformed the market as a group. A 1- or 2-STAR
ranking is based on what the analyst thinks the stock will do over
the next 6 to 12 months. Even if your time horizon is longer, such
STARS designations should trigger a thorough review of the stock.

6. There is heavy insider selling on a dollar basis. Insiders often sell
their stock for reasons other than company fundamentals; often,
they simply want to exercise their stock options. However, a very
large exercise of options or straight stock sale could indicate that an
insider believes that the shares are overvalued in the near term. If
there is more than one such seller of large chunks of stock (valuing
in the millions of dollars, for instance), it is a strong signal to
reassess your position.

When to Sell a Growth Stock: The IBM Case Study
Most professionals have a hard time judging when to get out of a suc-
cessful growth stock. The key lies in identifying important industry
inflection points. For retailing, it was the creation of discount super-
stores such as Wal-Mart and Toys “R” Us. For technology, it was the
creation of the WinTel personal computer in the early 1980s. These
turns are often difficult to pinpoint exactly, but they can often be seen
before it is too late—that is, before the losers have touched bottom
and the winners have hit their peak.

Consider IBM’s experience during the 1980s. It may have been
difficult early in the decade to see that IBM was about to lose its pre-
eminent position in the computer world, but by 1987 it was clear.
Between the end of 1987 and the close of 1996, IBM’s stock advanced
just 9 percent—major underperformance compared to the S&P 500,
which rose 293 percent.

What were the main factors behind IBM’s fall from grace?
Despite its significant presence in the PC market, IBM derived most
of its sales and profits from mainframe computers. During the late
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1980s, after the stock hit its all-time high of almost 88, management
contended that mainframes should remain the company focus. Astute
observers could see the handwriting on the wall. Mainframe sales
generated the highest profit margins for the company, but only
because the firm had a captive audience. But suddenly this was no
longer true. Those investors who heeded this fundamental change in
IBM’s future business bailed out.
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PUTTING IT 
ALL TOGETHER: 
HOW TO RESEARCH 
THE LATEST TIP

15

A
S WE ALL KNOW, the most valuable commodity we have is
time. This chapter uses what you have learned to show how a
potential equity investment can be quickly researched, ana-
lyzed, and acted on in as little as an hour or two.

Deciding to buy a stock is a three-step process: research,
company analysis, and valuation analysis. Suppose that an acquaintance
who works for a store chain remarks to you that a slew of bar code printers
are being installed as part of a companywide supply chain management
program. But he does not know if other retailers are doing so, or have
already done so, or whether the company’s stock already has risen to reflect
this new opportunity. Should you buy the shares?

Not before you do your research. In fact, the batting average of stocks
researched to those bought should be quite low. But by looking at some key
statistics early on in the research phase, you can significantly reduce the hours
spent fruitlessly analyzing the wrong stocks. Hence, it is essential to develop
some quick-and-dirty tools to speed the initial screening process. (Having fast
access to company information via the Internet is very helpful at this stage.)
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PHASE 1: GENERAL RESEARCH
Let’s use your friend’s bar code printer as an example—suppose that the
printers being installed carry the Eltron brand. The first thing you would
find is that there is no publicly owned stock for such a company. End of
story? You should never give up at this point, because often the company
you’re interested in is owned by another company. Finding out the parent
company of subsidiaries can be time consuming, but one place to look is
the most recent volume of S&P’s mammoth Corporation Records, which is
available in most business libraries. If that turns nothing up, try Dun &
Bradstreet’s, or an open search on the Internet. And don’t forget—your
friend can always call up his sales purchase agent.

In this case, you would find that Eltron was recently purchased by
another company called Zebra Technologies, which is indeed public. What
follows is a step-by-step guide through the research and company-analysis
process. What you will need are Standard & Poor’s Electronic Stock
Reports, Investors Business Daily, and the S&P Earnings Guide. The fol-
lowing list shows what to look for in each publication.

Publication Key Stats
S&P Electronic STARS ranking, Fair Value ranking, ROE, and 

Stock Reports risk level
Investors Business Earnings strength, relative strength, industry

Daily relative strength table, and P/E on forward
earnings

S&P Earnings Estimated five-year earnings compound annual
Guide growth rate (CAGR)

The first publication to review is S&P Stock Reports (see Exhibit 15-1 at
the end of the chapter). What are the STARS and Fair Value rankings? Hope-
fully, they are either 4s (accumulate) or 5s (buy). Next, look at the historical
return on equity (ROE) at the bottom of page 2. The latest ROE should be
greater than 10 percent and trending higher from the previous year. Quickly
check the text on the first 2 pages to make sure there were no extraordinary
items over the last 18 months that might have skewed the numbers.

