CHAPTER 9
THE ALLURE OF GROWTH: SMALL CAP AND GROWTH

INVESTING

Thereisawidespread belief that while value investing is for the risk averse, growth
investing is the investment philosophy of those who like to take risk. Though there is
nothing wrong with seeking out risk, taking on risk for the sake of doing so is foolhardy.
Growth clearly has value, but thereal issue is whether you can buy it a a reasonable price.
In this chapter, we will examine the basis of growth investing and dispense with the notion
that all growth investors are risk seekers. Aswith value investing, we will look at the various
strands of growth investing and examine what you would need to succeed with each.

Who isa growth investor?

Many services define a growth investor as one who buys stocks that trade at high
multiples of earnings. Though this may be a convenient way to categorize investors, it is not
an accurate one. In fact, it leaves us with the mideading picture of growth investors as being
uninterested in the value of what they are buying. While this may be true for some growth
investors, does anyone redly beieve that Peter Lynch, who built Fidelity Magellan by
focusing on growth companies, cares less about value than Warren Buffett does?

We will define growth investors as those who buy companies whose growth
potential is being undervalued by the market. With our categorization, note that growth
investors care just as much about value as value investors do. What then, you might wonder,
isthe distinction between growth and value investors? In our view, the key difference lies in
where the focus for finding vaue lies. As we argued in the last chapter, vaue investors
believe that you are more likely to find under vauation of assets in place and tend to invest
in mature firms with substantial existing assets, abeit underperforming ones. Growth
investors believe that they are more likely to find bargains in growth investments.

In the sections that follow, we will consider the different strands of growth investing.
We will begin by looking a passive growth investing strategies, where we focus on
investing in stocks that passes a specific screen - for instance, PE ratios that are less than
expected growth rates in earnings per share. We will then consider active growth investing
strategies, where investors not only take large positions in growth companies, but aso
actively involve themselves in the management of these companies. It is in this category that
we consider venture capital and private equity investing.



Passive Growth I nvesting

In passive growth investing, as in passive vaue investing, we use screens to find
stocks that are under valued by the market. The ssmplest version of passive growth investing
isinvesting in small growth companies, with small defined in terms of market capitdization.
Next, welook at investing ininitia public offerings, with the intent of capturing any excess
returns associated with the stock going up after the offering. Finaly, we consider more
conventional growth investing strategies, by first looking at a strategy of buying companies
with high growth, then evaduate a strategy of buying high PE stocks and finally a more
nuanced strategy of buying growth stocks, but only at areasonable price.

Small Cap Investing

One of the most widely used passive growth strategiesis the strategy of investing in
smal companies, with small defined in terms of market capitalization. While you could
construct a value oriented, small cap portfolio, most small cap portfolios tend to be tilted
towards growth companies, and we believe that this category fits better in this chapter. We
will begin by reviewing the empirical evidence on small cap investing, and then look at the
requirements for success at this strategy.

The Small Cap Effect

Studies have consistently found that smaller firms (in terms of market vaue of
equity) earn higher returns than larger firms of equivaent risk, where risk is defined in
terms of the market beta. Figure 9.1 summarizes annual returns for stocks in ten market
vaue classes, for the period from 1927 to 2001.1 The portfolios were reconstructed at the
end of each year, based upon the market values of stock at that point in time, and held for
the subsequent year.

1 These annual returns were obtained from the annual returns data set maintained by Ken French and Gene

Fama on market value classes.



Figure 9.1: Annual Returns by Market Value Class - 1927 - 2001
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If welook at value weighted portfolios, the smallest stocks earned an annual return of about
20% over the period as contrasted with the largest stocks which earned an annual return of
11.74%. If we use an equally weighted portfolio, the small firm premium is much larger, an
indication that the premium is being earned by the smallest stocks. In other words, to
capture the small cap premium, you would have to invest in the very smallest companies in
the market. Nevertheless, these results are impressive and provide arationae for the number
of portfolio managers who focus on buying small cap stocks. Before we conclude that small
cap investing is the way to go, though, we do have to consider some of the details of the
small stock premium.

Small Cap Cycles

On average, have small cap stocks outperformed large cap stocks over this period?
Absolutely, but, success from this strategy is by no means guaranteed in every time period.
While small cap stocks have done better than large cap stocks in more periods than nat,
there have been extended periods where small cap stocks have underperformed large cap
stocks. Figure 9.2 graphs the premium earned by small cap stocks over large cap stocks
from 1927 to 2001.



Figure 9.2: Small Firm Premium over time- 1927 -2001
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Note that the premium is negative in a significant number of years — small stocks earned

lower returns than large stocks in those years. In fact, during the 1980s, large market cap
stocks outperformed small cap stocks by a significant amount, creating a debate about
whether thiswas a long term shift in the small stock premium or just a temporary dip. On
the one sde, Jeremy Siegel notes that the smal stock premium can be amost entirely
attributed to the performance of small stocksin the late 1970s. Since this was a decade with
high inflation, could the small stock premium have something to do with inflation? On the
other side are small cap portfolio managers, arguing that the events of the 1980s were an
aberration and that the small stock premium would return. On cue, the small stock premium
returned in the 1990s, as can be seenin figure 9.3 below:
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Pradhuman takes a close look at the small cap premium in his book on the topic.2

He notes that small cap stocks tend to do much better than large cap stocks when the yield
curve isdownward sloping and inflation is high, which may explain why the premium was
highin the 1970s. He also findsthat the small cap premium tends to be larger when default
spreads on corporate bonds narrow. In summary, there is a return premium for small cap
stocks but it is a volatile one. While the premium clearly exists over long time periods, it
also disappears over extended periods.

Deconstructing the Small Cap Effect

A number of studies have tried to take a closer look at the small cap effect to see

where the premium comes from. The following are some of the conclusions:

The small cap effect is greatest in the micro-cap companies, i.e., the realy smal
companies). In fact, many of these companies have market capitdizations of $250
million or lower. All too often these are also companies that have low priced and
illiquid stocks, not followed by equity research analysts.

2 The book titled “Small Cap Dynamics’ is one of the most detailed |ooks at the phenomenon.



* A dignificant proportion of the small cap premium is earned in January. Figure 9.4
presents the contrast between small cap and large cap companies in January and for
the rest of the year between 1935 and 1986:

Figure 9.4: The Small Firm Effect in January
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In fact, you cannot rgject the hypothesis that there is no smal cap premium from
February to December. Many of the other temporal anomalies that we noted in
chapter 7 such as the weekend effect also seem to be greater for smal cap
companies.

* Thereis evidence of a small firm premium in markets outside the United States.
Studies find small cap premiums of about 7% from 1955 to 1984 in the United
Kingdom,3 8.8% in France and a much smaler size effect in Germany4 and a
premium of 5.1% for Japanese stocks between 1971 and 1988.5

Explanations for the Small Stock Premium

The persistence of the small stock premium has led many to argue that what |ooks
like a premium in empirica studies comes the failure to dlow for transactions costs and

3 See Dimson and Marsh,
4 Updated numbers are reported by Famaand French.
5 Chan, Hamao and L akonishok



measure risk correctly in firms. There is truth in these arguments, though it is unclear
whether the small stock premium would disappear even if they were considered.

Transactions Costs

The transactions costs of investing in small stocks are significantly higher than the
transactions cots of investing in larger stocks, and the premiums are estimated prior to these
costs. In chapter 5, for instance, we looked at the bid-ask spread as a percent of the stock
price and noted that it tended to be higher for smaller companies. In addition the price
impact from trading is also higher for small cap stocks because they are less liquid. Can the
difference in transactions costs overwhelm the small cap premium? The answer has to
depend upon your time horizon. With short time horizons, the transactions costs can wipe
out any perceived excess returns associated with small cap companies, With longer time
horizons, though, you can spread the costs over your holding period and the excess returns
may persist.

In atelling illustration of the difficulties associated with replicating the smal firm
premiums that are observed in the studies in red time, we compare the returns on a
hypothetical small firm portfolio (CRSP Small Stocks) with the actua returns on a small
firm mutua fund (DFA Smal Stock Fund), which passively invests in the same small
stocksin figure 9.5:

Figure 9.5: Returns on CRSP Small Stocks versus DFA Small Stock Fund
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Note that the returns on the DFA fund consistently lag the returns on the
hypothetical portfolio by about 2%, reflecting the transactions and execution costs faced by
the fund.



