Common Stock

1. Background

Common stocks are probably the best long-term investment available to investors today. Some argue for real estate; but common stocks do not require maintenance, new roofs, insurance, legal fees and are not as illiquid as real estate. Successful real estate investing requires much more of your time than stock investing. Most working people cannot take time off from work to go to closings, pick up rent checks, see why the tenant's air conditioner is not cooling, or his potty is stopped up. 

Real estate did well in some geographical areas in the 1970s but, in general, did poorly in the low inflation era of the 1980s. Over the last 60 years common stocks have outperformed bonds, CDs and savings accounts. Stocks have been among the few investments that have given investors a positive return after inflation. Individual stock investments have an advantage over mutual funds: one can defer capital gains taxes by holding stocks for the long-term. However, you do pay taxes on dividends annually, even if they are reinvested. 

 

2. Basic Stock Terms

You need to learn several basic terms to understand common stocks. Some of these terms have already been introduced in preceding topics, but they are used throughout this tutorial and are duplicated in the glossary. Most of the terms are accounting terms used to measure the value of a stock. Some of the more important ones are: 

Balance Sheet: A listing of a company's assets and liabilities. 

Income Statement: A listing of the company's revenues less its expenses during a given period. This is where you look for that important "bottom line" showing net income, the company's earnings (or losses) for reporting period. 

Sales: Found at the top of the income statement, showing how much money the company took in from selling products to its customers. 

Net Income: The income remaining after a company pays all its expenses, including taxes. 

Price Earnings (P/E) Ratio: A stock's price divided by the company's earnings per share. Generally the lower the P/E, the more dollars earned per dollar you pay for the stock and the cheaper the stock. 

Return on Equity (ROE): A measure of the company's profitability; determined by dividing earnings by book value. 

Return on Investment (ROI): Another measure of the company's profitability; determined by dividing earnings by total investment. 

Current Ratio: A company's current assets divided by its current liabilities on the balance sheet. A current ratio of 2 to 1 is considered good. 

Book Value: The value of a company, determined by subtracting its total liabilities from its total assets as recorded on its balance sheet. The amount you would have if you liquidated (sold) the business and paid off all the liabilities. 

 3. What to Look for in a Common Stock

When purchasing common stocks, you are purchasing part of a business. What you want to know is whether the particular line of business is sound, if it will consistently make money and grow at a rate faster than most other companies. Some of the things you must look for to identify a good business are: 

· A company that has a high return on equity (ROE) and a high return on invested capital (ROI). (Invested capital, or total capital, is book value or stockholder's total equity plus borrowed capital). ROI is usually more significant, since ROE can be distorted by a firm with high debt. Income on large amounts of borrowed capital can make a firm look more profitable than it really is. Compare the company's ROI and ROE to its competitors. Ten percent is a reasonable minimum value for ROI. 

· A company that generates a strong cash flow (net income plus depreciation). Profits should be in the form of cash—not accounting gimmickry. 

· A company that does not require constant infusions of capital expenditures. A good example is heavy industry or high tech that requires massive amounts of capital to modernize plants. Such companies can make money and the stocks can appreciate, but not as well as companies that do not need constant capital investments. The capital investment needs of the company usually require more debt or issuance of stock that creates dilution. 

· A company that turns its inventory over rapidly. (Inventory turnover is sales divided by total inventories). The turnover should be stable or increasing. Compare inventory turnover to industry competitors. The company you are analyzing should turn its inventory faster. 

· A company that enjoys a strong business franchise, so that it can pass along price increases to customers. 

· A company with a strong management team that is working hard to lower costs, improve quality and profitability. This will show up as increasing earnings. 

 

4. Examples of Companies That Are NOT Attractive

· Companies that show profits by accounting tricks, rather than in cash. 

· Companies that expand sales and profits only by constant inflows of new money. 

· Companies with high debt. If a company is reducing debt at a favorable rate, it may still be attractive, but continually increasing debt is a bad sign. 

· Industries regulated by government agencies. Utilities are often at the mercy of utility commissions and can have poor to average returns. 

· Companies with incompetent and greedy managers. Examples: managers who sell their stock at peaks then buy it back when the stock hits a low; managers who acquire other companies for the sake of diversification or empire building. 

· Companies in businesses that must commit to long-term contracts that create long-term liabilities, such as casualty insurance companies. These liabilities may not show up for 20 years, like asbestos health claims. 