Next, turn to your issue of Investors Business Daily. Look up the com-
pany on the stock tables. (Start with the New York Stock Exchange. If the
company is not listed there, try the NASDAQ listings, then the American
Stock Exchange.) Check the company’s relative strength and earnings
strength. Relative strength and earnings strength should both be above 80.

If the stock passes most of these hurdles, turn next to the S&P Earnings
Guide. What is the estimated five-year earnings growth rate? Next, find the
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price/earnings (P/E) ratio from page 3 of S&P Electronic Stock Reports and
calculate your P/E-to-growth ratio. (Remember, your P/E should always be
calculated on forward 12-month projected earnings.) Generally speaking, if
this ratio is below 1.5 it should be viewed as positive; 1.5 to 2.25 is average, and
higher than 2.25 is poor. The whole process should take less than 10 minutes.

How would your test company, Zebra Technologies (ticker symbol
ZBRA), have fared in this process? Table 15-1 shows the relevant statistics
for ZBRA as of September 18, 1999. If the majority of these indicators are
positive, the stock warrants additional attention. If most of the indicators
are neutral to negative, chances are you should move on. There could
always be some crucial information that would change your mind, but the
chances are slim—is it really worth your time? (By the way, you should go
through this exercise once every six months with your current holdings.)

PHASE 2: COMPANY ANALYSIS
Seven of the eight indicators flashed positive for Zebra Technologies in
Table 15-1, so you should certainly look into the company and its stock.
The next action to take is to get on the Internet, go to the government’s
Internet site at www.EDGAR.com, and download the most recent 10-K,
10-Q, and proxy statement. If you are not on the Internet, call the company
using the phone number provided at the bottom of page 2 of S&P Stock
Reports. Ask for the investor contact if a name is not already supplied.
Make sure to ask for copies of recently published brokerage house stock
reports. Not every company sends them, but it is worth a try. The com-
pany’s website can also be useful. Portions of the annual report and press
releases are usually available there.

TABLE 15-1 Statistics for Zebra Technologies (ZBRA),
September 18, 1999.
Data Item ZBRA Comment

STARS ranking 5 Buy

Fair Value ranking 4 Accumulate

Risk Average Neutral

ROE 25% Above average

Relative strength 87 Above average

Earnings strength 84 Above average

5-yr estimated earnings CAGR 20% Above average

P/E-to-growth rate 0.9 Good



While your computer is downloading the information to your drive or
printer, look at the “Industry Performance” tables in Investors Business
Daily. Now that you know that the company is categorized as photogra-
phy/imaging, you can look up some vital statistics on that industry. In a
table that lists 197 industry indexes, look up photography/imaging (the cat-
egory is actually called “computer-peripheral equipment”). You see that
since January 1, this index was up 31.5 percent, an excellent performance,
since the S&P 500 rose just 8.7 percent over the same period. Why was this
the case?

One way to find out is to consult S&P Industry Surveys, which pro-
vides comprehensive analyses of more than 50 industries. (Many libraries
have it.) A summary industry outlook is also supplied as page 4 of the elec-
tronic stock report of a company. But assume that you are unable to find
one. Try to imagine the kind of economic changes that could impact spe-
cialty printer companies. Well, demand for computer hardware in general is
way up this year. Part of that demand stems from the need to switch out
non-Y2K-compliant hardware. There is also accelerated interest in
installing supply chain management software that fosters greater use of bar
codes further back in the inventory pipeline. This is what your friend is wit-
nessing. The table also shows that computer peripheral equipment was
number 11 in performance since January 1 out of the 197 groups ranked.
(The industry’s relative strength is a high A ranking.)

These are very good scores, and given the variety of information you
have considered thus far, they encourage you to spend more time getting to
know this company. (However, when you perform this exercise, bear in
mind the overall makeup of the industry and whether it reflects the business
of the firm you are looking at. For example, most of the market capitaliza-
tion of the computer peripherals industry is comprised of disk-drive mak-
ers, such as EMC, Seagate, and Quantum, and printer companies, such as
Xerox and Lexmark, but ZBRA’s bar code printers address a very small
subsegment of these markets—none of these players make bar code print-
ers. Hence, you should use the general industry measures in an informed
way.) One last item on the industry table in Investors Business Daily is
titled “Sales % Growth Rate.” This section provides the industry’s three- to
five-year compound sales growth rate.

