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PREFACE

I turned off my Quotron at the Fidelity Magellan Fund on May 31,
1990, This was exactly 13 years from the day I took the job. Jimmy
Carter was president back then, and he admitted to having lust in
his heart. T had lust in my heart as well-—lust for stocks. In the end,
I figure I'd purchased more than 15,000 of them for investors in
Magellan—and many more than once. No wonder 1'd gotten a rep-
utation for never having met a share 1 dida’t like.

My departure was sudden, but it wasn’t something I dreamed up
overnight, The task of keeping track of so many companies had
begun to take its toll by mid-decade, as the Dow hit 2000 and T hit
43, As much as I enjoyed managing a portfolio the size of the GNP
of Ecuador, I missed being home to watch the children grow up.
They change fast, They almost had to introduce themselves to me
every weekend. 1 was spending more time. with Fannie Mae, Freddie

Mac, and Sallie Mae than I spent with them.

When you start to confuse Freddie Mac, Sallie Mae, and Fannie
Mae with members of your family, and you remember 2,000 stock
symbols but forget the children’s birthdays, there’s a good chance
you’ve become too wrapped up in your work.

In 1989, with the Great Correction of 1987 already behind us and
the stock market sailing along smoothly, 1 was celebrating my 46th
birthday with my wife, Carolyn, and my daughters, Mary, Annie,
and Beth, In the middle of the party, 1 had a revelation. | remem-
bered that my father had died when he was 46 years old. You start
to feel mortal when you realize you've already outlived your parents.
You start to recognize thai you're only going to exist for a little
while, whereas you're going to be dead for a long time. You start
wishing vou'd seen more schoo! plays and ski meets and afternoon
soccer games. You remind yourself that nobody on his deathbed ever
said: “T wish I'd spent more time at the office.”
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I tried to convince myself that my children required less of my
attention than they had when they were younger. In my heart, i
knew the reverse was true. During the Terrible Twos they rush
around and bang into things, and parents have to patch them up,
but patching up a toddler takes less time and effort than helping
adolescents with Spanish homework or the math that we've forgot-
ten, or driving them for the umpteenth time to the tennis court or
the shopping mall, or reassuring them after they've taken the latest
hard knocks from being teenagers.

On weekends, to have any hope of keeping up with teenagers and
their thoughts, parents must listen to their music and make a per-
functory stab at remembering the names of rock groups, and ac-
company them to movies that otherwise no adult would ever want
to see. 1 did all this, but infrequently. Saturdays, I was sitting at my
desk facing a Himalaya of paperwork. On the rare occasions I took
the kids to the movies or the pizza parlors, I looked for an investment
angle. It was they who introduced me to Pizza Time Theater, a stock
I wish 1 hadn’t bought, and Chi-Chi’s, a stock I wish I had.

By 1990, Mary, Annie, and Beth had reached the ages of 15, 11,
and 7, respectively. Mary was away at boarding school and came
home only on the odd weekend. In the fall she played in seven soccer
games, and I'd gotfen 1o see just one. That was also the year the
Lynch family Christmas cards went out three months late. We kept
scrapbooks of our children’s accomplishments, stuffed with piles of
memorabitia that hadn’t yet been pasted in.

The nights I didn’t stay iate at the office, I could be found attending
a meeting of one of a number of charitable and civic organizations
on whose boards I'd volunteered to serve. Often, these organizations
put me on their investment committees. Picking stocks for worthy
causes was the best of all possible worlds, but the demands of my
pro bono activities had continued to grow, right along with the
demands of the Mageilan Fund, and of course my daughters, whose
homework assignments were getting more difficult, and who had to
be driven to more and more lessons and activities every day.

Meanwhile, I was seeing Sallie Mae in my dreams, and my wife,
_Carolyn, and T had our most romantic encounters as we mekcoming
in and out of the driveway. At my annual medical checkup, 1 con-
fessed to the doctor that the only exercise I got was flossing my
teeth. 1 was aware that 1 hadn’t read a book in the last 18 months.
In two years, 1’d seen three operas, The Flying Dutchman, La Bo-
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héme, and Faust, but not a single football game. This leads me to
Peter’s Principle #1:

When the operas outnumber the foetball games three
to zero, you know there is something wrong with your
life. '

By mid-1990, it finally dawned on me that the job had to go. I
remembered that my fund’s namesake, Ferdimand Magellan, also
retired early to a remote island in the Pacific, aithough what hap-
pened to him afterward (torn to shreds by angry natives) was ¢nough
to give me pause. Hoping to avoid a similar fate at the hands of
angry shareholders, I met with Ned Jobnson, my boss at Fidelity,
along with Gary Burkhead, the director of operations, to discuss a
smooth exit.

Our powwow was straightforward and amicable. Ned Johnson
suggested I stay on as a group leader for ail the Fidelity equity funds.
He offered to give me a smaller fund to operate, one, say, with 8100
million in assets as opposed to the §12 billion with which P’d had to
cope. But even with a couple of digits knocked off, it seemed to me
that a new fund would require the same amount of work as the old

~ one, and I'd be back to spending Saturdays at the office. declined

Ned’s gracious invitation.

Unbeknownst to most people, I'd also been running a 81 billion
employees’ pension fund for several major corporations, including
Kodak, Ford, and Faton, with Kodak having the largest stake. This
pension fund had a betier record than Magellan because I was abie
to invest the money without as many restrictions. For instance, a
pension fund was allowed to put more than 5 percent of its assets
into a single stock, whereas a mutual fund could not.

The people at Kodak, Ford, and Eaton wanted me to continue to
manage their pension money whether 1 left Magelian or not, but 1
declined their gracious invitation as well. From outside Fidelity, rd
gotten numerous offers to start a Lynch Fund, the closed-end variety
listed on the New York Stock Exchange. The would-be promoters
said they could sell billions of dollars’ worth of Lynch Fund shares
on a quick “road show” to a few cities.

The attraction of a closed-end fund, from the manager’s point of
view, is that the fund will never lose its customer base, no matfer
how badly the manager performs. That’s because closed-end funds




8  Preface

are traded on the stock exchanges, just like Merck or Polaroid or
any other stock. For every selier of a closed-end fund there has to
be a buyer, so the number of shares always stays the same.

This isn’t true of an open-ended fund such as Magellan. In an
open-ended fund, when a shareholder wants to get out, the fund
must pay that person the value of his or her shares in cash, and the
size of the fund is reduced by that amount. An unpopular open-
ended fund can shrink very fast as its customers flee to other com-
peting funds or to the money markets. This is why the manager of
an open-ended fund doesn’t sleep as soundly as the manager of the
closed-end kind.

A $2 billion Lynch Fund listed on the NYSE would have continued
to be a $2 billion enterprise forever (uniess I made a series of
horrendous mvestment boo-boos and lost the money that way). 1
would have continued to receive the 75 basis points (815 mll]zon) as
my annual fee, year in and vear out.

It was a tempting proposition, monetarily. 1 could have hired a
bunch of assistants to pick stocks, reduced my office hours to a
leisurely minimum, piaved golf, spent more time with my wife and
my children plus gotten to see the Red Sox, the Celtics, and La
Boheéme, Whether 1 beat the market or lagged the market, I'd still
have collected the same hefty paycheck.