An investor needs to determine the value of a firm and estimate its future value; he does this by studying its financial reports and past financial history. It is usually not too difficult to determine if a firm is undervalued. Also, a company's past history will usually give you a good idea of how good its management is. 

An investor needs to estimate a company's future earnings and dividends (again, by looking at its historical and current financial reports). If the companies future earnings increase rapidly, so will its stock price. To estimate future earnings and dividends, the investor will try to predict future sales, costs, tax rates and other important financial factors. 

Defensive investors look for top quality companies selling at fair prices—ones expected to continue growing and prospering. These companies are fairly large with increasing earnings and conservative finances. Defensive investors will look for stocks meeting the following criteria: 

· The company has sales more than $100 million. This helps protect investors from economic downturns. It also makes it tougher for the company to use accounting gimmickry to enhance its income statement and balance sheet. 

· The company is in a strong financial condition. Most fundamentalists look for current ratio (balance sheet current assets less current liabilities) of at least 2 to 1. That means the firm is in a good position to meet its financial obligations. You may want to compare this figure to prior years to determine if the company current ratio is improving or deteriorating. Also compare it with competitors in the same industry. 

· The company's debt is compatible with its size and sales; it is able to pay its debts. Look at the balance sheet for total stockholder's equity and total liabilities. If stockholder's equity is greater than total liabilities, the company has assets sufficient to pay off all its debts in liquidation. 

· A stable pattern of earnings growth. The company should have increases in earnings for the last 5 years. If the earnings are consistently growing 10 percent or more per year, the company is doing a good job. 

· Continuous dividends. If the company pays dividends, they should be uninterrupted over the last 15 to 20 years. Also the dividend should be increasing every year or every three years. 

· Moderate price/earnings ratio. The contemplated P/E should not exceed 15. Look for a price below the stock's historical P/E ratio. A high P/E ratio is not a bad sign, but the company is overvalued and not a bargain at its present price. Also, a firm's P/E should be lower than the S&P500 average P/E. These data are available in Barrons and the Wall Street Journal. 

 

5. Stocks and Inflation

Economists have written much about investing and inflation. It is no secret that most real estate does well during inflationary times, but what about common stocks? Since the end of World War II, common stocks have increased an average of 11 percent per year (including dividend reinvestment). During the same period inflation averaged 4 percent, giving investors a real return of 7 percent after inflation. One reason that common stocks are a good inflation hedge is that company real estate assets, plant and equipment, leases, patents and natural resources increase in value with inflation, in the same way your house appreciates. In addition to its tangible assets, the company generates a stream of cash flows in the form of profits and dividends. 

The corporate raiders of the 1980s realized that many companies were undervalued (actually worth more than their accounting reports said they were) because of the inflation of the 1970s. Most assets were carried on company books at historical levels but they were grossly undervalued because of accumulated depreciation "losses" during the inflationary period. 

Easing of inflation in the 1980s was one reason that stocks and financial investments did so well. Another reason was reduction of corporate tax rates; that helped increase corporate earnings and pushed up stock prices. 

 

6. Insider Trading

	"Get inside information from the president and you will probably lose half your money. If you get it from the Chairman of the Board, you will lose all your money."

	—Jim Rogers, Columbia Business School


In this context, we mean legal trades by company employees or others who are large shareholders. We are not talking about "inside information" or other illegal manipulations of the market that has sent a few big brokers to the penitentiary in the last few years. 

The theory is that the management of any firm must always have more information regarding the company's future performance than the public has. Suppose XYZ Corporation make electronic computer widgets. XYZ top managers own stock in the company and know that during the next quarter the company will sell fewer widgets and that business will not be too good. XYZ may even have a loss in the next quarter. The stock lately has been trading at a fairly high price in relation to its earnings. The president and vice-president know that the stock is going to drop because earnings will be down next quarter. They decide to sell their stock. A month later earnings are down as expected and the stock drops. 

For this reason, company managers are required to file a form with the Securities and Exchange Commission reporting their purchases or sales of the company's stock. This information is published by Bob Gabelle's company, Invest/Net, every Saturday in Barrons. 

Market technicians believe that if you follow these reports you can predict when a stock is going up or down in price. If the managers are buying their company's stock, its price should go up; if they are selling, it should go down. 

