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Growth investing

Unlike value investing, growth investing isn't necessarily looking for stocks that are undervalued.
Growth investing seeks stocks with potentially high growth potential. Growth investors use
fundamental analysis to help identify future growth in various areas of a stock's business—such as
sales, earnings, or cash. It places more emphasis on a company's future earnings potential than
its current intrinsic value or stock price. For example, growth investors might buy stock in a
company they think will experience higher-than-expected growth over time and profit as the stock
price rises accordingly.

Higher-than-
expected growth [Profit}

' Expectea growth
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Income investing

Income investing seeks to find stocks that produce regularly increasing income through dividends.
Income stocks can have characteristics of both value and growth stocks; however, the analysis
process can be quite different.

Income investors often use fundamental analysis to assess the company's dividend history and
consistency, as well as its ability to pay future dividends. Income investing assumes the stock's
price (and future price) is less important than the income it provides over time.

M Dividend payment

Many investors might apply fundamental analysis to help build growth and income portfolios, but
this course will primarily focus on ways to build a value portfolio using fundamental analysis.
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Benefits and Risks of Fundamental Analysis

So far, you've learned the goals of fundamental analysis and the role it plays in the investment
process. Fundamental analysis, like any other worthwhile discipline, has its benefits and risks.
Let's begin by discussing the benefits.

Benefit: Holistic approach

First, there's the potential to make better investing decisions by understanding a company's
financial picture. Fundamental investors often take a holistic approach by examining all the
company's strengths, weaknesses, opportunities, and threats. These items form the basis of an
investment thesis, and they uncover areas that may require additional analysis.

Strengths,
opportunities

Threats,
weaknesses
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Strengths are areas that the business does well, like a company with high net profit margins.
Weaknesses are areas that the business doesn't do well, like carrying too much debt.
Opportunities are areas that can likely be improved rather quickly. For example, a manufacturing
company that has higher-than-average operating expenses could invest in more efficient
equipment. Finally, threats are areas where competitors are potentially able to outperform a
company, like with a newly developed product.

Compared to other approaches, fundamental analysis can provide a more complete picture of a
company's health. This thoroughness can help give an investor confidence that the investment will
live up to its potential.

Benefit: Long-term perspective

Next, fundamental analysis helps investors focus on long-term business trends and be less
influenced by short-term noise. For example, imagine a company in an up-and-coming industry
that has secured a 10-year patent on a revolutionary technology. Over time, this company might
generate higher profits, growth, and cash flow. Seeing this long-term potential can help an
investor feel more confident about making a thoughtful investment despite the short-term noise of
day-to-day stock price movement.

Patent secured




image9.png
Along with the benefits of fundamental analysis, there are also significant risks.

Risk: Faulty assumptions

First, there's the risk of making faulty assumptions. As you'll discover in the following lessons,
estimating a stock's intrinsic value or future growth potential requires making assumptions. But a
stock's market value may never catch up with the value you determine. As economist John
Maynard Keynes said, "The markets can remain irrational longer than you can remain solvent."
Even if your forecasts are economically conservative and sound, the market may not agree with
your conclusion.

Estimated
intrinsic value

Forecasted : O o
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Risk: Forecasting Error

Another related risk is a specific type of faulty assumption called a forecasting error. An error can
come from many sources, including inaccurate data, accounting blunders, or mathematical
mistakes. Unfortunately, when dealing with long-term projections, a small error can lead to
dramatically different results. While this risk is always present, you can manage it as you become
a more experienced investor through repetition and practice.

In the next lesson, we'll cover the foundational knowledge you can use to find value stocks and
estimate their intrinsic value.
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Basics of Value Investing

In the last lesson, you learned how fundamental analysis can be used to analyze investments
according to various investing styles. The focus of these next lessons is the value investing style.
We'll provide a foundation of knowledge to help find investments with prices that don't necessarily
reflect their fundamental worth.

Value investing

To discover an investment's fundamental worth, investors use valuation to appraise an
investment's intrinsic value. If a stock price is lower than the intrinsic value, the stock is said to be
undervalued. If a stock price is higher than the company's value, the stock is said to be
overvalued. Over time, investors expect the market to catch up and price these stocks more
accurately—they expect undervalued stocks to rise and overvalued stocks to fall.

While value investing can be applied to any asset that can be undervalued, for the purpose of this
course, we'll concentrate on fundamentally strong stocks. By finding stocks that are priced at a
discount to, or less than, an investor's estimate of their intrinsic value, the investor can potentially
gain a profit from a value stock if and when the market eventually reflects the stock's intrinsic
value. Finding these value stocks requires significant effort, time, and patience on the investor's
part, but it can be potentially rewarding.

The goal of value investing

Estimated
intrinsic value

Profit
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Benefits of value investing

Let's discuss benefits and risks unique to value investing, starting with benefits.

Value investing has a track record of historical performance. In fact, over many time periods witt
the last 100 years, value stocks outperformed growth stocks. It's common for investors to overlo
the value investing style as a source of growth in their portfolios. The ability to purchase
investments at an attractive price is one factor in value stocks' reputation for performance.

Growth stocks vs. value stocks performance 1995 - 2021

M Russell 1000® Growth total return index
M Russell 1000® Value total return index
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Risks of value investing

However, value investing does have unique risks.

First, there's company risk. Value stocks may have serious flaws—a stock is probably undervalued
for a reason. Prudent investors will want to become familiar with all of a company's strengths and
weaknesses. They might also want to look for the same type of red flags you might find in your
personal finances, like holding too much debt. A company with too much debt could fail to meet
its financial obligations. Red flags can also negatively impact the stock price.

m D@ Em
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Flawed

An investor might also want to consider the context of the larger economy. Market risk, which is
the risk of losses that arise from the performance of financial markets, is beyond an individual
company's control. For example, a highly valued company might be less attractive if the economy
is sluggish, and its value hinges on projections of aggressive growth. In general, when the
economy is growing, investors tend to be more confident in a company's financial metrics and
projections. If the economy is experiencing weakness, investors are often more skeptical in their
analysis.
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The value investment process requires making many assumptions, so it's important to be realistic
about the company's future prospects. And even if you can make a compelling fundamental case
for a stock'’s intrinsic value, it doesn't mean the market will agree with you. Your estimate of a
stock's intrinsic value may never be realized within your time horizon. In the end, the stock is only
worth what someone else is willing to pay for it. Quantifying this risk is one of the biggest
challenges of value investing, but later in the course, we'll provide some useful tools and
strategies that can help.

Finally, value investing carries opportunity risk. Opportunity risk is the chance that your money
could simply be better invested elsewhere. While it's fair to say that all investments carry this risk,
patient value investing may require you to re-evaluate your investment thesis many times over the
holding period when new information becomes available. Measuring value is a process rather than
a one-time event.
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Recognizing Value Stock Candidates

Now that you're familiar with the basics of value investing, let's learn how to use fundamental
analysis to recognize a potential value stock. Value stocks tend to exhibit certain characteristics,
which you can see in financial ratios. A financial ratio is a comparison between two financial
metrics from a company's financial statements.