Failure to consider liquidity and estimation risk

Many of the studies that uncover a small cap premium measure the risk of stocks
using amarket beta and the capital asset pricing moddl. It isentirely possible that the capita
asset pricing model is not the right model for risk, and betas under estimate the true risk of
small stocks. Thus, the small firm premium may really reflect the falure of the market beta
to capture risk. The additiona risk associated with small stocks may come from severd
sources. First, the estimation risk associated with estimates of beta for small firms is much
greater than the estimation risk associated with beta estimates for larger firms, partly
because of the fact that small companies tend to change more over time and partly because
of their short histories. The small firm premium may be a reward for this additional
estimation risk.6 Second, there may be much greater liquidity risk associated with investing
in small companies. Thisrisk (which isalso partially responsible for the higher transactions
costs noted in the previous section) is not captured in betas.

While the argument that liquidity and estimation risk can be significant problems for
small cap stocks seems unexceptional, there is one problem with it. Note that portfolios of
small cap stocks do not carry the same risk as individua stocks and that estimation risk, in
particular, should be diversifiable. Estimation risk will lead you to under estimate the risk
(or betas) of some small companies and over estimate the risk (or betas) of other small
companies. The beta of a portfolio of such companies should till be predictable, because
the estimation errors should average out. With illiquidity, the diversfication argument is
tougher to make, since it manifests itself as a higher cost (bid-ask spread or price impact)
for al small stocks. Thus, the illiquidity risk will show up as higher transactions costs in a
small-cap portfolio and will increase as trading in the portfolio increases.

Information Risk

When investing in publicly traded companies, we tend to rely not only on the
financial reports filed by the company but also on the opinions of anaysts following the
company. We expect these analysts, rightly or wrongly, to collect information about the firm
and reved this information in their reports. With a large and widely held firm, it is not
uncommon to see 25 or 30 analysts following the firm and substantial external information
on the firm. Many small cap firms are followed by one or two analysts and many are not
followed by any, asyou can seein figure 9.6.

6 The problem with this argument is that it does not allow for the fact that estimation risk cuts both ways
— some betas will be underestimated and some will be overestimated — and should be diversifiable.
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With some small-cap firms, you may find that the only source of information is the
firm itself. While the firm may follow all of the regulatory requirements, the information
revealed isunlikely to be unbiased, and it is entirely possible that bad news about the firm’s
operations may be withheld. Since you cannot diversify away this risk, you may demand a
premium when investing in these companies.

Determinants of Success at Small-cap I nvesting

L et us concede, notwithstanding the period in the 1980s where the premium waned,
that small cap stocks earn a premium over large cap stocks, when we adjust for risk using
conventional measures like beta. Given the discussion in the last section about potential
explanations for this premium, what do you need to do to succeed at small cap investing?

* Thefirst and most critical factor seemsto be a long time horizon, given the ups and
downs of small cap premium. In figure 9.7, we examine the percent of time a small
cap investor would have outstripped a large cap investor with different time
horizons. Note that the number is close to 50% for time horizons up to five years,
no different from a random strategy. Beyond 5 years though, smal cap investing
wins decisively.




Figure 9.7: Time Horizon and the Small Firm Premium
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A long time horizon will aso go along way towards reducing the bite taken out of
returns by transactions costs.

* The importance of discipline and diversification become even gredter, if you are a
small cap investor. Since small cap stocks tend to be concentrated in a few sectors,
you will need a much larger portfolio to be diversified with small cap stocks.” In
addition, diversfication should also reduce the impact of estimation risk and some
information risk.

*  When investing in small cap stocks, the responsibility for due diligence will often
fall on your shoulders as an investor, since there are often no analysts following the
company. You may have to go beyond the financia statements and scour other
sources (loca newspapers, the firm’s customers and competitors) to find relevant
information about the company.

If you combine the need for more stocks in your portfolio with additiona research on

each, you can see that smal cap investing is likely to be more time and resource

intensve than most other investment strategies. If you are willing to expend these

7 The conventional rule of thumb for being diversified (where you diversify away 95% of the firm-specific
risk) with large cap stocks is about 25 stocks. With small cap stocks, you would need to hold more stocks.
How many more? It will depend upon your strategy, but you should consider holding at least 40-50 stocks.



resources and have along time horizon, you may well be able to claim a large portion of
the small cap stock premium going forward.

Small Cap Value Investing

While we have considered small cap investing as a strand of growth investing, you
can be asmall-cap value investor, if you focus on small companies that trade low PE or low
PBV ratios — the conventional measures of vaue companies. Investors who do this hope to
combine the excess returns that have been uncovered for buying stocks that trade at low
multiples of earnings and book vaue with the excess returns associated with small cap
investing.

Pradhuman, in his book on small cap investing, contrasts a strategy of buying small
cap vaue stocks with small cap growth stocks and presents severd results. First, the excess
return on a smal cap, vaue strategy is less than the sum of the excess return on a vdue
strategy and the excess return on asmall cap strategy. In other words, there is some leakage
in returns from both strategies when you combine them. Second, the difference in returns
between value and growth small-cap stocks mirrors the difference in returns between vdue
and growth large-cap stocks, but the cycles are exaggerated. In other words, when vdue
stocks outperform (underperform) growth stocks across the market, small-cap vaue stocks
outperform (underperform) small-cap growth stocks by an even larger magnitude. Third, the
excess returnsin the last two decades on a small-cap, value strategy seem to be more driven
by the value component than by the small-cap component. 8

Initial Public Offerings

Ininitial public offerings, private firms make the transition to being publicly traded
firms by offering their sharesto the public. In contrast with equity issues by companies that
are already publicly traded, where there is already a market price for the stock that acts as an
anchor, an initid public offering has to be priced by an investment banker based upon
perceptions of demand and supply. There are some investors who believe that they can
exploit both the uncertainty in the process and the biases brought to the pricing by
investment bankers to make excess returns.

The Process of an Initial Public Offering
When a private firm becomes publicly traded, the primary benefit it gains is
increased access to financial markets and to capita for projects. This accessto new capital is

8 We came to this conclusion by regressing excess returns on stocks against market capitalization and price

to book ratio. The latter explained far more of the differences in excess returns than the former.
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a dgnificant gain for high growth businesses, with large and lucrative investment
opportunities. A secondary benefit is that the owners of the private firm are able to cash in
on their success by attaching a market vaue to their holdings. These benefits have to be
weighed againgt the potential costs of being publicly traded. The most significant of these
costs is the loss of control that may ensue from being a publicly traded firm. Other costs
associated with being a publicly traded firm are the information disclosure requirements and
the legal requirements®. Assuming that the benefits outweigh the costs, there are four steps
involved in aninitial public offering.

|. Choosing an Investment Banker

Once the decision to go public has been made, a firm generally cannot approach
financial markets on its own. Thisis so because it islargely unknown to investors and does
not have the expertise to go public without help. Therefore, afirm has to pick intermediaries
to facilitate the transaction. These intermediaries are usualy investment bankers, who
provide several services. Firgt, they help the firm meet the requirements of the Securities and
Exchange Commission (SEC) in preparing and filing the necessary registration statements
needed for the public offering. Second, they provide the credibility a smal and unknown
private firm may need to induce investors to buy its stock. Third, they provide their advice
on the valuation of the company and the pricing of the new issue. Fourth, they absorb some
of therisk in the issue by guaranteeing an offer price on the issue; this guarantee is caled
an underwriting guarantee. Finally, they help sell the issue by assembling a group called an
underwriting syndicate, who try to place the stock with its clients. The underwriting
syndicate is organized by one investment bank, called the lead investment bank. Private
firms tend to pick investment bankers based upon reputation and expertise, rather than price.
A good reputation provides the credibility and the comfort level needed for investors to buy
the stock of the firm; expertise applies not only to the pricing of the issue and the process of
going public but also to other financing decisions that might be made in the aftermath of a
public issue. The investment banking agreement is then negotiated, rather than opened up
for competition.