There were only two problems with this arrangement. The first
was that my tolerance for lagging the market is far cxceeded by a
desire to outperform it. The second was that "ve always believed
fund managers shouid pick their own stocks. Once again, I'd be
back where I started, stuck in the office of the Lyach Fund on
Saturdays, lost in the piles of annual reports, a man with a thicker
bankroll but just as time poor as ever.

Pve always been skeptical of millionaires who congratulate them-
selves for walking away from a chance to enrich themselves further.
Turning one’s back on a fat future paycheck is a luxury that few
people can afford. But if you're lucky enough to have been rewarded
in life to the degree that I have, there comes a point at which you
- have to decide whether to become a slave to your net worth by
devoting the rest of your life to increasing it or to let what you've
accumulated begin to serve you,

There’s a Tolstoy story that involves an ambitious farmer. A genie
of some sort offers him ail the land that he can eacircle on foot in
a day. After running at full speed for several hours, he acquires
several square miles of valuable property, more soil than he could
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till in a lfetime, more than enough to make him and his family rich
for generations. The peoor fellow is drenched with sweat and gasping
for breath. He thinks about stopping—for what’s the point of going
any further?—but he can’t help himself. He races ahead to maximize
his opportunity, until finally he drops dead of cxhau‘itmn

This was the ending I hoped to avoid.
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PREFACE TO THE TRADE
PAPERBACK EDITION

The publication of this paperback edition gives me a chance to
respond to the feedback I got from the hardcover edition, both from
the press and from callers on late-night radio call-in shows.

There are poinis I thought that 1 made quite forcefully in the
hardcover edition but that the reviewers have never mentioned.
There are other points that caught the reviewers’ fancy that I never
intended to make at all. This is why 'm delighted to have this new
preface, where I can correct what I think are three important
misconceptions. :

At the top of my list is the one that puts Lynch on a pedestal as
the Babe Ruth of Investing, talking down to the Little Leaguers and
giving them the false hope that they can perform like Big League
professionals. The Babe Ruth comparison, although flattering, is
wrong on two counts. First, I've siruck out or grounded out far too
often to be compared to the Sultan of Swat. Second, | don’t think
the Little Leaguers, a.k.a. small investors or average investors or
the general public, should even try to imitate the Big League
professionals,

What Fve tried {0 get across is that the average investor isp't in
the same ballpark with the Wall Street mutual-fund or pension-fund
managers. The individual is free of a lot of the rules that make life
difficult for the professionals. As an average investor, you don’t have
to own more than a handful of stocks and you can do the rescarch
in your sparc time. If no company appeals to you at the moment,
you can stay in cash and wait for a better opportunity. You don’t
have to compete with the neighbors, the way professionals do, by
publishing your quarterly results in the local shopper.
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Proof that average investors can do quite well for themselves, free
of the burdens that weigh down the professionals, comes fwz;l the
NAIC, tl?e organization that represents 10,000 Iocal investment
clubs, which are made up of ordinary men and women. According
to the NAIC, 69.4 percent of the local clubs managed to outperform
the Sc'&P 340 in 1992, More than half these clubs have beaten the
S&P in four of the past five years. It appears that the imvestment
clubs are getting more adept at picking stocks, by taking full ad-
vantage of their amateur status, |

If you have done well as a stockpicker, it"s probably because you
bave also expi_oited your natural advantage of being an amateur
You have researched your own investments and bought shares m
great companies that Wali Street may have overlooked. The re-
markable record of local mutual savings banks and S&Ls is powerful
evzdgnce that neighborhood investing pays off. |

Mrscqnception #2 is that Lynch thinks everybody shounid be out
Fherc with ilzand-held calculators, reading balance sheets, investigat-
ing companiks, and buying stocks. In fact, millions of Americans shouid
_rettrazu fmm buying stocks. These are people who have no interest
in investigating companics and cringe at the sight of a balance sheet
agd who thumb through annual reports only for the pictures, The wors;:
zhmg you can do is to invest in companies you know nothing about,
. ﬁnf@rt‘unazeiy, buving stocks on ignorance is still a popular Amer-
ican pastime. Let's return to the sports analogy. When peop.le dis-
cover they are no good at baseball or hockey, they put away the}r
bat§ and their skates and they take up amateur golf or stamp col-

Ee:ctng or gardening. But when people discover they are no good at
picking stocks, they are likely to continue to do it anyway.
People who are no good at picking stocks are the very ones who
say that they are “playing the market,” as if it is a game, When you
play the market” yow're looking for instant gratification, without
having to _do any work. You're seeking the excitement that comes
fmr{x. owning one stock one week, and another the next, or from
buying futures and options. o
Playing the market is an incredibly damaging pastime. Players of
the .market may spend weeks studying their frequent fier. piles, or
poring over travel guides In order to carefully map out a trip ,but
Fhey 1l turn around and invest $10,000 in a company they know z;oth-
ing about. Even people who are serious about their vacations get

caught up in playing the market. The whol \os
ill-conceived. whole process is sloppy and

Prefacé to the Trade Paperback Edition 13

This is a group I’d like to address, the chronic losers with a history
of playing their hunches. They buy IBM at $100 a share because
they sense it’s overdue for a comeback or they buy a biotech stock
or a riverboat casino stock because they've heard it’s “hot.”

Whatever they can salvage from these losses they sink into deut-
schemark futures or call options on the S&P 500 because they have
a fecling that the S&P 500 is going up this month. In the end they're
more convinced than ever that Wall Street is a game, but that’s
because they've made it one. _

Misconception #3 is that Lynch bas it in for mutual funds. Why
would I bite the hand that fed me so well? Equity mutual funds are
the perfect sohution for people who want to own stocks without
doing their own research, Investors in equity funds have prospered
handsomely in the past, and there’s no reason 1o doubt they will
continue to prosper in the future. There’s no rule that says you can’t
own individual stocks and mutual Tunds. There’s no rule that you
can’t own several mutual funds. Even in an equity fund that fails to
heat the market average the long-term results are likely to be satis-
fying. The short-term results are less predictable, which is why you
shouldn’t buy equity mutual funds unless you know you can leave
the money there for several years and tolerate the ups and downs.

"m cheered by the evidence that individual investors are learning
not to get scared out of their stocks or their equity mutual funds
during market corrections, as occurred in October 1987, There was
a scary period in 1989 when the Dow Jones Industrial Average
dropped 200 points and another big drop of 500 points in 1990, and
in both cases the general public was a net buyer of stocks in the
aftermath. So perhaps the message about corrections being as rou-
tinte as spowstorms, and not the end of the world, is beginning to
sink In,

One message that hasn’t sunk in, apparently, is that in the long
run owning stocks is more rewarding than owning bonds and CDs.
Recently, I was dismayed to discover that in the retirement accounts
that thousands of people have opened at my own firm, Fidelity, only
a small percentage of the money is invested in pure equity funds.
Most of it has gone into money-market funds, or bond funds, or the
equity income funds. Yet history shows that over a long period of
time assets will grow much faster when they are 100 percent invested
in stocks. The retirement account is the perfect place for stocks,
becausc the money can sit there and grow for 10 to 30 years.
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Escape from Bondage

A retired fund manager is qualified 1o give only investment advice, not
spiritual advice, but what inspires me to retake the pulpit is that a
majority in the congregation continue to favor bonds. Obviously, they
must have slept through the last sermon, One Up on Wall Street, in
which I tried to prove once and for all that putting money into stocks
is far more profitable than putting it into bonds, certificates of de-
posit, or money-market accounts. Otherwise, why are 90 percent of
the nation’s investment dollars stif parked in these inferior spots?

