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Part I

THE ART AND SCIENCE
OF TECHNOLOGY STOCK
INVESTING



 

The Art and Science of Investing 
in Technology

Welcome, tech investors, to the first edition of The 100 Best Technology Stocks You Can Buy. This book will serve as your guide to adventure in one of today’s most dynamic investing spaces, known informally as the “tech sector,” or just plain “tech.” Here we will introduce you to the technology companies that we feel are best positioned as candidates for your personal investment portfolio. Along the way we will give you information and background that will help you understand and interpret the volumes of sometimes bewildering data that issue daily from Wall Street, not to mention Silicon Valley, the Pacific Rim, and elsewhere.

The tech landscape can be pretty intimidating to even the most astute investor. There are a great many unfamiliar concepts and a great many unfamiliar business models. The terrain can change dramatically over time, and companies that had been high-flyers can be grounded by market shifts, upstart competition, or a disruptive technology that renders their business obsolete practically overnight. Our goal here at 100 Best is to guide you through the turbulence and, ultimately, to inspire you to chart your own course—one that suits your needs, your budget, your time, and your vision.

You are holding a copy of the first edition of what we hope will be many to come for this new title. It’s good to focus some attention on one of the fastest-moving areas of the investment markets but, as the cliché goes, it isn’t just about the destination, it’s about the journey. Many people come to the technology sector looking for the sexy stock and quick returns. What brings you here? What’s the appeal of technology for you?

If it’s a gambling opportunity you’re looking for, you might be disappointed. We expect you’re here because you want to own something, rather than bet on something. What we’d like to offer is closer to a Sure Thing, although we can’t promise that either. Anyway, if you’ve been in the world of individual, do-it-yourself investing, you’ve seen enough Sure Things already.

In fact, this is why we’ve created this book, the latest in the 100 Best series. Our goal is not only to offer a fresh perspective on individual investing, but also to shed some light on one of the more mysterious corners of the market. In addition, we offer our 2012 picks for the best technology stocks to invest in. As in the other books in our 100 Best series, we offer fish and some helpful advice on fishing.

Okay, another tired cliché, perhaps. And perhaps not even accurate, for the “fish” we offer aren’t really cooked and ready to eat. The 100 fish we offer take the form of selected companies, their stories and their upside and downside potential. They’re meant to be bait, not fish. They’re ideas for you to pursue further, research further, and to consider against your own interests, intuitions, and investing strategies. They are food for thought.

Okay, since we’re running out of clichés, perhaps it’s time to get down to business and talk about the phrase Best Technology. What does Best mean in this context? What’s a “technology” stock? And why do we need a book on the world of technology stocks?

The Mother Ship

Our story starts with the mother ship: The 100 Best Stocks You Can Buy. Many—perhaps most—of you have seen that book. You may have the 2012 edition already; you may have even purchased it along with this book. You may be one of the loyal readers who have followed 100 Best Stocks and all of its lessons and recommendations from its inception fifteen years ago.

This book is built on the approach established in 100 Best Stocks You Can Buy but extends it further into the specific area of technology stocks. The value-based investing methods described in that book are employed here but are applied to the technology sector alone. The same rules apply—there’s no secret sauce for investing in technology as opposed to the broader market. Both books have their place, and both belong on your investing bookshelf.

The 100 Best Stocks You Can Buy 2012 and all previous editions provide you with what we feel are, overall, the 100 Best Stocks you can own. They balance safety and current income with long-term success and growth. They represent the best of all worlds, companies you’ll do well with primarily over the long term. These are companies that would constitute an appealing, diversified portfolio for 2012 that balances risk and return.

The stocks that we recommend in The 100 Best Technology Stocks You Can Buy represent the best stocks in what is inherently a more volatile and riskier segment of the overall market. Because of the two well-known tech bubbles of the past decade, some people may feel the sector is too volatile and is not where they want to be. Fair enough. We don’t think anyone should lose sleep worrying about his or her investments. Others, though, understand that good companies, companies with stable markets and sound management, do well in up cycles and down cycles and the specter of the bubble is nothing to fear. These are the companies we look for. But these aren’t investments you can make one day and ignore for twenty years; all investments these days must be watched and managed as you would manage a business. The world just changes too fast to do anything else.

In The 100 Best Technology Stocks You Can Buy 2012, we provide you with what we feel are the best choice of stocks in the technology sector. Certainly, we don’t recommend that an individual investor buy all 100 issues; a manageable portfolio should provide diversification, and technology stocks should represent only part of that mix. What we’ve done here is to provide you with insight on a selection of issues that are safe, well positioned for growth, and appropriate for most investors.