Next, go through the company documents. Most of the important infor-
mation in these filings can be found in S&P Stock Reports. For example, look-
ing at the corporate description on page 2 of ZBRA’s stock report you see that
revenues rose in every one of the last eight years, as has operating income.

But the 10-K goes into much further depth. Reading it you find that
ZBRA’s main growth strategy is to expand revenues by capitalizing on rising
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industrywide demand and acquisitions of related businesses. Growth is
being fueled by mandated standardization of product manufacturing and dis-
tribution tracking around bar coding, and increased demand for improve-
ments in productivity and product quality in commercial and service
organizations as part of enterprisewide resource planning (ERP) systems. Its
card-printer business is being driven by the rapid growth in smart-card appli-
cations and increased use of computerized personal identification systems.

The 10-K also tells you that earnings in 1998 were hurt by integration
issues stemming from the firm’s purchase of Eltron International, one of its
most important former competitors, and from a temporary pause in orders
from UPS, its largest customer. The most recent 10-Q shows that revenue
growth has since accelerated, while profit margins have recovered almost
to preacquisition levels. As it is, the company’s net profit margin of 17.6
percent for the most recent quarter is one of the highest for any company in
the technology hardware sector.

So far you have not found anything that would undermine your intial
attraction to the company’s shares. The business has had a long history of
revenue and profit growth, high profit margins, few direct competitors, and
relatively high barriers to entry. So far, so good.

The next thing to do is to drill a little deeper and perform some statistical
sensitivity analysis. In general, you are looking for some numerical support
for your favorable reading of the company. Table 15-2 shows the statistics
that bear watching, ZBRA’s numbers, and our interpretation of them.

The results here are quite favorable, so you can move to the next phase
of your study of ZBRA, that of valuation analysis.

PHASE 3: VALUATION ANALYSIS
This is where many growth stocks falter, particularly in the high-P/E stock
market that is about to greet the next millennium. Some, but not all, of the
ratios shown in Table 15-3 are incorporated into the S&P Fair Value Model.
By far the most important statistic for us is P/E to long-term growth. As of
mid-1999, the P/E-to-long-term-growth rate of the S&P 500 was 2.3. That is
high by historical standards; the norm is 1.8. Price/sales is next in importance.
As of mid-1999, this statistic for the S&P 500 was about 2.1. That is high by
historical standards; the norm is about 0.8. Somewhat above-average
price/sales ratios can be acceptable if a company is growing rapidly or if oper-
ations generate high profit margins. But when the price/sales ratio is above
3.0, it is cause for some concern for even the most well-positioned stocks.

Tallying up the trends, you wind up with 22 favorables, 2 unfavor-
ables, and 4 neutrals. These numbers reflect a company that has exhibited
consistently above-average sales and earnings growth and high levels of



TABLE 15-2 Statistics, trends, and comments for Zebra Technologies (ZBRA).
Key Statistic Source* ZBRA Trend Comment

Last 12-mo year-over-year sales SR/AR/K †9.2% Unfavorable Hurt by acquisition
growth

3-yr compound trend SR/AR/K 18.0% Favorable Very strong by any measure

5-yr compound trend SR/AR/K 28.6% Favorable Very strong by any measure

5-yr projected EPS CAGR Internet 20.0% Favorable Substantially better than S&P 500 estimated 
growth

Year-over-year estimated EPS growth SR/AR/K ‡35.9% Favorable Inflated due to acquisition issues, but still well 
above average

Trailing 12-mo growth SR/AR/K †2.9% Unfavorable Hurt by one-time acquisition issues

3-yr compound trend SR/AR/K 19.2% Favorable Consistent above-average growth, except for 1998

5-yr compound trend SR/AR/K 15.9% Consistent above-average growth

Year-over-year annual cash flow SR/AR/K 6.8% Neutral Growth limited by acquisition-related charges

3-yr compound trend SR/AR/K 26.5% Favorable Better than profit growth

5-yr compound trend SR/AR/K 21.0% Favorable Still stellar, but less than revenue and profit levels

Latest full-year net profit margin SR/AR/K 11.9% Favorable Way over average, but less than historical margins 
due to acquisition