Throughout the 1980s, which was the second-best decade for
stocks in modern history (only the 1950s were slightly more boun-
tiful), the percentage of household assets invested in stocks declined!
This percentage, in fact, has been declining steadily—-from nearly
40 percent in the 1960s to 25 percent in 1980 to 17 percent in 1990,
As the Dow Jones average and the other stock indexes quadrupled
in value, a mass of investors was switching out of stocks. Even assets
invested in equity mutual funds shrunk from around 70 percent in
1980 to 43 percent in 1990.

This calamity for the future of individual and national wealth
cannot go unchallenged. et me begin, then, where 1 left off the
last time: if you hope to have more money tomorrow than you have
today, you've got to put a chunk of your assets into stocks. Maybe
we're going into a bear market and for the next two years or three
years or even five years you’ll wish yow'd never heard of stocks. But
the 20th century has been full of bear markets, not to mention
recessions, and in spite of that the results are indisputable: sooner
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or later, a portfolio of stocks or stock mutual funds will turn out to
be a lot more valuable than a portfolio of bonds or CDs or money-
market funds. There, I've said it again.

The most persuasive bit of proof I've discovered since | argued
this point before can be found in the Ibbotson SBBI Yearbook,
1993, chapter 1, page 17, under the heading “Average Annual Re-
turn for the Decades 1926-1989.” This is & surnmary of the profits
you would have made, per year, by investing your money in the S&P
500 stocks, small-company stocks, long-term government bonds,
long-term corporate bonds, and short-term Treasury bills. The re-
suits are shown in TFable .1,

The investment geniuses among us could have put all their money
into the S&P 500 stocks in the 1920s, switched in 1929 to long-term
corporate bonds and held these throughout the 1930s, moved into
small-company stocks in the 1940s, back into the S&P 500 in the
1950s, back to small companies in the 1960s and the 1970s, and
returned 1o the S&P 500 in the 1980s. The peopie who followed that
inspired strategy are now all billionaires and living on the coast of
France. T would have recommended it myself, had I been clever
enough to know beforchand what was going to happen. In hindsight,
it’s quite obvious. '

Since I've never met a single billionaire who made his or her
fortune exactly in this fashion, I must assume that they are in short
supply relative to the rest of us who exhibit normal intelligence. The
rest of us have no way of predicting the next rare period in which
bonds will outperform stocks. But the fact that it's only happened
in one decade out of seven, the 19305 {the 1970s was a stapdoff),
gives the dedicated stockpicker an advantage. By sticking with stocks
all the time, the odds are six to one in our favor that we'll do better
than the people who stick with bonds.

Moreover, the gains enjoyed by the bondholders in the rare decade
when bonds beat stocks cannot possibly hope to make up for the
huge advances made by stocks in periods such as the 19405 and the
1960s. Over the entire 64 years covered in the table, a $100,000
investment in long-term government bonds would now be worth $1.6
million, whercas the same amount invested in the S&P 500wonld
be worth $25.5 million. This leads me to Peter’s Principle #2:

Gentlemen who prefer bonds don’t know what
they’re missing.

fabie I-1. AVERAGE ANNUAL RETURN
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The Growth in Common Stocks
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FIGURE I-1

Yet we continue to be a nation of bondholders. Millions of people
are devoted to collecting interest, which may or nay not keep them
slightly ahead of inflation, when they could be enjoying a 5-6 percent
boost in their real net worth, above and beyond inflation, for years
to come. Buy stocks! If this is the only lesson you learn from this
book, then writing it will have been worth the trouble.

The debate over whether to invest in small stocks or big stocks,
or how to choose the best stock mutual fund (all subjects of later
chapters), is subordinate to the main point—whichever way you do
it, big‘stocks, small stocks, or medium-sized stocks, buy stocks! I'm
assuming, of course, that you go about your stockpicking or fund-
picking in an intelligent manner, and that you don’t get scared out
of your stocks during corrections.

A second reason I've taken on this project is to further encourage
the amateur investor not to give up on the rewarding pastime of
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stockpicking. I've said before that an amateur who devotes a small
amount of study to companies in an industry he or she knows some-
thing about can outperform 95 percent of the paid experts who
manage the mutual funds, pius have fun in doing it.

A sizable crowd of mutual fund managers dismisses this notion
as hooey, and some bhave called it “Lynch’s ten-bagger of wind.”
Nevertheless, my 2% years away from Magellan have only strength-
ened my conviction that the amateur has the advantage. For non-
believers on this point, I've stumbled onto some additional proof.

This can be found in Chapter 1, “The Miracie of St. Agnes,”
which describes how a bunch of seventh graders at a Boston area
parochial school have produced a two-vear investment record that
Wall Strect professionals can only envy.

Meanwhile, a larger bunch of adult amateur investors claims to
have bested their professional counterparts for many years in a row.
These successful stockpickers bejong to the hundreds of investment
clubs sponsored by the National Assoctation of Investors, and their
apnual rates of return have been just as enviable as those turned in
by the students at 5t. Agnes.

Both bunches of amateurs have this in commeon: their stockpicking
methods are much simpler and generally more rewarding than many
of the more baroque technigues used by highly paid fund managers.

Whatever method you use to pick stocks or stock mutual funds,
your ultimate success or failure will depend on your ability 1o ignore
the worries of the world long enough to allow your investmonts to
succeed. It isn’t the head but the stomach that determines the fate
of the stockpicker. The skittish investor, no matter how intelligent,
is always susceptible to getting flushed out of the market by the
brush beaters of doom. :

A group of us investment scers meets every Fanuary to participate
in a panel discussion sponsored by Barron’s magazine, which later
publishes the transcript. If you had bought many of the stocks that
we recommended, you would have made money, but i you paid
attention to our expert opinions on the direction of the market and
the economy you would have been too scared to own stocks for the
last seven years. Chapter 2 deals with the pitfalls of this “weekend
worrying” and how to ignore it. '

Chapter 3, “A Tour of the Fund House,” is my attempt to devise
a strategy for mutual fund investing. Although I remain a stockpicker
at heart, my retirement gives me the opportunity to discuss a subject
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I was reluctant to tackle as a fund manager, When you're still in the
business, almost anything you say about if could be construed as
either self-serving or a sneaky way to attract new customers—
charges that I trust will not be leveled against me now,

Recently, T helped a not-for-profit organization in New England
devise a new portfolio strategy. (This organization shall remain
nameless because is identity isn’t relevant to the exercise.) We first
had to decide how much of the money to put into stocks and how
much into bonds, and then how to invest each portion. These are
the same decisions that every household CEO must make, which is
why P've provided a detailed description of how we approached the
problem. :

Chapters 4, 5, and 6 are a three-part retrospective: how I managed
Magellan during 13 years and 9 major corrections. This exercise
gave me an excuse to go back and figure out exactly what factors
contributed to whatever successes I had. Some of the conclusions
have surprised even me, and | was there,

In this part of the book P've tried to concentrate on methodology
and to downplay the idle reminiscence. Perhaps there’s something
to be learned from my occasional triumphs and my numerous
mistakes.