Financial ratios in value stocks

In short, ratios help make different-sized companies comparable. To illustrate this concept, let's
look at an example that might be familiar if you've ever taken out a loan. When you apply for a
loan, the bank might use a debt-to-income ratio to determine your financial strength compared to
other borrowers. Suppose an applicant earns $80,000 per year and carries $20,000 in debt. The
ratio of debt to income is .25. Comparing the income and debt helps the bank draw a conclusion
about the applicant's financial strength. Now suppose another loan applicant earns $100,000 per
year but carries $40,000 in debt. The debt-to-income ratio is .40. So even though this applicant
has higher income, the financial risk is actually higher because the debt-to-income ratio is higher.
Just like using ratios helps the bank compare the financial strength of two applicants with
different incomes, using ratios helps you compare companies that differ in size or other
characteristics.
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Using ratios to evaluate companies

Ratios are a useful tool to aid the evaluation process, and they can help narrow a large list of
stocks into a smaller list of potential investment candidates.

There are two ways ratios can be used to evaluate a company's financial performance: in a time-
series analysis and a cross-sectional analysis.

A time-series analysis compares a company's financial ratio to itself over time. For example, a
company's net profit margin, which is a ratio that measures how much of what a company makes
is actually profits, may improve or worsen over time. An improving ratio over time might give an
investor confidence in the investment, while a worsening ratio might raise alarm.
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Using ratios to evaluate companies

Ratios are a useful tool to aid the evaluation process, and they can help narrow a large list of
stocks into a smaller list of potential investment candidates.

There are two ways ratios can be used to evaluate a company's financial performance: in a time-
series analysis and a cross-sectional analysis.

A time-series analysis compares a company's financial ratio to itself over time. For example, a
company's net profit margin, which is a ratio that measures how much of what a company makes
is actually profits, may improve or worsen over time. An improving ratio over time might give an
investor confidence in the investment, while a worsening ratio might raise alarm.

Net profit margin examples

Scenario 1: Inspires confidence

Company A i : :

Year 0 1 2 3 4 5

Net profit margin 183% 13.3% 13.

Scenario 2: Raises alarm

Company A i i i

Year 0 1 2 3 4 5

Net profit margin 15.1% 14.8% 14.6% 14.5% 14.1%
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A cross-sectional analysis compares a company's financial ratio to another similar company or
industry average. Recall the example of net profit margin. If you're looking at two companies in the
same industry, the one with the higher net profit margin might be better at managing its operations
to produce profits, suggesting that it may be a better investment. This can provide valuable insight
for a fundamental analyst searching for an investment candidate.

Net profit margin

Industry average 18%
Company A 21%
Company B 15%

Financial statements can be analyzed by using many different ratios. Categories of ratios include
profitability, liquidity, solvency, efficiency, and valuation.
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Price-to-Earnings (P/E) Ratio

In the next few pages, you'll learn the foundation of three valuation ratios: P/E, P/S, and P/B.
These ratios are designed to help you compare a stock's price to earnings, sales, and book values.
These ratios can indicate how much investors are willing to pay for a company's performance,
which can help you determine if a stock is undervalued.

Understanding earnings can be essential to determining the value of a company. To analyze
earnings growth, investors can use earnings per share (EPS). This calculation measures the
amount of earnings allocated to each share of stock.

LEqrmnGs — Outstanding
e o= shares of stock

= [Annual EPS |

For example, if a company reported $1 million in earnings and had 100,000 shares of stock, EPS
would be $10. Investors look for EPS growth over time—this can serve as a baseline for future
growth.

The EPS is used to calculate the price-to-earnings (P/E) ratio. The P/E ratio compares the current
stock price to the company's annual earnings. It's among the most commonly used valuation
metrics in finance and is often referenced in financial publications and research reports. The
formula is simple.
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== | Annual earnings per share

[ P/E ratio | =

The P/E ratio is interpreted as a multiple, or measure, of how much an investor is paying for the
stock compared to each dollar of a company's annual earnings. For example, a fast-growing
company may have a P/E ratio of 35, meaning investors are willing to pay $35 for each $1 of the
company's earnings. Fast-growing companies with high expectations tend to have higher P/E
ratios. This is because investors assume the company's potential justifies paying a lot to be
entitled to its future earnings as a shareholder. But as a value investor, you're not necessarily
looking for the flashy stocks that people are willing to pay a lot for. Value investors are typically
looking for stocks with a relatively low P/E ratio. This means they're paying less for each dollar of
earnings, which is a major characteristic of a value stock.

Growth Investor Value Investor
-
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Although value investors generally look for a low P/E ratio, a cross-sectional analysis can provide
more insight than the P/E ratio by itself. Comparing a company's P/E ratio to a similar company or
industry average can potentially reveal how well a company is actually performing. A good value
stock candidate is likely to have a low P/E ratio relative to other companies in the same industry.

Value Candidate Industry

One other thing to be aware of: It's common to hear a P/E ratio referred to as a trailing P/E ratio or
a forward P/E ratio. The difference is in the source of the earnings figure. A trailing P/E uses the
company's [ast 12 months of earnings, while a forward P/E uses an estimate of the company's
next 12 months of earnings.

Despite the P/E ratio's popularity, you should be cautious—remember that a company's earnings
are subject to accounting assumptions. If a company uses aggressive accounting, the P/E ratio
may appear artificially low. That's why it can be important to also use other ratios like the price-
to-sales and price-to-book ratios, which you'll learn about next.
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Price-to-Sales (P/S) Ratio

Now that you're familiar with ratios comparing a stock's price to earnings, the next ratio we'll
discuss is pretty straightforward. The price-to-sales (P/S) ratio compares a stock's price to, you
guessed it, the company's annual sales per share. This is a simple measure of how much revenue
the company brings in from its sales activity.

| P/Sratio| =

The P/S ratio is interpreted as a multiple of how much an investor is paying for the stock
compared to each dollar of a company's annual sales. For example, if a stock's P/S ratio is 8, the
investor is paying $8 for each $1 of annual sales. Value investors typically look for stocks with a
relatively low P/S ratio. This can indicate they're paying less for each dollar of sales.
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One downside to using a P/S ratio is that sales numbers can often vary greatly from year to year
or even quarter to quarter. Furthermore, it may seem redundant to compare price to such similar
metrics as sales (P/S ratio) and earnings (P/E ratio). But fundamental analysis is all about
capturing subtle clues in the company's business operations.

For example, a company with great sales may have poor earnings if its operating expenses are
excessively large. Meanwhile, a competing company may have a lower volume of sales but
maintain higher earnings if its operations are highly efficient. Only by looking at both ratios
together would you be able to notice such a difference. No single ratio can tell everything about a
company's performance, so looking at multiple ratios can help you get a more complete picture.
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Price-to-Book (P/B) Ratio

The previous two ratios, P/E and P/S, compared the stock price to an earnings or sales figure,
which are key components of a company's income statement. The next ratio we'll discuss is the
price-to-book (P/B) ratio from the balance sheet. The P/B ratio compares the stock price to a
company's book value, which is the per-share value of shareholders' equity.

| P/B ratio |

Shareholders' equity, or book value, is a balance sheet item equal to the company's assets minus
liabilities. It's essentially the portion of the company's value that's available to shareholders if the
company closed and then sold all its assets and paid its liabilities. In personal finance, this is
similar to calculating your home equity—what the home is worth minus how much you owe.

[Book value | =

- (L\ abilit
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The book value growth rate, or the percentage increase in shareholders' equity over time, can
reveal important clues about a company's strength: An increasing book value might indicate an
increase in shareholders' equity. You typically want to see a company's book value grow over time.

Value investors generally prefer to invest in stocks with a low P/B ratio. This can indicate that
they're paying a lower multiple for the equity in the business.