Some studies have confirmed this theory and others have denied it. The highly respected investment firm, Morgan Stanley, made a statement regarding insider trading as quoted from the book, Investment Analysis and Portfolio Management by Cohen, Zinbarg and Zeikel. Stanley states, "insider sell/buy ratios can be quite revealing in terms of how investors feel about the price level of their company's shares." 

Investors should realize that insiders may sell for personal reasons unrelated to the company's business outlook. Another problem is that insiders often file their reports with the SEC long after they have sold their stock. This delay makes such disclosures less valuable to investors. 

 

7. How Charting Past Prices May be Helpful

We have been telling you never to rely solely on charting of past prices to make investment decisions. Nevertheless we are now about to tell you when looking at past prices may be helpful. When screening for a stock that is selling at a distressed price, look at its past prices and P/E ratios. Look for companies selling at their 52-week low price. You may find the stock by using the low P/E strategy, the low cycle (stock trading at the bottom of its price range), or some other contrarian method. A simple method is to scan through the Wall Street Journal looking at the current price and the 52-week high and low. 

First, you will want to look at the fundamentals of the company to find out why, or if, Wall Street has beaten the price down to an undervalued range. If the company is going out of business, its stock price will continue to drop. However, if the company has a high beta (measure of a stock's price volatility as compared to the S&P average), say 1.50 or more, the price may be very volatile and this is the time to buy. If the fundamentals check out, if the stock is suffering from a minor sickness (temporary decrease in earnings) and is not a terminal case, you will want to look at its past prices. 

A good buying opportunity may occur when Wall Street slams a good company whose earnings dropped temporarily. Perhaps investors earlier loved the stock and pushed its price way up. Then the company had 1 or 2 quarters of lower earnings and the romance suddenly ended. If the earnings drop was not serious, say merely because a new product was delayed a few weeks, the drop in stock price may be short-lived. Suppose a stock is trading at $5 when its past 52-week range is from $4-1/2 to $11. When the company's problem is fixed, the stock may rebound to the $7 to $9 range. 

But remember, any stock you buy still must have good fundamentals. 

It should have: 

· a current ratio of 2 or more; 

· a strong balance sheet with low debt to ride out the temporary downturn; 

· a past record of earnings growth; 

· good products or services; 

· and a good management team. 

If you are looking for high-growth stocks use high-growth screening criteria. If you are looking for another type of stock use the applicable screening criteria. If the fundamentals are attractive and the stock price is down from its high only because of short-term problems that are soon to be cured, buy it. 

 

8. Strategies Using Fundamental Analysis for Buying Stocks

This strategy is the one used by most Wall Street analysts. The idea is to use fundamental analysis to find growing companies, invest in them, hold the stocks and watch them increase in price. Once the stock's earnings growth slows (for the long term) to say less than 15 percent per year, sell the stock. The key is to find a company with good management in a growing industry. The main indicator is earnings per share. That is why Wall Street follows earnings so closely. 

Look for companies that consistently post increased earnings year after year, with 15 percent or greater annual increases. One point to remember is that once a company gets large, it is more difficult to sustain 20 percent or 30 percent earnings growth per year. A large company with top management can usually maintain 15 percent per year, but it is not easy. 

Whether a company has grown too large depends on the industry. However, when a company reaches $2 billion in sales, it becomes difficult to sell $2.4 billion the next year, to grow another 20 percent. We are talking here about internal growth, not growth by acquisitions. Look in the income statement for "earnings from continuing operations," not "earnings from acquisitions and divestitures." 

Be especially cautious of a large firm that Wall Street follows closely. If its earnings slow or drop in a quarter, Wall Street probably will sell the stocks, driving the price down rapidly. On the other hand, if you are buying and holding for the long-term and the company is a solid performer, the sell off is usually a buying opportunity. These top companies usually sell at high P/E ratios of 15 to 20 or more, but during major corrections or downturns you may be able to buy them at a P/E of 10 or 12. Stocks that take a quick beating by the market often also show a quick rebound, so have your buy list ready before the correction. 

 

9. Cash Flow Analysis

Financiers and takeover artists look for high cash flow when searching for potential takeovers, mergers or leveraged buy outs, (LBOs). They are keenly interested in how much cash flow will be available to pay off the (probably large) debt that will be incurred if they buy the company. A company with a cash flow that does not change much from year to year makes an attractive takeover candidate. Raiders are more interested in pre-tax (rather than after-tax) cash flow because interest on the debt created by the LBO will be tax deductible and taxes will be lower. Congress may change this, but now taxes are decreased by the interest on huge buyout costs. 