In Chapters 7 through 20, which account for more than haif of
these pages, I describe how I went about picking the 21 stocks 1
recommended to the readers of Barron's magazine in January 1992,
P've talked before about theories of investing, but in making these
selections 1 took notes as ! went along. With these notes in hand,
T've tried to analyze my stockpicking habits in as much detail as
possible. This includes both how to identify promising situations and
how 10 go about researching them.

The 21 stocks that P’ve ased to illustrate this Lynch Method cover
many of the important categories and industry groups (banks and
S&Ls, cyclicals, retailers, utilities) in which people routinely invest.
{'ve arranged the chapters so that each one deals with a specific
kind of company. Chapter 21, “The Six-Month Checkup,” describes
the regular process of reviewing the story of each company in a
portfolio. K

I have no pat formaulas fo offer. There are no bells that ring when
vou've bought the right stock, and no matter how much you know
about a company vou can never be certain that it will reward you
for investing in it. But if you know the factors that make a retailer
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~or a bank or an automaker profitable or unprofitable, you can im-

prove your odds. Many of these factors are laid out here.

“The text is fortified with liberal doses of Peter’s Principles, such
as the two you've already had to tolerate. Many of these lessons P've
learned from experience, which is always an expensive teacher, so
you're getting them here at a discount.

(The stock prices of the 21 companies that I describe in the second
half of this book were constantly changing in the course of my
research. For example, Pier 1 was selling for $7.50 when 1 began
looking into it and $8 when ! finally recommended it in Barron’s.
On one page, I may refer to Pier 1 as a §7.50 stock, and on another
as an $8 stock. Several such anomalies may appear in the text.)




THE MIRACLE
OF ST. AGNES

Amateur stockpicking is a dying art, like pie-baking, which is
fosing out to the packaged goods. A vast army of mutual-fund
managers is paid handsomely to do for portfolios what Sara Lee
did for cakes. 'm sorry this is happening. It bothered me when |
was a fund manager, and it bothers me even more now that 1 have
joined the ranks of the nonprofessionals, investing in my spare time.

This decline of the amateur accelerated during the great bull mar-
ket of the 1980s, after which fewer individuals owned stocks than
at the beginning. | have tried to determine why this happened. One
reason is that the financial press made us Wall Street types into
celebrities, a notoriety that was largely undeserved. Stock stars were
treated like rock stars, giving the amateur investor the false impres-
sion that he or she couldn’t possibly hope to compete against so
many geniuses with M B.A. degrees, all wearing Burberry raincoats
and armed with Quotrons. '

Rather than fight these Burberried geniuses, large numbers of
average investors decided to join them by putting their serious money
into mutual funds. The fact that up to 75 percent of these mutual
funds failed to perform even as well as the stock market averages
proves that genius isn't foolproof.

But the main reason for the decline of the amateur stockpicker
has to be losses. It’s human nature to keep doing something as long
as it’s pleasurable and you can succeed at it, which is why the world
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population continues to increase at a rapid rate. Likewise, people
continue to collect baseball cards, antique furniture, old fishing
lures, coins, and stamps, and they haven’t stopped fixing up houses
and resclling them, because all these activities can be profitable as
well as enjoyable. So if they've gotten out of stocks, it’s because
they’re tired of losing money,

It’s usually the wealthier and more successful members of soctety
who have money to put into stocks in the first place, and this group
is used to getting A’s in school and pats on the back at work. The
stock market is the one place where the high achiever is routinely
shown up. It’s easy to get an F here. H you buy futures and options
and attempt to time the market, it’s casy to get all ¥'s, which must
be what's happened to a lot of people who have fled to the mutual
funds,

This doesn’t mean they stop buying stocks altogether, Somewhere
down the road they get a tip from Uncle Harry, or they overhear a
conversation on a bus, or they read something in a magazine and
decide to take a flier on a dubtous prospect, with their “play” money.
This split between serious money invested in the funds and play
money for individual stocks is a receant phenomenon, which en-
courages the stockpicker’s caprice. He or she can make these friv-
olous side bets in a separate account with a discount broker, which
the spouse doesn’t have to know about.

As stockpicking disappears as a serious hobby, the techniques of
how to evaluate a company, the earnings, the growth rate, etc., are
being forgotten right along with the old family recipes. With fewer
retail clients interested in such information, brokerage houses are
less inclined to volunteer it. Analysts are too busy talking to the
institations to worry about educating the masses.

Meanwhile, the brokerage-house computers are busily collecting’

a wealth of useful information about companies that can be re-
gurgitated in almost any form for any customer who asks. A year
or so ago, Fidelity's director of research, Rick Spillane, inter-
viewed several top-producing brokers about the data bases and
so-called screens that are now available. A screen is a computer-
generated list of companies that share basic charactefistics—for
example, those that have raised dividends for 20 years in a row. This
is very useful to investors who want to specialize in that kind of
company.

At Smith Barney, Albert Bemazati notes that his firm can pro-
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vide 8-10 pages of financial information on most of the 2,800
companies in the Smith Barney universe. Merrill Lynch can do
screens on ten different variables, the Value Line Investment Survey
has a *‘value screen,” and Charies Schwab has an impressive data
service called “the Equalizer.,” Yet none of these services is in
great demand. Tom Reilly at Merrill Lynch reports that less than
5 percent of his customers take advantage of the stock screens.
Jonathan Smith at Lehman Brothers says that the average retail
investor does not take advantage of 90 percent of what Lehman can
offer.

In prior decades, when more people bought their own stocks, the
stockbroker per se was a useful data base. Many old-fashioned bro-
kers were students of a particular industry, or a particular handful
of companies, and could help teach clients the ins and outs. Of
course, one can go overboard in glorifying the old-fashioned broker
as the Wall Street equivalent of the doctor whe made house calls.
This happy notion is contradicted by public opinion surveys that
usually ranked the stockbroker slightly below the politican and the
used-car salesman on the scale of popularity. Still, the bygone broker
did more independent research than today’s version, who Is more
likely to rely on information generated in house by his or her own
firm. )

Newfangled brokers have many things besides stocks to sell,
including annuities, limited partnerships, tax shelters, insurance pol-
icies, CDs, bond funds, and stock funds. They must understand ail
of these “products” at least well enough to make the pitch. They
have neither the time nor the inclination to track the utilities or the
retailers or the auio sector, and since few clients are invested in
individual stocks, there’s littie demand for their stockpicking advice.
Anyway, the broker’s biggest commissions are made elsewhere, on
mutual funds, underwritings, and in the options game.

With fewer brokers offering personal guidance to fewer stock-
pickers, and with a climate that encourages capricious speculation
with “fun” money and an exaggerated reverence for professional
skills, it’s no wonder that so many people conchude that picking their
own stocks is hopeless. But don't tell that to the students at St
Agnes. .
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THE ST. AGNES PORTYFOLIO

The fourteen stocks shown in Table 1-1 were the top picks of an
energetic band of seventh-grade portfolio managers who atiended
the St. Agnes School in Arlington, Massachusetts, a suburh of Bos-

ton, in 1990. Their teacher and CEQ, Joan Morrissey, was inspired |

to test the theory that you don’t need a Quotron or a Wharton
M.B.A., or for that matter even a driver’s license, to excel in
equities.

