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Five Key Measures for Picking Stocks 
By Paul Lombino 

These days, almost every major financial Web site has some 
kind of stock screener. Simply plug in some numbers, select a 
few criteria, and the computer does the rest, spitting out a 
handful of stock choices. Sounds easy, right? Except that 
there are hundreds of ratio, rating, and ranking formulas to 
choose from. 

We asked Michael Kaye, CFA, Standard & Poor's® portfolio analyst, and 
BusinessWeek online columnnist, for help.  (He's also in the midst of writing a 
book on stock screening.) He identified five investment themes -- growth, value, 
blend, income, and momentum -- to get you started. READ MORE 
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Five Key Measures for Picking Stocks 

By Paul Lombino 

These days, almost every major financial Web site has some 
kind of stock screener. Simply plug in some numbers, select a 
few criteria, and the computer does the rest, spitting out a 

handful of stock choices. Sounds easy, right? Except that there are hundreds of 
ratio, rating, and ranking formulas to choose from. 

We asked Michael Kaye, CFA, Standard & Poor's® portfolio analyst, and author of 
an online column for BusinessWeek for help. (He's also in the midst of writing a 
book on stock screening.) He identified five investment themes -- growth, value, 
blend, income, and momentum -- to get you started. 

Growth: Pursuing Long-Term Appreciation
EPS growth rate: An investor with a growth philosophy is generally seeking 
companies with rapidly growing earnings that they hope will translate into 
significant capital appreciation in the future. One measure commonly used to 
screen growth stocks is earnings per share (EPS). Expressed as a dollar figure, 
EPS equals the portion of company profit allocated to each share of common 
stock. For example, a corporation that earns $5 million with 5 million shares 
outstanding would report an EPS of $1 per share, or $5 million divided by 5 million 
shares. 

EPS may represent either trailing (historical) or forward (projected) earnings. "I 
prefer forward numbers because investors don't get rewarded for what happened 
in the past," says Kaye. "A forward-looking EPS represents the discounted value 
of projected cash flows for a company." Kaye suggests that investors take note of 
how many industry analysts provide estimates on each particular company under 
scrutiny. Naturally, an EPS growth rate based on a single analyst's projections 
may be viewed as less reliable than forecasts based on five or more analysts. 

How to use: EPS growth rates should be compared to the overall market as well 
as a company's specific industry or peer group. "Currently, Standard & Poor's 
Equity Research Services expects operating earnings on the S&P 500® to grow 
about 20% year-over-year in 2004," says Kaye, noting that the rate of growth can 
fluctuate widely depending on the business cycle stage. "If you find a company 



projected to grow 30% this year, it might be worth further investigation. 
Personally, I would cap the upper threshold of an EPS growth search at 40%," he 
adds.

An inordinately high growth projection could point to a company that poses 
certain risks like those associated with a start-up firm or speculative sector. 
"You're not going to see too many mature businesses growing at twice the rate of 
the S&P 500®," says Kaye. "It's unlikely that such an optimistic growth rate 
would be sustainable."

Value: Hunting for Bargains
P/E ratio: An investor with a value philosophy is generally searching for hard-to-
find treasures through attractively priced companies. One measure commonly 
used to find value-oriented stocks is the price-to-earnings (P/E) ratio. A P/E 
reflects a stock's price divided by its EPS (see "growth" above). For example, a 
stock that sells for $20 per share with earnings of $1 has a P/E of 20. If the same 
company's EPS were $2, then the P/E would be 10, or $20 divided by $2.

How to use: The P/E ratio gives investors a sense of how much they are paying 
for a stock's earning potential. The higher the ratio, the more they are paying for 
that company. In exchange for paying more, investors would naturally expect 
higher earnings to be realized. Stocks with multiples of 20 or higher are often 
young, entrepreneurial-type firms that may pose greater investment risk than 
stocks with lower P/Es. The reason is simple: It's easier to miss higher-growth 
projections than lower-growth projections. Low P/E stocks tend to be associated 
with older companies in mature industries with a record of regular dividend 
distributions. Still, a low P/E could point to a battered business that has fallen on 
hard times. 

"If I'm a strict value investor, I'm looking for a number lower than a comparable 
stock or industry benchmark," says Kaye. For context, a tech firm might have a 
30 P/E; a consumer staples firm might have a 20 P/E; and a financial services 
company might have a 10 P/E. Given those assumptions, a 25 P/E for a bank 
might be a tip-off that its stock price has jumped so far ahead of earnings that 
further research is needed.