Normally one might think cash flow would be earnings less capital expenditures, but depreciation (and/or depletion) also must be added to that figure (because it was previously subtracted in determining earnings). You can get the data either from the company's income statement (usually easier), or its consolidated statement of cash flows, in the annual report. If you use the cash flow statement, look for the line that says "net cash provided by operating activities." Use either pre-tax or after-tax earnings, depending of which cash flow you wish to find. Then, divide that cash flow by the number of stockholder shares outstanding to get cash flow per share. 

 

10. Low Price to Earnings Ratio, P/E

Low P/E investing was made popular by David Dreman, noted money manager and author of The New Contrarian Investment Strategy; but he was not the first to use the strategy. The low P/E method has been analyzed by market professionals and academicians and was shown to outperform the market averages most of the time. Contrarians use the low P/E strategy because most low P/E stocks are out of favor and (or) have been beaten down in the market. This is usually a sign that they are selling at bargain prices. Some professional investors also recommend low P/E stocks during bear markets and recessions. David Katz of Value Matrix Management believes that low P/E stocks outperform others during a recession or bear market. 

Investors should stick to larger capitalization, low P/E stocks during market downturns. Look for companies with $500 million in sales or more, the larger firms usually are in a better position to weather economic downturns. 

Some of the attributes you should look for when screening for low P/E stocks are: 

1. The stock has a P/E ratio of 10 or less. 

2. The company is large. Dreman prefers those with a market capitalization of $1 billion or more. He believes they are less prone to accounting gimmickry and that the market will be quicker to see improvements and drive the P/E and price back up. The Investors Alliance feels that a company with $250 million or more in sales is large enough to have high accounting standards and usually can weather downturns more easily. 

3. The company has a P/E ratio of 40 percent less than that of the S&P500 index P/E. 

4. The stock price is below, or close to, its book value. 

5. The percentage of stock owned by institutional investors is small. This means that the stock is not being followed by institutions. 

6. Few securities analysts follow the firm or write about it in the financial media. This is not critical, but it is a bonus. 

7. The stock does not have a historically low P/E ratio. A P/E ratio that remains between 4 and 6 over several years is not attractive; its P/E has been historically low. However, if the P/E for this year ranged between say 4 and 9 and it has varied over the past years in a similar range, the company is probably a good candidate for further study. 

8. A stock that traded in $5 to $7 range during the last 52 weeks and is now trading at $7 does not represent a great opportunity. However, if the stock is trading at $7 and the previous 52-week price range was $5 to $12, there is a good chance that it will eventually go back up to the 52-week high. This should limit your downside risk somewhat. 

The following attributes are not essential, but they may help identify low P/E undervalued stocks: 

1. A stock's recent price is 25 percent lower now than it was 3 months ago. The market may have given the stock a beating. 

2. Total debt is less than 35 percent of capitalization. 

3. The current ratio is greater than 2 to 1 (the higher the better). 

4. The company is selling at 4 to 5 times cash flow, or at a lower multiple than its industry competitors. (See cash flow discussion, above). 

5. The bad news that drove the P/E down is past. A loss or a decrease in earnings is usually the cause for a low P/E. Try to find out if the company is projecting a profit or increased earnings for the next year. 

6. The P/E is down because the industry is cyclical; its prices drop one year and rebound the next. Some examples are airlines, oil, chemicals, housing and autos. During the end of a business expansion, these companies often trade at low P/E's in anticipation of a recession. The market believes that a recession will lower earnings and discounts the possible future lower earnings by valuing the stock at a low P/E. 

7. Large companies in the industry are buying smaller ones. This suggests that stocks in the industry may be undervalued. It is often cheaper to buy your competitor rather than to compete with him. 

8. Do not be misled by industries that historically have low P/E ratios, such as savings and loans, banks and insurance companies. Look at the company's historical P/E ratio. You probably should avoid companies in an industry that has historically low P/E's. 

9. A company's P/E ratio is low primarily because it is buying back its stock, or it is investing in new equipment. 

10. Company managers (insiders) are buying the stock. This is a good sign that the company is undervalued and management is confident that the situation is improving. If the managers are buying a lot of the stock, they obviously feel the company is undervalued. 