Net profit margin 3 yr ago SR/AR/K 17.0% Favorable Very high by any standard

Latest 12-mo operating profit margin SR/AR/K 22.3% Favorable High, particularly for technology hardware firm, 
despite acquisition costs
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Operating margin 3 yr ago SR/AR/K 25.6% Favorable Stable at high level

Gross profit margin last FY AR/K ‡47.2% Favorable Stable

Gross margin 3 yr ago AR/K ‡46.3% Favorable Stable

Debt as percent of long-term debt SR/AR/K 7.5% Favorable Low
plus equity

Debt (debt + equity) 3 yr ago SR/AR/K 1.5% Favorable Low

Debt (debt + equity) 5 yr ago SR/AR/K 0.3% Favorable Low

Current ratio SR/AR/K 8.0 Favorable Outstanding; reflects $194 million cash

Current ratio 3 yr ago SR/AR/K 7.4 Favorable Outstanding

Current ratio 5 yr ago SR/AR/K 7.1 Favorable Outstanding

ROE SR/AR/K 35.0% Favorable Substantially above average and rising

ROE 3 yr ago SR/AR/K 23.3% Favorable Still higher than average for S&P 500

ROE 5 yr ago SR/AR/K 29.5% Favorable Substantially above average 

Cap expenditure/depreciation SR/AR/K 2.5 Neutral Higher than historical rate

Cap expenditure/depreciation 3 yr ago SR/AR/K 1.6 Neutral Average for industrial company

Cap expenditure/depreciation 5 yr ago SR/AR/K 1.5 Neutral Average for industrial company

* SR—S&P Stock Reports; AR—annual report; K—10-K; Internet—Zacks or IBES web pages.
† Adjusted to include Eltron. Unless noted, all historical statistics exclude Eltron.
‡ Excludes $0.30 merger charges in 1998.
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TABLE 15-3 Valuation statistics for Zebra Technology (ZBRA).
Key Statistic ZBRA Comment

P/E on projected EPS/estimated 5-y growth 1.0 Positive

P/E to projected year-over-year EPS growth 0.6 Positive

Price/sales 4.6 Negative

Price/cash flow 22.6 Negative

P/E on estimated next FY EPS 20.0 Positive

P/E on trailing 12-mo EPS 27.0 Positive

Price/book value 5.0 Negative
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profitability. Such trends have resumed following the Eltron deal. A large
cash hoard along with little internal need for capital suggests that already
healthy internal growth can be further supplemented by additional acqui-
sitions for cash. Occasional share buybacks could also boost EPS growth.

The votes are in, and they point toward the purchase of ZBRA. Manage-
ment has clearly met aggressive growth goals for many years. With industry
fundamentals excellent, that trend should continue. The stock is trading at
somewhat high valuations by some measures—market cap/sales, market
cap/cash flow, and price/book value among them. But on the basis of forward
earnings, ZBRA is attractive compared to the rest of the market. At the time
of this analysis, the S&P 500 is trading at a P/E ratio of 29 times trailing 12-
month per-share earnings. Analysts are also projecting that companies in the
S&P 500 will expand earnings at a 13 percent annual rate in 1999. Hence,
ZBRA’s shares are trading at a slight discount to the market, while also hav-
ing better near-term and long-term earnings growth prospects. The Fair
Value-5 and 5-STARS rankings give additional comfort that these shares
could exceed the performance of the S&P 500. We would buy the shares.

Note that for a stock like this, you should carefully monitor revenue
growth each quarter. Revisit this analysis every six months.

FINDING INVESTMENT IDEAS
Where else might a determined investor find investment information? The
Internet is an obvious source, with this medium exploding with new infor-
mation in the past few years. There are plenty of excellent databases avail-
able, but there is also a great deal of information that is worthless. Table
15-4 lists some websites that could prove useful. The first group provides
some interesting free information. The second group charges a fee, and the
quality of content is generally much better. But keep in mind, there are very
few places to find truly objective information.
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For $10 a month you can gain access to S&P Personal Wealth. There are
a variety of modules available. You can screen the S&P Stock Guide database
for investment leads, and gain access to S&P Stock Reports. You can also tap
into Standard & Poor’s objective portfolio evaluation expertise. Using a CD-
based professional edition, you can gain access to all of the stock reports
(there are currently more than 3500) and a screening engine, as well as to the
Outlook and Emerging & Special Situations investment newsletters. (Value
Line also has a stock database screening program available.)