Why Stock Investing Is Important

In our (naturally) biased opinion, we all should own some of the 100 Best Stocks somewhere in our portfolio. In fact, perhaps, in a large portion or even a majority of our portfolio.

And in our world view, one of the major premises of owning stocks is to keep up with economic progress. As an alternative, you could buy a bond. What are you doing? You’re lending money to a company to do something with it; you’ll be paid back with interest eventually. But do you participate in the growth of that company’s business, its productivity, or market share? Do you get a share of its better ideas or new products? No, you get a fixed, predetermined return, the value of which may well be diminished by inflation, the interest rate climate, or God forbid, an all-out default if the company goes belly up.

Put your money in a CD or some other fixed investment and you avoid the last risk, but you still face the other two. Buy a commodity or a commodity future and your success is left to the whims of supply and demand, with no management team or any other guidance working to make sure that things turn your way. And real estate? Well, we all know what happened with that one in 2008.

Not that these alternative investments are necessarily bad; they have their place. Companies have risks, too. Bad management, technology shifts, a poor response to competition—the list is long. Any shareholder in Enron or Eastman Kodak or Etrade can tell you from experience.

But if you want to participate in growth—growth that can come in the form of an increase in the share value and in the cash dividends returned (which can grow too, as so many forget), you should buy companies. That is, if you don’t have the whim and wherewithal to start your own. (Or even if you do, for you shouldn’t put all your business eggs in one basket.)

So, we feel that you should own at least some stocks. They offer not only the best chance to get ahead, but also the best chance to keep up.

A Little Further, a Little Faster

Now, assuming you’re on board with the idea of hitching your wagon to companies, American companies primarily, to keep up with or even get a little ahead of the pack, should you participate in the real growth opportunities in today’s economy? Technology? Productivity? Efficiency? New, cool technologies such as digital music, digital photography, alternative energy, or less sexy but still new ideas like plastic composite backyard decking? LED lighting? The latest and greatest in semiconductors or semiconductor manufacturing equipment? Do you participate in recently realized economic necessities like replacing older generation computer hardware, networking, and software solutions? Do you participate in new business models such as streaming video or mobile wallets or cloud computing?

Life is expensive. And as many have found out the hard way, it gets more expensive the older you get. Health care costs rise through the roof. Ditto the costs of college for those kids and grandkids, and until recently, housing costs. While that is all going on, personal incomes have hardly kept up, to say nothing of the near elimination of interest on personal savings or other fixed returns. We had a professor of physics way back when who offered a pithy summary of the Second Law of Thermodynamics: You can’t win, you can’t break even, and you can’t quit the game. Personal finance feels that way from time to time, particularly if you only invest for modest returns, even using our 100 Best Stocks as a guide. Life demands more wealth and hence greater returns, and at the same time, all things equal, it produces weaker ones.

Another notable physicist, Wayne Gretzky (more of an experimentalist, but you get the point), was asked why he was so far ahead of his contemporaries in the game of hockey. He replied that instead of chasing the puck, he “tried to be where the puck was going.” Wonderfully simple in concept, blindingly difficult in practice, but there it is.

That’s where 100 Best Technology Stocks You Can Buy 2012 comes in. We have developed this book to help you see where the puck is going by focusing on technology, where growth and innovation are rewarded handsomely and failure is often punished severely (or, strangely, ignored altogether). Again, we don’t recommend technology across your entire portfolio, not by a long shot. But to be where the puck is going, your portfolio demands that some portion of your investing capital belongs in this, one of the most dynamic and lucrative investment sectors of the past thirty years. If our suggestions make sense, if our discussions inspire you, you may come around to our way of looking at the technology sector, which is a place of great promise and potential. We hope to give you some ideas on how to hitch your wagon to the future, to see where the puck is going in today’s economy and lifestyle—and make some money in the process.


AMERICAN AS APPLE PIE?

If you read closely just a few paragraphs ago, you may have caught our phrase “American companies, primarily.” Now, with all the headlines you read today about growth in China and so forth, why would we stick to American companies?

While we acknowledge that many foreign economies are growing faster, and that many foreign counterparts to American companies and American technological leadership are becoming more formidable, we still for the most part choose to “buy American” when it comes to investing. Why? Two reasons: First, American companies are easier to understand. Financial and accounting standards are better known and more consistent. Second, American companies with good products sell prolifically into foreign economies, often for over half of their overall revenue. So you get exposure to the “good” of foreign growth without many of the inherent risks.



