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PART I

THE ART AND SCIENCE
 OF AGGRESSIVE 
STOCK INVESTING




The Art and Science of Aggressive Stock Investing

We welcome you to the intrepid, adventurous, and, if all works as intended, ultimately lucrative world of aggressive stock investing.

You are holding a copy of the first edition, the 2012 edition, of what we hope to be many to come for this new title, The 100 Best Aggressive Stocks You Can Buy. As the tired old cliché goes, life isn’t just about the destination, it’s about the journey. So true. But we won’t bore you with tired old clichés; if you’re a seeker of truth and light about individual, do-it-yourself investing, you’ve probably seen enough of them already.

That, in fact, is why we’ve put together this new series that we hope to update every year. In fact, we aim to offer not only a fresh perspective on one of the most difficult arenas in investing, but we also offer our picks, for 2012, of the best aggressive stocks to invest in. We offer fish and we teach you how to fish.

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 in the form of selected companies, their “stories,” and their upside and downside potential are meant perhaps to be bait, not fish. They are ideas for you to pursue further, to research further. They are ideas to consider against your own interests, intuitions, and investing strategies. They are food for thought.

Okay, more clichés. Perhaps it’s time to get down to business and talk about the phrase “Best Aggressive.” What does “Best” mean? What does “Aggressive” mean? For that matter, just why are we doing this book?

The story starts with the “mother ship” from which this book sailed: 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.

Mother or Sister Ship?

We are by no means setting out to replace 100 Best Stocks You Can Buy. This is not some transition between an “old, tired approach” and some new sexy can’t-miss secret sauce for investing. Both books have their place, and–forgive us for being bold–both books belong on your investing bookshelf. We’ll explain this a bit more later.

The 100 Best Stocks You Can Buy 2012 and all previous editions set out to pick, and give you the knowledge and ability to pick, what we feel are the 100 overall 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. They don’t necessarily represent the least risk, but risk commensurate with the returns to be gained. They 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.

Why Stock Investing Is Important

In our naturally biased opinion and worldview, we all should own some of the 100 Best Stocks. They should be somewhere in our portfolio. In fact, perhaps they should comprise a large portion or even a majority of our portfolios.

In our worldview, one of the major premises of owning stocks is to keep up with economic progress. Buy a bond, and what are you doing? You are lending a company money to do something with it, and you’ll eventually be paid back with interest. But do you participate in the growth of that company? Growth in its business? Productivity? Market share? Better ideas? New products? No, not at all. 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 still incur the first two. Buy a commodity or 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.

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

But if you want to participate in growth–and that growth can come in the form of company value and in actual 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’ve come 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, the question arises: Do you participate in the real growth opportunities in today’s economy? Technology? Productivity? Efficiency? New, cool technologies like digital music, digital photography, and alternative energy, or less sexy but still new ideas like plastic composite backyard decking? Do you participate in recently realized economic necessities like replacing old water, sewer, and electric infrastructure? Do you participate in new business models such as streaming video, mobile wallets, or Fresh Mex?

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 for college costs for those kids and grandkids. And until recently, housing costs steadily went up. While that is all going on, personal incomes have hardly kept pace. Ditto for interest rates, venture capital, and other fixed returns. You will not get ahead, and you may not even keep up, if you invest for modest returns, even in our 100 Best Stocks. Life demands more wealth and hence greater returns, and at the same time, all things equal, it produces weaker ones.

That’s where 100 Best Aggressive Stocks You Can Buy 2012 comes in. We, your authors (more on us shortly), have developed this book to help you invest a little more aggressively. Not across your entire portfolio, mind you, we don’t recommend that at all. But for a portion of your investing base, your portfolio, 100 Best Aggressive Stocks will give you some ideas for how to hitch your wagon to the future, to see, in hockey star Wayne Gretzky’s favorite allegory for success, 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 the last few paragraphs closely, 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 a lot–for many, more than half–of their products and services into foreign economies. So you get exposure to the “good” of foreign growth without many of the inherent risks.



A Sister Ship

So we come back to the question posed by the earlier header: mother, or sister ship? Did 100 Best Stocks You Can Buy give birth to the 100 Best Aggressive Stocks You Can Buy? In a sense, yes. There is plenty of 100 Best DNA in 100 Best Aggressive Stocks. If there weren’t a 100 Best, there probably wouldn’t be a 100 Best Aggressive. But for you as an investor, it makes more sense to treat the books as two sisters, one to help you with the foundations of your investing portfolio, the other to get more on board with emerging trends and to grow with the “fast” parts of the economy, and as a consequence, to jazz up your overall returns and investing outcomes.

