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W
ho is a grow

th investor?

T
he C

onventional definition: A
n investor w

ho buys high price earnings
ratio stocks or high price to book ratio stocks.

T
he G

eneric definition: A
n investor w

ho buys grow
th com

panies
w

here the value of grow
th potential is being under estim

ated. In other
w

ords, both value and grow
th investors w

ant to buy under valued
stocks. T

he difference lies m
ostly in w

here they think they can find
these bargains and w

hat they view
 as their strengths.
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T
he m

any faces of grow
th investing

T
he Sm

all C
ap investor: T

he sim
plest form

 of grow
th investing is to

buy sm
aller com

panies in term
s of m

arket cap, expecting these
com

panies to be both high grow
th com

panies and also expecting the
m

arket to under estim
ate the value of grow

th in these com
panies.

T
he IP

O
 investor: Presum

ably, stocks that m
ake initial public offerings

tend to be sm
aller, higher grow

th com
panies.

T
he P

assive Screener: L
ike the passive value screener, a grow

th
screener can use screens - low

 PE
 ratios relative to expected grow

th,
earnings m

om
entum

 - to pick stocks.
T

he A
ctivist G

row
th investor: T

hese investors take positions in young
grow

th com
panies (even before they go public) and play an active role

not only in how
 these com

panies are m
anaged but in how

 and w
hen to

take them
 public.
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I. S
m

all C
ap

 In
vestin

g

O
ne of the m

ost w
idely used passive grow

th strategies is the strategy
of investing in sm

all-cap com
panies.

T
here is substantial em

pirical evidence backing this strategy, though it
is debatable w

hether the additional returns earned by this strategy are
really excess returns.
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T
he S

m
all F

irm
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S
m

all F
irm

 E
ffect O

ver T
im

e

F
igure 9.2: Sm

all F
irm

 P
rem

ium
 over tim
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C
ycles in S

m
all F

irm
 P

rem
ium
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H
as the sm

all firm
 prem

ium
 disappeared?

T
he sm

all stock prem
ium

 has largely disappeared since 1981. W
hether

this is a long term
 shift in the sm

all stock prem
ium

 or just a tem
porary

dip is still being debated.

Jerem
y Siegel notes in his book on the long term

 perform
ance of

stocks that the sm
all stock prem

ium
 can be alm

ost entirely attributed to
the perform

ance of sm
all stocks in the 1970s. Since this w

as a decade
w

ith high inflation, could the sm
all stock prem

ium
 have som

ething to
do w

ith inflation?
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T
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ize and January E
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P
ossible E

xplanations

T
he transactions costs of investing in sm

all stocks is significantly
higher than the transactions cots of investing in larger stocks, and the
prem

ium
s are estim

ated prior to these costs. W
hile this is generally

true, the differential transactions costs are unlikely to explain the
m

agnitude of the prem
ium

 across tim
e, and are likely to becom

e even
less critical for longer investm

ent horizons.

T
he difficulties of replicating the sm

all firm
 prem

ium
s that are

observed in the studies in real tim
e are illustrated in Figure 9.11, w

hich
com

pares the returns on a hypothetical sm
all firm

 portfolio (C
R

SP
Sm

all Stocks) w
ith the actual returns on a sm

all firm
 m

utual fund
(D

FA
 Sm

all Stock Fund), w
hich passively invests in sm

all stocks.
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D
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R
isk M

odels and the S
ize E

ffect

T
he capital asset pricing m

odel m
ay not be the right m

odel for
risk

, and betas under estim
ate the true risk of sm

all stocks. T
hus, the

sm
all firm

 prem
ium

 is really a m
easure of the failure of beta to capture

risk. T
he additional risk associated w

ith sm
all stocks m

ay com
e from

several sources.
•

First, the estim
ation risk associated w

ith estim
ates of beta for sm

all firm
s

is m
uch greater than the estim

ation risk associated w
ith beta estim

ates for
larger firm

s. T
he sm

all firm
 prem

ium
 m

ay be a rew
ard for this additional

estim
ation risk.

•
 Second, there m

ay be additional risk in investing in sm
all stocks because

far less inform
ation

 is available on these stocks. In fact, studies indicate
that stocks that are neglected by analysts and institutional investors earn
an excess return that parallels the sm

all firm
 prem

ium
.
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T
here is less analyst coverage of sm

all firm
s

A
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B
ut ..

