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Stocks with the Greatest Risk of Downside
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our integrated research
database and platform.

• Our 20 Most Dangerous Stocks have: Poor Economics,
Expensive Valuations, and Misleading Earnings.

• 10 new stocks make our 20 Most Dangerous list in
September. 4 of the top 5 are replaced as well.

• These stocks are risky investments because their

valuations imply future financial performance far greater
than what the companies have achieved historically.

• Despite reporting positive GAAP earnings and GAAP
Contributors

earnings growth, these companies have negative and
declining economic earnings.
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then so can the valuation metrics that rely on them.

• Our economic measures overcome accounting
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distortions to provide investors with an unadulterated
analysis of the underlying economics of businesses.

• Our Top 20 Most Dangerous Stocks for September are
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listed on page 4.

• A detailed description of how we identify the Most
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This document is available to clients in
the Research area of our site
www.newconstructs.com.

Dangerous Stocks is on pages 2 and 3.

Figure 1: Accounting Issues that Distort GAAP Profit Reports
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Employee Stock Options
Pension Over/Under Funding
Excess Cash
Restructuring charges
Pooling Goodwill
Minority Interests

•
•
•
•
•
•

Off-Balance-Sheet Financing
LIFO Reserve
Unrealized Gains/Losses
Goodwill amortization
Unconsolidated Subsidiaries
Capitalized Expenses

Sources: New Constructs, LLC
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Top 20 Most Dangerous Stocks: Methodology
We determine the Most Dangerous Stocks based on three criteria. The
stocks exhibit:
1. Expensive valuations because their Price-to-Economic Book
Value (EBV) ratios are greater than three or less than zero, and
they have Growth Appreciation Periods (GAP) greater than 50
years.
2. Poor economic performance because they generated negative
economic earnings in the last fiscal year, and their Economic Profit
Margins have been negative on average during the past five years.
3. Misleading accounting performance because they reported
positive GAAP Earnings and GAAP Earnings Growth while their
economic profits declined in their latest fiscal year.

We do not predict the
future value of stocks.

Our valuation analysis
focuses on assessing the
feasibility of future
financial performance
requirements embedded in
stock price.

New Constructs rectifies
accounting distortions in
GAAP financial statements.

Identifying Expensive Valuations. The most dangerous stocks have
valuations that imply that the company’s future financial performance will
meaningfully exceed anything the company has done in the past 5 years.
Rather than predicting a warranted or future value for a company or stock,
we measure the market’s prediction for the financial performance of
companies as reflected in stock prices. Our measures of valuation are
entirely objective. Our goal is to position investors to make informed
decisions about whether or not they agree with the market’s prediction for
the future financial performance of companies.
In our opinion, a more rigorous way to assess the valuation of stocks is to
look at two metrics: the ratio of Price-to-Economic Book Value (EBV)1 per
share and the market-implied Growth Appreciation Period (GAP). The ratio
of Price-to-EBV highlights the degree of difference between the company’s
current level of cash flow and the level of cash flow that market expects.
Economic Book Value essentially measures the perpetuity value of the
company’s current annual after-tax cash flow (NOPAT). The larger the
Price-to-EBV ratio (whether or not it is positive or negative), the greater is
the improvement in cash flow required to justify the stock price. The
market-implied GAP measures the number of years the company must
grow its economic profits in order to justify its stock price. The longer the
GAP the longer a company must maintain a competitive advantage and
earn returns above its cost of capital on new investments.
Identifying Poor Economic Performance. The most dangerous stocks
also have reported profits that tell a different story than the economics of
their businesses. As noted in Figure 1, there are many ways that GAAP
profits can differ from Economic Profits. Scandals at Enron, Worldcom,
Adelphia, and others provide evidence of just how far companies can
1

Economic Book Value (EBV) measure the no-growth value of the business based on its
annual after-tax cash flow. The Formula for EBV is: (NOPAT / WACC) + Excess Cash –
Debt (incl. Operating Leases) - Value of Outstanding Stock Options – Minority Interests /+ Under/Over-Funded Pensions.
Page 2 of 6

INVESTMENT PERSPECTIVE
9/10/2004

Tools for Bett er Investme nt Performance

stretch accounting rules in order to appear more profitable than they truly
are. New Constructs rectifies accounting distortions in order to provide
investors with a cleaner and truer analysis of a company’s profitability. Our
process involves digging vigorously into SEC filings, especially the Notes
to the Financial Statements in order to gather, model, and deliver the
economic results of a company’s performance.
The metrics we use to measure the economic performance of companies
are Economic Profit Margin and Economic Earnings. The Economic Profit
Margin for a company equals its Return on Invested Capital (ROIC) minus
its Weighted-Average Cost of Capital (WACC). The Economic Earnings of
a company equal its Economic Profit Margin multiplies by its Invested
Capital. We believe our measures of economic performance to be
substantially more accurate than accounting metrics because we make
adjustments for all the issues listed in Figure 1.
Cash is king. When
reported earnings and
economic cash flow
diverge, the market
follows cash.