There are also plenty of valuable print sources for stock screens. Financial
magazines such as Business Week, Fortune, Smart Money, and Worth often pub-
lish lists of stocks designed to provide research leads to large-cap-, midcap-,
small-cap-, value-, or growth-oriented investors. The S&P Earnings Guide
regularly supplies screen ideas based on consensus earnings projections.

Finally, there are the ubiquitous investment newsletters. Just about all
of them offer model investment portfolios. Check Hulbert Financial Digest
for the five investment letters with the best performance track records over
the last five years.

IPO INFORMATION
There are a number of good sources for IPO information, many of which
can save a lot of legwork. The first is Investors Business Daily. Each issue
contains tables showing recent IPOs and filings and those that have been
registered over the last 60 days or so. The completed offerings list is the
most comprehensive in print, with information such as the date the com-
pany went public, the stock symbol, the P/E ratio based on trailing 12-
month earnings, the high filing price, and the offering price.

Other helpful sources of factual information include IPO Digest and IPO
Reporter, which often provide short descriptions of what the company does
and how it has done financially in recent quarters. Securities Data has the most
comprehensive historical IPO database, and is typically used by academicians
studying IPO investment performance. SmartEdgar.com offers an intelligent
screening tool for the SEC website for timely access to recent filings.

Last, there are the publications that offer specific recommendations.
The best known is Standard & Poor’s Emerging & Special Situations
newsletter. In our view, it is one of the best short cuts to earning investment
profits in the IPO market. Emerging & Special Situations has been provid-
ing investment advice on new issues for more than 17 years. It offers more
IPO investment recommendations than any other publication; more than
150 deals are appraised each year.

Other sources for finding IPOs include New Issues, which is published
by the Institute of Econometric Research, Fort Lauderdale, Florida. It pro-
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vides recommendations of one to five IPOs a month. There is also Bar-
ron’s, which does not offer formal investment recommendations, but cer-
tainly gives an editorial slant on roughly one IPO a week.

FITTING THE LEVEL OF RESEARCH TO THE AVAILABLE TIME
The amount of time spent on personal research should reflect the importance of
theseinvestmentswithintheframeworkofaninvestor’sportfolio.Herearesome
suggested research and information steps that investors could complete based
ontheamountof timetheyhaveeveryweek.Thelistsarenotmeant tobeexhaus-
tive, but should help investors maximize their time in the research process.

5 Hours

Wall Street Journal (daily)
Investors Business Daily (Friday)

Value Line

Barron’s
Wall Street Week

1 hour individual stock research

10 Hours

All of the preceding, plus:

CNN/FN Capital Ideas
Investors Business Daily (two days a week)

S&P Emerging & Special Situations
Research Digest
Business Week

Fortune

2 hours individual stock research (including IPO prospectuses)

20 Hours

All of the preceding, plus:

Investors Business Daily (daily)
CNBC Nightly Business Report or CNN Money Line Market Wrap
S&P Industry Surveys or brokerage house industry reports

Access to Dow Jones News
The Economist

S&P Earnings Guide

6 hours individual stock research



TABLE 15-4 Useful investment websites.
Website Developer Primary Focus

Free websites

www.bear.cpu.ufl.edu/ritter/index/ University of Florida IPO information and links

www.biz.yahoo.com Yahoo! Tech stocks

www.bloomberg.com Bloomberg Daily market and IPO information

www.bridge.com Dow Jones Markets Stocks and fixed income

www.businessweek.com Business Week Business articles

www.byte.com Byte magazine Technology

www.cbsmarketwatch.com CBS/DBC News and stocks

www.cnnfn.com CNN Financial Network Daily market

www.dailyrocket.com Daily Rocket Market summaries

www.economist.com The Economist Business articles

www.fool.com Motley Fool Company chat pages

www.hoovers.com Hoover’s Online Company information

www.info.wsj.com/headlines Wall Street Journal Daily market

www.investorama.com Investorama Web links

www.investorhome.com Investor Home IPO information

www.investorlinks.com Investor Links Daily market

www.investors.com Investors Business Daily Daily market

www.IPO.com IPO.com IPO information

www.IPODATA.com IPO Data Systems IPO information

www.ipohome.com Renaissance Capital IPO information

www.ipomaven.com Otiva IPO information

www.irs.ustreas.gov Internal Revenue Service Tax information
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TABLE 15-4 Useful investment websites (Continued ).
Website Developer Primary Focus