Value Investor

Notice how the P/B ratio provides a different perspective than other ratios by focusing on the
value of the company's current assets rather than the earnings or sales generated over time. The
ratio is typically most effective when used to compare companies that are substantially similar in
age and size and are in the same industry.
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Intro to Intrinsic Value

In the last lesson, you learned how ratios can help you identify potential value stocks. Ratios are
tools to help narrow a large list of stocks down into a smaller list of potential investment
candidates. This lesson focuses on the next step: estimating the intrinsic value of potential value
stocks. This is a crucial skill because your estimate of intrinsic value will help you determine
whether you make the investment or not.

Intrinsic value is a company's estimated worth based on fundamental factors, such as cash flows,
future growth, and risk. We'll discuss these factors later in the lesson.

Factors that impact intrinsic value

flow " Future growth "Risk |

Your estimate of intrinsic value plays an important role in the investment process. The goal is to
compare the stock's intrinsic value to its current market price. If your estimate of intrinsic value is
higher than the current market price, the stock can be considered undervalued. Alternatively, if it's
lower than the current market price, the stock can be considered overvalued.
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In addition to observing whether the stock’s price is higher or lower than your estimate, another
important step is to measure how big that difference is. Value investors typically look for stocks
with a market price that is substantially lower than their perceived intrinsic value. This gap
between perceived intrinsic value and market price is known as a margin of safety. For example,
suppose you estimate the intrinsic value of a stock to be $40. If the current market price is $30,
your margin of safety is $10, or 25% ($10/$40).
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Market price: $30

Estimated
intrinsic value: $40
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The term "margin of safety” comes from Benjamin Graham, one of the original proponents of value
investing. In his influential book The Intelligent Investor (1949), Graham explained that having a
margin of safety can be important because estimating intrinsic value requires assumptions about
the future, which may not play out as expected. The larger the margin of safety, the more room for
error there is in your assumptions about the intrinsic value of the stock and its future
performance. For stocks with inconsistent sales and earnings risk, you might consider requiring a
higher margin of safety before investing.

In the remainder of this lesson, you'll learn a step-by-step model for estimating intrinsic value. It
uses the discounted cash flow (DCF) method, which calculates intrinsic value by making
assumptions about a company's future performance based on current cash flows.

Next, we'll explain the model and each of its inputs in detail. Then, we'll put it all together to help
you understand how changes in one input can affect a stock’s intrinsic value. The goal is to
understand the mechanics of the model to provide some background before we introduce the
Intrinsic Value Calculator in the next lesson. The Intrinsic Value Calculator is a spreadsheet that
you can download that incorporates elements of the discounted cash flow model. It allows you to
plug in a few pieces of data about a stock to help estimate a hypothetical intrinsic value.
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Discounted Cash Flow (DCF) Model

Let's start by describing the DCF model. In very basic terms, it takes a current measure of cash
flow and extrapolates it into the future using an assumed rate of growth.

B Cash flows == Growth rate

Then, the results are discounted, or adjusted, for the level of risk associated with the company's
future.
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Then, the results are discounted, or adjusted, for the level of risk associated with the company's
future.
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Understanding the relationship between all the inputs in the DCF model can help you better
analyze your results and potentially make better investment decisions.

In general, the growth rate has a positive relationship to intrinsic value—the higher the growth rate,
the higher the intrinsic value. The discount rate has a negative relationship to intrinsic value—the
higher the discount rate, the lower the intrinsic value. First, we'll focus on cash flow, then the
other two inputs.

As we mentioned, cash flows are various streams of money moving in and out of a company.
Analysts can use these flows to measure a company's value. In the DCF model, investors can use
cash flows to measure future value they might claim as a shareholder.
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Earnings per share

Earnings per share (EPS) is a commonly used measure of cash flow. EPS represents a
shareholder's claim to a company's value and is calculated by taking a company's profits and
dividing it by how many shares there are. For example, if a company makes $2 billion in profits,
and there are one billion total shares outstanding, then the company's EPS is $2.

Earnings: - Shares outstanding: — .
[$2 billion} : [ 1 billion } = [EPs: $2]

Keep in mind that EPS can often include significant accounting assumptions that might make it
less reliable. Additionally, there are companies that occasionally experience negative EPS, which
can make forecasting more difficult.

You'll discover that the valuation process is a bit of a mix between art and science. This video
explains why there are so many opinions about a stock's value.
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Growth Rates

To determine intrinsic value, you'll need to factor in the stock's growth rate—the rate at which a
company is expected to grow over a given time period. As you just learned, the growth rate has a
positive relationship to the stock's intrinsic value. The higher the growth rate, the higher the
intrinsic value. In fact, the growth rate assumption often accounts for the largest portion of the
current estimate of intrinsic value. So, correctly estimating the growth rate is important.

It's common to estimate growth for around five years. EPS growth rates can be estimated using
projections, forecasts, and industry average growth rates.

EPS growth rate projections are typically straightforward linear extrapolations from historical
growth rates. For example, if earnings have historically grown at an average of 8% per year, you
could project future earnings to grow at an average of 8% also. EPS growth forecasts introduce
additional factors to either increase or decrease the historical average. For example, if a company
created a new product that's expected to improve earnings over the next five years, you might
forecast EPS growth at a higher pace than its historical average.

Projected vs. forecasted earnings per share

M Historical EPS M Proj

ed EPS M Forecasted EPS
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Some investors may choose to use the industry average growth rate. This assumes that a
company won't experience long-term EPS growth higher than the industry average. Over time,
competitive forces within the industry may reduce a company's EPS growth to the industry
average. Therefore, the industry average EPS growth rate may be a realistic future growth rate for
many value companies.

Company EPS growth eventually converges with industry average EPS growth

vth M Industry

ny EPS gr

There are several choices for how to use the growth rate as an input in the DCF model. For the
purposes of this course, the historical growth rate will be our baseline from which we'll extrapolate
the projected growth rate. The Intrinsic Value Calculator will automatically apply a downward
adjustment to a stock's five-year growth rate to be more conservative.

In the next lesson, we'll explain how the Intrinsic Value Calculator estimates the projected growth
rate in more detail. But for now, it's important to understand how growth rates work and how they
affect a stock's intrinsic value.
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Terminal Value

Projecting EPS growth for five years is one thing, but stock investors expect a company to
continuously grow earnings—forever. The current market price you pay for a stock is for the
market's expectation of the company's infinite growth.

But infinite growth is hard to quantify, so investors can use a terminal value instead. A terminal
value is a future stock price that represents the infinite growth past your projection period. By
substituting an infinite number with a finite one, a terminal value can help your analysis be more
manageable. The image below differentiates an EPS growth projection period from a terminal
value.

W Projected EPS T
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Price multiples

One way to calculate terminal value is by applying a price multiple to the last EPS estimate in your
projected growth period. Recall that a price multiple, like the P/E ratio, is the theoretical multiple
you'd pay today for every dollar of future earnings. In this case, a terminal value approximates the
theoretical amount someone might pay for the stock in five years for every dollar of earnings after
that. This is sometimes referred to as an exit multiple because it's related to a target stock price
at the end of the forecast period.

For this course, we'll use the sector average P/E ratio, a common exit multiple. The logic is that it
provides a good estimate of what investors are willing to pay for EPS growth that eventually
converges to sector averages over time. It's worth noting that a downside to using P/E ratios is
that at times when stock valuations are high, it could inflate the estimated future value of the
stock, making its current price appear to be a better value. Remember that any estimate about the
future value of a stock is uncertain, and no method of valuation is perfect.