I1. Valuing the Company and Setting Issue Details

Once the firm chooses an investment banker to take it public, the next step is to
edtimate avalue for the firm. This vauation is generally done by the lead investment bank,
with substantial information provided by the issuing firm. The vaue is sometimes estimated

9 The costs are two fold. One is the cost of producing and publicizing the information itself. The other is
the loss of control over how much and when to reveal information about the firm to others.
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using discounted cash flow models, smilar to those described in chapter 5. More often,
though, the valueis estimated by using amultiple, like aprice earnings ratio, and by looking
at the pricing of comparable firms that are aready publicly traded. Whichever approach is
used, the absence of substantial historical information, in conjunction with the fact that these
are small companies with high growth prospects, makes the estimation of vaue an uncertain
one at best.

The other decision the firm hasto make relates to the size of the initia issue and the
use of the proceeds. In most cases, only a portion of the firm’s stock is offered at the initia
public offering; this reduces the risk on the under pricing and enables the owners to test the
market before they try to sell more stock. In most cases, the firm uses the proceeds from the
initia stock issue to finance new investments.

The next step in this processis to set the value per share for the issuer. To do so, the
equity in the firm is divided by the number of shares, which is determined by the price range
theissuer would like to have on the issue. If the equity in the firm is vaued a $ 50 million,
for example, the number of shares would be set a 5 million to get a target price range of
$10, or at 1 million sharesto get atarget price range of $ 50 per share.

Thefinal step inthisprocessis to set the offering price per share. Most investment
banks set the offering price below the estimated vaue per share for two reasons. First, it
reduces the bank’s risk exposure, since it ensures that the shares will be bought by
investors at the offering price. (If the offering price is set too high and the investment bank
isunableto sell all of the shares being offered, it hasto useits own funds to buy the shares
at the offering price.) Second, investors and investment banks view it as a good sign if the
stock increases in price in the immediate aftermath of the initid issue. For the clients of the
investment banker who get the shares at the offering price, there is an immediate payoff; for
the issuing company, the ground has been prepared for future issues.

In setting the offering price, investment bankers have the advantage of first checking
investor demand. This process, which is caled building the book, involves polling
institutional investors prior to pricing an offering, to gauge the extent of the demand for an
issue. Itisaso at this stage in the process that the investment banker and issuing firm will
present information to prospective investors in a series of presentations called road shows.
In this process, if the demand seems very strong, the offering price will be increased; in
contradt, if the demand seems weak, the offering price will be lowered. In some cases, a firm
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will withdraw0 an initial public offering at this stage, if investors are not enthusiastic about
it.

I11. SEC Requirements

In order to make a public offering the United States, a firm has to meet severd
requirements. Firgt, it has to file a registration statement and prospectus with the SEC,
providing information about the firm’s financia history, its forecasts for the future and how
it plans for the funds it raises from the initia public offering. The prospectus provides
information about the riskiness and prospects of the firm for prospective investors in its
stock. The SEC reviews thisinformation and either approves the registration or sends out a
deficiency memorandum asking for more information. While the registration is being
reviewed, the firm may not sell any securities, though it can issue a preliminary prospectus,
titled ared herring, for informational purposes only.

Once the registration has been approved by the SEC, the firm can place a tombstone
advertisement in newspapers and other publications. This ad contains details of the issue,
the name of the lead investment banker, and the names of other investment bankers involved
in theissue. The order in which the investment bankers are listed is significant. At the top is
the lead investment banker and the co-managers of the issue, followed by the major bracket
investment bankers. The categorization is based both upon reputation and national focus.
Then comes the mezzanine bracket, which includes smaller investment banks that operate
nationaly, and at the bottom are the regiona investment bankers involved with the issue.
Figure 9.8 shows atypica tombstone advertisement for an initial public offering.

10 One study of initial public offerings between 1979 and 1982 found that 29% of firms terminated their
initial public offerings at this stage in the process.
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Figure 9.8: Tombstone Advertisement
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IV. The Issue

Once the offering price has been set and the tombstone advertisement published, the
dieis cast. If the offering price has indeed been set below the true vaue, the demand will
exceed the offering, and the investment banker will have to choose a rationing mechanism to
allocate the shares. On the offering date — the first date the shares can be traded — there
will generally be a spurt in the market price. If the offering price has been set too high, asis
sometimes the case, the investment bankers will have to discount the offering to sdll it and
make up the difference to the issuer, because of the underwriting agreement.

| PO Pricing and I nvestment Strategies

How well do investment bankers price initid public offerings? One way to measure
this is to compare the price when the stock first starts trading to the offering price. While
precise estimates vary from year to year, the average initia public offering seems to be
under priced by 10-15%. The under pricing aso seems to be greater for smaller public
offerings. One study!! estimates the under pricing as a function of the issue proceeds for
1767 iPOs between 1990 and 1994, and the results are presented in figure 9.9 below:

Figure 9.9: Average Initial Return and Issue Sze
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11 See Lee, Lockhead, Ritter and Zhao (1996)
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The smaler the issue, the greater the underpricing — the smallest offerings often are
underpriced by more than 17% but the underpricing is much smaller for the larger issues.

Some of the studies have broken down initial public offerings on other dimensions
to examine the reasons for the underpricing. In 1998, Ritter provided a comprehensive
summary of both they hypotheses on why the under pricing occurs and the empirical
evidence on it. We summarize afew of hisfindings.

* Theaverageinitia returnis 15.8% across a sample of 13,308 initia public offerings.
However, about 15% of dl initia public offerings are over priced. In other words,
the stock price drops from the initial offering price on the date of the offering. Thus,
investing in 1POs is by no means ariskless or guaranteed strategy, even if you were
guaranteed an alotment in every one at the offering price.

* Initial public offerings where the offering price is revised upwards prior to the
offering are more likely to be under priced than initid public offerings where the
offering priceis revised downwards. Table 9.1 below contrasts the initia returns and
the percent of offerings that were under priced for both classes from 1991 to 1996.

Table 9.1: Average Initial Return — Offering Price Revision

Offering price | Number of IPOs| Averageinitial return| % of offerings underpriced

Revised down 708 3.54% 53%

Revised up 642 30.22% 95%

While the evidence that initial public offerings go up on the offering date is strong, it is not
clear that these stocks are good investments in the years after. Loughran and Ritter tracked
returns on 5821 IPOs in the five years after the offerings and contrasted them with returns
in figure 9.10.
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Figure 9.10: Post Issue Returns - IPOs versus Non |POs
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Note that the IPO firms consistently under perform the non-issuing firms and that the under
performanceis greatest in the first few years after the offering. While this phenomenon is
less pronounced for larger initid public offerings, it still persists.

The Allotment Process

If initid public offerings, on average, are under priced, an obvious investment
strategy is to subscribe alarge number of initial public offerings and to construct a portfolio
based upon allotments of these offerings. Thereis, however, acatch in the allotment process
that may prevent this portfolio from earning the excess returns from the under pricing.
When investors subscribe to initid public offerings, the number of shares that they are
allotted will depend upon whether and by how much the offering is under priced. If it is
significantly under priced, you will get only a fraction of the shares that you requested. On
the other hand, if the offering is correctly priced or over priced, you will get al of the shares
that you requested. Thus, your portfolio will be underweighted in under priced initia public
offering and overweighted in overpriced offerings.

Isthere away in which you can win this allotment game? There are two. The first is
to be the beneficiary of a biased dlotment system, where the investment bank gives you
more than your share of your requested shares in under priced offerings. While this is
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illegal inthe United States'?, it islegal in many other countries in the world. The second and
more legitimate way is to develop an analytica system that alows you to separate under
priced from over priced offerings, using public information contained in the prospectus and
other SEC filings. Y ou would then request sharesin only those offerings that you identified
as under priced. If you are reasonably accurate, you should end up with a portfolio that
more closely resembles (or even beats) the hypothetical portfolios created across dl initia
public offerings.

