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Q: How would you describe your invest-
ment philosophy? 

A: We make money by buying com-
panies with sustainable growth at the
right price. When the market gets too ex-
cited about a stock, the price tends to
over-reflect the good news. We avoid
those stocks. On the other hand, the mar-
ket tends to under-appreciate sustainable
growth and changes in inflection points.
These are the companies we want to own. 

Overall, it's a growth at reasonable
price (GARP) philosophy. It's a risk/re-
ward-based philosophy of participating in
good growth companies that participate
in good markets. We typically look at a
universe of domestic mid-cap stocks, or
companies in the $1 billion to $15 billion
market-cap range. 

Q: Why have you chosen this philosophy?
What are the salient features that make it
attractive? 

A: The returns over time are com-
pelling. If we exclude 1999, which took a
life of its own and when we admittedly un-
derperformed, this has proven to be a good
philosophy to follow. The growth side
now carries more volatility and risk, so we

want to mitigate that risk by pursuing rea-
sonable prices. We want to participate in
the upside, but we also want to prevent
capital loss by being cognizant of the risk. 

Q: How do you translate that philosophy
into an investment strategy and process? 

A: Initially, we run quantitative
screens for the characteristics we look for.
In addition to being in the right market-
cap range, the stock should generate
enough trading volume to enable effective
transactions. These screens leave a pool of
about 900 companies. We then narrow
that to the top 450 companies in terms of
revenue growth over the past three years. 

Market cap, liquidity, and revenue
growth represent the first cut and ensure
that a stock falls within the right market-
cap area and style box. For practical rea-
sons, we need to be able to transact in a
stock without driving it way up when we
buy, or way down when we sell. 

We research only those companies
that pass these quantitative screens. We're
looking for sustainable earnings growth in
companies that are reinvesting sharehold-
er capital at stable to higher margins than
the base business. The companies should
be able to grow the business in a way that
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enhances profitability and return on capi-
tal, rather than degrading it. For example,
Dollar Tree Stores grows and grows, but it
is building ever bigger stores and its return
on capital is degrading every year. That’s a
stock we used to own, but we sold it.

Our measure of sustainable growth in-
cludes return on capital, shareholder-
friendly management, advantages in pric-
ing power, and some type of value-added
or differentiated approach to the market.
The gist of the process boils down to a de-
cent balance sheet, cash flow generation,
and cash reinvestment profitably. I believe
our focus on cash flow and its reinvestment,
together with our valuation discipline that’s
based on discretionary cash flow, differen-
tiates us from other funds in the space. 

When the companies we own degrade
in their rankings, we go back and check our
assumptions because that may mean there's
a more attractive candidate available. 

Q: How is your research divided between
the quantitative and the fundamental parts?

A: The quantitative part takes very
little time, but it gives us a good pond to
fish in. Once we've identified the compa-
nies with the right characteristics, we an-
alyze them for sustainability. What are
the market trends in this industry or sec-
tor? Is competition rational? Are they
able to get pricing leverage? Are com-
modity costs in their favor, or are they a
concern? If so, how would they affect
their margins? 

These computer screens help us select
companies with characteristics that have
been rewarded in the past by the market,
and we then use our best judgment. We talk
to management about their business plans,
about using the cash that is generated by
the company (but belongs to the share-
holders) about balance-sheet manage-
ment, and about their perspective on the
industry. In our mind, it is a 10% quanti-
tative and 90% research-driven process.

Q: Do you use historical earnings or for-
ward-looking earnings?

A: We definitely have a forward-look-
ing approach, but we also look back to see
what a company has done. In the case of
Dollar Tree, they grew earnings well from
a smaller base. But as they got bigger, their
earnings growth slowed and they were de-
grading their returns by continuing to grow
at the same rate. Return on equity, for ex-
ample, fell from the 40s to the mid teens,
a function of margins declining over time.
This was not a recipe for outperformance. 

Q: Why do you think management be-
lieves that bigger is better, instead of focus-
ing on profitability? 

A: We always ask management how
they get paid. Often, they get paid to
grow sales, or they get paid for things that

don’t necessarily lead to stock-market out-
performance. That's why we examine the
behaviors that the market has rewarded in
the past. 

Q: Invariably, retail companies always
go through that change in mentality. 

A: Yes, they have to figure out who they
are, so we tend to look for that. This is what
made us buy Office Depot a year ago. Of-
fice Depot always had a poor margin, (half
the margin of Staples) but a new manager
came over from Auto Zone. He increased
their margins to the point where they were
the highest in the industry, and did a great
job of getting that business focused on
profitability. The whole culture has been
changed to focus on profits, not just sales.

Q: Could you give us another example
that reflects your investment philosophy? 

A: Scientific Games is another com-
pany that we've invested in profitably.
They do the back-office processing for
lotteries in the U.S. and in some Euro-
pean countries. The company tends to
have five-year recurring revenue contracts
and doesn't depend on any one customer,
as it has separate contracts with each state.
It is a high-margin business.

We originally bought the stock in
2002 when we were managing a small-cap
product. We still owned the stock when
they bought their largest competitor in
mid-2003. As a result, this is now an in-
dustry with two companies that compete
in a statemanlike fashion. 