M Projected EPS el oalim
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Discount Rates

Now that you've chosen your cash flow measure, applied a growth rate over time, and calculated a
terminal value, the final step is somewhat of a reality check. Applying a discount rate to the DCF
model can illustrate the risk of owning that particular stock versus the opportunity of investing
your money elsewhere. Accounting for a stock’s risk with a discount rate can help you gain a more
realistic picture of a stock's value. The discount rate is also sometimes referred to as an expected
rate of return.

The concept behind applying a discount rate is a finance principle known as the time value of
money (TVM). Given the choice between receiving a dollar today or receiving a dollar a year from
now, it might be prudent to choose the dollar today. That's because there is risk associated with
waiting a year—many things can happen to prevent you from receiving that dollar. Likewise, many
things can happen to the price of a stock between today and when you project its value will
increase. The discount rate attempts to quantify that risk.

Discounting accounts for risk over time

W Risk
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How discount rates relate to intrinsic value

Unlike the growth rate we discussed earlier, the discount rate has a negative relationship to a
stock's intrinsic value. The higher the discount rate, the lower the intrinsic value. Alternatively, the
lower the discount rate, the higher the intrinsic value.

The level of the discount rate is related to a stock's riskiness. A high discount rate generally
means the stock is riskier, while a low discount rate generally means it's less risky. A stock can be
relatively risky for many reasons. For example, it may simply be fundamentally weaker than its
peers. Or its stock price may also be more volatile than its peers, fluctuating more dramatically on
a day-to-day basis.

Risk: Discount
High | | rate: High

rate: Low
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Capital Asset Pricing Model (CAPM)

Now that you're familiar with the concept of a discount rate, let's discuss how to calculate one.
For now, we'll use simple examples to illustrate the concepts, then we'll teach you how to put it
into practice in the next lesson.

One way to quantify a stock's discount rate is by using the capital asset pricing model (CAPM).
The CAPM formula calculates an expected rate of return (E(R;) for an investment, which serves as
the discount rate when using the DCF model.

The formula accounts for two main factors. The first is the market risk-free rate, which is the
baseline rate an investor might expect to receive for investing in a risk-free investment. The
second is the market risk premium, which is the additional return demanded for investing in
stocks in general. The market risk premium is also adjusted for an individual stock's volatility.

For the risk-free rate (Ry), it's common for long-term investors to use the annualized yield on a 10-
year Treasury note. Either way, the risk-free rate acts as a floor for the return demanded by
investors willing to invest their money. It's the first term in the expression of the formula.

Expected Risk-free Market
OR ROR Beta risk premium

E(R) = R + B, (R, -R,)
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The second term in the formula is the market risk premium (Ry, - Ry) adjusted for an individual
stock's volatility. The market risk premium is calculated by subtracting the risk-free rate (R¢) from
the market return (Rp), which is the average return of a market index like the S&P 500°.

Once the market risk premium is determined, it's multiplied by the stock's beta (B;), which
measures the stock's volatility relative to the market. A benchmark index, such as the S&P 500, is
used as a barometer for the overall market and has a beta of one. If the stock's beta is higher than
one, this means the stock is more volatile than the market. This enhances the risk premium to
account for the stock'’s volatility. If the stock's beta is lower than one, this means the stock is less
volatile than the market, which reduces the risk premium.

Expected Risk-free Market
OR ROR Beta risk premium

E(R) =R + B (R - R)

Let's illustrate this with an example. Suppose an investor gathers the following hypothetical
market information.

Annualized 10-year Treasury Average S&P 500 annual

. Stock beta (Bi)
bond yield (Rf) return (Rm)

2% 8% 1.5%
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CAPM formula
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The result is a customized expected rate of return, or discount rate, that can help the investor
determine the intrinsic value of that stock.

Don't worry too much about the mathematics at this point. You'll use the Intrinsic Value Calculator
to estimate a stock's discount rate in the next lesson. For now, it's useful to know what's under the
hood of the CAPM formula. Knowing what the key drivers are can help you more accurately
account for risk in the DCF model.
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Estimating Intrinsic Value

In this lesson, we've focused on the inputs of the DCF model to estimate a stock’s intrinsic value.
You learned how the inputs are either positively or negatively related to the stock's intrinsic value
and how changing the inputs affects the results of the model.

To review, the approach to estimating intrinsic value with the DCF model that we teach in this
course can be summarized into the following six steps:

1. Begin with a measure of a company's cash flow, like the trailing 12 months EPS.

2. Project the cash flow measurement for five years using an appropriate growth rate like
the five-year historical growth rate.

3. Estimate the terminal value after five years using an appropriate exit multiple, such as
the industry average P/E ratio.

4. Determine the discount rate. For example, you might use the expected rate of return,
which you can calculate using the CAPM formula.

5. Discount each projected cash flow measure and the terminal value using the discount
rate.

6. Add the discounted values together to arrive at the estimated intrinsic value.

It may seem like only a few steps, but the math can get complex. Luckily, the math behind this
model is not the focus of your learning in the course. The Intrinsic Value Calculator can walk you
through the data you need for one approach to estimating intrinsic value and do the math for you.

Find the Intrinsic Value Calculator on the course dashboard. Keep in mind, this is for educational
purposes only.

Information to help you estimate the intrinsic value of a stock is available on schwab.com. You'll
learn how to collect the data to input into your Intrinsic Value Calculator in the next lesson.
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Determining Intrinsic Value
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It's important to remember that your estimated intrinsic value will likely differ significantly from the
current price. That's OK. Estimating the intrinsic value of any company requires a great degree of
judgment. The results are very sensitive to the inputs, and the market value of any stock is
determined by the market, so an investment may never actually reach your estimated intrinsic
value. Recall that value investors search for stocks that, when compared to their market price,
display a large margin of safety. The margin of safety, or the difference between the estimated

intrinsic value and the market price, will determine whether the stock should be considered for a
value investment or not. The next lesson will address this analysis in detail.
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Sample Fundamental Value Investing Plan

The last two lessons introduced you to basic value investing principles like using ratios to identify
value stock candidates and the DCF model to estimate a stock's intrinsic value. Now, it's time to
use what you've learned to create a value stock investing plan. With this plan, you'll learn to
create a watchlist of stocks with value investing criteria, determine entry and exit points, and
implement money management techniques.

An investing plan can help clarify the investment process. It helps guide your decision-making and
reminds you of the necessary routines to execute your investing plan.

This lesson includes a sample investing plan that serves as a baseline for your own trading rules.
As you learn more, you can adjust this plan and refine the rules to fit your specific goals.
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Watchlist Criteria

Now, let's go over the watchlist criteria for the sample Fundamental Value investing plan.

It's useful to think of the process of finding watchlist candidates as a funnel meant to narrow
down a large list of stocks into a more manageable list. There are three main steps:

1. Use valuation and other ratios to help identify stocks with attractive valuation metrics.

2. Apply technical analysis to determine which prices might be stable enough for an
investment.

3. Estimate the intrinsic value and margin of safety for the remaining stocks.

At the end of the process, you should have a list of stocks that appear to have a sufficient margin
of safety to monitor for future entry signals.
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Sequence of analysis

Valuation
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Let's examine this first step in detail—using valuation and other ratios to identify stocks with
attractive valuation metrics.
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Valuation Ratios

The purpose of applying valuation metrics is to eliminate stocks that, based on their financial
statements, aren't likely to be value stocks. We'll cover commonly used thresholds for each
valuation ratio you learned in previous lessons. When you gain more experience, you can
customize your watchlist by adjusting any criteria to be more or less restrictive.