And a Couple of Sister Ships

So we come back to the earlier question: mother ship, or sister ship? Did 100 Best Stocks You Can Buy give birth to the 100 Best Technology Stocks You Can Buy? Indeed it did. There is plenty of 100 Best DNA in 100 Best Technology. If there hadn’t been a 100 Best, there probably wouldn’t be a 100 Best Technology. And in fact, the best technology stocks in 100 Best also make an appearance here (we hope that’s not too surprising).

If you’re really paying attention to our evolving 100 Best series, you probably also know about (or own) our recently released The 100 Best Aggressive Stocks You Can Buy 2012. Aggressive stocks? Technology stocks? Sisters, yes, and a healthy family resemblance. In fact, about forty of the 100 Best Technology stocks are also on the 100 Best Aggressive list. But the 100 Best Aggressive list also holds many companies nowhere near the tech space, like cardboard box maker Temple Inland or used auto retailer CarMax. Aggressive stocks include some tech stocks, but also include healthy growth and turnaround prospects in other industries.

But for you as an investor, it makes more sense to treat the books as sisters: 100 Best Stocks to help you with the foundations of your investing portfolio and 100 Best Aggressive and 100 Best Technology to get more on board with growth-focused companies, and to provide some lift as well as thrust to your investing returns in the process.

Who Are We to Write This Book

Well, okay, first of all, we’re the authors and creators of 100 Best Stocks You Can Buy, and have been since the 2010 edition. That qualifies us, right?

Yes, it does help. We understand the idea of crafting useful tools for individual investors. We understand the idea of culling down thousands of stocks into a useful 100 Best list serving a composite of investors with a composite of best company attributes aligned to the idea of investing for value.

We are value finders, regardless of how that value is delivered. The value may be anchored to safety and current cash returns, or it may come in the form of growth and growth potential. With the 100 Best Technology list, we think we have found stocks of good businesses in good technology-centered industries that can provide very attractive returns and that also happen to be good values at today’s prices.

We function as a team. But a team is made up of individuals, so here is a brief summary of who we are, where we came from, and how our experiences relate to bringing you the 100 Best Technology stocks. If you’ve read the sister 100 Best Stocks You Can Buy, these bio sketches will look familiar.

Peter

Peter is an independent professional researcher, writer, and journalist specializing in personal finance, investing, and location reference, as well as other general business topics. He has written twenty-five books on these topics, done numerous financial columns and independent privately contracted research and studies. He came from the corporate world, a veteran of a twenty-one-year career with a major West Coast technology firm.

He is most definitely an individual investor. And has been since the age of twelve, when his curiosity at the family breakfast table got the better of him. He started reading the stock pages with his parents. He had an opportunity during a one-week “project week” in the seventh grade to read about, and learn about, the stock market. He read Louis Engel’s How to Buy Stocks, then the pre-eminent—and one of the only—books about investing available at the time (it first appeared in 1953 … he thinks he read a 1962 paperback edition). He read Engel, picked stocks, and made graphs of their performance by hand with colored pens on real graph paper. He put his hard-earned savings into buying five shares of each of three different companies. He watched those stocks like a hawk and salted away the meager dividends to reinvest. He’s been investing ever since, and in combination with twenty-eight years of home ownership and a rigorous, almost sacrificial savings regimen, he has done quite well in the net worth department, pretty much on his own.

Yes, he has an MBA from a top-rated university (Indiana University, Bloomington), but it isn’t an MBA in finance. He also took the coursework and certification exam to become a certified financial planner (CFP). But by design and choice, he has never worked in the financial profession. His goal has always been to share his knowledge and experience in an educational way, a way helpful for the individual as an investor and a personal financier to make his or her own decisions.

He has never made money giving investment advice or managing money for others, nor does he intend to.

When starting out with a Fortune 50 tech firm in the early 1980s, Peter was stationed for three years right in the heart of Silicon Valley during some of its most exciting years (for instance, when Apple Computer went public). He witnessed firsthand the incidence and development of some of the world’s premier tech companies and many of the tech industries still in play today. He’s been a tech stock aficionado ever since.