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 how to craft 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 Aggressive list, we think we have found stocks of good businesses in good industries that can achieve aggressive investment objectives 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 Aggressive stocks. If you read the sister 100 Best Stocks You Can Buy, these bio sketches will look familiar.

About Peter Sander

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 a background in the corporate world, having experienced 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 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 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.

Outside of an occasional warm Friday evening at the harness race 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 bigger bets can be found on the 100 Best Aggressive Stocks list.

Scott Bobo

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 a 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 early 1980s episode was the real start of his investing career, since he now had an income and lived five minutes from a brokerage with half a dozen open Quotron electronic quotation machines.

In his 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, and 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, it just usually does. 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 based on their success in the marketplace is where Scott really 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, where the opportunities are, and what you’re up against. This is where this book can help.

What Does “Best Aggressive” Really Mean?

Sometimes, to understand what a book or a chapter is really about, it helps to take apart the title into its component words and phrases. We’ll give it a try here–what do we mean by “Best Aggressive”? One word at a time, but in a slight twist, we’ll describe “aggressive” first.

Aggressive Means Aggressive

According to the Random House Dictionary of the English Language, the word “aggressive” has two definitions. The first–characterized by or tending toward unprovoked offensives, attacks, invasions, or the like; militantly forward or menacing”–probably doesn’t fit. Too warlike, too “offensive,” too militaristic. When we invest in companies, we aren’t trying to conquer, invade, or destroy anything.

The second definition comes closer: “vigorously energetic, especially in the use of initiative and forcefulness; boldly assertive and forward.” Again, this definition has a hint of force, but also captures the ideas of vigor, energy, assertiveness, and forwardness–in our case, forward thinking. One of the synonyms offered is “enterprising”–we feel this gets close as well.

Perhaps another way to circle in on a definition is to describe what something isn’t. Aggressive investing is not passive, complacent, or “stay with the pack” investing.

Goals, Strategies, and Tactics

But let’s get on with it and home in on what aggressive investing really does mean. The goal of aggressive investing is simple: to achieve higher returns than market averages or “average” investments. It is to make more money faster.

That’s the goal, but where the rubber really meets the road is the “how”–the strategies, tactics, and investment mentality deployed to meet the goal. For us, aggressive investing is about getting ahead of the pack, the investing public as it were. It means getting on board with newer technologies. But it means more than that. It means seeing “where the puck is going” not only with technology but also with business and business models in general.

For example, does Southwest Airlines succeed in capturing market share using technology? Hardly. The airplanes they fly are about as low-tech as airplanes come. Okay, they have a pretty good website, but its quality is in its simplicity, not its dancing doodads and fancy graphics. Instead, they “get it,” far better than their competition in an extremely competitive industry. They see where the puck is going, especially with customer experience and operational efficiency, and they seem to always get there before their competitors, even though what they do seems as obvious in hindsight as a school bus in broad daylight. So investing aggressively means doing the homework, finding the leaders, and boarding in the front rows with those leaders.

Aggressive investing 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 like 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 This Risky?

Note that we didn’t mention risk in any of the above. So what about it? you might ask. 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. This does happen. Aggressive investments 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 the aggressive investor should be willing to take more risk to achieve more 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. Aggressive investing is not necessarily risky investing.

We’ll repeat this, because it’s important: Aggressive investing is not necessarily risky investing.

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

Reasonable Expectations

With regard to aggressive 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, Apples, or Starbucks 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.

Many stocks gain 40 or 50 percent in a year, but these are hard to find and often come with risks many might not find acceptable. 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. We search for 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 they’re in your portfolio, you will, for the most part, 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 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 $16 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. 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 rather amazing returns. Check out Table 1.



TABLE 1: BENEFITS OF BEATING THE MARKET

[image: ]


If you invest $1,000 at a market return, 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 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 look better now?



Best Means Best

Okay, back to that Random House Dictionary again–this time for a definition of “best”:

Two definitions this time, 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 pretty well what we’re trying to do with 100 Best Aggressive Stocks. We’re sifting 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, combine hard facts and intangibles into a story.

