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FIRST CUT: STOCKS

The Stocks First Cut is designed as a starting point, showing the top stocks that pass relatively
simple screens of interest to individual investors.

Finding Future Winners Among Glamour Stocks

Most academic research suggests that investing in
glamour growth stocks is a losing proposition. However,
as with value investing, some growth stocks deserve their
high valuations while many do not. Partha Mohanram,
who holds the John H. Watson chair in value investing at
Rotman School of Management, University of Toronto,
developed a scoring system to help separate the winners
from the losers among stocks trading with high price-to-
book-value ratios. The grading system looks at company
profitability and cash flow performance, adjusts for likely
mistakes due to naive growth projections and considers
the impact of conservative accounting policies to form a
growth score, or G-score.

FortheFirst Cut, we started with a universe ofexchanged-
listed high-price-to-book-value stocks. Mohanram warns
investors that these stocks do not perform well as a group,
but it is possible to use fundamental analysis to help avoid
the biggest losers and select the strongest candidates. Mo-
hanram developed an eight-point score, but the data source
AAII uses does not break out advertising expenditures.

Glamour Stocks With High Mohanram G-Score

Therefore, the First Cut had a maximum G-score of seven.
Mohanram awarded up to three points for profitability—
one for return on assets above the industry median, one
for a ratio of cash flow from operations to assets above the
industry median and one point if the cash flow from opera-
tions exceeds net income. In grading growth, points were
awarded for greater stability in return on assets and year-to-
year sales growth compared to sector medians. Mohanram
identified spending on research and development (R&D),
capital expenditures (capex) and advertising as factors that
may point to future sales and earnings expansion. The final
two growth points were awarded for companies that spend
more on R&D and capex as a percentage of assets compared
to sector medians. Stocks with a price-to-book ratio within
the top 20% of all companies, while possessing a G-score
of seven made the First Cut. The table is ranked by price to
book, with the most expensive stocks listed first. The indi-
vidual components of the G-score represent a useful check-
list for investors examining growth stocks. Go online to
compare against sector medians. m

—John Bajkowski, AAII president

Return Cash Ret on 5-Yr R&D CapEx Share
P/Book on Flowto Assets Sales to to Price
Ratio G- Assets Assets Variance Grth Assets Assets (8/14)
Company (Ticker) (X) Score (%) (%) (%) (%) (%) (%) ($) Sector
Mettler-Toledo Int'l (MTD) 51.12 7 199 23.5 2.8 3.9 5.1 3.3 961.04 Industrials
Fair Isaac Corp. (FICO) 50.40 7 15.2 22.1 5.0 8.0 10.2 1.7 429.67 Technology
Clorox Co. (CLX) 40.55 7 15.0 18.9 1.2 2.4 2.5 3.9 224.25 Consumer Non-Cycl
Manhattan Assoc (MANH) 38.51 7 231 35.9 25.8 47 231 3.6 92.64 Technology
NetApp Inc. (NTAP) 37.95 7 10.8 13.0 19.2 (2.4) 113 1.6 41.56 Technology
Amazon.com, Inc. (AMZN) 21.35 7 5.8 22.8 4.7 25.8 15.0 9.4 3,148.02 Consumer Cycl
Adobe Inc. (ADBE) 19.79 7 17.7 23.3 13.5 21.9 9.5 1.7 447.60 Technology
Seattle Genetics, Inc. (SGEN) 15.03 7 (11.9) (12.2) 12.8 26.2 36.5 3.9 157.27 Health Care
Monolithic Power Sys (MPWR) 14.55 7 129 25.2 3.9 17.3 10.5 23 275.86 Technology
Xilinx, Inc. (XLNX) 11.04 7 128 21.9 8.6 59 15.8 2.1 105.31 Technology
Mimecast Ltd. (MIME) 11.00 7 0.7 13.0 1.9 29.8 113 7.3 45.09 Technology
Qualys Inc. (QLYS) 9.89 7 126 23.8 5.6 19.2 10.0 3.5 102.97 Technology
3M Co. (MMM) 8.83 7 115 17.8 2.1 0.2 4.2 3.5 166.10 Industrials
Incyte Corp. (INCY) 8.80 7  (6.1) (0.4) 1047 334 612 3.0 94.87 Health Care
W R Grace & Co. (GRA) 8.75 7 1.5 10.5 2.4 2.2 1.4 4.2 45.62 Basic Materials
Teradata Corporation (TDC) 7.55 7 5.6 8.7 17.7 (7.0) 154 2.4 24.07 Technology
AlarmCom Hldg Inc. (ALRM) 7.05 7 9.6 12.4 27.1 246  20.5 3.1 56.83 Technology
Synopsys, Inc. (SNPS) 6.91 7 7.0 14.5 4.4 10.3 16.3 29 196.16 Technology
Facebook Inc. (FB) 6.74 7 17.6 25.9 29.9 41.5 11.4 10.3 261.24 Technology
NewMarket Corp. (NEU) 6.49 7 122 15.8 6.7 (1.3) 8.0 4.2 377.84 Basic Materials
Proto Labs Inc. (PRLB) 5.86 7 8.7 17.1 2.9 17.0 4.9 8.8 132.07 Industrials

Source: AAIl Stock Investor Pro, Refinitiv, and I/B/E/S. Data as of 8/14/2020.
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