Identifying Misleading Accounting Performance. When accounting
results do not jibe with economic results, the market follows economic
results, which provide a much better reflection of cash flow. Dangerous
stocks report positive GAAP Earnings and Earnings Growth while their
economic profits are negative and declining.

Conclusion
Companies that have expensive valuations, poor economics and
misleading earnings present investors more risk of downside than upside
price performance. We believe these stocks represent dangerous
investments.
We consider companies whose Price-to-EBV ratios and market-implied
GAPs exceed the thresholds stated above to have expensive valuations.
We consider companies with negative economic earnings and a negative
economic profit margin on average over the past five years to have poor
economics.
We consider companies whose GAAP Earnings and GAAP Earnings
trends contradict their economic performance to have misleading
earnings.
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The 20 Most Dangerous Stocks for September
Figure 2: Ranked by 5-Year Average Economic Profit Margin in Ascending order

Poor Economics
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Expensive Valuation

Economic Earnings Per
Share
Economic Profit
(Last Fiscal Year)
Price-to-EBV
Margin (5yr avg)
YHOO
Yahoo
-18%
($1.15)
(62.5)
DNA
Genentch
-9%
($0.59)
34.7
VIAB
Viacom
-8%
($3.57)
7.2
MKL*
Markel Corp.
-7%
($12.48)
(7.1)
CPN
Calpine
-6%
($5.61)
(0.1)
MOLX
Molex
-6%
($1.01)
11.4
UVN
Univision
-5%
($2.23)
(1,201.6)
ADS
Alliance Data Systems
-4%
($0.69)
4.8
CUZ*
Cousins Properties
-4%
($1.31)
(6.4)
IRM*
Iron Mountain
-4%
($1.21)
(9.5)
AXP
American Express
-3%
($0.77)
3.2
PETM*
Petsmart
-3%
($0.61)
(8.5)
WPO
Washington Post
-3%
($14.32)
6.2
WTR*
Aqua America
-3%
($0.88)
4.3
CAKE*
Cheesecake Factory
-3%
($0.34)
8.9
FDX
Federal Express
-2%
($2.37)
20.5
BGP*
Borders Group
-2%
($0.87)
13.1
MAN*
Manpower
-1%
($1.19)
6.5
PNR*
Pentair
-1%
($0.61)
3.4
ROK*
Rockwell Automotive
0%
($0.34)
3.1
SPX
S&P 500
1%
($0.49)
2.2
* Denotes all new stocks added to the list this month versus last month.

Market-Implied GAP
Greater than 100 yrs
Greater than 100 yrs
89 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
82 yrs
Greater than 100 yrs
55 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
Greater than 100 yrs
47 yrs

Misleading Earnings (Latest Fiscal Year)
Positive
EPS
$4.28
$7.75
$0.97
$0.64
$1.18
$0.13
$0.62
$1.45
$4.04
$0.44
$0.15
$0.81
$0.18
$0.02
$0.16
$0.17
$0.11
$0.19
$0.09
$1.35
$2.18

Positive EPS
Growth
19%
53%
80%
1252%
71%
44%
55%
84%
483%
65%
230%
63%
2512%
79%
112%
274%
152%
174%
142%
150%
18%

Negative Economic
Earnings Trend ($mm)
($22)
($229)
($141)
($71)
($373)
($1)
($379)
($2)
($47)
($28)
($1,068)
($29)
($55)
($25)
($2)
($79)
($19)
($8)
($24)
($7)
$401

Sources: New Constructs, LLC
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New ConstructsTM – Profile
New ConstructsTM is a specialty equity research firm. Our main activity is
delivering to clients an integrated research platform that maximizes the
analytical value of financial data. This platform offers clients a suite of
interactive analytical tools, along with traditional equity research and raw
data services. All of our products are customizable. Our primary goal is to
empower clients to achieve better investment performance.
Our main products are MaxValTM, MaxStrategyTM and MaxDataTM. These
research tools are delivered via www.newconstructs.com. MaxVal is a
DCF-based, equity valuation model that allows clients to define their own
forecasts and forecast drivers. MaxStrategy is a stock screening/ranking
tool that enables clients to analyze stocks based on many metrics, several
unique to our platform. Both MaxVal & MaxStrategy are integrated with
MaxData, our proprietary financial database. Unlike many other research
firms, we do not buy our raw material - corporate financial data - from
commercial vendors. Rather, we source it ourselves to create MaxData.
The key advantage provided by MaxData is that it delivers data drawn
directly from SEC filings, including the Notes to the Financial Statements.
We can cost-effectively deliver any reported data point. We believe our
capabilities in this area are unmatched.
MaxData provides a scalable approach to the time-consuming task of
collecting and modeling data. It enables our research analysts to gather
and analyze corporate filings more efficiently and accurately than any
manual process. MaxData can implement any valuation methodology
requested by clients. For example, our MaxVal models provide both a
high-integrity economic analysis as well as a traditional GAAP accounting
analysis.
The result is a research platform that empowers better investment
performance.
Our clients are professional investors, research firms, consulting firms and
publicly listed corporations. We also partner with colleges and business
schools. Our products may also be of interest to active individual
investors.
For further information, contact:
David Trainer
david.trainer@newconstructs.com