It’s a bit more complicated than this, but here’s the bottom line: We’ve chosen the 100 companies with the most compelling story–the greatest potential to turn your invested dollars into sizeable 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.

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 overall values. In this book, The 100 Best Aggressive Stocks You Can Buy, we are finding the 100 best values among stocks with a strong growth or turnaround story.

Best Aggressive Investing Strategies

Growth stock investing in general–and aggressive growth stock investing in particular–can be quite 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 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 number stuff–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 it 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 Aggressive Stocks You Can Buy. But since most 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? All of you working in large corporations or public or nonprofit organizations have probably seen this, 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 PC or Mac 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. You knew that, right?

Here we offer what might be considered, rather than a full-blown strategy, a series of stand-alone stratagems, principles, or rules that an aggressive investor might follow. These principles help guide an aggressive 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 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 it just works better to go the other way. 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 (and yes, we picked a few stocks like that). 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 industries are where the technologies–and the key players–are still being sorted out. Today, alternative energy is an excellent example, and by way of illustration, personal computers were big in the 1980s and early 1990s, 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 these players 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 in today) bound to hamper growth prospects for all.

3. Re-emergent industries. Makers of water pipes, water works, and major water infrastructure components were once a strong growth-cycle industry–in the 1880s to about 1910 or so. Millions of 1900-era dollars were spent putting water pipes underground to achieve today’s indoor plumbing standards. What does that mean for today’s investor? Not a heck of a lot–except that this old infrastructure is rapidly falling apart. What does that mean? Suppliers of water infrastructure materials and construction services–and for that matter, electrical grid materials and construction services, and so forth–are bound, in our humble opinions, to require considerable investments once again. There will be a new growth cycle for these industries, supplemented by new technologies like smart meters and other high-tech efficiencies that will be added when the replacement systems are installed. We see this in other industries too, even PCs as companies replace aging equipment, but the cycle must be larger and more pronounced to gain our attention.



The key is to identify 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, voilá, 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?

Here are a few “tailwind” industries we’ve already identified:


	Alternative energy/energy conservation

	Utility/infrastructure replacement

	Home networking and Internet media

	Health care information technology

	“Cloud” computing infrastructure

	LED lighting and manufacturing products



Many of our 100 Best Aggressive stocks come from these industries.

Buy As If You’re Buying a Business

For those of you readers who also read our 100 Best Stocks You Can Buy, this and the next few sections will sound familiar. We’ve adapted them to the aggressive stock investing style.

Earlier in this introduction, we laid out one of the key tenets of our framework (and frame of mind, really)–that while this book is about “growth” investing, we still emphasize and use a “value” approach. The implied principle, of course, is that growth is part of the value equation. But that’s not all–here are a few more components of our value thought process.

As with any value investing approach, you must think of buying shares in a company as buying the company itself; that is, buying the business. Particularly with emerging growth companies, you should put yourself in an entrepreneurial frame of mind well beyond a simple “investing” frame of mind. Would you want to own that business? Why or why not? That’s the first and biggest question that must be answered.

Fundamentally, whether or not you want to own the business depends on two factors: first, the returns you expect to receive on your investment in the near and long term future, and second, the risk you’ll take in generating those returns. Fortunately, the third factor the prospective entrepreneur must consider–“do I have the time for this?”–isn’t typically a consideration, although as we’ll point out later on, aggressive investing does and should take more of your time than plain old “100 Best” investing. Things change more and faster.

So you are looking for tangible value–tangible worth–for your precious, scarce, and hard-earned investment capital. That return doesn’t have to be immediate in the form of dividends or a share of the assets, as many in the traditional “value school” suggest. For growth stocks, it will come in the form of enterprise growth for the longer term.

If you realize your return in the form of owning a share of a larger company eventually, that’s still a legitimate return. Cash flow received later in the form of a higher share price or a takeover is still cash return, it is just less certain because of the forces of change that may take place in the interim. It may theoretically be worth less because of the nature of discounting–a dollar received tomorrow is worth more than a dollar received twenty years in the future. But future cash returns are what we all seek, and are what may be truly worth waiting for if we pick the “right” growth stock.