As a starting point, you'll use the Stock Screener on schwab.com to screen for stocks with low
P/E, P/S, and P/B ratios. These valuation ratios are a good starting point because they measure
how much investors pay for a company's performance.

As you learned, the P/E ratio compares the stock’s current price to its annual earnings. Value
investors generally look for a low (under 20) P/E ratio. Also, consider performing a cross-sectional
analysis by using the industry average or a similar company as a baseline. For example, if you're
looking at two companies in the same industry, the one with the lower P/E ratio could indicate that
you're paying less for each dollar of earnings.

{Price%cv—earni'ﬁg{s}

ratio
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Next, look for stocks with a low P/B ratio. A low P/B ratio highlights a stock'’s attractive valuation
relative to its shareholders' equity. Recall that the P/B ratio is the multiple that investors pay per
share for each dollar of shareholders' equity. Try to look for a P/B ratio of 1.0 or lower. By
considering the P/B ratio, you might find stocks with consistent growth in shareholders' equity that
is currently not reflected in the stock's price.

[1.0]
=

Price-to-book
ratio

The P/S ratio is interpreted as a multiple of how much an investor is paying for the stock
compared to each dollar of a company's annual sales. This is a measure of how much revenue the
company brings in from its sales activity. Value investors typically look for stocks with a relatively
low P/S ratio, meaning they're paying less for each dollar of sales. Consider looking for a P/S ratio
of 2.0 or lower.
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While you'll likely use the Stock Screener to screen for stocks based on P/E, P/B, and P/S ratios,
you can also find these ratios on the Valuation tab of the Peers & Ratios Comparison section of a
stock's summary on schwab.com. Here, you can also compare each ratio to the company's

competitors.
. ) a
Peers & Ratios Comparison « .
Overview Valuation Fundamentals Dividends Profitability Consensus

SBUX BKNG MAR CMG YUM
Company Name Starbucks Corp  Booking Holding Marriott Internati Chipotle Mexica Yum! Brands Inc
Schwab Equity Rating®" a 4]
Price / Earnings (TTM) 23.81 161.17 30.01 61.03 2298
°
Price / Sales (TTM) @ 3.04 6.32 287 5.56 4.89
Annual Dividend Yield @ 2.33% - 0.77% - 2.03%
Price / Tangible Book - - - 21.23
(MRQ) @
Price/Earnings Growth 3.32 3.30 0.72 234 230

(5yr Projected Growth)
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Additional ratios

While these valuation ratios are a good starting point, you might want to use additional value
criteria to measure areas of performance like profitability, solvency, and liquidity. While you may
not decide to use each one, the more criteria you include, the narrower your search results will be.

Return on equity (ROE) measures profitability by comparing the company's income to its
shareholders' equity. As a potential investor, you'll likely want to know how efficiently the company
is using investors' money to generate income. If a company's management is effectively doing its
core job, the company is likely to have a high ROE. Value investors might consider looking for
companies with an ROE greater than or equal to 10%. An ROE of 10% typically indicates that for
every dollar a shareholder invests, the company generates $0.10 in profit, meaning investors
receive a 10% return on their investment.

Return
on equity
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Value investors might also look for a low debt-to-equity (D/E) ratio. Say someone wants to take a
loan out from a bank. But before they can, the bank needs to decide whether this person will be
able pay off the loan based on how much debt the person currently has. Banks will also consider
such questions as, will paying off the loan prevent this person from paying off other creditors?
And, is this person paying for their day-to-day expenses by racking up more debt instead of
generating income?

Value investors should consider asking the same questions about potential investments. A high
D/E ratio could mean the company is using debt instead of equity to finance the company. A high
D/E ratio can also increase a company's risk of default. But a low D/E ratio could likely represent
less risk for value investors, so investors might choose to screen for stocks with a D/E ratio of 0.5
or lower.

Debt-to
equity ratio

Lastly, establish a minimum threshold for volume—the number of shares traded in a day. A highly
traded stock could indicate a healthy investment because there's more demand for the stock. If
the stock has low trading volume, investors might find it hard to sell the stock when they want to
exit the trade. Some investors might use a benchmark of an average daily volume of 250,000
shares or higher.
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Now that you know what to look for in potential value stocks, here's a table that summarizes the
criteria we've discussed and their purpose.

st = Type of Goal Threshold
crit measurement
P/Eratio  Attractive stock valuation ~ High earnings 20 or lower

relative to price

P/Bratio  Attractive stock valuation  Growth in 1.0 or lower
shareholders’ equity

P/Sratio  Attractive stock valuation ~ High revenue 2.0 or lower
from sales activity

ROE Profitability Efficient and profitable 10% or higher
use of shareholders’ equity

D/Eratio  Solvency Lower debt and 0.5 or lower
lower risk of default

Volume Liquidity High liquidity and 250,000 shares
lower volatility or higher
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Narrowing Search Results with Technical Analysis

Not all search results will be candidates for your value investing watchlist. While we've been using
only fundamental analysis up to this point, it can be useful to apply some technical analysis at this
stage to help determine if a stock’s price is stable enough for investment. Think of this as the
second step in the funnel. It should be noted that for some purely fundamental value investors,
this step can be optional. Applying any filter, technical or otherwise, should reduce the number of
investment candidates and potentially eliminate good investment opportunities.
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Pursuing Your Goals with Fundamental Analysis

Fundamental analysis is an approach to identifying investment opportunities. Fundamental
investors use financial statements, economic reports, and forecasts to examine the key drivers of
a company's current and future potential business activities.
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The purpose of fundamental analysis is to find quality investments that are designed to help you
pursue your long-term financial goals like retirement, a child's education, or an enhanced lifestyle.
This course focuses on applying fundamental analysis to stock investing as part of a diversified
portfolio. During this course, you'll find value stocks by using fundamental analysis to identify
stocks that appear to be undervalued by the market. Fundamental analysis is also a useful way to
evaluate an investment's unique risks and potential growth. We'll discuss these approaches in
more detail later in this lesson.
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Identifying stock price trends

Many stocks that show up in your search results may appear to be a great value, but a look at
their charts could reveal that their stock price is downtrending, meaning the stock's price is in a
series of lower lows and lower highs.

Some experienced investors refer to investing in downtrending stocks as trying to "catch a falling
knife"—it can pay off if they're exactly right, but it's risky. Downtrends, even for fundamentally
strong stocks, can last longer than expected and might suggest that the stock may not be a good
investment.