T
here is som

e counter-evidence on the riskiness of sm
all stocks
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D
eterm

inants of S
uccess at S

m
all C

ap
Investing

T
he im

portance of discipline and diversification becom
e even greater,

if you are a sm
all cap investor. S

ince sm
all cap stocks tend to be

concentrated in a few
 sectors, you w

ill need a m
uch larger portfolio to

be diversified w
ith sm

all cap stocks. In addition, diversification should
also reduce the im

pact of estim
ation risk and som

e inform
ation risk.

•
W

hen investing in sm
all cap stocks, the responsibility for due

diligence w
ill often fall on your shoulders as an investor, since there

are often no analysts follow
ing the com

pany. Y
ou m

ay have to go
beyond the financial statem

ents and scour other sources (local
new

spapers, the firm
’s custom

ers and com
petitors) to find relevant

inform
ation about the com

pany.
•

H
ave a long tim

e horizon.
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T
he im

portance of a long tim
e horizon..

F
igure 9.7: T

im
e H

orizon and the Sm
all F

irm
 P

rem
ium
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E
vidence from

 outside of the U
nited S

tates

T
here is evidence of a sm

all firm
 prem

ium
 in m

arkets outside the
U

nited States as w
ell. D

im
son and M

arsh exam
ined stocks in the

U
nited K

ingdom
 from

 1955 to 1984 and found that the annual returns
on sm

all stocks exceeded that on large stocks by 7%
 annually over the

period.

B
ergstrom

, Frashure and C
hisholm

 report a large size effect for
F

rench stocks (Sm
all stocks m

ade 32.3%
 per year betw

een 1975 to
1989, w

hile large stocks m
ade 23.5%

 a year), and a m
uch sm

aller size
effect in G

erm
any.

H
am

ao reports a sm
all firm

 prem
ium

 of 5.1%
 for Japanese stocks

betw
een 1971 and 1988.
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II. Initial P
ublic O

fferings
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M
ore on IP

O
 pricing…

•
T

he average initial return is 15.8%
 across a sam

ple of 13,308 initial
public offerings. H

ow
ever, about 15%

 of all initial public offerings are
over priced.

•
Initial public offerings w

here the offering price is revised upw
ards

prior to the offering are m
ore likely to be under priced than initial

public offerings w
here the offering price is revised dow

nw
ards.

T
able 9.1: A

verage Initial R
eturn – O

ffering P
rice R

evision

95%
30.22%

642
R

evised
up

53%
3.54%

708
R

evised
dow

n

%
 of offerings

underpriced
A

verage initial
return

N
um
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O
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W
hat happens after the IP

O
?
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T
he IP

O
 C

ycle

F
igure 9.11: N

um
ber of IP

O
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eturn
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D
eterm

inants of S
uccess at IP

O
 investing

•
H

ave the valuation skills to value com
panies w

ith lim
ited inform

ation
and considerable uncertainty about the future, so as to be able to
identify the com

panies that are under or over priced.
•

Since this is a short term
 strategy, often involving getting the shares at

the offering price and flipping the shares on the offering date, you w
ill

have to gauge the m
arket m

ood and dem
and for each offering, in

addition to assessing its value.  In other w
ords, a shift in m

arket m
ood

can leave you w
ith a large allotm

ent of over-priced shares in an initial
public offering.

•
Play the allotm

ent gam
e w

ell, asking for m
ore shares than you w

ant in
com

panies w
hich you view

 as severely under priced and few
er or no

shares in firm
s that are overpriced or that are priced closer to fair

value.
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III. T
he P

assive S
creener

In passive screening, you look for stocks that possess characteristics
that you believe identify com

panies w
here grow

th is m
ost likely to be

under valued.

T
ypical screens m

ay include the ratio of price earnings to grow
th

(called the PE
G

 ratio) and earnings grow
th over tim

e (called earnings
m

om
entum

)
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a. E
arnings G

row
th S

creens

H
istorical G

row
th: Strategies that focus on buying stocks w

ith high
historical earnings grow

th show
 no evidence of generating excess

returns because
•

E
arnings grow

th is volatile

•
T

here is substantial m
ean reversion in earnings grow

th rates. T
he grow

th
rates of all com

panies tend to m
ove tow

ards the average.