http://linux.agsm.ucla.edu/ipo/ UCLA IPO information

www.moneycentral.com Microsoft News, stocks, and portfolio

www.moodys.com Moody’s Bond ratings

www.morningstar.com Morningstar Funds

www.multexinvestor.com Multex Databases

www.nasdaq.com NASDAQ Daily market
NASDAQ Exchange Company information

www.page.top IPO Professor

www.personalwealth.com Standard & Poor’s Daily market

http://prnewswire.com PR Newswire Company announcements

www.quicken.com Intuit News and stocks

www.reportgallery.com Annual Report Gallery Stocks

www.reuters.com Reuters Stocks, fixed income, and international

www.sec.gov U.S. Securities and Exchange Commission Company information

www.siliconinvestor.com Silicon Investor Tech chat

www.stockguide.com Stockguide Small-stock profiles

www.stockinfo.standardpoor.com Standard & Poor’s Stock data

www.stockpoint.com Stockpoint Stocks and commentary

www.techweb.com CMP Media Technology trends

www.thestreet.com The Street.com Daily market and research tools

www.thomsoninvest.net Thomson Financial Stocks

www.vanguard.com Vanguard Funds and annuities

www.Vardem.com Deutsche Bank Economic commentary

286



www.wallstreetcity.com Telescan Historical data

www.zacks.com Zacks Analyst estimates

Websites charging a fee

www.briefing.com Briefing.com Market news

www.dataquest.com Dataquest Tech trends

www.firstcall.com First Call Analyst estimates

http://gartnerweb.com Gartner Group Tech stocks

www.ibes.com I/B/E/S Earnings estimates

www.investools.com INVESTools Baseline reports, Zacks, and Market Guide

www.investor.com Microsoft Broad coverage

www.ipomonitor.com IPOMonitor.com IPO information

www.personalwealth.com Standard & Poor’s Stock reports

www.quote.com Quote.Com Stock and index quotes

www.thestreet.com James Cramer Original news

http://wsj.com Wall Street Journal General financial and company news
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EXHIBIT 15-1 Report on Zebra Technologies.
(From Standard & Poor’s Stock Reports, September 18, 1999. Copyright © 1999 by

The McGraw-Hill Companies.)
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EXHIBIT 15-1 Report on Zebra Technologies (Continued ).
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EXHIBIT 15-1 Report on Zebra Technologies (Continued ).
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EXHIBIT 15-1 Report on Zebra Technologies (Continued ).
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EXHIBIT 15-1 Report on Zebra Technologies (Continued ).



MS-DOS VERSUS 
TEDDY RUXPIN

P
LEASE READ THROUGH Exhibits A-1 and A-2, the prospectuses
for Microsoft and Worlds of Wonder, respectively, at the end of
this appendix. While doing so, write on a pad in one column the
pluses you see in each deal, in another, the negatives. Then come
back and take a look at the report card we came up with when

the deals actually went public.
Figure A-1 shows our report card for Microsoft. Not only does the

absolute number of positives offset the negatives, but the number of major
favorable characteristics, noted in bold, far exceed the negative ones.
Clearly this was a stock to buy at the IPO and, depending on how high the
stock might go on the first day of trading, even in the aftermarket. The rec-
ommendation published by Standard & Poor’s in Emerging & Special Situ-
ations prior to the offering (Exhibit A-3 at the end of this appendix) shows
that the offering was deemed highly attractive and that it was the Spotlight
IPO Recommendation of the month. The bottom line is that Microsoft had
proven technology, already profitable products, and a market position with
DOS that virtually guaranteed continued sales for years to come.

Now consider Worlds of Wonder. Crazed parents sometimes drove hun-
dreds of miles to satisfy a tot’s fascination for the lovable bear. Capitalizing
on this, its maker, Worlds of Wonder, decided to go public to raise money
in order to meet extremely strong demand for Ruxpin as well as to develop
a creative infrastructure for follow-on successes. When the stock went pub-
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lic, it immediately went to a first-day premium which, on a percentage
basis, was even higher than Microsoft achieved.

Figure A-2 shows our report card for Worlds of Wonder. As you can
see, there were some positives. The Ruxpin mania did, of course, exist; 
follow-on sales of Teddy’s World items were also possible; and the Lazer
Tag game did seem promising. But look at all the negatives, and look at all
the ones in bold. This company could easily have been a one-trick pony
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FIGURE A-1 Microsoft report card.