The IPO Cycle

Initiad public offerings ebb and flow with the overdl market. There are periods
where the market is flooded with initial public offerings and periods where there are amost
no offerings. Contrast, for instance, the salad days of the late 1990s, when firms went public
a an extraordinary pace and 2001, when the number dowed to a trickle. In addition, the
initial public offerings during any period tend to share a common sector focus. For instance,
the bulk of theinitial public offerings during 1999 were of young technology and telecomm
firms. This does create two problems for investment strategies that focus exclusvely on
initial public offerings. The first is that your portfolio will not be diversified in periods of
plenty, and will be over weighted in whichever sector is in favor at that point in time. The
second is that there will be extended periods where you will find nothing to invest in,
because there are few or no initia public offerings.

Ritter (1998) provides asummary of the number of offerings made each year from
1960 to 1996 and the average initial returns on those offerings. His results are summarized
infigure 9.11:

12 Notwithstanding restrictions on this practice, investment banks in the 1990s used allotments in initial
public offerings as alead into other business with clients. Thus, large portfolio managers often were given
more than their fair share of initial public offerings that were in demand.
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Figure 9.11: Number of IPOs and Average Initial Return
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Note that the number of offerings dropsto almost zero in the early 1970s and the returns to
IPOs drops as well. A portfolio manager who focused only on initia public offerings

would have gone out of businessin that period.

Determinants of Success

A dtrategy of investing in initid public offerings makes more sense as an ancillary
strategy rather than a primary strategy, partly because the sector concentration of initial
public offerings during hot periods and partly because of the absence of offerings during
cold periods. Assuming that it is used as an ancillary strategy, you would need to do the

following to succeed:

* Have the valuation skills to vaue companies with limited information and
considerable uncertainty about the future, so as to be able to identify the companies

that are under or over priced.

* Sincethisis a short term strategy, often involving getting the shares at the offering
price and flipping the shares on the offering date, you will have to gauge the market
mood and demand for each offering, in addition to assessing its value.
words, a shift in market mood can leave you with a large alotment of over-priced

sharesin aninitia public offering.
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* Play the alotment game wdl, asking for more shares than you want in companies
which you view as severely under priced and fewer or no shares in firms that are
overpriced or that are priced closer to fair value.

In recent years, investment banks have used and misused the alotment process to reward
selected clients. In periods when demand for initid public offerings is high, they have aso
been able to punish investors who sell immediately by withholding or rationing future
alotments. If you are required to hold these stocks for the long term to qualify for the
initial offering, you may very well find that the under performance of these stocks in the
post-offering period (see figure 9.10) can very quickly be decimated by poor returns in
subsequent periods.

Growth Screens

If you were a portfolio manager whose choices come from a very large universe of
stocks, your most effective way of building a portfolio may be to screen stocks and pick
those that pass specific screens. In other words, you do for growth stocks what Ben
Graham did for vaue stocks. In this section, we consider three screening strategies — a
strategy of buying stocks with high expected growth rates in earnings, the high flyer
strategy, where you pick stocks with high PE ratios and the growth at a reasonable price
(GARRP) strategy, where you pick growth stocks that trade at low prices, given their expected
growth.

High Earnings Growth Strategy

The dtrategy that follows most logicaly for most growth investors is to buy stocks
with high growth ratesin earnings. Y ou can look at past growth in earnings as a predictor of
future growth and buy companies with high historical earnings growth rates or you can look
for companies where analysts are predicting high expected earnings growth.

Historical Growth

Is the growth rate in the past a good indicator of growth in the future? Not
necessarily. Past growth rates are useful in forecasting future growth, but there are two
problems.

* Thefirst isthat they have considerable noise associated with them and are noisy
predictors of future growth. In a 1960 study of the relationship between past growth
rates and future growth rates, Little coined the term "Higgledy Piggledy Growth"
because he found little evidence that firms that grew fast in one period continued to
grow fast in the next period. In the process of running a series of correlations
between growth rates in earnings in consecutive periods of different length, he
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frequently found negative correlations between growth rates in the two periods and
the average correlation across the two periods was close to zero (0.02). If past
growth in earnings is not a reliable indicator of future growth a average firms, it
becomes even less so at smaller firms. The growth rates a smaller firms tend to be
even more volatile than growth rates a other firms in the market. The correlation
between growth rates in earnings in consecutive time periods (five-year, three-year
and one-year) for firmsin the United States, categorized by market value, is reported
in Figure 9.12.

Figure 9.12: Correlations in Earnings Growth by Market Capitalization
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While the correlations tend to be higher across the board for one-year growth rates
than for 3-year or 5-year growth rates in earnings, they are also consistently lower
for smaller firms than they are for the rest of the market. This would suggest that
you should be more cautious about using past growth, especialy in earnings, for
forecasting future growth at these firms.

The second problem is that there is mean reversion in earnings growth rates. In
other words, companies that are growing fast will see their growth rates decline
towards the market average whereas below average growth companies will see their
growth ratesincrease. Thistendency is chronicled by Dreman and Lufkin when they
track companies in the highest and lowest earnings growth classes for 5 years after
the portfolios are formed. While the highest earnings growth companies have an
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average growth rate which is 20% higher than the average growth rate for the lowest
earnings growth companies in the year the portfolio is formed, the difference is
closeto zero five years later.

In general, revenue growth tends to be more persistent and predictable than earnings
growth. This is because accounting choices have a far smaller effect on revenues
than they do on earnings. Figure 9.13 compares the correlations in revenue and
earnings growth over one-year, three-year and five-year periods at U.S. firms.

Figure 9.13: Correlation in Revenues and Earnings
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Revenue growth is consistently more correlated over time than earnings growth. The
implication is that historical growth in revenues is a far more useful number when it
comes to forecasting than historical growth in earnings.

There are some investors who believe that it is not earning growth per se that you
should be looking at but momentum in growth. In other words, you want to invest in stocks
whose earnings growth is accelerating. This is, in fact, a big component of what Vaue
Line sacclaimed stock picking measures are based upon. While Vaue Line may have been
successful with this strategy in its earlier years, much of what we have said about earnings
growth probably also applied to earnings momentum.

In summary, past earnings growth is not a reliable indicator of future growth and
investing in companies with high past growth does not yield significant returns. In fact, if
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there is mean reversion and you pay a large premium for companies with high growth, you
will find yourself with alosing portfolio.

Expected Earnings Growth
Vaue is ultimately driven by future growth and not past growth. It seems

reasonable, therefore, that you would be better served investing in stocks where expected

growth is high rather than historical growth. Here, you do -

run into a practical problem. In a market as large as the ﬁ_! Socks i

United States, you cannot estimate expected growth for each

- highest expected growth:
flrm in the market. Instead, you h?\/e to r.ely on analy.st Take alook & 50 stocks
estimates of expected growth. That information, though, is with the highest expected
freely accessible now to most investors and you could buy : :

growth in earnings per
stocks with high expected growth ratesin earnings. But will share

such a strategy generate excess returns?

Consider what you would need for this strategy to be successful. First, analysts have
to be proficient at forecasting long term earnings growth. Second, the market price should
not aready reflect or overprice this growth. If it does, your portfolio of high growth
companies will not generate excess returns. On both conditions, the evidence works against
the strategy. When it comes to forecasting growth, analysts have a tendency to overestimate
growth and the forecast errors are high for long-term forecasts. In fact, some studies find
that time series model match or even outperform analysts when it comes to long term
growth. As for pricing growth, markets historically have been more likely to over price
growth than under priceit, especialy during periods of high earnings growth for the market.

High PE Strategy

The easiest growth strategy, abeit the riskiest, is to buy the stocks with the highest
PE ratios on the market, on the assumption that these are growth companies where the
growth will deliver the excess returnsin the future.

The Overall Evidence

We should begin by noting that the overall evidence on buying high PE ratio stocks
is grim. As we noted in chapter 8, when looking & the vaue stocks, buying low PE ratio
stocks seems to outperform high PE ratio stocks by significant margins. Figure 9.14
presents the difference in annua returns from buying low PE stock and high PE stock
portfolio from 1952 to 2001.



Figure 9.14: PE Ratios and Stock Returns - 1952 -2001
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On both an equdly-weighted and a vadue-weighted basis, high PE stocks have under
performed low PE ratio stocks. In fact, it is this consistent under performance of high PE
stocks that has led to the vaue investing bias that we often see in both academic and
practitioner research.