•
R

evenue grow
th is m

ore predictable than earnings grow
th.

E
xpected E

arnings G
row

th: Picking stocks that have high expected
grow

th rates in earnings does not seem
 to yield m

uch in term
s of high

returns, because the grow
th often is over priced.



A
sw

ath D
am

odaran
25

b. H
igh P
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B
ut there are periods w

hen grow
th outperfom

s
value ..

F
igure 9.15: R

elative P
erform

ance of G
row

th and V
alue versus E

arnings G
row

th
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E
specially w

hen the yield curve is flat or
dow

nw
ard sloping..

F
igure 9.16: R

elative P
erform

ance of G
row

th Stocks versus Y
ield C

urve
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F
urtherm

ore..

A
nd active grow

th investors seem
 to beat grow

th indices m
ore often

than value investors beat value indices.

A
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3. P
E

 R
atios and E

xpected G
row

th R
ates

Strategy 1: B
uy stocks that trade at PE

 ratios that are less than their
expected grow

th rates. W
hile there is little evidence that buying stocks

w
ith PE

 ratios less than the expected grow
th rate earns excess returns,

this strategy seem
s to have gained credence as a viable strategy am

ong
investors. It is intuitive and sim

ple, but not necessarily a good strategy.

Strategy 2: B
uy stocks that trade at a low

 ratio of PE
 to expected

grow
th rate (PE

G
), relative to other stocks. O

n the PE
G

 ratio front, the
evidence is m

ixed. A
 M

organ Stanley study found that investing in
stocks w

ith low
 PE

G
 ratios did earn higher returns than the S&

P 500,
before adjusting for risk.
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B
uy if P

E
 <

 E
xpected G

row
th rate?

T
his strategy can be inherently dangerous. Y

ou are likely to find a lot
of undervalued stocks w

hen interest rates are high.

E
ven w

hen interest rates are low
, you are likely to find very risky

stocks com
ing through this screens as undervalued.
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B
ut low

 P
E

G
 stocks tend to be risky…

F
igure 9.19: P

E
 and P

E
G

 ratios by R
isk C

lass- January 2002
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D
eterm

inants of S
uccess at P

assive G
row

th
Investing

•
Superior 

judgm
ents 

on 
grow

th 
prospects: 

Since 
grow

th 
is 

the 
key

dim
ension of value in these com

panies, obtaining better estim
ates of

expected grow
th and its value should im

prove your odds of success.

•
L

ong Tim
e H

orizon: If your underlying strategy is sound, a long tim
e

horizon increases your chances of earning excess returns.

•
M

arket T
im

ing Skills: T
here are extended cycles w

here the grow
th screens

w
ork 

exceptionally 
w

ell 
and 

other 
cycles 

w
here 

they 
are 

counter
productive. If you can tim

e these cycles, you could augm
ent your returns

substantially. S
ince m

any of these cycles are related to how
 the overall

m
arket is doing, this boils dow

n to your m
arket tim

ing ability.
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A
ctivist G

row
th Investing

T
he first are venture capital funds that trace their lineage back to the

1950s. O
ne of the first w

as A
m

erican R
esearch and D

evelopm
ent that

provided seed m
oney for the founding of D

igital E
quipm

ent.

T
he second are leveraged buyout funds that developed during the

1980s, using substantial am
ounts of debt to take over publicly traded

firm
s and m

ake them
 private firm

s.

P
rivate equity funds that pool the w

ealth of individual investors and
invest in private firm

s that show
 prom

ise. T
his has allow

ed investors
to invest in private businesses w

ithout either giving up diversification
or taking an active role in m

anaging these firm
s. Pension funds and

institutional 
investors, 

attracted 
by 

the 
high 

returns 
earned 

by
investm

ents in private firm
s, have also set aside portions of their

overall portfolios to invest in private equity.
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T
he P

rocess of V
enture C

apital Investing

P
rovoke equity investor’s interest: T

he first step for a firm
 is to get private

equity investors interested in investing in it.  Its capacity to do so w
ill depend

upon the business it is in and the track record of the m
anagers in the firm

.
V

aluation and R
eturn A

ssessm
ent: In the venture capital m

ethod, the earnings
of the private firm

 are forecast in a future year, w
hen the com

pany can be
expected to go public. M

ultiplied by an expected earnings m
ultiple in a future

year you get the exit or term
inal value. T

his value is discounted back to the
present at a target rate of return, w

hich m
easures w

hat venture capitalists
believe is a justifiable return, given the risk that they are exposed to.
Structuring the D