11. The stock pays a dividend of 4.5 percent or more. This aspect is not crucial, but a dividend is a nice bonus. 

12. The market is bearish. Obviously in a bear market, more low P/E bargains are available. 

11.  Buying Below Book Value, Undervalued Stocks

The late Benjamin Graham, father of fundamental analysis, made the "buying below book" strategy famous. He believed stocks that sold for two-thirds, or less, of their net current assets were bargains. Because Graham was so successful that his methods of analysis gained a wide following and many professionals now watch for these undervalued stocks. Due to the market's efficiency, such bargains are now rare, but if you look hard enough you can occasionally find them. 

To determine whether a firm is selling in the "under book" range, an investor needs to determine a firm's "quick assets," (the assets that would remain after the firm paid off all its bills). On the balance sheet, quick assets are current assets less total liabilities. That figure divided by the number of shares outstanding will give "quick assets per share." That is the net book value per share. Theoretically, quick assets could be converted to cash quickly; the cash would then belong to the stockholders. Graham liked the thought of being able to buy $1.00 in cash for .70 cents! If a stock price is below book value, the stock is low priced. Because of the numerous Ben Graham devotees, the number of stocks selling this cheaply is rare (the market really is quite efficient!). However, patient investors who do their homework will be rewarded. Today, 50 years after Graham pioneered this work, academic studies continue to prove that this strategy is consistently superior to every other investment method. 

Think about it; the logic is simple. If someone offers you a dollar for seventy cents, you would take the dollar. Michael Price, president of the top-rated Mutual Shares Fund, likes to buy stocks when they are trading at 60 percent of book value and sell when the stock reaches 90 to 100 percent of book value. 

 

12. Breakup Value

Takeover artists are interested in what a company would be worth if it could be broken up and sold, division by division, piece by piece. That figure is its "breakup value." As an estimate, a company's breakup value is about ten times its pre-tax cash flow. 

Consider ITM Corporation, a fictitious conglomerate with five divisions or different basic businesses. Suppose ITM had year-end consolidated (all divisions added up) cash flow of: 

	Operating income before tax
	$100 million

	Plus, Depreciation on assets
	$10 million

	Less, Capital expenditures
	$15 million

	Total Cash Flow
	$95 million


Cash flow per share = $95 million divided by 10 million shares, or $9.50. The take-over financiers estimate the breakup value to be 10 times $9.50, or $95 per share. If the present market stock price is below $95, they think the company is undervalued. It may be a possible takeover target. 

The greater the breakup value over the present price, the greater the chance someone will try to buy the company; 10 times cash flow per share is considered a benchmark. A company selling at say five times cash flow is usually considered quite inexpensive, depending on the industry. Analysts use financial projections for the following year and compare this to the present price when doing the calculation. They also compare the company's cash flow per share with its competitors in the industry. A breakup figure lower than its competitors is one of the best indicators that a stock is undervalued. 

 

13. Low Cycle; The Cyclical Approach

Stocks in some industries swing like a pendulum from high to low and back to high again. These are cyclical stocks. They often experience volatile changes in price due to the economy, the market, decreases in the company's earnings or sales and the general cyclical nature of the industry the firm competes in. The strategy is of course to "buy low and sell high." 

An investor would like to buy at the 52-week low and sell after the stock moves up. This strategy may sound simplistic and obvious, but it is amazing how many investors ignore it. Most financial newspapers show the 52-week high and low price, if the 52-week range is not in your daily newspaper, check the Sunday edition. This Wall Street Journal shows the 52-week range daily. You can check Value Line, S&P or the Investors Alliance computer data service for the high and low price ranges for prior years. 

Listed below is an example for Boeing, the large aircraft maker. Boeing has a low beta of .95, this means the stock price is less volatile than the general market (beta = 1.00); Boeing's price movements are slightly less than the market's. Boeing's 52-week high-low prices are listed for 1983 to 1988: 

	
	1983
	1984
	1985
	1986
	1987
	1988

	High
	32
	39
	52
	64
	54
	67

	Low
	21
	23
	36
	45
	33
	37


An investor buying stock close to the 52-week low and selling close to the 52-week high would have a good return, even after commissions and capital gains. A stock with a higher beta (more volatile) could have a more dramatic gain or loss. 

It difficult to know when a stock is at rock bottom and when it has topped out. One way to check is to study the historical 52-week P/E ratios. This will require more work, but is crucial in giving you some idea whether the company is undervalued or overvalued. 

In 1984, if Boeing sold at 23 with a P/E of 8 and traded in a P/E range of 8 to 13 for the prior two years, it is probably a good bet that Boeing historically trades with a P/E between 8 to 13. You must make sure the following conditions exist to make the analysis valid (check the company's annual report.) 