Outside of an occasional warm Friday evening at the harness track or a nickel-dime-quarter poker game with former work buddies, Peter just doesn’t gamble. Not that he thinks it’s unethical; he just doesn’t like to lose hard-earned money on games of chance. But when it comes to investing, Peter can be fairly aggressive. Not with all of his investments, but with a portion. He is a classic Buffetonian value investor in most ways, investing for value in businesses he understands. He occasionally will make a big bet on something that appears to be an obvious winner. A couple of his biggest bets can be found in another of our companion books, The 100 Best Aggressive Stocks You Can Buy 2012.

Scott

Scott is relatively new to the professional writing game but has been an investor since age fourteen, when he made the switch from analyzing baseball box scores to looking at the numbers and charts in the business section. Cautious from the start, his first stock purchase was an electric utility with a spicy dash of dividend reinvestment. Unfortunately, his investing career was cut short by the typical high schooler’s lack of investment capital, and eight years later his brokerage firm was nice enough to send him a letter asking him if he was still alive and would he mind terribly taking his business elsewhere. As it turned out, that was the real start of his investing career, since he then had an income and lived five minutes from a brokerage with half a dozen open terminals.

As a Silicon Valley resident with twenty-plus years in engineering and technology management, he’s learned that a unique product value proposition is important to the success of any company, but has also learned (the hard way) that proper financial fundamentals are just as critical. From a development manager’s perspective, comprehending a new product’s risk/reward proposition is one of the keys to a company’s success. From an investor’s perspective, it’s also one of the keys to successful value investing in a dynamic, innovation-driven market.

Like Peter, Scott has always been a value investor. Picking a company to buy based on momentum or popularity won’t always result in a bad pick, just usually. And while there are plenty of companies out there that can point to a history of increasing stock prices, there are far fewer that can point to a future of the same. Looking hard at the numbers, picking through the pretenders, and finding the contenders is where Scott adds his own value.

Scott plays poker too, and finds the atmosphere around a poker table to be a bit like the stock market. Everyone knows there’s money to be made, but not everyone is willing to do the math. Rather than figure out if they’ve got a reasonable chance of achieving financial gain with the cards (or stocks) they see in front of them, some simply bet on a combination of hope and the theory that “if you don’t bet, you can’t win.” And while that’s true, it’s also true that if you don’t bet, you can’t lose. You only have so much money to play with—make the most of it by understanding what you’re betting on and what you’re up against. This is where this book can help.

So What Does Best Technology Really Mean?

To understand what a term or expression really means it’s sometimes helpful to take it apart. We’ll give that a try here—what do we mean by Best Technology? We’ll do one word at a time, starting with technology.

Thank You, Justice Stewart

An agreed-upon definition of the word technology is surprisingly elusive. Dictionaries provide no consensus. We did find that the word’s earliest common usage in English is in reference to “the useful arts,” which probably says more about the other arts than it does about technology. Much later popular definitions, such as “the way we do things around here” are not much help either, although we did like “organized inorganic matter.” But are these useful for picking technology stocks? Not so much.

The best definitions we see all involve the concept of tools and the application and manipulation of raw science in order to solve a problem or serve some other purpose. This turns out to be a very useful description and one that could be applied to every stock in this book. Unfortunately, it’s a definition that also works for a manufacturer of axes, shovels, and sledgehammers. And as it turns out, there are no sledgehammer manufacturers in the Standard & Poor’s Technology Sector listing. So even though they fit the definition, we couldn’t really see our way clear to include all tools in our definition.

Clearly, if we’re going to be a technology investor, we want the technology that we invest in to more or less mirror the technology investments made by the market at large. As someone once said, follow the money. Companies that stand to gain by spending as much as 10 percent of their revenue on R & D are companies that will lead, or even define, their particular market. Companies that receive little benefit from advancing the state of their tools or products don’t spend that money.

There’s not a lot of money being spent on R & D in the axe business, although they do have a lot of cutting-edge products. Sorry. But the point is made—if your products or business will benefit from a high level of R & D, you generally make that investment. If they will not benefit, or your company is not making that investment for other reasons (lack of funds, short-sighted management), then as a technology investor we’re probably not all that interested in your stock.

There are a lot of companies that rely on technology in order to get their products out the door. Procter and Gamble, for instance, not only uses a lot of technology but also generates a great deal of its own patentable technology in the making of its products. Is P&G a technology company? A case could be made that it is, but for our purposes the answer is no. What it sells is not technology but rather soap, toothpaste, and diapers (among other things). Though the diapers it produces may be the highest-tech diapers in the business, they’re still diapers. P&G’s success in its businesses has far less to do with its technology and far more to do with its enormous marketing clout.