The Growth Investors Case

Given this sorry performance, what you might wonder attracts investors to this
strategy? The answer lies in cycles. There have been extended time periods where high PE
stocks seem to outperform low PE stocks. For instance, growth investing seems to do much
better when the earnings growth in the market is low and vaue investing tends to do much
better when earnings growth is high. In figure 9.15, we have graphed the difference between
alow PE and a high PE portfolio and the growth in earnings in each period:
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Figure 9.15: Relative Performance of Growth and Value versus Earnings Growth
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We measure the performance of growth versus vaue by looking at the difference between
the returns earned on a portfolio of stocks in the top decile in terms of PE (growth) and a
portfolio of stocksin the lowest decile (value). Thus, a positive vaue indicates that high PE
stocks outperformed low PE stocksin that year. Growth investing does best in years when
earnings growth islow. This may be due to the fact that growth stocks are more desirable in
periods when earnings growth is low, because they are scarce. By the same token, when dl
companies are reporting high earnings growth, investors seem to be unwilling to pay a
premium for growth.

Growth investing also seems to do much better when the yield curve is flat or
downward dloping and vaue investing does much better when is much more upward
dloping. Figure 9.16 presents the relationship between the slope of the yield curve and the
performance of growth investing.
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Figure 9.16: Relative Performance of Growth Stocks versus Yield Curve
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The most interesting evidence on growth investing, however, lies in the percent of active
money managers who beat their respective indices. When measured againgt their respective
indices, active growth investors seem to beat growth indices more often than active vaue
investors beat vaue indices. In his paper on mutua funds in 1995, Makid provides
additional evidence on this phenomenon. He notes that between 1981 and 1995, the average
actively managed vaue fund outperformed the average actively managed growth fund by
only 16 basis points ayear, while the value index outperformed a growth index by 47 basis
points ayear. He attributes the 32 basis point difference to the contribution of active growth
managers, relative to value managers. We will ook at this evidence in more detail in chapter
13.

Peter Lynch: Finding value in growth stocks

If Warren Buffett istheicon for value investors, Peter Lynch occupiesa similar position
for growth investors. His reputation was made during his stewardship of Fidelity Magellan,
asmall high growth fund that he took over in 1977 and made into the largest equity mutual
fund in the world over the next decade. The reason for its growth was its performance. An
investment of $ 10,000 in the Magellan fund would have grown 20 fold over the next ten
years. During that period, Lynch aso helped dispel the notion that growth investors were
incurable optimists who bought stocks on promises. He introduced the rigors of vaue
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investing to growth investing, and he described much of what he did in his books on
investing and his articles for Worth, a financial magazine. One of these articles includes
Lynch’s maxims on finding good investments:

1. Pay attention to facts and not forecasts.

2. Before you invest, check the balance sheet to see if the company is financially sound.

3. Don't buy options, and don't invest on margin. With options, time works against you, and
if you're on margin, adrop in the market can wipe you out.

4. When severa insiders are buying the company's stock at the sametime, it's a positive.

4. Average investors should be able to monitor five to ten companies at atime, but nobody is
forcing you to own any of them.

5. Be patient. Stocks often make their greatest gainsin the third or fourth year that you own
them. A few took ten years.

6. Enter early -- but not too early. Think of investing in growth companies in terms of
baseball. Try to join the game in the third inning because a company has proved itself by
then. If you buy before the lineup is announced, you're taking an unnecessary risk. If you
buy in the late innings, you may be too late.

7. Don't buy "cheap" stocks just because they're cheap. Buy them because the fundamentals
areimproving.

8. Buy small companies after they've had a chance to prove they can make a profit.

9. Long shots usually backfire or become "no shots."

10. Investigate ten companies and you're likely to find one with bright prospects that aren't
reflected in the price.

Worth Magazine, 1996.

GARP Strategies

There are many growth investors who would blanch at the strategy of buying high
PE stocks. Their mission, they would argue, is to buy high growth stocks where growth is
undervalued. To find these stocks, they have developed a number of strategies where you
consider both expected growth and the current pricing of the stock. We will consider two of
these strategies in this section — buying stocks with a PE less than the expected growth rate
or buying stocks with alow ratio of PE to growth (called a PEG ratio).

PE less than Growth Rate

The smplest GARP strategy is to buy stocks that trade a a PE ratio less than the
expected growth rate. Thus, a stock that has a PE ratio of 12 and an expected growth rate of
8% would be viewed as undervalued, whereas a stock with a PE of 40 and an expected
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growth rate of 50% would be viewed as undervalued. While this strategy clearly has the
benefit of simplicity, it can be dangerous for several reasons.

* Interest rate effect: Since growth creates earnings in the future, the vaue of growth
isa present vaue. The vaue created by any given growth rate will be greater when
interest rates are low (which makes the present vaues higher) than when interest
rates are high. Thus, the stock with aPE of 40 and an expected growth rate of 50%
when interest rates are 7% may find itself with a PE of 60 if interest rates drop to
5% but growth remains unchanged. It is not surprising, therefore, that portfolio
managers who use this strategy not only find far more attractive stocks when interest
rates are high but also find many emerging market stocks (where interest rates tend
to be higher) bargains. The effect on interest rats on the relationship between PE and
growth can be best illustrated by looking at the percent of firms that trade at less
than their expected growth rate as a function of the treasury bond rate. In 1981,
when treasury bond rates hit 12%, more than 65% of firms traded at PE ratios less
than the expected growth rate. In 1991, when rates had dropped to about 8%, the
percent of stockstrading at less than the expected growth rate also dropped to about
45%. By the end of the nineties, with the treasury bond rate dropping to 5%, the
percent of stocks that traded at |ess than the expected growth rate had dropped to
about 25%.

* Growth Rate Estimates. When this strategy is used for a large number of stocks,
you have no choice but to use the growth rate estimates of others. In some cases, the
consensus growth rates estimated by all analysts following a firm are obtained from
a data service and used. When you do this, you have to wonder both about the
differences in the quality of the growth estimates across different analysts and the
comparability. Given that these estimated growth rates are at most for five years, you
may penaize companies that have expected growth for much longer periods by
focusing just on the 5-year rate.

It isalso possible that in low interest rate scenarios, very few stocks pass this screen and

that you will end up with littleto invest in.

PEG Ratios

An dternative approach that seems to offer more flexibility than just comparing the
PE ratio to expected growth rates is to ook at the ratio of the PE ratio to expected growth.
This ratio is called the PEG ratio and is widely used by analysts and portfolio managers
following growth companies.
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Defining the PEG Ratio
The PEG ratio is defined to be the price earnings ratio divided by the expected
growth rate in earnings per share:

PE ratio
Expected Growth Rate

PEG ratio =

For instance, a firm with a PE ratio of 40 and a growth rate of 50% is estimated to have a
PEG ratio of 0.80. There are some who argue that only stocks with PEG ratios less than
one are desirable, but this strategy is equivaent to the strategy of comparing the PE to the

expected growth rate.
Consistency requires the growth rate used in this B Socks with lowest

estimate be the growth rate in earnings per share. Given the | PEG ratios: Take a look
many definitions of the PE ratio, which one should you use | a the 50 stocks with the
to estimate the PEG ratio? The answer depends upon the | |owest PEG ratios.

base on which the expected growth rate is computed. If the expected growth rate in earnings
per share is based upon earnings in the most recent year (current earnings), the PE ratio that
should be used isthe current PE ratio. If it based upon trailing earnings, the PE ratio used
should be the trailing PE ratio. The forward PE ratio should generally not be used in this
computation, since it may result in adouble counting of growth.13 Building upon the theme
of uniformity, the PEG ratio should be estimated using the same growth estimates for al
firms in the sample. You should not, for instance, use 5-year growth rates for some firms
and 1-year growth rates for others. One way of ensuring uniformity is to use the same
source for earnings growth estimates for all the firms in the group. For instance, both
|/B/E/S and Zacks provide consensus estimates from analysts of earnings per share growth
over the next 5 years for most U.S. firms. Many analysts who use PEG ratios, though,
prefer to use short-term growth rates in earnings to compute them.