You won’t find these results listed in a Lipper report or in Forbes,
but an investrnent in the model St. Agnes portfolio produced a 70
percent gain over a two-year period, outperforming the S&P 500
composite, which gained 26 percent in the same time frame, by a
whopping margin. In the process, St. Agnes also outperformed 99
percent of all equity mutual funds, whose managers are paid con-
siderable sums for their expert selections, whereas the youngsters
are happy to settie for a free breakfast with the teacher and a movie.

Table 1-1. §T. AGNES PORTFOLIO

Company 199091 Performance (%)
Wal-Mart 164.7

Nike 178.5

Walt Disney 3.4

Limited 68.8

L.A. Gear — 043

Pentech 53.1

Gap : 320.3

PepsilCo 63.8

Food Lion 146.9

Topps 55.7
Savannah Foods — 385

BM 36
NYNEX : - 22

Mobil 9.1 #
Total Return for Portiolic 89.6

S&P 506 26.08

Totat return performance January 1, 199G-December 31, 1991

BEATING THE STREET 27

I was made aware of this fine performance via the large scrapbook
sent to my office, in which the seventh graders not only listed their
top-rated selections, but drew pictures of each one. This leads me
to Peter’s Principle #3:

Never invest in any idea vou can’t illustrate with a
crayon.

This rule ought to be adopted by many adult money managers,
amateur and professional, who have a habit of ignoring the under-
standably profitable enterprise in favor of the inexplicable venture
that loses money. Surely it would have kept investors away from
Dense-Pac Microsystems, a manufacturer of “memory modules,”
the stock of which, alas, has fallen from $16 to 25 cents. Who could
draw a picture of a Dense-Pac Microsystem?

In order to congratulate the entire St. Agnes fund department
(which doubles as Ms. Morrissey’s social studies class) and also to
learn the secrets of its success, I invited the group to lunch at Fi-
delity’s executive dining room, where, for the first time, pizza was
served. There, Ms. Morrissey, who has taught at St. Agnes for 25
years, explained how her class is divided every year into teams of
four students each, and how each team is funded with a theoretical

. $250,000 and then competes to see who can make the most of it.

Each of the various teams, which have adopted nicknames such
as Rags to Riches, the Wizards of Wall Street, Wall Street Women,
The Money Machine, Stocks R Us, and even the Lynch Mob, also
picks a favorite stock to be included in the scrapbook, which is how
the model portfolio is created.

The students learn to read the financial newspaper Investor’s Busi-
ness Daily. They come up with a list of potentially attractive com-
panies and then research each one, checking the earnings and the
relative strength. Then they sit down and review the data and decide
which stocks to choose. This is a similar procedure to the one that
is followed by many Wall Street fund managers, although they aren’t
necessarily as adept at it as the kids.

“I try to stress the idea that a portfolio should have at least ten
companies, with one or two providing a fairly good dividend,” says
Ms. Morrissey. “But before my studeants can put any stock in the
portfolio, they have to explain exactly what the company does. I
they can’t tell the class the service it provides or the products it
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makes, then they aren’t allowed to buy. Buying what vou know about
is one of our themes.” Buying what you know about is a very so-
phisticated strategy that many professionals have neglected to put
into practice.

One of the companies the students at St. Agnes knew about was
Pentech International, a maker of colored pens and markers. Their
favorite Pentech product, with a marker on one end and a highlighter
on the other, was introduced into the class by Ms. Morrissey, This
pen was very popular, and some of the kids even used it to highlight
their stock selections. It wasn’t long before they were investigating
Pentech itself.

The stock was selling for $5 at the time, and the students discov-
ered that the company had no long-term debt. They were also im-
pressed by the fact that Pentech made a superior product, which,
judging by its popularity in house, was likely to be just as popular
in classrooms rationwide. Aneother positive, from their point of view,
was that Pentech was a relatively unknown company, as compared,
say, to Gillette, the maker of Paper Mate pens and the Good News
razors they saw in their fathers” bathrooms.

Trying to come to the aid of a colleague, the St. Agnes fund
managers sent me a Pentech pen and suggested I look into this
wonderful company. This advice I wish I had taken. After I received
the research tip and neglected to act on it, the stock nearly doubled,
from 5% to a high of 9%,

This same kid’s-eye approach to stockpicking led the 1990 St.
Agnes fund managers to the Wait Disney Company, two sneaker
manufacturers (Nike and L. A, Gear), the Gap (where most of them
buy their clothes), PepsiCo {which they know four different ways
via Pepsi-Cola, Pizza Hut, Kentucky Fried Chicken, and Frito-Lay),
and Topps {a maker of baseball cards). “We were very much into
trading cards within the seventh grade.” Ms. Morrissey says, “so
there was no question about whether to own Topps. Again, Topps
produced something the kids could actually buy. In doing so, they
felt they were contributing to the revenues of one of their
companies.” _

They got to the others as follows: Wal-Mart because they were
shown a videotaped segment of “Lifestyles of the Rich and Famous”
that featured Wal-Mart’s founder, Sam Walton, talking about how
investing benefits the economy; NYNEX and Mobil because of their
excellent dividends; Food Lion, Inc., because it was a well-run
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company with a high return on equity and also because it was fea-
tured in the same video segment that introduced them to Sam Wai-
ton. Ms. Morrissey explains:

“Fhe focus was on eighty-eight citizens of Salisbury, North Car-
olina, who each bought ten shares of Food Lion stock for one
hundred dollars when the company went public back in 1957, A
thousand dollars invested then had become fourteen mitiion dollars.
Do you believe it? All of these cighty-zight people became million-
aires. These facts impressed all the kids, to say the least. By the
end of the year they had forgotten a lot of things, but not the story
of Food Lion.”

The only clunker in the model portfolio is IBM, which { don’t
have to tell vou has been the favorite of professional adult money
managers for 20 years (yours truly included-—grown-ups keep buying
it and keep wishing they hadn’t). The reason for this destructive
obsession is not hard to find; IBM is an approved stock that every-
body knows about and a fund manager can’t get into trouble for
losing money on it. The St. Agnes kids can be forgiven this one
foolish attempt to imitate their elders on Wall Street.

Let me anticipate some of the criticisms of the St. Agnes results
that are sure to come from the professional ranks, (1) “This isn’t
real money.” True, but so what? Anyway, the pros ought to be
relieved that St. Agnes isn’t working with real money—otherwise,
based on St. Agnes’s performance, billions of doliars might be pulled
from the regular mutual funds and turned over to the kids. (2)
“Anybody could have picked those stocks.” If so, why didn’t any-
body? (3) “The kids got lucky with a bunch of their favorite picks.”
Perhaps, but some of the smaller portfolios chosen by the four-
person teams in Ms. Morrissey’s class did as well as or better than
the model portfolio selected by the class at large. The winning four-
some in 1990 (Andrew Castighioni, Greg Bialach, Paul Knisell, and
Matt Keating} picked the foliowing stocks for the reasons noted:

100 shares of Disney (“Every kid can explain this one.”)