So if using or producing technology is not sufficient, does selling technology qualify a company as a technology stock? We’re probably getting closer to the matter with that definition, but it’s starting to look like Supreme Court Justice Potter Stewart had the right idea when he was asked to rule on, and thus define, pornography. To quote the wise Justice: “I shall not today attempt further to define the kinds of material but I know it when I see it.”

Here at 100 Best we’ve applied some of this logic to our stock selection process. In part, we know it when we see it. For our purposes, a technology stock is the stock of a company that generally relies on technology as either a key component of the products it produces or as a primary differentiator of its business model. These are the two areas where technology provides its greatest leverage. Your offices and building may be technological marvels, and your staff may be outfitted with the latest productivity tools, but this does not qualify you as a technology company.

The companies that we’ve included in this book are generally recognized throughout the investment community as technology stocks, with a few exceptions. Companies such as Avnet and Arrow are technically distributors (although they also provide technology services and value-add), and we’ve also included a few companies whose business falls outside the boundaries of the mainstream technology sector. We recognize and defend those exceptions based on their customer lists, their business cycles, or other factors that match that of the sector at large.

The reason we’ve taken the time to try to define technology is that the definition is a big part of why the technology sector is attractive as an investment area. Technology’s very nature makes it a weathervane for value. We can see this as we go back to that definition of technology as the application of raw science in order to solve a problem. Technology is innovation, and the innovator, the first one to do something new and useful, always has a great deal of pricing power. We remember Intel’s early stranglehold on the CPU market for consumer PCs—when AMD showed up with one of the first compatible processors, it made a good business charging less than 25 percent of Intel’s then-current price. Intel, being first to market, enjoyed (and still enjoys, in some cases) the benefits that come with having a 100 percent market share.

Recognizing the economic power of innovation, investors naturally gravitate to technology stocks, like moths to an LED. It’s been that way since the Industrial Revolution, when manufacturers learned that innovative machinery was able to not just add to the productivity of a workforce, but to actually multiply it. In more recent times, the success of IBM in the early 1960s marked the dawn of the information technology industry, and IBM became the first tech stock (practically the only one, at the time) to really capture the imagination of investors. IBM took a huge risk in the development of SABRE, the reservations system they developed for American Airlines, spending nearly $500 million in 2011 dollars. But soon after SABRE was up and running, IBM was contracted to build similar systems for Delta and PanAm. This sort of technological leverage, this approach of “solve the problem once, sell the solution everywhere,” was what sold corporate America on the power of information technology. The financial leverage it generated was what drew investors to IBM’s stock, in droves. IBM was the darling growth stock through much of the 1960s, a decade that saw nearly zero growth in the market at large.

Goals, Strategies, and Tactics

But let’s focus on what growth investing really does mean. The goal is simple: to achieve higher returns than market averages or “average” investments. It is to make more money faster.

Where the rubber really meets the road is the “how”—the strategies, tactics, and investment mentality deployed to meet the goal. For us, investing in technology is about getting ahead of the investing public. It means getting on board with newer technologies. It also means seeing where the puck is going not only with technology but also with business and business models in general.

For example, did IBM remain tied to its PC business in 2005 when the marketplace was clearly engaged in a race to the bottom? Nope. They saw margins declining, they saw market share eroding, and they saw the cost of the operation’s cash generation climbing higher and higher. And what were they getting out of it? A leg up on the competition in terms of technology? Not even close—the PC uses commodity hardware and software innovation that had long ago been stifled by Microsoft’s very restrictive licensing agreements. So what was IBM getting out of this business? Not much at all. Looking back, the signs were clear, but most of us were still surprised when IBM, the inventor (more or less) of the personal computer, left the business. It saw where the market was going, and it knew it’s better to sell a business one year too early than one year too late. We would encourage everyone to think like IBM—investing for growth means doing the homework, being diligent about your chosen businesses, and moving on when being the leader means losing out on other opportunities.

Investing for growth can also mean finding the next leader, the company soon to emerge from the pack. Or, the next revolution or serious evolution in technology, like Apple with digital music or Starbucks with excellent, intellectually stimulating “third places” to replace the corner tavern. It can, of course, mean hooking up with leaders and strong niche players in exciting, futuristic industries such as alternative energy today or computer networking twenty years ago. A rising tide will float all boats, but in the business world, some boats will rise faster than others.

But Isn’t Technology Inherently Risky?

Yes, there is a component of risk in investing in new technologies or new business models or reinvented old ones—they might not work, or your company might turn out not to have the best technology or solution. Investing in technology can mean taking on more risk, both in the success of the technology and the success of the company involved.