Using the PEG Ratio

How do analysts use PEG ratios? A stock with alow PEG ratio is considered cheap,
because you are paying less for the growth. It is viewed as a growth neutral measure that
can be used to compare stocks with different expected growth rates. In a study concluded in
1998, Morgan Stanley found that a strategy of buying stocks with low PEG ratios yielded
returns that were significantly higher than what you would have made on the S& P 500.
They came to this conclusion by looking a the 1000 largest stocks on the U.S. and

13 |f the forward earnings are high because of high growth in the next year, and this high growth results in
a high growth rate for the next 5 years, you will understate your PEG ratio.
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Canadian exchanges each year from January 1986 through March 1998, and categorizing
them into deciles based upon the PEG ratio. They found that the 100 stocks with the lowest
PEG ratio earned an annual return of 18.7% during the period, much higher than the market
return of about 16.8% over the period. While no mention was made of risk adjustment, it
was argued that the difference was larger than could be justified by the risk adjustment.

We updated this study to examine how this strategy would have done from 1991 to
2001, cresating five portfolios a the end of each year based upon the PEG ratio and
examining the returns in the following year. Figure 9.17 summarizes the average annual
returns on PEG ratios classes in the 1991-1996 and 1997-2001 time periods.

Figure 9.17: PEG Ratios and Annual Returns
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A dtrategy of investing in low PEG ratio stocks would have generated an average
return about 3% higher than the average returns on a high PEG ratio portfolio, before
adjusting for risk, during both time periods.

Potential Problems

If, on average, stockswith low PEG ratios outperform other stocks, why should we
not adopt this as a screening strategy? There are two potential problems with PEG ratios
that may lead us to misidentify riskier stocks with higher growth rates as underval ued.

Thefirst and most obvious problem isthat the PEG ratio is obtained by dividing the
PE ratio by the expected growth rate and the uncertainty about that expected growth rate is
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not factored into the number. Intuitively, you would expect, riskier stocks for any given
growth rate, to have lower PE ratios. Thus, a stock that looks cheap on a PEG ratio basis
may be, in fact, correctly or even over valued. The relationship between risk and growth can
be illustrated in two ways. The first is by computing the PE ratio for a hypothetical firm,
holding growth and cashflows constant, but varying the risk.24 In figure 9.18 below, for
instance, we vary the beta of a stock with an expected growth rate of 25% for five years and
8% forever therafter, and compute the PEG ratio:

Figure 9.18: PEG Ratios and Beta: Firmwith 25% growth for next 5 years, 8% thereafter

PEG Ratio

Note that the PEG ratio for the firm with abetaof 0.75 is amost four times higher than the
PEG ratio for the same firm (with the same growth rate) with a beta of 2.00. You can also
see the relationship between risk and PEG ratios by computing the average PEG ratios for
al stocks listed in the United States and categorizing them based upon their riskiness.

14 To do this, you first have to compute the PE ratio based upon fundamentals and then divide by the
expected growth rate. A more detailed exposition is provided in my book on Investment Valuation, but the

PEG ratio in atwo-stage dividend discount model can be written as

- ag))
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Figure 9.19 classifies al firmsin the United States into six risk classes'> and computes the
average PE ratios and PEG ratios for firmsin each classin January 2002.

Figure 9.19: PE and PEG ratios by Risk Class- January 2002
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While the highest risk firms have higher PE ratios than the safer firms, on average, they also
have lower PEG ratios. Thus, aportfolio of the stocks with the lowest PEG ratios will tend

to include alarge number of high risk stocks.

The second potentia problem with PEG ratios is
less obvious but just as dangerous. When we use PEG
ratios, we make the implicit assumption that as growth
doubles, the PE ratios doubles, and if it is haved, the PE
ratio will be halved as well. In other words, we assume a
linear relationship between PE and expected growth and this
clearly is not correct. To see why, consider what should
happen to the PE as expected growth drops to zero. If you

]

S Socks with low
PEG ratios and below
average risk: Take @
look a the 50 stocks
with the lowest PEG
ratios and below-average
risk.

have afirm that hasa dollar in earnings that it pays out in dividends and you expect to get
thisdollar in dividend in perpetuity, you would still be willing to pay aprice for its stock. In
other words, your PE does not go to zero. On the other side, you will find that PE ratios

15 This categorization was based upon stock price standard deviation, but we did try alternate measures such

as beta and obtained similar results.
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increase as you increase the expected growth rate but a a decreasing rate. In other words,
your PE ratio will change much more dramatically when your expected growth rate goes
from 3 to 4% than when it goes from 23 to 24%. Again, the effect on PEG ratio of varying
the growth rate can be shown in one of two ways. Using the same process that we used to
examine the relationship between PEG ratios and risk, we can estimate the PEG ratio for a

hypothetical firm in figure 9.20 as you change the expected growth rate during its high
growth phase.

Figure 9.20: PEG Ratios and Expected Growth Rate over next 5 years
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The PEG ratio is highest when the expected growth rate is low, but is lower a higher
expected growth rates. Clearly, the problem is greatest when you are comparing high growth
firms to low growth firms, since PEG ratios will be understated for the former and
overstated for the latter. It isless of an issue if you are comparing PEG ratios across firms
with high growth rates, since the effect is muted.

In short, picking stocks based upon low PEG ratios can leave you with a portfolio of
stocks with high risk and high growth that are not undervalued. Can you correct for these
errors? You can adjust for risk by either considering it as a separate factor (you pick stocks
with low PEG ratios and low risk) or modifying the PEG ratio. Morgan Stanly, for example,
aware of the potential bias towardsrisk in the PEG ratio modified it to include the dividend
yield in the denominator to create a new ratio called the PEGY ratio:



PE
(Expected Growth Rate + Dividend Yield)
Thus, a firm with a PE ratio of 12, an expected growth rate of 5% and a dividend yield of
4% would have aPEGY ratio of 1.33 (12/(5+4)). It is much more difficult to adjust for the
linearity assumption. While you can use a modified version of the growth rate in the
denominator, the measure loses itsintuitive appea when thisis done.16

PEGY =

Deter minants of Success at Passive Growth Investing

The overal empirical evidence on the efficacy of screens is much less favorable for
growth screens than it is for vaue screens. While there are cycles during which growth
screens like low PEG ratios and high PE ratios may yield excess returns, they are trumped
over longer periods by value screens such as price to book vaue ratios. From our
perspective, there are three key determinants of success at this strategy:

e Since growth is the key dimension of vaue in these companies, obtaining better
estimates of expected growth should improve your odds of success. If you are a
growth investor following a fairly small set of companies, you may try to estimate
growth yoursdlf. If you can estimate growth more precisely than the overdl market,
you should get a payoff. If thisisnot afeasible option because you do not have the
resources to estimate expected growth rates for the hundreds of firms that you
follow, you should compare the different sources that you have for this input to see
which one has the best track record. For instance, you may find that Vaue Line
estimates of growth are better than the consensus estimates of growth from al
analysts or that estimates of growth from a sub-set of analysts (say the top 5) do
better than estimates that |ook at al anaysts.

* If your underlying strategy is sound, a long time horizon increases your chances of
earning excess returns. In other words, if you conclude after careful analysis that
buying stocks that have PE ratios less than the expected growth rate would have
yielded high returns over the last two decades, you will be more likely to replicate
these resultsif you have a5-year horizon than with a 1-year horizon.

* Finally, there are extended cycles where the growth screens work exceptionally well
and other cycles where they are counter productive. If you can time these cycles, you
could augment your returns substantially. Since many of these cycles are related to
how the overall market is doing, this boils down to your market timing ability.

16 For example, using the natural log of the growth rate in the denominator of the PEG ratio seems to
make the relationship more linear, but the PEG ratio is no longer intuitive.
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Being successful at these strategies will require not only long time horizons but aso the
capacity to be right on market cycles.