eal: Y
ou have to negotiate tw

o factors.
•

F
irst, the private equity investor has to determ

ine w
hat proportion of the value of

the firm
 he or she w

ill dem
and, in return for the private equity investm

ent. P
rivate

equity investors draw
 a distinction betw

een w
hat a firm

 w
ill be w

orth w
ithout their

capital infusion (pre-m
oney) and w

hat it w
ill be w

orth w
ith the infusion (post-

m
oney). O

ptim
ally, they w

ould like their share of the firm
 to be based upon the

prem
oney valuation, w

hich w
ill be low

er.
•

S
econd, the private equity investor w

ill im
pose constraints on the m

anagers of the
firm

 in w
hich the investm

ent is being m
ade. T

his is to ensure that the private equity
investors are protected and that they have a say in how

 the firm
 is run.
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P
ost-deal M

anagem
ent

P
ost-deal M

anagem
ent: O

nce the private equity investm
ent has been m

ade in
a 

firm
, 

the 
private 

equity investor 
w

ill 
often 

take 
an 

active 
role 

in 
the

m
anagem

ent of the firm
. P

rivate equity investors and venture capitalists bring
not only a w

ealth of m
anagem

ent experience to the process, but also contacts
that can be used to raise m

ore capital and get fresh business for the firm
.

E
xit: T

here are three w
ays in w

hich a private equity investor can profit from
an investm

ent in a business.
•

T
he first and usually the m

ost lucrative alternative is an initial public offering m
ade

by 
the 

private 
firm

. 
W

hile 
venture 

capitalists 
do 

not 
usually 

liquidate 
their

investm
ents at the tim

e of the initial public offering, they can sell at least a portion
of their holdings once they are traded.

•
T

he second alternative is to sell the private business to another firm
; the acquiring

firm
 m

ight have strategic or financial reasons for the acquisition.
•

T
he third alternative is to w

ithdraw
 cash flow

s from
 the firm

 and liquidate the firm
over tim

e. T
his strategy w

ould not be appropriate for a high grow
th firm

, but it
m

ay m
ake sense if investm

ents m
ade by the firm

 no longer earn excess returns.
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T
he P

ayoff to P
rivate E

quity and V
enture

C
apital Investing: T

hru 2001

F
und T

ype
1 Y

r
3 Y

r
5 Y

r
10 Y

r
20 Y

r
E

arly/Seed V
enture C

apital
-36.3

81
53.9

33
21.5

B
alanced V

enture C
apital

-30.9
45.9

33.2
24

16.2
L

ater Stage V
enture C

apital
-25.9

27.8
22.2

24.5
17

A
ll V

enture C
apital

-32.4
53.9

37.9
27.4

18.2
A

ll B
uyouts

-16.1
2.9

8.1
12.7

15.6
M

ezzanine
3.9

10
10.1

11.8
11.3

A
ll P

rivate E
quity

-21.4
16.5

17.9
18.8

16.9
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D
eterm

inants of S
uccess at G

row
th Investing

P
ick your com

panies (and m
anagers) w

ell: G
ood venture capitalists seem

 to
have the capacity to find the com

bination of ideas and m
anagem

ent that m
ake

success m
ore likely.

D
iversify: T

he rate of failure is high am
ong private equity investm

ents,
m

aking it critical that you spread your bets. T
he earlier the stage of financing

– seed m
oney, for exam

ple – the m
ore im

portant it is that you diversify.
Support and supplem

ent m
anagem

ent: V
enture capitalists are also

m
anagem

ent consultants and strategic advisors to the firm
s that they invest in.

If they do this job w
ell, they can help the m

anagers of these firm
s convert

ideas into com
m

ercial success.
Protect your investm

ent as the firm
 grow

s: A
s the firm

 grow
s and attracts new

investm
ent, you as the venture capitalist w

ill have to protect your share of the
business from

 the dem
ands of those w

ho bring in fresh capital.
K

now
 w

hen to get out: H
aving a good exit strategy seem

s to be as critical as
having a good entrance strategy. K

now
 how

 and w
hen to get out of an

investm
ent is critical to protecting your returns.