Additionally, leading companies in evolving industries tend to attract a lot of investor attention, and may be expensive to buy. So yes, there often is more risk, and a technology investor needs to recognize it and be willing to take more risk to achieve a higher return. But, just as in value investing, if you understand the company and the market, and you can determine that the company is a dominant player in a good business or good niche, the risk can be reduced considerably. Technology investing is not necessarily risky investing.

We’ll discuss risk management a bit more later on.

Volatility Versus Cyclicality

No, we’re not introducing the competitors in an investment boxing match (cyclicality would win). But since over a quarter of our recommended stocks are in the semiconductor and semiconductor equipment sector, we want to highlight the differences between these two concepts, particularly as it pertains to the semiconductor industry.

Everyone talks about the cyclical nature of the semiconductor industry, but its root causes are rarely explained to the satisfaction of the individual investor. Understanding the nature of an industry is a big part of making wise investments and managing risk, so let’s get into semiconductors for a bit. We’ll start by talking about cars.

Automobiles are another cyclical industry, but we’ve grown so accustomed to the “model year” concept that it just seems natural, like the changing of the tides. In fact, there’s nothing really driving the model year “model” other than appealing to consumer’s changing tastes. In the semiconductor industry, this “model year” concept doesn’t exist, but there’s still a cyclical nature to the business, and it’s driven not by consumer tastes but by two major events—changing process nodes and changing wafer size.

A “process node” is a feature-size definition for the integrated circuit fabrication process. Way back in the stone age, around 2002, Neanderthals were pounding out integrated circuits with a feature size (a measure of the size of a single transistor) of around 90 nanometers (or “nm”—.090 microns, or 90 billionths of a meter). All of the capital equipment and tools in the fabrication process were built or customized to support this feature size, and so a fab designed to produce integrated circuits on the 90nm process node represented a very large investment in that 90nm technology.

In the time since 2002, there have been three process node changes, to 65nm, 45nm, and 32nm feature sizes. Every time a process node changes, the equipment used to produce the integrated circuits has to be recalibrated, refitted, or replaced. Replacement is very expensive and is only required every other node change, at most, but replacement is also the major driver of revenues in the semiconductor equipment industry. This replacement cycle is one of the two major drivers of cyclicality. Fortunately for semiconductor manufacturers (and for us), not every integrated circuit or semiconductor requires ever-shrinking feature size support. The ones that do are those that have the most transistors per die, and those are processors and memory.

The other major driver of cyclicality is wafer size changes. Wafers are the silicon discs on which the integrated circuits are built, and the larger the size of the wafer the more parts you can build in a given amount of time. Three wafer sizes currently account for the bulk of semiconductor volumes (150mm, 200mm, and 300mm), with specialty parts typically built on smaller processes. Wafer size changes are far less common than node changes and we don’t expect to see another one for at least three years.

With that discussion out of the way, the difference between volatility and cyclicality should be clear. Cyclicality is driven by the supply side of the business, while volatility is driven by the demand side. The semiconductor industry’s volatility may be unpredictable, but its cyclicality is less so. Keep an eye on the news from the big manufacturers like Global Foundries, TSMC, Samsung, and Intel to see when you can expect increased capital investment activity in the sector.

Reasonable Expectations

With regard to any type of investing, it’s right to ask: What is a reasonable objective? Surely, we all want to double, triple, quadruple our money. We’re thrilled at the idea of the “ten baggers” we’ve heard about at cocktail parties. But is that realistic? How many IBMs, Microsofts, or Apples are there? How many companies are so successful that their stocks just seem to keep on going, going, going to many multiples of their original offering price? As you know, not very many, and they’re hard to find.

There are stocks that gain 40 or 50 percent in a year, but even these are hard to find and often come with risks many might not find acceptable. So as a result, we choose not to shoot the moon with our picks. We’re not trying to find the can’t-miss winners, the glamour stocks of the age that everyone is piling into, although some of our picks are inevitably popular.

Instead, we seek something more modest but still very lucrative to your portfolio: stocks that we feel are well positioned to achieve a 20 percent return per year and can perform in that range over a sustained period. These are not stocks that will double this year and lose 50 percent (back to zero return) the next. While these are not stocks you can buy and ignore for years or even months, we feel that if you own them, you’ll be able to sleep at night.

If our picks as a whole achieve a 20 percent sustainable annual return, with at least some strength in a down market, we will feel that we’ve more than done our job.