Positives

Top-notch underwriters (front page)

Multiple successful product lines (inside front cover)
IPO proceeds reinvested in business (Offering summary)

Dominant provider of proprietary PC operating system (business
summary)

Consistent revenue and earnings growth (income table in business
summary)

High profit margins (income table)

No debt (balance sheet data in business summary)

Short risk-factors section
Application software revenues rising as percentage of total 

revenues
Develops software using proprietary tools (competitive advantage)
Doing well developing add-on software to DOS and Windows 

(business)

Entrenched with most major OEMs (business)
No price competition

Negatives

Possible loss of MS-DOS’ dominant market position (risk factors)

Slowing revenue growth (income table)
Dependence on one person’s technological and corporate vision
Low insider cost of ownership (dilution section)

Trend of higher profit margins could be ending (management’s 
discussion)



with little staying power. The most important clue to this was that manage-
ment already had a history of riding a fast wave in but getting caught in the
surf. Much of the senior management came out of Atari, a video game com-
pany that had a few great years but fell on very bad times shortly after
Warner Communications bought it.

The write-up that was published by Standard & Poor’s when Worlds of
Wonder originally went public (Exhibit A-4 at the end of this appendix)
acknowledged and correctly called that the stock would do very well at the
offering, with the first stop over 20. It actually hit almost 30. But S&P
emphasized that the risks of failure were much too great for anyone to hang
onto the shares for more than the first few days.
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FIGURE A-2 Worlds of Wonder report card.

Positives

Leading product still experiencing strong demand.
High level of profitability for start-up company.
Broadcast licensing profits possible (Teddy Ruxpin and Lazer Tag)
Pending broadcast publicity could keep interest in Teddy Ruxpin at

healthy level over long run.

Negatives

One-product toy company.
Rest of line unproven.
Very short operating history.
Low barriers to direct competition.
At competitive disadvantage due to small size of company.
Did not design Teddy Ruxpin. Done by third party.
Insiders paid just $0.20 a share for holdings ($1.5 million).

Getting $29 million at offering.
Management unafraid to go to debt limits.

Very short product cycles for most toys.
Five senior managers involved with rapid rise of ill-fated Atari.
Executive compensation all cash—no corporate pension,

retirement, annuity or savings plans.
Considerable insider stock purchase transaction just before IPO

at highly favorable prices.
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Table A-1 shows a comparison of the two companies based solely on
the information that was in the prospectuses. Point for point, Microsoft is
the winner. If one just looks past the hoopla and considers the publicly dis-
closed facts, an astute reader can, indeed, separate good deals from bad
ones.

Everyone knows what has happened to Microsoft. As it turned out,
sales of Teddy Ruxpin bears were strong during the Christmas selling sea-
son in late 1986 after the IPO. But it soon became clear that the mania had
peaked. In addition, none of the company’s other toy concepts were suc-
cessful. The company was stuck with huge inventories of unwanted mer-
chandise after the holidays. By the end of 1987, the firm was in deep
financial trouble and filed for bankruptcy. Common stockholders wound
up with nothing. Teddy Ruxpin is now but a memory, and a bad one for
most poor souls who bought the stock.



TABLE A-1 Comparison of Microsoft with Worlds of Wonder.
Business Factor Microsoft Worlds of Wonder

Competition High technological barriers Low barriers

Few competitors Many competitors

Dominant market share Very small market share

Product Proprietary barriers No barriers

Multiple successful product lines Only one product

Long, multiyear product cycles Short product cycles

Internally designs products Product design farmed out

Operating trends Highly profitable over many years In existence one year

Established sales and earnings growth No sales and earnings trend yet

Healthy profit margins Healthy profit margins

Strong balance sheet Strong balance sheet after IPO

Always cash-flow positive High seasonal debt levels to finance inventories

Management Opportunistic decision-making climate Opportunistic

Long-term perspective Short-term focus

Normal executive compensation packages All cash compensation
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EXHIBIT A-1 Microsoft prospectus.
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EXHIBIT A-1 Microsoft prospectus (Continued ).



EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).

MS-DOS VERSUS TEDDY RUXPIN 311



EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).

324 FAST STOCKS FAST MONEY



EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).

328 FAST STOCKS FAST MONEY



EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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EXHIBIT A-1 Microsoft prospectus (Continued ).
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