Estimating Growth from Fundamentals

If obtaining better estimates of growth is key to successful growth investing, you
may want to consider breaking your dependence on estimates of growth made by equity
research anaysts. Aswe will seein the coming chapters, analysts often do not estimate long
term growth and even when they do, they provide biased and erroneous estimates. One
aternative that may yield better and more robust estimates is to link the expected growth to
fundamental aspects of how afirmisrun. In fact, the expected growth rate in earnings for a
firm comes from two sources - its willingness to reinvest its earnings back into new projects
and assets and its capacity to earn high returns on these investments. The growth rate in
earnings for a firm in the long term should be a product of the proportion of its earnings
that are reinvested back in the business and the return on this investment. For equity
earnings, it can be computed as follows;
Growth rate in earnings per share = (1 — Dividends/ Earnings) (Return on Equity)
Consider, for instance, acompany like Microsoft, which pays no dividends and earns about
25% on its equity. Its expected growth rate, if it can sustain these numbers, will be 25%. In
contrast, Procter and Gamble, which pays about 50% of its earnings as dividends and earns
about 16% on its equity will have an expected growth rate of 8%.

When computing growth in operating earnings, you will have to modify the equation
to make it consistent:
Growth rate in operating earnings = [(Capital Expenditures — Depreciation + Change in
Working capital)/ EBIT (1-t)]* Return on Capital
Thus, Cisco which reinvested 110% of its after-tax operating income and earned a return on
capital of 35% in 1999 was able to post a growth rate of 38.5% in that year.

Activist Growth Investing

In activigt growth investing, you not only take a position in a growth business but
you also play an activerolein making it successful. Since most growth businesses start off
as small and privately owned, the most common forms of activist growth investing involve
taking positions in these businesses before they go public and in nurturing them towards
eventud public offerings and large profits. In this section, we will consider venture capital
and private equity investing as examples of activist growth investing.
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Description

In venture capita investing, you provide equity financing to small and often risky
businesses in return for a share of the ownership of the firm. The size of your ownership
share will depend upon two factors. First, a the minimum, you will demand an ownership
share based upon how much capital you contribute to the firm, rdative to total firm vaue.
For instance, if you provide $ 2 million and the estimated vaue of the firm is $10 million,
you will expect to own at least 20% of the firm. Second, if the business can raise the funds
from other sources, its bargaining position will be stronger, and it may be able to reduce
your share down to a smal premium over the minimum specified above. If a business has
no other options available to raise the equity financing, however, its bargaining position is
considerably weaker, and the owner of the business will have to give up a disproportionate
share of the ownership to get the required funding. In genera, the capacity to raise funds
from aternative sources or to go public will increase with the size of the firm and decrease
with the uncertainty about its future prospects. Thus, smaller and riskier businesses are
more likely to seek venture capital and are also more likely to be asked to give up a greater
share of the value of the firm when receiving the venture capital.

The Market for Private Equity and Venture Capital

Until a few decades ago, venture capital was provided by a relaively small number
of individuals. They tended to speciaize in asector, invest in relatively few firms and take an
active role in the operations of these firms. In recent decades, though, as the market for
venture capital hasincreased, you have seen three categories emerge.

Thefirst are venture capital funds that trace their lineage back to the 1950s. One of
the first was American Research and Development that provided seed money for the
founding of Digita Equipment. During the 1960s and 1970s, these funds multiplied and
helped start and expand companies such as Intel and Apple that were then taken public. The
second are leveraged buyout funds that developed during the 1980s, using substantial
amounts of debt to take over publicly traded firms and make them private firms. The
publicity they generated — positive as well as negative — in the form of personalities, books

and movies helped shaped the public’'s view of dl acquisitions for a generation.1” More
recently, we have seen the growth of private equity funds that pool the wealth of individua
investors and invest in private firms that show promise. This has alowed investors to invest
in private businesses without either giving up diversfication or taking an active role in

17 Movies like Wall Street and Other People’'s Money and books like Barbarians at the Gate were based
upon raiders who did leveraged buyouts for aliving.
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managing these firms. Pension funds and ingtitutiona investors, attracted by the high
returns earned by investments in private firms, have also set aside portions of their overal
portfoliosto invest in private equity.

Most private equity funds are structured as private limited partnerships, where the
managers of the fund are the general partners and the investorsin the fund — both individua
and institutional — are limited partners. The genera partners hold on to the power on when
and where to invest, and are generously compensated, with annual compensation ranging
from 1.5% to 2.5% of the total capital invested. Partnerships typically last from 10 to 12
years and limited partners have to agree to make capita commitments for periods of 5 to 7
years.

The Process of Venture Capital investing

Venture capital can prove useful at different stages of a private firm's existence.
Seed-money venture capital, for instance, is provided to start-up firms that want to test a
concept or develop a new product, while start-up venture capital alows firms that have
established products and concepts to develop and market them. Additional rounds of
venture capital dlow private firms that have more established products and markets to
expand. There are five steps associated with how venture capital getsto be provided to firms,
and how venture capitalists ultimately profit from these investments:

* Provoke equity investor’s interest: There are hundreds of small firms interested in
raising finance from private equity investors, and relaively few venture captidists
and private equity investors. Given this imbaance, the first step that a private firm
wanting to raise private equity hasto takeisto get private equity investors interested
ininvesting in it. There are a number of factors that help the private firm, at this
stage. One is the type of business that the private firm is in, and how attractive this
business is to private equity investors. In the late 1980s and early 1990s, for
instance, firms in bio-technology were the favored targets for private equity
investors. By the late 1990s, the focus had shifted to internet and technology stocks.

* The second factor is the track record of the top manager or managers of the firm.
Top managers, who have a track record of converting private businesses into
publicly traded firms, have an easier time raising private equity capital. For instance,
Jm Clark, who founded Netscape Communications and Silicon Graphics, both
successful publicly traded firms, was able to raise private equity for Healtheon, the
venture he founded after leaving Netscape, because of his past track record.

* Valuation and Return Assessment: Once private equity investors become interested
ininvesting in afirm, the value of the private firm has to be assessed by looking &
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both its current and expected prospects. While venture capitalists sometimes use
discounted cash flow models to vaue firms, they are much more likely to vaue
private businesses using what is called the venture capital method. Here, the
earnings of the private firm are forecast in a future year, when the company can be
expected to go public. These earnings, in conjunction with a price-earnings multiple,
estimated by looking at publicly traded firmsin the same business, is used to assess
the value of the firm at the time of the initial public offering; this is called the exit or
termina vaue.

For instance, assume that asmall private software firm is expected to have an initiad
public offering in 3 years, and that the net income in three years for the firm is expected
to be $ 4 million. If the price-earningsratio of publicly traded software firms is 25, this
would yield an estimated exit vdue of $ 100 million. This vaue is discounted back to
the present at what venture capitalists cdl a target rate of return, which measures what
venture capitalists believe is a judtifiable return, given the risk that they are exposed to.
Thistarget rate of return is usually set & a much higher level18 than the traditional cost
of equity for the firm.

Discounted Terminal Value = Estimated exit value /(1+ Target return)”

In this example, if the venture capitalist requires a target return on 30% on his or her

investment, the discounted terminal vaue for the firm would be

Discounted Terminal value for InfoSoft = $ 100 million/1.30° = $ 45.52 million

e Sructuring the Deal: In structuring the deal to bring private equity into the firm, the
private equity investor and the firm have to negotiate two factors. First, the private
equity investor has to determine what proportion of the vaue of the firm he or she
will demand, in return for the private equity investment. The owners of the firm, on
the other hand, have to determine how much of the firm they are willing to give up in
return for the same capital. In these assessments, the amount of new capital being
brought into the firm has to be measured against the estimated firm vaue. In the
software firm example described above, assuming that the venture capitaist is
considering investing $ 12 million, he or she would want to own at least 26.36% of
the firm.19

Ownership proportion = Capital provided/ Estimated Value

18 By 1999, for instance, the target rate of return for private equity investors was in excess of 30%.

19 Private equity investors draw a distinction between what a firm will be worth without their capital
infusion (pre-money) and what it will be worth with the infusion (post-money). Optimally, they would like
their share of the firm to be based upon the pre—money valuation, which will be lower.
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=$ 12/ $45.52 = 26.36%
Second, the private equity investor will impose constraints on the managers of the
firm in which the investment isbeing made. This is to ensure that the private equity
investors are protected and that they have a say in how the firmisrun.