On the other hand, you may also want to be careful with stocks in a strong uptrend—a series of
higher lows and higher highs. If a stock's price is consistently rising, it may be more difficult to
maintain enough margin of safety to be a value investment.
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Instead, consider looking for stocks with technical signs that a downtrend is basing. Basing means
that instead of making lower lows and lower highs, the stock is transitioning into equal highs and
lows. In other words, the downtrend is attempting to form a base from which it can start a new
uptrend. Likely candidates are often those that have been downtrending in the recent past but are
now just starting to stabilize, which may indicate that the market may be recognizing the same
potential value you do.
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Scanning the charts of your search results is a pretty simple step, but it could have big benefits.
By eliminating stocks that seem too risky to buy right now, you have the chance to focus your
analysis effort on stocks that are closer to showing a valid buy signal.
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Calculating Intrinsic Value and Margin of Safety

By now, your search results should be filtered down to stocks with attractive valuation metrics and
a stable price pattern. The last step in your watchlist process is estimating each stock's intrinsic
value and comparing it to its current market price in an effort to determine its margin of safety.
This step can be crucial in separating the stocks that appear to be a good value from stocks you

actually appraise to be a good value.
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Intrinsic value calculator

In the previous lesson, you learned how the DCF model can help estimate a stock’s intrinsic value
using fundamental factors like cash flow, future growth, and risk. Now, you'll use the Intrinsic
Value Calculator to estimate a stock's intrinsic value and margin of safety using information from
schwab.com.

Download the Intrinsic Value Calculator from the course dashboard.

The calculator includes instructions on where to find the relevant inputs, but here's an overview of
the DCF model that you can use to estimate intrinsic value:

1. First, find the projected growth rate. You'll use the company's annualized EPS growth
rate for the last five years as a starting point. To ensure an accurate growth rate, the
Reduction Calculator automatically adjusts the expected growth rate to make your
projected growth rate more conservative.

2. Next, calculate the projected P/E using the sector average P/E ratio. The assumption
is that the sector average P/E ratio is a good estimate of what the company's P/E ratio
might be in five years. When multiplied by your estimate of earnings in year five, the
exit multiple creates the terminal value—a representation of the current value of all
earnings after year five. Just as the stock's projected growth rate was adjusted to be
more realistic, the Reduction Calculator also adjusts the sector P/E ratio—a low sector
P/E ratio is less likely to dramatically change, whereas a high sector P/E is probably
untenable for the next five years.

3. Next, factor in the time value of money by using the CAPM to calculate the expected
annualized rate of return. As you learned in the previous lesson, there are three parts
to the model: the stock's beta, the risk-free rate, and the market risk premium.

4. Finally, input the stock's current price, EPS for the trailing 12 months (TTM), and the
number of years you project growth to continue.

5. After entering the data, it's time to analyze the results. The intrinsic value is a
hypothetical estimate of the stock's worth based on your assumptions. The margin of
safety is the percentage difference between your estimate and the current market
price.
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6. Consider adding stocks with at least a 25% margin of safety to your watchlist. A higher margin
of safety offers the potential for some portion of that profit to be reached even if your assumptions
end up not being 100% accurate.

The following video will walk you through the last step of building a value stock watchlist—using
the Intrinsic Value Calculator and evaluating its results.
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Sample Entry Rules

After building your watchlist, it's time to monitor those stocks for entry signals. By this point,
you've put in a lot of work identifying undervalued stocks, but some of that work can be wasted if
you enter investments at the wrong time. Making an effort to time the trade can potentially
improve your investment results. Having disciplined, repeatable entry rules can help you enter
investments at a more optimal time.

Types of entry signals

The sample Fundamental Value investing plan contains two entry signals to choose from: a
breakout from a basing pattern or a cross above a 200-day simple moving average (SMA).

W 200-day SMA

ag 2
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Entry signal: Breakout

Let's look at each signal in detail.

The first signal is a breakout from a basing pattern. As we discussed, to make it past the second
step of creating a watchlist—filtering search results with technical analysis—a stock should be
forming or in a basing pattern. This means a downtrending stock price has stopped making lower
highs and lower lows and started making roughly equal highs or lows. The entry signal occurs
when the stock price breaks recent resistance and sets a new higher high and a possible uptrend.
This breakout is an entry signal because it indicates demand is rising, and the stock's price may
rise to its intrinsic value.
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Entry signal: Cross above a 200-day SMA

Alternatively, you can use a simple moving average, or SMA, to help confirm the trend of the stock.
Look for a cross above a 200-day SMA as an entry signal. A 200-day SMA takes the closing prices
for the last 200 days, and then averages them to make a point on the chart. The chart creates the
line by connecting these plot points. Because ups and downs over time are averaged out, the SMA
line is smoother than the stock's price. This signal is less precise than the others because moving

averages lag behind current stock prices. However, it eliminates much of the noise of day-to-day

stock price movements and potentially makes the direction more clear. A stock'’s price crossing

above its SMA indicates the price momentum is changing upward, potentially toward your

estimated intrinsic value.
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If you notice the price crosses above the SMA, you might consider waiting until the close of the
week (typically Friday) to confirm the signal. Otherwise, a false signal may occur if the price
crosses the SMA midweek but then fails to close above it.

As you look for an entry signal, don't lose sight of what's really driving your investment thesis—
identifying a fundamentally strong stock that you believe is undervalued. Potential profit comes
from the market price eventually reflecting that intrinsic fundamental value, whether your timing
was perfect or not. In fact, some investors may ignore technical strategies altogether in favor of
relying solely on their fundamental analysis. However, using technical entry rules to help with
timing and discipline can potentially maximize your profit.
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Throughout this course, we'll build a foundation of knowledge you'll need to understand important
concepts in stock investing. Then, we'll teach you step-by-step processes for using fundamental
analysis to build and maintain your own stock investments. By the end of the course, you should
be able to:

= Define the role of fundamental analysis in the investment process.

Define key concepts of value and growth investing.

Find fundamentally strong stocks with attractive value qualities.

Calculate a stock's intrinsic value.

Identify value stocks' buy and sell signals, and manage investment risk.

Maintain current positions and develop appropriate routines.

This first lesson focuses on the role of fundamental analysis in stock investing, along with its
benefits and risks. It also provides some basic context around investing that can help you
throughout the rest of the course.
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Sample Exit Rules

After confirming an entry signal, value investors might want to consider predetermining their exit
rules before placing a trade. Predetermining an exit price can help you calculate your potential
losses, and knowing how much you stand to lose might influence how many shares you're willing
buy. Later in the lesson, you'll learn more about how to calculate your position size based on your
entry and exit rules.

To help maximize profits and manage risk, knowing when to sell your stock can be just as
important as knowing when to buy it. Exit rules can help you stay disciplined and potentially avoid
selling way too early or way too late.

If the stock falls

Your exit, or the price at which you'd potentially sell your stock if the trade goes the wrong way,
can be adjusted to help protect profits. You'll learn about when to adjust exits later in the lesson,
but for an initial exit price, value investors might consider placing their exit 3% below a recent
significant support level. By exiting beneath this support level, investors potentially have a natural
line of defense before they must sell for a loss.
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Investors may choose to use stops or alerts to help exit trades. A stop order will trigger a market
order if your stock hits your stop price. This way, you can automatically sell your position when
your stock falls below a predetermined price. Investors use stop orders to attempt to control how
much they'll risk on a trade.

For some investors, a stop order may safeguard them from emotional influences. Investors might
be tempted to believe that the stock's price will eventually rise, or maybe they don't want to admit
that they've made a mistake. Setting a stop order as soon as you purchase a stock can help you
limit potential losses if the price falls.

A trailing stop or stop order will not guarantee an execution at or near the activation price. Once
activated, they compete with other incoming market orders.

Investors may also choose to set alerts to notify them when the price of a stock drops below their

exit price. That way, instead of automatically exiting a trade, the investor will receive an automated
text message, email, or both. Then, the investor can monitor the stock's price and decide whether

to exit the trade.