· The company is fairly solid with growing sales and earnings. 

· The company has not diluted value by issuing more shares; or, it has repurchased shares. 

· The company has not sold a major division. 

· The company has not paid a special, larger than normal, dividend to stockholders. 

· The Dow or the S&P500 have not decreased dramatically, more than 25 percent, in the last 52 weeks. 

 

14. Contrarian Investing

	"When everyone is bearish, a market must go up because there are no sellers left; conversely, when everyone is bullish, a market must go down because there are no buyers left."


The contrarian philosophy is to act contrary to the conventional wisdom in stock investing at any particular time. When others are selling, contrarians buy; when others are buying, contrarians sell. 

Two good examples are Union Carbide and Texaco. Union Carbide's stock dropped sharply after the Bhopal accident and Texaco's stock dropped from the lawsuit with Penzoil. Contrarian investors bought because they realized that both companies were very large and could ride out their costly, but temporary setbacks. Eventually both stocks recovered. 

Contrarian strategy also was demonstrated by smart investors who realized in the summer and fall of 1987 that stock prices were getting dizzingly high. Those investors started reducing their holdings and moved into cash or cash equivalents (money market accounts). When the market dropped on October 15th-19th, the general public was selling everything at distressed prices. However, smart investors realized that good companies still had good assets and cash flows. The contrarians were waiting with cash to pick up blue chips and top quality stocks at bargain prices. It is a good idea to keep about 10 percent of your portfolio in cash (money market) for emergencies and good buying opportunities. Remember, successful investors usually are doing what the crowd is not—selling when everyone else is buying and buying when everyone else is selling. 

Another contrarian strategy is to invest in turnarounds, i.e., companies that are losing money. It may sound like a crazy idea to invest money in a company that is losing money, but this strategy can be profitable—if you do your homework well. When a company is losing money its stock price usually takes a beating. Analysts and the market will often overreact to drive the stock far below the value of the firm. 

An excellent example was Warren Buffett purchasing 17 percent of GEICO insurance in 1976 at an average price of $3.20 per share. By the end of 1980, Buffett owned 33 percent of GEICO at an average of $6.54 per share. In 1988 the stock traded as high as $132 per share. Mr. Buffett purchased the shares at a time when the company was close to bankruptcy. He knew that the company was experiencing serious problems but the basic business was very sound. GEICO's main business was selling automobile insurance through the mail to people with good driving records. 

The direct mail approach allowed the company to avoid the largest expense insurance companies encounter, a field sales force. And by writing policies for good drivers, the company has fewer claims than its competitors. Buffett realized that the company could reverse this temporary misfortune and was worth far more than $3.20 per share. 

When looking for turnarounds or contrarian stocks, investors should look for the following conditions: 

· A company trading at the bottom of its 52 week price range or with 15 percent or the bottom price figure. 

· A firm in a currently depressed industry, especially if the industry is an historically cyclical one. A cyclical industry does well during economic expansions and suffers during a recession. Autos, chemicals, steel, paper and oil are good examples. The industry condition should be improving. 

· Companies with current ratios (current assets/current liabilities), equal 2 to 1 or greater. The higher the ratio, the more breathing room the company has to ride out a downturn in business. 

· A firm that has slimmed down by laying off workers, cutting costs, selling off unprofitable divisions, restructuring, or employing other cost-cutting strategies. Once the firm starts making money, earnings may take off because costs will be much lower. 

· A company that is investing in new plant and equipment, or increasing its research & development budget. This is usually a good sign that the management of the firm believes that the company has good future prospects 

· A company that has replaced its tired or complacent top management with new and more competent managers. 

· A firm whose revenues have begun to increase over flat or decreasing revenues in prior quarters or years. 

· A company whose profit margin is improving over prior quarters or years. What is management's or Wall Street's projection for next year's earnings? 

· Firms where financial investment firms or mutual funds have recently bought large blocks (5 percent or more) of the stock. 

Firms (or managers) like Fidelity Magellan (Mario Gabelli), Mutual Shares (Marty Zweig), Vanguard's John Neff, Jim Rodgers or David Dreman have a special talent for sifting out undervalued companies that are turning around. Diligent small investors can often find these potential bargains before the money managers. Each week Barrons lists SEC 13D filings. These show what stocks insiders and pros are buying. 