* Post-deal Management: Once the private equity investment has been made in a firm,
the private equity investor will often take an active role in the management of the
firm. Private equity investors and venture capitaists bring not only a wedth of
management experience to the process, but also contacts that can be used to raise
more capital and get fresh business for the firm.

* Exit: Private equity investors and venture capitaists invest in private businesses
because they are interested in earning a high return on these investments. How will
these returns be manifested? There are three ways in which a private equity investor
can profit from an investment in abusiness. The first and usually the most lucrative
dternative is an initia public offering made by the private firm. While venture
capitalists do not usualy liquidate their investments at the time of the initia public
offering, they can sell at least a portion of their holdings once they are traded?. The
second dternative is to sell the private business to another firm; the acquiring firm
might have strategic or financia reasons for the acquisition. The third dternative is
to withdraw cash flows from the firm and liquidate the firm over time. This strategy
would not be appropriate for a high growth firm, but it may make sense if
investments made by the firm no longer earn excess returns.

The Payoff to Venture Capital and Private Equity I nvesting

Note that the act of seeking and receiving venture capital isvoluntary, and both sides
enter into the relationship with the hope of gaining from it. The business gains access to
funds that would not have been available otherwise; these funds in turn might enable the
firm to bridge the gap until it can become a publicly traded firm. The venture capitalist might
contribute management and organizationa skills to the venture and provide the credibility
needed for the business to raise more financing. The venture capitaist also might provide
the know-how needed for the firm to eventually make a public offering of its equity. The
venture capitaist gains as well. If the venture capitaist picks the right businesses to fund
and provides good management skills and advice, there can be large returns on the initia

20 Black and Gilson (1998) argue that one of the reasons why venture capital is much more active in the
U.S. than in Japan or Germany is because the option to go public is much more easily exercised in the
u.s.
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investment. While the venture capitalist may reap returns from the private business itsdlf, the
largest payoff occursif and when the business goes public and the venture capitdist is able
to convert his or her stake into cash at the market price.

How wel do venture capital and private equity investors do, rdative to the market?
There is clearly anecdotal evidence that some private equity investors do very wel on
individual deals and over time. There are also periods of time when private equity investing
collectively offers extraordinary returns. During the 1990s, for instance, venture capital
funds earned an average return of 29.5%, compared to the S&P 500's annua return of
15.1%, but there are three potentia problems with this comparison. The first is that the
appropriate comparison would really be to the NASDAQ, which boomed during the 1990s
and contained companies much like those in a venture capita portfolio — young technology
firms.The second and related point is that these returns (both on the venture capitd funds
and the NASDAQ) are before we adjust for the substantial risk associated with the types of
companies in their portfolios. The third is that the returns on the venture capital funds
themselves are suspect because they are based upon assessments of vaue (often made by
the venture capitalists) of non-traded investments. In fact, many of these venture capital
funds were forced to confront both the risk and self-assessment issuesin 2000 and 2001 as
many of their investments, especidly in new technology businesses, were written down to
true vaue. From September 2000 to 2001, for instance, venture capital funds lost 32% of
their value, private equity fundslost 21% and buyout funds lost 16% of their value.

When we look at the longer period returns on private equity investing over the last
two decades what emerges is the sobering evidence that venture capital does yield high
returns but not of the magnitude that some investors expect. Venture Economics, a daa
sarvice that tracks the returns on private equity investments reported the following short
term and long term returns on private equity investments as of September 2001

Figure 1. Venture Economics US Private Equity Performance Index (PEPI)

Returns as of September 30, 2001

Fund Type 1Yr [3Yr |5Yr (10 Yr |20 Yr
Early/Seed Venture Capitd | -36.3| 81 | 53.9( 33 | 215
Balanced Venture Capita -30.9( 459|332 24 | 16.2
Later Stage Venture Capital | -25.9| 27.8( 22.2| 245 | 17

All Venture Capital -32.4153.9(37.9| 274 | 182
All Buyouts -16.11 29| 81| 12.7 | 156
Mezzanine 39| 10 | 101 11.8 | 11.3

All Private Equity 214 165] 17.9] 188 16.9
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S& P 500

On average, private equity and venture capita funds have outperformed the S& P 500 but the
difference is surprisingly small. Between 1991 and 2001, for instance, al private equity
funds earned an annua average return only 3.2% higher than the S& P 500 over the same
period. Given the high risk associated with these investments, that does not seem like a
significant excess return.

There is one finad point worth making about private equity and venture capita
investments. The average returns reported above are pushed up by the presence of a few
investments that make very high returns. Most private equity and venture capital investments
fall, and the median (rather than the average) return indicates this propensity. Consider, for
instance, the glory years of 1997 through 1999. The conventiona wisdom is that private
equity investments did well in those years. In 1999, the weighted-average internd rate of
return on private equity investments was 119%, but the median return in that year was 2.9%.
The median trailed the average badly in 1997 and 1998, as well.

Deter minants of Success at Activist Growth Investing

While venture capita and private equity investing, in generd, is not a recipe for
riskfree high returns, there are some venture capital and private equity investors who
succeed and earn extraordinary returns. What set them agpart and how can you partake in
their success? The keys seem to be the following:

* Pick your companies (and managers) wdl: Most small private businesses do not
succeed, either because the products or services they offer do not find a ready
audience or because of poor management. Good venture capitalists seem to have the
capacity to find the combination of ideas and management that make success more
likely.

* Diverdsfy: The rate of fallure is high among private equity investments, making it
critical that you spread your bets. The earlier the stage of financing — seed money,
for example —the more important it isthat you diversify.

e Support and supplement management: Venture capitaists are also management
consultants and strategic advisorsto the firmsthat they invest in. If they do this job
well, they can help the managers of these firms convert ideas into commercia
success.

* Protect your investment as the firm grows: As the firm grows and attracts new
investment, you as the venture capitaist will have to protect your share of the
business from the demands of those who bring in fresh capital.
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* Know when to get out: Having agood exit strategy seems to be as critica as having
agood entrance strategy. Know how and when to get out of an investment is critical
to protecting your returns.

As a successful venture capitdist, you will still find yourself holding not only a risky
portfolio but a relatively undiversified one, with large stakes in a number of small and
voldtile business. In short, activist growth investing is best suited for investors who have
substantial capital, long time horizons and are willing to take risk.

Conclusion

If vaue investors bet on the market getting it wrong when pricing assets in place,
growth investors place their bets on mis-assessments of the vaue of growth. While some
categorize growth investors based upon their willingness to buy high PE stocks, that
characterization does not capture the diversity of growth investors. In this chapter, we began
by looking at investing in small cap stocks and initial public offerings as growth investing
strategies. We then consdered a variety of growth screens used by investors to find
undervalued growth, ranging from high PE ratios to low PEG ratios. While the empirical
evidence is not as supportive of growth screens as it is for vaue screens, investors who are
disciplined, have long time horizons and are good a gauging market cycles can earn
significant excess returns.

In the last part of the chapter, we examined venture capitd and private equity
investing and categorized them as activist growth investing strategies, since they require
taking large positions in young growth businesses and then taking an active role in making
them succeed. While there are some venture capital and private equity investors who earn
huge returns, the overdl returns to private equity investing reflect only a modest premium
over investing in publicly traded stocks. A large appetite for risk and along time horizon are
pre-requisits for success.
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Lessons for Investors

To be agrowth investor, you need to

Make more precise estimates of growth and price it wdl: The success of growth
investing ultimately rests on your capacity to forecast growth and to priceit right. If you
are better at these roles than the market, you improve your odds of success.

Catch the growth cycles when they occur: Growth investing has historically done best
when earnings growth in the market is low and investors are pessimistic about the
future.

To be an activist growth investor, you need to

Accept skewed returns: Private equity and venture capital investing may offer a few
investors spectacular returns, but the average returns to dl investors in these categories
arelow (relative to investing in publicly traded stocks).

Invest in the right businesses: To succeed at private equity investing, you have to pick
the right businesses to make the investments in, diversify your bets and have a wel
devised exit strategy.