100 shares of Kellogg (““They liked the product.™)

300 shares of Topps (“Who doesn’t trade baseball cards?”)

200 shares of McDonald’s (“People have to eat.”)

100 shares of Wal-Mart (“A remarkable growth spurt.”}

100 shares of Savannah Foods (“They got it from Investor's
Daily.”}
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5,000 shares of Jiffy Lube (“Cheap at the time.”)

600 shares of Hasbro (“It’s a toy company, isn’t it?”")

1,000 shares of Tyco Toys (Ditto.)

100 shares of IBM (“Premature adulthood.”}

600 shares of National Pizza (“Nobody can turn down a pizza.”)
1,000 shares of Bank of New England (“How low could it go?”)

This last stock 1 owned myself and lost money on, so I can ap-
preciate the mistake. It was more than counteracted by the boys’
two best picks, National Pizza and ‘Tyco T0ys. These four-baggers
would have done wonders for any portfolic. Andrew Castiglioni
discovercd National Pizza by scanning the NASDAQ list, and then
he followed up on his discovery by doing some research on the
company—the crucial second step that many adult investors continue
to omit,

The winning foursome in 1991 (Kevin Spinale, Brian Hough,
David Cardillo, and Terence Kiernan) divided their pretend money
among Philip Morris, Coca-Cola, Texaco, Raytheon, Nike, Merck,
Blockbuster Entertainment, and Playboy Enterprises. Merck and
Texaco got their attention because of the good dividends. Playboy
got their attention for reasons that had nothing to do with the fun-
damentals of the company, although they did notice that the mag-
azine had a large circulation and that Playboy owned a cable channel.

The entire class was introduced to Raytheon during the Guif War,
when Ms. Morrissey's students sent letters to the troops in Saudi
Arabia. They developed a regular correspondence with Major Rob-
ert Swisher, who described how a Scud missile hit within a couple
of miles of his camp. When the portfolio managers learned that
Raytheon made the Patriot missile, they couldn’t wait to research
the stock. “It was a good feeling,” Ms, Morrissey says, “knowing
we had a theoretical financial interest in the weapon that was keeping
Maior Swisher alive.”

THE ST. AGNES CHORUS

After visiting Fidelity, eating pizza in the executive dining room,
and giving me the Pentech advice 1 wish 1 had taken, the St. Agnes
stock experts returned the favor by inviting me to address the school
and {0 visit their portfolio department, a.k.a. the classroom. In
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response to my visit to this 100-year-old institution, which offers
classes from kindergarten through eighth grade, I received a cassette
tape the students had recorded.

This remarkable tape included some of their own stockpicking
ideas and stratagems, as well as a few that I'd suggested and they
decided to repeat back to me, if only to make certain that I wouldn't
forget them myself. Here are some of their comments:

Hi, this is Lori. One thing I remember you telling us is over the last
seven{y vears the market has declined forty times, 5o an investor has
to be willing to be in the market for the long term. . . . It ever invest
money in the market | will be sure to keep the money in.

Hi, this is Felicity. 1 remember you telling us the story about Sears
and how when the first shopping malis were built, Sears was in ninety-
five percent of them. . . . Now when I invest in a stock, I'll know to
invest in & company that has room {0 grow,

Hi, this is Kim. I remember talking to you and you said that while K
mart went into all the big towns, Wal-Mart was doing even better
because it went into all the small towns where there was 1o compe-
tition, and { remember you said you were the guest speaker at Sam
Walton’s award ceremony, and just yesterday Wal-Mart was sixty dol-
lars and they announced a two-for-one split.

"This is Willy. 1 just want to say that all the kids were relieved when
we had pizza for luach.

Hi, shis is Steve. I just want to tell you that { convinced my group o
buy a lot of shares of Nike. We bought at fifty-six dollars a share; it
is currently at seventy-six doliars a share. § own a lot of pairs of sneakers
and they are comfortable shoes.

FH, this is Kim, Maureen, and Jackie. We remember you were telling
us that Coke was an OK company until five years ago when they came
out with diet Coke and the adults went from drinking coffee and tea
o diet Coke. Recently, Coke just split its stock at eighty-four dolars
and is doing guite well,

At the end of the tape, the entire seventh-grade portfoiio de-
partment repeated the following maxims in unison. This is 4 chorus
that we shouid all memorize and repeat in the shower, to save our-
selves from making future mistakes:
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A good company usually increases its dividend every year,
You can lose money in a very short time but it takes a loag tme to
make money. :

The stock market really isn’t a gamble, as long as you pick good
companies that you think wiil do well, and not just because of the
stock price.

You can make a lot of money from the stock market, but then again
you can also lose money, as we proved.

You have to research the company before you put your money into it.
When you invest in the stock market you should always diversify,

You should invest in several stocks because out of every five you pick
one wil be very great, one will be really bad, and three will be OK.,

Never fall in love with 2 stock: always have an open mind.
You shouldn™t just pick a stock—vyou should do your homework.

Buying stocks in wtility companics is good because it gives you a higher
dividend, bui you'll make money in growth stocks.

Fust becanse a stock goes down doesn’t mean it can’t go lower.
Over the long term, i's better to buy stocks in smalf companies,

You should not buy a stock becanse it's cheap but because you know
a lot about i.

Ms. Morrissey continues to do her best to promote amateur stock-
picking, not only with students but with her fellow teachers, whom
she inspired fo start their own investment club, the Wall Street
Wonders. There are twenty-two members, including me (honorary)
and also Major Swisher.

The Wall Street Wonders have had a decent record, but not as
good as the students’. “Wait until | tell the other teachers,” Ms.
Morrissey said after we had gone over the numbers, “that the Kids
stocks have done better than ours.”

10,000 INVESTMENT CLUBS CAN'T BE WRONG

Evidence that adults as well as children can beat the market averages
with a disciplined approach to picking stocks comes from the
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National Association of Investors Corporation, based in Royal Oak,
Michigan, This organization represents 10,000 stockpicking clubs,
and publishes a guidebook and a monthly magazine to help them.

Over the decade of the 1980s, the majority of NAIC chapters
outperformed the S&P 500 index, and three-quarters of all equity
mutual funds o boot. The NAIC also reports that in 1991, 619
percent of its chapters did as well as or better than the S&P 500,
Sixty-nine percent beat that average again in 1992, The key to the
success of these imvestment clubs is that they invest on a regular
timetable, which takes the guesswork out of whether the market is
headed up or down, and does not allow for the impuise buying and
impuise selling that spoil so many nest eggs. People who invest in
stocks autormatically, the same amount every month, through their
retirement accounts or other pension plans, will profit from their
self-discipline just as the clubs have.

The following calcualations, made at my request by Fidehity's tech-
nical department, have strengthened the argument for mvesting on
a schedule, If you had put 31,000 in the S&P 500 index on January
31, 1940, and left it there for 52 years, yow'd now have $333,793.30
in your account. This is only a theoretical exercise, since there were
no index funds in 1940, but it gives you an idea of the value of
sticking with a broad range of stocks.