One scenario in which an alert is potentially more advantageous than a stop is if the stock only
momentarily dips below the exit price. If the stock's price quickly bounces back, the investor can
decide not to exit, whereas a stop would have automatically exited a potentially good trade. On
the other hand, in the event that a stock's price drops and keeps dropping lower, investors will
attempt to use stops to limit their losses. While alerts might notify investors when the price drops,
if investors can't immediately exit the trade, they might experience greater losses than they were
anticipating.

In addition to setting an exit price 3% below a recent significant support level, value investors
might also consider exiting a stock if a company lowers its future earnings forecasts. This—and
other situations that suggest assumptions about the company's intrinsic value are too optimistic—
may warrant a full exit from the investment.

If the stock rises

Finally, value investors might exit their investment when the stock price reaches the target price—
their current estimate of intrinsic value. At that point, the investment is considered fairly valued
based on their assumptions and isn't considered a value investment anymore. They can then
replace it with another investment that meets their value criteria.
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If the stock rises

Finally, value investors might exit their investment when the stock price reaches the target price—
their current estimate of intrinsic value. At that point, the investment is considered fairly valued
based on their assumptions and isn't considered a value investment anymore. They can then
replace it with another investment that meets their value criteria.

Intrinsic value

Stop level

After determining entry and exit prices, you should be able to calculate how many shares to
purchase.
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Money Management

After identifying an opportunity to enter a value stock investment and your appropriate stop level,
you might consider taking steps to manage risk. Before placing the trade, you can calculate risk in
three areas: trade risk, position sizing, and portfolio diversification. This can help you determine
how many shares to purchase and when to adjust stop orders.

Trade risk

To determine how much of a stock to purchase, you need to consider trade risk. Trade risk refers
to the loss per share an investor would incur if the trade was unsuccessful. Your trade risk is the
difference between your entry price and your initial stop order price.

T ED

= [ Trade risk |

For example, with an entry price of $87.64 and a stop order of $83.22, the trade risk would be
$4.42.
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The example is used for illustrative purposes only.

Position sizing

After calculating your trade risk, you can calculate an appropriate position size. Position sizing
means buying the appropriate number of shares to help you limit your potential loss to a
predetermined amount of your portfolio. The sample Fundamental Value investing plan suggests
not risking more than 1% to 2% of your value portfolio per trade. A more conservative investor
might risk 1% or less, while a more aggressive investor might consider up to 2%. To calculate an
appropriate position size, simply divide the portfolio risk (1% to 2% or less of the portfolio
amount) by the trade risk.

Here's an example position size calculation for a conservative investor willing to risk 1% of their
$500,000 portfolio ($5,000).
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After entering your position, your trade risk will continue to change as the stock price changes, so
you might want to continue to monitor it. As the stock price continues to climb (which all value
investors hope it will), it'll likely move away from that stop level and increase the trade risk.

: @ Trade risk
) Stop|

Adjusting your stop levels along the way can help manage risk. As a general rule, don't adjust
stops downward.
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Consider adjusting your stop upward when one of two events occur: New support is formed, or
there's a change in the company's outlook. First, you might continue to look for new higher
support levels to form above your stop order. If a new level forms, you can adjust the stop to 3%
below the new level. This way, you're potentially locking in profits while managing your risk.

{New support:l

Adjusted stop
Initial stop

Second, you might consider adjusting your stop if the company experiences a significant change in
its outlook. This is a subjective judgment, and it could take the form of any negative news or
reports. For example, if a company fails to meet earnings expectations due to an unforeseen
circumstance, investors may adjust their stop. Events like this may not be a reason to exit the
stock immediately, but they could prompt investors to adjust their stop to try to maintain
appropriate risk.
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Diversification

And remember, to help mitigate risk, you might consider diversifying your value stock portfolio.
This means spreading your investments across various industries in case one industry experiences
a disruption that hurts its stock prices. Consider investing in no more than two stocks per industry.
For example, if you invest in 10 stocks, you may want to try to spread them across at least five
industries.
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Routines

As an active investor, you should consider having daily, weekly, and longer-term routines like
monthly or quarterly. These repeatable patterns of activity can encourage consistency. Building
effective routines is different for each investor, but generally, you'll want to stay informed of
market events, search for opportunities, and identify weaknesses in your investment processes.

Daily routines can include time-sensitive actions to help you avoid loss or missed opportunities.
For example, looking for entry and exit signals every day can help you determine when to enter
investments and potentially lock in profits.
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Here are some possible daily routines found in the sample Fundamental Value investing plan:

= Monitor open positions: Look for new support levels and opportunities to adjust your
stops.

= Monitor watchlist: Look for entry signals and buy if opportunities arise.

Weekly routines include important maintenance that isn't critical to perform every day.
P p ry day.
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Consider these routines:

= Plan for the week ahead: Identify potential news events relevant to your portfolio like
earnings announcements, dividends, or major economic news.

= Search for value stocks: Look for and add new candidates to your watchlist.

= Maintain your watchlist: Remove stocks from your watchlist that no longer meet your
criteria.
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Stock Investing Styles

You've learned that fundamental analysis plays an important role in selecting stocks for a
diversified portfolio. In fact, it can play several roles depending on your financial goals. Some
investors use fundamental analysis to search for a type of stock to fill a portfolio need—such as an
undervalued stock or to generate growth or income.

Investing styles

The analysis process often depends on the investing style you're employing. We'll briefly look at
three different styles of investing: value, growth, and income. Though this course focuses heavily
on value investing, you may incorporate one or all these styles into your own investing strategy.
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Monthly and/or quarterly routines include strategic reflection.
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For example, the sample Fundamental Value investing plan includes the following:

= Monitor earnings releases.

= Record your trades in a trading journal. Review your activities at the end of the month
and/or quarter, and ask yourself these questions:

= Were entries, stops, and exits performed effectively?

= Are my growth rate and discount rate assumptions accurate for the current
market conditions?

= Are my larger portfolio allocations appropriate for my goals?

After reviewing your journal, consider making adjustments if you identify obvious flaws (for
example, instances where you haven't been following your rules).
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Basics of Growth Investing

Though the main focus of this course is value investing, we'll also look at growth investing—a style
where investors look for stocks with potential for high future growth. The difference between value
and growth styles is where the investor sees profit potential.

Value investors are primarily concerned with a company's current value. They seek to profit from a
stock's price rising to meet its estimated intrinsic value. Growth investors, on the other hand, are
more concerned with a company's future growth. They seek to profit from a fundamentally strong
stock's price growing at a fast pace, sometimes overlooking its current intrinsic value. In other
words, growth investors may be willing to entertain stocks with less attractive valuation ratios in
exchange for higher growth expectations. When growth expectations rise, it creates higher
demand for the stock and pushes the price higher, potentially creating profits.
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As with any investment style, growth investing comes with benefits and risks. It's important to
understand them so you can make informed decisions about your portfolio. Failure to properly
account for risk can hurt your ability to pursue your financial goals.

Benefits of growth investing

Let's begin with some potential benefits. First, growth stocks have historically offered the potential
for high returns. This usually comes in the form of capital appreciation. Rather than paying
dividends, growth-oriented companies tend to reinvest their earnings to fuel expansion, acquire
assets, and develop new products. Virtually all the large, well-established companies today
started out as small companies with potential. Finding those opportunities early can potentially
offer big benefits to growth investors.
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Another potential benefit to growth investors is that high returns may happen quickly. While
profits from short-term gains aren't the primary focus of this course, they can still happen.
Fundamental catalysts can be a major source of rapid stock movement. Many innovative
companies have revolutionized their industries simply by creating a great product or finding a new
way to build something. As a result, their fundamental growth was rapid, and their stock prices
rose quickly to reflect the new economic reality.