20 Percent Returns—Just How Much Better Is That?

Some may wonder why it’s really so important to do better than “market” returns. After all, if you make money at all, that’s a good thing, right? And your friends talk about doubling their money, hitting four baggers (quadrupling it), ten baggers, and the like. So why did you just spend sixteen bucks on this book to try to get some portion of your portfolio up to a 20 percent annual return?

The answer lies in the sometimes subtle, sometimes not-so-subtle power of compounding; that is, the return on your money and the returns on the returns that materialize, at first slowly, then begin to snowball ahead. Einstein once called it “the most powerful force in the universe.”

If you earn more on your investment, and leave those earnings on the table to compound, the results can be staggering. Even a little more return will eventually produce some pretty amazing returns. Imagine investing $1,000. Check out Table 1 below to see what happens to your money.


[image: ] Table 1: 100 Best Technology Stocks

THE BENEFITS OF EXCEEDING MARKET RETURNS
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If you invest $1,000 at a market return of, say, 5 percent, you’ll earn $50 after one year—simple enough. If you leave that money on the table, invested at 5 percent, the return on the original investment plus the earnings will grow nicely, more than doubling it in fifteen years and almost quintupling it to $4,322 in thirty years. If you invest, say, $100,000 now, that’s $432,200 when you retire, perhaps, and that’s if you don’t add another dime to the kitty.

Now kick that rate of return up to 10, 15, or even 20 percent. What happens? At 20 percent annually for fifteen years, you would end up with fifteen times your original investment; at thirty years, you’d have 237 times your original investment! Now if you invested $100,000, that’s what, $23 million? You can see why 20 percent is a big deal. And you can also see why Warren Buffett, with his 30 percent returns over the course of forty years, is one of the world’s top three net worth individuals.

Heck, we’d even take 5 percent better than market returns. Though less than our desired objective of 20 percent, a 10 percent return over thirty years still generates more than four times the cash nest egg as compared to a 5 percent “market” return.

Doesn’t that $16 spent on this book start to look better now?



Best Means Best

Okay, so we’ve got a handle on what we’re looking for in a technology stock, what it really is, and why we’re interested. What about best? We should be able to find something pretty good in a standard dictionary, and sure enough the Random House Dictionary comes through with two definitions, both relevant:

1. Of the highest quality, excellence, or standing—the best work, the best students; 2. Most advantageous, suitable, or desirable; the best way.

These definitions capture what we’re trying to do with 100 Best Technology Stocks. We culled through long lists of stocks and companies, both established and emerging, to come up with the best possible assortment. That assortment takes into account many characteristics, which boil down eventually into reward and risk. The characteristics, which will be illuminated a bit more later on, combine hard facts and intangibles into a story.

It’s a bit more complicated than this, but, bottom line, we’ve chosen the 100 technology companies with the most compelling stories—the greatest potential to turn your invested dollars into sizable returns without incurring too much risk.

Growth Versus Value?

Our approach to stock analysis and selection is still a “value” approach, even though many investing professionals don’t associate “value” principles with growth stock investing. We think these professionals (and many financial journalists) are wrong, for a company’s value can clearly be based on its growth, both in principle and in tangible calculations. As we just saw in the last sidebar, a stream of growing cash returns can have considerable value.

And in case you think this flies in the face of the Buffettonian view of value, it doesn’t. Unlike his predecessor and teacher Benjamin Graham, who tended to count only a company’s assets, liabilities, and current income in the value equation, Warren Buffett clearly includes growth in his intrinsic value equation.

In the sister book 100 Best Stocks You Can Buy, we identify what we feel to be the 100 best values overall. In this book, The 100 Best Technology Stocks You Can Buy, we are finding the 100 best values among stocks within the dynamic technology sector.

Best Growth Investing Strategies

Growth stock investing in general—and technology growth stock investing in particular—can be challenging. Why? Because most companies in their initial growth phases don’t have a long, solid track record of financial, or for that matter, marketplace performance. It becomes more important to have a good crystal ball. The past doesn’t predict the future, because there isn’t very much past to go on.

As we explain in more detail in our sister book The 100 Best Stocks You Can Buy, analyzing a company for the purposes of investing is similar, if not the same, as analyzing the purchase of the entire business. You want to look at the numbers stuff—the financials—revenues, margins, profits, assets, cash flow. You also want to look at the intangibles—brand, marketplace acceptance, market share, management quality, channel excellence, and supply chain excellence—that lead to future financial excellence.