If you'd added $1,000 to your imitial outlay every lanuary 31
throughout those same 52 years, your $52,000 investment would now
be worth $3,354,227. Finally, if you had the courage to add another
$1,000 every time the market dropped 10 percent or more {this has
happened 31 times in 52 years), your 883,000 investment would now
be worth $6,295,000. Thus, there are substantial rewards for adopt-
ing a regular routine of investing and following it no matter what,
and additional rewards {or buying more shares when most investors
are scared inte selling,

Al 10,006 clabs in the NAIC held to their timetables during
and after the Great Correction of Oetober 1987, when the end of
the world and the end of the banking system were widely pre-
dicted. They ignored the scary rhetoric and kept on buying .
stocks.

An individual might be scared out of stocks and later regret it,
but in the clubs nothing can be accomplished without a majority
vote. Rule by committee is niot always a good thing, but in this case
it helps ensure that no foolish proposal to sell everything will be
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carried out by the group. Collective decision making is one of the
principal reasons that club members tfend to do better with the
money they invest with the group than with the money they invest
in their private accounts on the side.

The clubs meet once a month, either in members’ houses or in
rented conference rooms at focal hotels, where they trade ideas and
decide what to buy next. Each person is responsible for rescarching
one or two companies and keeping tabs on the latest developments.
This takes the whimsy out of stockpicking. Nobody is going to get
up and announce: “We've got to buy Home Shopping Network. T
overheard a taxicab driver say it's a sure thing.” When vou know
your recommendations will affect the pocketbooks of your friends,
you tend 0 do your homework.

For the most part, the NAIC groups buy stocks in well-managed

growth companies with a history of prosperity, and in which earnings

are on the rise. This is the land of the many-bagger, where it’s not
unusual to make 10, 20, or even 30 times vour original investment
in a decade. :

In 40 years of experience, the NAIC has learned many of the
same lessons | learned at MageHan, beginning with the fact that
you pick stocks in five different growth companies, vou'll find that
three will perform as expected, one will run into unforeseen trouble
and will disappoint vou, and the fifth will do better than you could
have imagined and will surprise you with a phenomenal return. Since
it’s impossible to predict which companies will do better than ex-

- pected and which will do worse, the organization advises that vour
portfolio shouid include no fewer than five stocks. The NAIC ¢alls
this the Rule of Five,

The NAIC Investors Manual, which the directors kindiy sent to
my office, contains several important maxims that can be added io
the repertoire of the St. Agnes chorus. These can be chanted as you
mow the lawn, or, better yet, recited just before you pick up the
phone to call the stockbroker:

Hold ne more stocks than you can remain informed on.
Iavest reguiarly, ’

You want to see, first, that sales and earnings per share are moving
forward at an acceptable rate and, second, that you can buy the stock
at a reasonable price.
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1t is well to consider the financial strength and debt structure 10 sce
if a few bad years would hinder the company’s long-term progress.

Buy or do not buy the stock on the basis of whether or not the growth
meets your objectives and whether the price is reasonable.

Understanding the reasons for past sales growth will help you fo‘rm &
good judgment as to the likelihood of past growth rates continung.

“Io assist investors in delving more deeply into these matters, the
NAIC offers its investors manual and a home study course that teach
how to calculate earnings growth and sales growth; how to deter-
mine, on the basis of earnings, if a stock is cheap, expensive, or
fairly priced; and how to read a balance sheet to tell whether or not
a company has the wherewithal to survive hard times. For people
who enjoy working with numbers and who want to do more so-
phisticated investment homework than they've done up to now, this
is & good place to start. '

The NAIC also publishes a monthly magazine, Better Investing,
which recommends stocks in promising growth companies and pro-
vides regular updates on their status. For further information, write
to the organization at P.O. Box 220, Royal Oak, MI 48068, or A{:aﬁ
(313) 543.0612. This completes my unpaid and unsolicited
advertisement.
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THE WEEKEND WORRIER

The key to making money in stocks is not to get scared out of them, .

This point cannot be overemphasized. Every year finds a spate of
books on how to pick stocks or find the winning muteal fund. But
all this good information is useless without the wilipower. In dieting
and in stocks, it is the gut and not the head that determines the
results,

In the case of mutual funds, for which the investor isn't required
to analyze companies or follow the market, it’s often what you know
that can hurt you. The person who never bothers to think about the
economy, blithely ignores the condition of the market, and invests
on a regular schedule is better off than the person who studies and
tries to time his investments, getting into stocks when he feels con-
fident and out when he feels gueasy.

I'm reminded of this lesson once a year, at the annual gathering -

of the Barron’s Roundtable, when a group of supposed experts
vours truly included, gets involved in weekend wcrryi'ng‘ Every yea;
since 1986, I've participated in this event. In j&l}iﬁ&f}’IWE meet for
eight hours to trade quips and tips, most of which end up in the
publication in the following three weekly issues.

Since Barron’s is owned by Dow Jones, its offices are located in
the new Dow Jones complex overlooking the right bank of the Hud-
so;:z.‘River on the southern end of Manhattan. For marble and high
cu:;ulmgs,‘fhe fobby is the equal of St. Peter’s in Rome. You enter it
via moving waikways similar to the ones instalied at international
amports. There is a thorough security system that begins with the
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check-in station, where you must reveal your identity and state the

nature of your visit. Once you are approved at the check-in station,

you are handed a piece of paper, which you must then show to the
guard outside the elevator,
After you've passed this test, you're permitted to ride to the

-appropriate floor, where you have o pass through another locked

door that is opened with a credit card. H all goes well, you eventually
find vourself in the Roundtable conference room, where the table
isn't round. It used to be U-shaped, but lately the organizers have
coliapsed one of the sides to form a giant triangle. We financial
wizards sit along the hypotenuse while our hosts from Barron’s
question us from the base. This friendly inquisition is directed by
Barron’s editor Alan Abelson, the resident wit, who has done for
finance what Dorothy Parker did for romance.

Above us are hanging microphones and a powerful bank of 13
1,600-watt spotlights, which are flipped on and off for the conve-
nience of the photographers. While one of them takes candid shots
with a zoom lens from about 13 feet away, another (& woman wearing
kneepads) crouches just below our nostrils and aims upward for the
close-ups. Aside from the photographers, the room i filled with
Barron’s editors, sound experts, and technicians, some of whom
lurk behind a glass wall. Eggs could hatch in the heat from the
overhead buibs.

This is a lot of fuss to be made over a bunch of money managers
of advancing age and graying sideburns, but we thrive on it. Oc-
casionally a new panelist is added and an old one subtracted, but
the reguiars include Mario Gabelli and Michael Price, both of whom
run highly regarded “value” funds that have recently come back
mto vogue; John Neff of the Vanguard Windsor Fund, who already
was a legend when [ started running Magellan in 1977; Paul Tudor
Jones, a whiz at commaodities; Felix Zulauf, an international banker
and frequent worrywart who for all I know may be regarded as a
raging optimist in his native Switzeriand, where people tend 1o worry
about everything; Marc Perkins, a money manager whom 1 got to
know when he was a bank analyst; Oscar Schafer, who concentrates
on “special situations”; Ron Baron, who looks for stocks that Wali
Street doesn’t bother to follow; and Archie MacAllaster, a savvy
ivestor in the over-the-counter market,

On the 1992 panel, Paul Tudor Jones’s spot was taken by Barton
Biggs, chairman of Morgan Stanley Asset Management and a bar-




38 Peter Lynch

gain hunter with a global perspective. Marc Perkins's spot was
opepcd ap in 1991, when Jimmy Rogers, a Barron’s fixture for five
straight years, gave up Wall Street in favor of following the old silk
trade route across China on a motorcycle. The last I'd heard, Jimmy
had shipped his motorcycle to Peru and was riding around the
Andes, 1,000 miles from the nearest broker. {He’s since resurfaced
on a nightly business show.)
_ Whereas most people’s friendships are based on their experiences
in college, or the army, or summer camp, ours go back to stocks, I
can_’t see Ron Baron without thinking of Strawbridge & Clothier,
an 1ssue we both owned at the same time and sold prematurely.
Over the years, we’ve tried to develop a comeback capability, to
k.eep up with Abelson’s one-liners, In the actual transcript as pub-
hished in Barron’s, Abelson is identified only as Barron’s or as “Q,”
but he deserves personal credit for all of the foliowing except the Scha-
fer retort, which I've included because it lives up o an Abelson line.