Value also implies safety. The safety comes in two forms. First is the fundamental quality and soundness of the firm’s financial fundamentals, that is, income, cash flow, and the balance sheet. Value companies have plenty of reserves, a large enough margin of safety, to weather downturns and unforeseen events in the marketplace; but many typical “growth” companies do not enjoy such protection. Second, they can have strong enough intangibles–brands, market position, supply chain strength, etc.–to maintain their position in that marketplace and generate future returns. For example, we feel that Netflix and Redbox (Coinstar)–among our picks–have strong brands and reputations that have become part of their intrinsic value and add to their safety. These companies are safer than “no-brand” companies trying to compete in the same market.

If you’re really practicing value investing principles, you buy these companies at reduced prices, when the markets are down and when the company is out of favor. You’re looking for situations where the price is less than what you perceive to be the value, although calculating the value that precisely is difficult. When you “buy cheap” you provide another margin of safety; that margin makes it less likely that the stock will drop further. It gives you room for error if you turn out to be wrong about a choice. Again, it’s much like buying a business of your own–you want to pay as little as possible in case things don’t turn out as you’d expect.

So taking a strong “I’m buying this business” approach provides greater confidence and safety, and is more likely to get you through today’s volatile business and investing cycles.

Focus on Financials, of Course

In 100 Best Stocks, we called financials the “strategic fundamentals” that define, or keep score of, a company’s success. We’ve identified eight strategic financial fundamentals below. They are “strategic” because they go beyond the typical revenues, earnings, cash flows, and so forth reported as snapshots of past financial performance; these “strategic indicators are designed to tell you what is really going on with a company. They are also, to an extent, leading indicators of future financial performance.

These eight strategic fundamentals are also cited in our 100 Best Stocks book. They work the same way with growth stocks, but more emphasis may be placed on some, like profit margins and the generation of excess capital, and less on others like dividends. This list can be used as a checklist, although it’s hard to find a company that shows excellence in all of these areas.

Are Gross and Operating Profit Margins Growing?

We like profitable companies; who doesn’t? But what really counts is the size of the profit margin and especially the growth in that margin, especially with a new or rapidly growing company. If a company has a gross margin (sales minus costs of goods sold) exceeding that of its competitors, that shows that it’s doing something right, probably with its customers and/or with its costs. If gross or operating margins are growing rapidly, so much the better–its products are really catching on with customers.

Competitive analysis is elusive, because direct “apples to apples” comparisons are hard to find, and there are no “industry standard” gross margins, particularly in emerging industries. It is best to look at the company’s own history for valid comparisons.

While a growing gross margin signals that the company is doing something right, gross margin isn’t a perfect indicator. The economy as a whole may have moved from boom to bust, and even excellent companies may report declines in gross and especially operating margins (sales – cost of goods sold – operating expenses) as workers are laid off and capacity is reduced. Still, in a steady-state environment, it makes sense to favor companies with growing margins. In a declining market, companies that can protect their margins will come out ahead.

Does a Company Produce More Capital than It Consumes?

Make no mistake about it–we like cash. And pure and simple–we like it when a company produces more cash than it consumes, particularly in the early phases of its growth, where that is particularly hard to do.

At the end of the day, cash generation is the simplest measure of whether a company is successful, especially over the long term. Sure, if a company buys an airplane or opens a factory or a bunch of stores in a given quarter, it will be cash-flow negative. But that should be a temporary thing; over the long haul, it should produce, not consume cash. Companies that continually have to borrow funds or sell shares to raise enough cash to stay in business are on the wrong track.

So how do you determine this? You’ll have to become familiar with the Statement of Cash Flows or equivalent in a company’s financial reports. “Cash flow from operations” is usually positive and represents cash booked from sales less cost of goods sold, with adjustments for non-cash items like depreciation and for increases or decreases in working capital. In simple terms, it’s the cash going into the cash register from the business.

“Cash used for investing purposes” or a similar term is a bit of a misnomer, and represents net cash used to “invest” in the business–usually for capital expenditures but also for short term non-cash investments such as securities and a few other smaller items usually beyond the scope of a typical assessment. This figure is typically negative unless the company sells some part of its infrastructure. Over the long haul, cash generated from operations should well exceed cash used to invest in the business.

Companies in growth or expansion mode may not show such a surplus, and that’s where “cash from financing activities” comes in. That’s the cash generated from issuing debt or selling securities–or paying off debt or repurchasing shares, if things are going well, and dividends are included here as well. Again, a successful company will produce more cash–capital–from the business than it consumes, just as a successful household does the same, or else it goes into debt. Smart investors track this surplus over time.
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