The stock has gone from $9 to $31
over the last two-and-a-half years. The
company’s management understands its
business, operates profitably, and was able
to buy their competitor at a very attractive
price, while also improving the competi-
tive environment.

Q: How diversified is your portfolio? His-
torically, the mid-cap companies tend to be
concentrated in certain sectors. Does that
create a portfolio concentration problem?

A: We really haven't seen that as an
issue and our portfolio is diversified across
sectors and industries.

Q: Generally, what are the difficulties of
investing in mid-cap stocks?

A: Sometimes liquidity can be a con-
cern. There are some companies that
may not trade well despite having a mid-
sized market cap.  So we screen for ade-
quate liquidity before we begin research-
ing the stock. 

Overall, mid-cap stocks tend to be
better investments than small caps. If you
look at the long-term data, you get most
of the return of small-caps with less
volatility. Mid-cap companies tend to be
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bigger, more sophisticated, with more in-
frastructure, and are less dependent on the
talent of a single manager. I've managed
both small- and mid-cap assets, and I'm
dealing with a set of better businesses in
the mid-cap area. To get out of the small-
cap world and become a billion-dollar
market cap company, you need to have a
pretty good recipe for growth. 

Q: How do you approach portfolio con-
struction in terms of benchmarks, position
and industry limits, and turnover? 

A: We use the Russell Mid Cap
Growth Index as a benchmark. I would
say we are benchmark aware, but not
benchmark-centric. We are substantially
overweight and underweight certain sec-
tors. For example, if the consumer sector
is about 20%, we may go down to 10% or
up to 30%. When something is happen-
ing in a given sector, we will make sector
swings that make sense to us. 

Regarding individual positions, we tend
to own about 100 stocks at about 100
basis points each. This is not a hard rule,
but it helps us from a couple of stand-
points. From a liquidity standpoint, we
are able to easily get in and out of a posi-
tion. This also helps us reduce the compa-
ny-specific risk of each holding. We want
to own a lot of great businesses and there
are plenty of them in this area. We’ll own
a large enough position in those compa-
nies to make a difference to the portfolio,
but not so large that we are significantly
impacted by a negative surprise. 

I believe that turnover last year was
120%, which is higher than usual. On av-
erage, it varies between 80% and 120%. 

Q: So you change your holdings between
four and six months?

A: The turnover calculation would
indicate that, but some of that turnover is
created by trimming positions when
stocks get ahead of themselves and adding
to positions when stocks pull back. For
example, with Scientific Games or Harris

(which is another company with manage-
ment change that we bought in 2003), we
buy and sell around a core position. That
tends to raise the turnover, but complies
with our valuation discipline and helps us
take advantage of market rotation, instead
of being its victim. So, when the market

decides that it loves Harris and marks the
stock way up, then we may sell some shares.
When there is some defense budget news
that is perceived as negative and the stock
declines, we may buy more shares. 

Q: Would you describe your approach as
being top-down or bottom-up? How much
attention do you pay to the macro and the
micro trends? 

A: We use both. We are aware of the
top-down situation and we want to see
that it agrees with the companies from a
bottom-up process. The two views have to
speak to each other and agree. When they
don’t agree, we have to make adjustments.
It's all part of the process of always testing
your top-down assumptions against your
bottom-up findings.

Q: What types of risks do you perceive and
how do you monitor and mitigate them?

A: Position and sector size limits are
part of the risk-management process. We
put some fences in so we don’t go com-
pletely into one sector within a diversified
fund. We have plenty of room to move,
but we don’t go way out of bounds.

Another risk-control method involves
setting price targets when we buy stocks.
When stocks get above that price target,
and we don’t think we have a good risk-
reward situation, we'll sell. We manage
risk on a stock-by-stock basis and on a
portfolio basis.

Sell decisions are also influenced by
insider selling and buying, because insid-
ers can send good signals about when to
get involved or leave a stock. For exam-
ple, we recently sold Ross Stores because
the insiders were selling the stock unani-
mously. When they've done that in the
past, the stock usually went down 20%
right afterwards. It may not happen this
time, but we’ve decided that it is a good
time to exit. We want to watch what peo-
ple do as opposed to just listen to what
they say. ❚
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“We always ask management how
they get paid. Often, they get paid
to grow sales, or they get paid for

things that don’t necessarily lead to
stock market outperformance. That's
why we examine the behaviors that
the market has rewarded in the past.”

Paul Rasplicka

Paul Rasplicka is senior vice presi-
dent and senior portfolio manager with
A I M Capital Management, Inc. He
joined AIM in 1998. Prior to joining
AIM, he was with INVESCO Trust Com-
pany and was responsible for manage-
ment of small-capitalization growth
separate account portfolios.

Mr. Rasplicka began his investment
career in 1982 as an equity research
analyst with Fayez Sarofim & Co. He
then joined Daniel Breen & Company
L.P. as vice president and partner,
where he managed over $1.5 billion of
equity, balanced and fixed-income as-
sets as part of a team.

A native of Denver, Colo., Mr. Ras-
plicka is a magna cum laude graduate
of the University of Colorado with a
Bachelor of Science degree in busi-
ness administration. He received a
Master of Business Administration de-
gree from the University of Chicago.
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