(615) 599-4462
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REGUALTORY REQUIRED DISCLOSURES
Analyst Certification
I, David Trainer, hereby certify that the views expressed in this research report accurately reflect my personal views
about the subject securities and issue(s) as of the date of this report. I further certify that no part of my compensation
was, is, or will be directly, or indirectly, related to the specific recommendations or views contained in this research
report.
SOLEIL SECURITIES IMPORTANT DISCLOSURE INFORMATION
Soleil Securities Corporation, in order to provide its clients with research independent from investment-banking
conflicts, has contracted with the publisher and/or author of this report. Soleil Securities Corporation does not provide
investment banking services.
Soleil Securities Corporation has entered into a subscription and redistribution agreement with the publisher of this
report. The opinions, forecasts, and recommendations contained in this report are those of the analyst preparing the
report and are based upon the information available to them as of the date of the report. The analysts are basing their
opinions upon information they have received from sources they believe to be accurate and reliable and the
completeness and/or accuracy is neither implied nor guaranteed. The opinions and recommendations are subject to
change without notice. Soleil Securities Corporation has no obligation to continue to provide this research product
and no such obligation is implied or guaranteed. The report is provided to the institutional clients of Soleil Securities
Corporation for informational purposes only and is not an offer or a solicitation for the purchase or sale of any
financial instrument.
Soleil Rating Key:
Buy: In the analyst’s opinion the stock will outperform the general market over the next twelve months. Hold: In the
analyst’s opinion the stock will be in line with the general market over the next twelve months. Sell: In the analyst’s
opinion, the stock will underperform the general market over the next twelve months.

DISCLAIMERS
The information and opinions presented in this report are provided to you for information purposes only
and are not to be used or considered as an offer or solicitation of an offer to buy or sell securities or other financial
instruments. New Constructs™, LLC, and/or its subsidiaries or affiliates (collectively, “New Constructs”) have not
taken any steps to ensure that the securities referred to in this report are suitable for any particular investor and
nothing in this report constitutes investment, legal, accounting or tax advice. This report includes general information
that does not take into account your individual circumstance, financial situation or needs, nor does it represent a
personal recommendation to you. The investments or services contained or referred to in this report may not be
suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about
any such investments or investment services.
Information and opinions presented in this report have been obtained or derived from sources believed by
New Constructs to be reliable, but New Constructs makes no representation as to their accuracy, authority,
usefulness, reliability, timeliness or completeness. New Constructs accepts no liability for loss arising from the use of
the information presented in this report, and New Constructs makes no warranty as to results that may be obtained
from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance.
Information and opinions contained in this report reflect a judgment at its original date of publication by New
Constructs and are subject to change without notice. New Constructs may have issued, and may in the future issue,
other reports that are inconsistent with, and reach different conclusions from, the information presented in this report.
Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared them and
New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of
this report.
This report was originally issued by New Constructs for distribution to its professional and institutional
investor customers. Recipients who are not professionals or institutional investor customers of New Constructs
should seek the advice of their independent financial advisor prior to taking any investment decision based on this
report or for any necessary explanation of its contents.
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen
or resident of or located in any locality, state, country or jurisdiction where such distribution, publication, availability or
use would be contrary to law or regulation or which would be subject New Constructs to any registration or licensing
requirement within such jurisdiction.
This report may provide the addresses of websites. Except to the extent to which the report refers to New
Constructs own website material, New Constructs has not reviewed the linked site and takes no responsibility for the
content therein. Such address or hyperlink (including addresses or hyperlinks to New Constructs own website
material) is provided solely for your convenience and the information and content of the linked site do not in any way
form part of this report. Accessing such websites or following such hyperlink through this report shall be at your own
risk.
All material in this report is the property of, and under copyright, to New Constructs. None of the contents,
nor any copy of it, may be altered in any way, copied, or distributed or transmitted to any other party without the prior
express written consent of New Constructs. All trademarks, service marks and logos used in this report are
trademarks or service marks or registered trademarks or service marks of New Constructs.
New Constructs is an independent organization with no financial ties or management ties to the companies it covers.
None of the members of New Constructs’ management team or Board of Directors holds a seat on the Board of
Directors of any of the companies New Constructs covers. New Constructs does not perform any investment or
merchant banking functions and does not operate a trading desk. New Constructs’ Stock Ownership Policy prevents
any of its employees from having an ownership position in a covered company that is equal to or greater than 1% of
its outstanding stock.
Copyright New Constructs, LLC 2003, 2004. All rights reserved.
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