This model may oversimplify a bit, but essentially calls for examining the results—the financials—and the story—the business model and intangibles that sell the goods and bring in the cash.

We carry this same thought process into The 100 Best Technology Stocks You Can Buy. But since many of the companies we analyze are young, and are still waiting to some degree to be defined by their future, we place more emphasis on the intangibles, that is, the story. Not that we ignore the financials completely; we can’t. We simply choose to look more into the future prospects for the company and less into the past results. You’ll see that in the write-ups that follow.

Putting Yourself at the Helm

If you’re reading this, you’re probably a do-it-yourself investor. You may be an investor relying on others to make your investments, but you want to know what they’re talking about. Either way, you’re reading this because you want to get beyond throwing darts at stocks hoping to hit winners. You also want to get beyond relying on blind faith and throwing your investments over the wall to others.

So to do better than throwing darts, and to invest with a rational thought process and methodical approach, you need to have an investing strategy.

What Do We Mean by Investing Strategy?

Now, the notion of an investing strategy may sound kind of scary—weeks, months on end with highly paid consultants going over tools and techniques and four-quadrant grids and all sorts of things—expensive and at the end of the day so complex nobody can really use it, right?

We feel that adherence to a few guiding investing principles is easier and more effective for an individual running his or her own investing show. Not absolute adherence, mind you—if that worked, you could simply write a software program to do your investing for you and head to the white sands of the Cayman Islands. No, of course it isn’t that simple.

So here we offer what might be considered, rather than a full-blown strategy, a series of standalone stratagems or principles or rules that a technology might follow. These principles help guide a technology investor to better stock picks, but—disclaimer—won’t necessarily guarantee success. Followed as guidelines, they should produce better results with less pain and less risk.

Here, in no particular order or combination, are seven such guiding principles:

Play Tailwinds

Anyone who has thrown a Frisbee or hit a golf ball knows that it’s easier and faster to go downwind than upwind. Not that upwind is impossible, but downwind just works better. And it’s easier.

The same concept applies to investing. Why invest in a stock in a dying or out-of-favor industry? Why invest in a good homebuilder when homebuilding as a whole is going to heck in a handbasket? Sure, that one homebuilder may make a great product and may be poised to capture a lot of market share when the market rebounds, and you can make a case to buy that homebuilder. But for the most part, picking growth stocks is easier if you pick a timely or “in favor” industry.

If an industry is in favor, a company within it is more likely to be in favor. More to the point, the industry itself is growing, and so the players within it will have an easier time meeting or exceeding growth expectations.

So part of the process in picking growth stocks involves identifying “tailwind” industries. Such tailwind industries can normally be categorized into one of three types:



1. New or emerging industries. These are industries where the technologies—and the key players—are still being sorted out. Today, cloud computing is an excellent example. By way of illustration, personal computers were big in the 1980s and early 1990s, and Internet stocks in the 1995–2001 era, and for that matter, railroad stocks in the 1870s through 1900.

2. Strong growth cycle industries. These industries have risen beyond inception to be well understood and accepted by the market. Major players have already been sorted out, and are now enjoying the rising tide of the entire industry. Computer networking, design automation, and Internet retail are current examples, as were personal computing in the late 1990s and automakers perhaps in the 1950s. Care must be taken here to choose an industry with plenty of growth left, still operating well in advance of a maturing or consolidation phase (like PCs are today) bound to hamper growth prospects for all.

3. Re-emergent industries. The electrical infrastructure in the United States is starting to sag under the weight of higher peak and average demands. In addition, the usage patterns have changed as the population has shifted from the industrialized Midwest to Sun Belt and coastal states. This system, which wasn’t designed with a great deal of redundancy in the first place, has been patched and propped up well beyond its original planned capacity. Enron learned how to manipulate the system’s shortcomings and basically turned California on and off at will. The solution to this problem is more capacity, certainly, but also an improved transmission network, smarter control, and considerably better analytics. Re-engineering the transmission system on the fly will not be cheap, and companies that understand the need and can provide solutions will do well, not only in the United States but in developing countries as well.



The key is identifying economic megatrends, some of which may be obvious by simply listening and looking around. What is hot now? What is getting a lot of attention and is on the verge of becoming a mainstream industry? We’ve all thought about putting solar panels on our roof or buying a hybrid vehicle, and as the economics start to make more sense, voila!, it goes mainstream. Someday you’ll be able to buy solar panels at Home Depot and install them yourself in a weekend. We’re not there yet, but wouldn’t you like to be invested in photovoltaic (PV) technologies when that happens?
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