Risks of growth investing

Of course, there are potential risks to growth investing. One side effect of rapid price movement is
higher volatility. High volatility refers to the variation, or up-and-down swings, of price over time.
Growth stocks tend to have larger swings in price, often in the form of higher highs and lower
lows, than the average stock. Additionally, many growth stocks are part of sectors that are more
sensitive to economic trends and tend to be more aggressive. If you want to be a growth investor,
you'll need to be patient and prepare yourself for higher volatility. Otherwise, with improper
expectations and a weak stomach, you might make unwise decisions that could result in losses.
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Heightened volatility with growth stocks
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Source: YCharts.

Indexes are unmanaged, do not incur fees or expenses, and cannot be invested in directly. For additional information,
please see schwab.com/IndexDefinitions. Past performance is no guarantee of future results.

Finally, another risk of growth investing is that the company simply won't meet your high growth
expectations. Competition, economic environments, or regulations are just some of the reasons
why it's tough to predict the future. If the company's growth doesn't occur as expected, the
investment likely won't grow as you hoped. Even though you can't directly control the investment
outcome, you can still manage your individual risk by using the same money management
techniques previously mentioned: portfolio diversification and position sizing.




image80.png
Historical Growth

In order to recognize growth stock candidates, you can analyze two sources of information:
historical growth data and analyst estimates.

M Historical growth -+ Analyst estimates

Let's dig deeper and explain the purpose of each source, starting with historical growth.

Historical growth is the company's recent ability to increase important business metrics, like
revenue, earnings, and cash flow, and helps provide the environment for rising stock prices. Track
records can matter. Seeing a history of growth might give you confidence in the company's ability
to perform. Though it's not a guarantee, a company that's been successful in the past could have
a good chance of being successful in the future.
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Growth metrics

Let's examine specific metrics that can provide clues of strong growth: revenue, EPS, cash flows,
and stock price.

We'll start with revenue and EPS, which are both calculated using data from the income
statement.

Income

tatement ~

RevenueJ

»EPS‘

Revenue is basically the top line of the company's income statement, and it's impossible to be
successful over the long term without some revenue. Consistently high revenue growth is one sign
of demand for the company's products and/or services, something you can look for as a growth
investor. Growing revenue may also indicate growth in other areas, such as earnings and stock
price.

EPS growth represents an increase in profits after accounting for expenses. It's one thing for
revenue to grow, but if the company doesn't grow earnings at the same time, it can indicate that
it's not doing a good job of managing expenses. A good growth investing candidate is likely to
grow earnings at roughly the same pace or better than revenue. The bottom line of the income
statement shows a company's EPS over time.
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While the income statement reports on a company's value and financial performance, the cash
flow statement shows where the company's money comes from and how it's used.
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Cash flow growth is the increase in cash generated by the company over time, after accounting for
the cost of maintaining and acquiring assets. Cash flow is different from earnings. Earnings are
often reported with accounting assumptions, including sales for which the company actually hasn't
received payment yet. If the accounting assumptions are aggressive enough, a company might
report an increase in earnings but a decrease in cash flow. There's another old saying—"you can't
fake cash flow." A growth investing candidate will typically have strong cash flow growth over time
that is consistent with the growth in sales and earnings.

Finally, stock price growth is exactly what it sounds like. Stocks with strong fundamental growth
can attract many investors and increase demand. Then, as the stock price grows due to demand,
it usually attracts even more investors and may result in additional momentum. The stock's price
trend is an important factor in identifying growth stocks because investors ultimately profit when
the stock price increases.
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Evaluating growth

When evaluating growth, it's also important to determine the direction and magnitude of growth.
Growth can be categorized as highly negative, negative, neutral, positive, or highly positive.
Obviously, growth investors prefer stocks with highly positive or positive growth in each area. This
scale is a useful approximation of growth rates.
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Analyst Forecasts

As you learned, analyzing a company's historical data can be an essential part of identifying
quality growth candidates, but many investors also want to understand how industry professionals
forecast how a company might grow in the future.

Analyst forecasts are published estimates of the company's future earnings by professional
industry analysts. Analysts gather estimates of future sales and costs from various sources, such
as company management, suppliers, customers, and competitors. Based on this information,
analysts forecast an earnings estimate for the next quarter, next fiscal year, and sometimes even
for the next five years. These analyst forecasts can be an important piece of information for
investors; they include forward-looking statements from analysts that might not be present in the
historical data.

Analyst research can include information like recommendations, revisions, and earnings
estimates. Each piece of information can tell part of the company's story. Astute growth investors
might choose to form an investment decision based on all the pieces together.
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Value investing

Value investing seeks stocks that have a market price lower than their intrinsic value. Intrinsic
value is an estimate of the true worth of an asset based on all available information. By
determining how much a company is estimated to be worth, investors can determine how much its
stock is actually worth. If the stock's market value is lower than its intrinsic value, the stock is said
to be undervalued. A value investor would consider buying this stock in anticipation of its market
value eventually increasing to match its intrinsic value.

Estimated
intrinsic value

[ Profit |

If a stock price is higher than its intrinsic value, the stock is said to be overvalued, and investors
may be paying more than it's worth. Over time, investors expect the market to catch up and price
these stocks more accurately—i.e., they expect undervalued stocks to rise and overvalued stocks
to fall.

Fundamental analysis is helpful in estimating a company's current intrinsic value and the degree
to which its stock is relatively undervalued. Additionally, it can be useful to make relative
comparisons between the value of different stocks. An investor using fundamental analysis can do
this by examining financial statements, economic reports, and forecasts to come up with their own
valuation of the company. Schwab.com provides numerous tools to help with this analysis, and
later in the course, we'll walk through a step-by-step plan for using fundamental analysis to help
identify value stocks.
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Recommendations

Revisions Earnings

Analyst recommendations

Analyst recommendations are simple statements of the author's investment opinion published
quarterly. This commonly takes the form of a simple "buy," "sell," or "hold." Some analysts include
qualifiers, such as "outperform" or "underperform." While these statements don't take into
account your individual portfolio needs or risk tolerance, investors might look to analyst
recommendations for general guidance about stocks they're considering investing in.
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High-profile stocks tend to have multiple analysts providing research coverage. In that case,
recommendations are typically aggregated and presented as a consensus. Generally, the more
sources of research there are, the more accurate the consensus. You can find analyst
recommendations in the Ratings section of a stock's profile on schwab.com.
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Revisions occur when an analyst changes a recommendation. It's common for analysts to change
their opinion based on new information. However, a revision generally means the new information
is significant enough to warrant making a proactive change. New information might include a
major economic event that affects a whole market segment or a company-specific news event like
an acquisition. Positive revisions occur when a recommendation is raised, which sometimes
results in the stock price rising. Likewise, negative revisions occur when a new flaw is revealed
and estimates are lowered.

Earnings estimates are projections of a company's earnings for the next quarter, fiscal year, or
other time frame. Analysts are given guidance by company management for sales and production;
they also gather detailed information from competitors, suppliers, and vendors.




image88.png
In the Expected Earnings section of a stock's profile, you can compare estimates with the stock's
actual earnings and see estimates for the upcoming fiscal year.
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