Blend: Seeking Middle Ground
PEG ratio: An investor with a blend philosophy is generally searching for 
investments that combine growth and value. Some investors refer to this 
approach as Growth at a Reasonable Price, or GARP. One measure commonly 
used to illustrate the growth/value potential of a stock is price/earnings-to-EPS 
growth. The PEG ratio is represented by a decimal figure. Lower PEG ratios are 
generally more attractive because it means investors are paying less for earnings 
growth potential. Many analysts favor a PEG ratio over a simple P/E because it 
goes beyond valuation to consider growth factors. 

"Blend is a hybrid of growth and value," says Kaye. "A company can have great 



earnings numbers, but when you apply a PEG filter, you may arrive at a different 
opinion of that same stock."

How to use: Generally, a PEG ratio of 1.0 is a good baseline to start from. All else 
being equal, a stock with a 0.5 PEG is more desirable than one with a 1.5 PEG. 
Say you've narrowed the search for your magic stock to 20 possible companies -- 
10 having PEGs above 1.0 and the rest below. If you adhere to a strictly 
fundamental approach and stick to the lower PEGs, you've essentially halved your 
pool of prospects. When comparing PEGs, it's important to weigh ratios that cover 
the same time periods, whether one year or five years. 

Income: Digging for Dividends
Dividend yield: An investor with an income philosophy focuses on dividend-paying 
stocks. One way of choosing dividend payers is by looking at the dividend yield, 
which tells you the percentage of a stock's price that the company pays out 
annually to shareholders. For example, if a company is trading at $100 and pays 
$1 in dividends per quarter -- $4 per year -- the stock has a yield of 4%, or $4 
divided by $100. 

How to use: Think of a dividend as a tangible reward or incentive to shareowners 
for investing in the company. Certain sectors, such as real estate investment 
trusts (REITs), money center banks, and utilities tend to have above-market 
yields and a history of paying dividends. Some companies, including many small-
cap stocks, pay no dividends, opting instead to plow back earnings into the 
company. Interpreting dividend yield can be counter-intuitive since a higher yield 
doesn't necessarily mean a better investment opportunity. A dividend yield rises 
as a stock's price falls, and vice versa. 

In addition to a stock's current dividend yield, it is also worth considering the 
company's 5-year history for paying, or even better, growing it's dividend over 
time.  And companies that regularly increase their dividend usually work hard to 
maintain their track record.

Today, the yield for the S&P 500 is 1.8%, which is below the long-term historical 
average. Though dividends are generally associated with income investors of 
retirement age, dividend-generating stocks are frequently used as core holdings 
to add stability to portfolios and enhance long-term total returns. 

Momentum: Hoping the Good Times Roll On
Relative strength: An investor with a momentum philosophy is essentially riding a 
wave of recent good news with hopes that positive performance will continue. One 
measure commonly used to gauge momentum is relative strength (RS). A 
somewhat elusive term, RS essentially compares the returns of a particular 
security to others within its peer group or to a single market index for periods of 
time as short as 4 weeks and as long as 10 years. 



How to use: RS tells you how a company's stock price is performing compared 
with the overall market. A relative strength of 80, for example, means that the 
stock has outperformed 80% of the stocks in the broader universe over a given 
period. What's an appropriate duration for evaluating a stock's relative strength? 
"I'm biased toward shorter time periods," says Kaye. "I think 13 weeks is the 
longest I'd consider. Traders rarely make decisions based on year-old 
performance figures."

Comparing RS rates for different periods side by side -- say 13 weeks, 6 months, 
and 1 year -- might signal that momentum is steady, on the rise, or on the 
decline. Be aware that technical analysis, which relies on historical charts and 
graphs, tells only a partial story. It does not take into account any "fundamental" 
factors such as earnings prospects, market share, or economic influences. 

The First Cut 
A quantitative measure, whether fundamental or technical in nature, is only part 
of the puzzle investors must piece together to weigh investment opportunities. 
"Screens are just the first cut in the process of whittling down investment 
options," says Kaye. "They're not intended to produce a buy list."  

Be aware, too, that financial publications and online screens provide different 
definitions and calculations for statistical formulas. In addition, each screening 
tool may tap into a different database of stocks, which could influence results. 

"Screens can't determine if a company is involved in a lawsuit, subject to a 
takeover, about to purchase real estate, or hire a new CEO," says Kaye. "You 
don't want to be at the mercy of incomplete or outdated data. It may be prudent 
to visit the investor relations area of the company's Web site to validate your 
research."

Take a step: Get stock screening strategies from Argus Research, SmartMoney.
com, and Standard & Poor's. Or create your own with our new stock screener. 

The information above reflects the independent expert's opinions and is not the opinion or recommendation of Fidelity 
Investments. Fidelity does not guarantee the suitability or potential value of any particular information source.
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