Jiv Rocers: I do own one European company called Steyr-
Daimler-Puch, which is a company that has been losing
money for several years now.

ABELSON: . . . What else does it have going for it?

ARBELSON (to Oscar Schafer): Are you short anything?

Scuarer: Let me talk about one more long and then I'll talk
about a short, if 'm boring you.

ABELSON: No more than usual.

Ep Goopnow (former panelist who touted Philippine Long
Distance Telephone): 1 understand the service is not so good
out in the provinces. One of the problems is that it’s hard to
get the guys to go up the poles to fix the lines because they
sometimes get picked off by snipers. But other than that,
they’ve got a very solid operation. ,

ABELSON: Do you call that a long shot?

Perer Lyncu: 1 still like my ultimate savings and loan, which

is Fannie Mae. It has a lot to go. ‘
ABpLSON: In which direction?

Joun Nepr (recommending Delta Air Lines): What people are
missing on the airline side . . . '
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AssrLsonN: Or near-missing . . .

Micuaet Price: We have, in real stocks, maybe forty-five per-
cent of our fund.

Oscar Scuarsr: Unreal stocks make up the other fifty-Ave
percent?

Mario Gaseili: And as you know, I've been recommending
Lin Broadcasting for twenty vears.
Assrson: Too bad it never worked out!

Mario GaperLn: 1 am talking about a multifaceted approach to
a multifaceted problem,
AspisoN: Please, Mario, this is a family magazine.

Joun Nrrr: And in the past eight recessions, when you went
down that much in the first two months of a quarter . . . 1
am inventing all this.

Aserson: Like everything else you say!

The Roundtable starts promptly at noon and is divided into two
parts. The first part is an overview of the financial markets, in which
we are encouraged to discuss where the economy is headed and
whether or not the world is coring to an end. This is the part that
gets us into trouble,

These overview discussions are worth analyzing because they are
no different from the thousands of similar exchanges that take place
among amateur investors at the breakfast table, or at the health club
or the golf course on weekends. It is on weekends that people have
extra time to ponder the distressing news that comes our way via
TV stations or the daily newspaper wrapped in a plastic bag by the
delivery boys. Maybe there’s a hidden message here: they are trying
to protect us from the contents.

When we make the mistake of letting the news out of the bag, we
are confronted with the latest reasons that mankind is doomed:
global warming, global cooling, the evil Soviet empire, the collapse
of the evil Soviet empire, recession, iaflation, illiteracy, the high
cost of health care, fundamentalist Maoshims, the budget deficit, the
brain drain, tribal warfare, organized crime, disorganized crime,
sex scandals, money scandals, sex and money scandals. Even the
sports pages can make you sick.
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While catching up on the news is merely depressing to the citizen
who has no stocks, it is a dangerous habit for the investor. Who
wants to own shares in the Gap i the AIDS virus is going to kil
half the consumers, and the hole in the ozone the other half, either
hefore or afier the rain forest disappears and turns the Westemn
Hemisphere into the new Gobi Desert, an event that will likely be
preceded, if not followed, by the collapse of the remaining savings
and loans, the ciites, and the suburbs?

You may never admit to yourself, I decided to sell my Gap shares
because I read an articie in the Sunday magazine about the effects
of global warming,” but that’s the kind of weekend logic that’s in
force, sub rosa, when the sell orders come pouring in on Mondays.
It’s no accident that Mondays historically are the biggest down days
in stocks and that Decembers are often losing months, when the an-
nual tax-loss selling is combined with an extended holiday during which
millions of people have extra time to consider the fate of the world.

Weckend worrying is what our panel of experts, in the first half
of the Barron’s session, practices year after year. In 1986, we worried
about M-1 versus M-3, the Gramm-Rudman deficit reduction pack-
age, what the Group of Seven would do, and whether the “J Curve
effect” would begin to reduce the trade deficit. In 1987, we worried
that the doliar was collapsing, foreign companies were dumping their
products in our markets, the Iran-Iraq War would cause a global oil
shortage, foreigners would stop buying our stocks and bonds, the
consumer was deeply in hock and unable to buy merchandise, and
President Reagan was pot allowed to run for a third term.

You couldn’t worry all the panelists all the time. Some worried
more than others, and some who worried one year were unworried
the next, and a couple of us were often optimistic about the futare,
which added a bit of emotional buoyancy to the generally dire pro-
ceedings. In fact, the year we were the most optimistic about the
future for the economy and the stock market was 1987, which ended
with the famous 1008-point drop. The lone panelist to sound an
alarm that year was Jimmy Rogers, who in 1988 rang the alarm bell
once again, warning of an impending collapse of stock prices around
the world. Rogers is famous for “shorting” stocks when e expects
them to falter, yet in spite of his gloomy premonition, he had few
shorts to recommend in Barron’s that year or the next. A successful
investor does not let weekend worrying dictate his or her strategy.

Here is a group of influential professionals who manage billions
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of dollars that belong to other people, and from one Roundtable to
the next we can’t agree on whether we are facing an imminent global
depression or an €COROMIC UPSWing.

1t is worth noting that our worrying peaked in the 1988 Roundtable
session, held two months after the Great Correction. We'd just
suffered this major collapse in the stock market, so of course we
were looking for another one for the following year. This leads to
Peter’s Principle #4.

You ¢an’t see the future through a rearview mirror.

Mr. Zulauf set the tone in 1988 with his opening statement that
“the honeymoon, from 1982 to 1987, is over.” This was the most
optimistic thing said all day. The rest of the time, we debated whether
we were going to have a standard bear market, which would take
the Dow average down to 1500 or lower, or a killer bear market that
would “wipe out most people in the financial community and most
investors around the world” (Fimmy Rogers’s fret) and bring about
a “worldwide depression like we saw in the early thirties” {Paul
Tudor Jones’s).

In between worrying about the killer bear market and the world-
wide depression, we worried about the trade deficit, unemployment,
and the budget deficit. I rarely sleep well the night before I'm sched-
wled to meet with the Barron’s panel, but after this one I had bad
dreams for three months. :

The 1989 panel was somewhat cheerier than 1988, although Mr.
Zulauf brought up the fact that this was the Year of the Snake, a
bad sign in Chinese cosmology. When we convened in 1990, the oft-
predicted Depression was nowhere in evidence and the Dow had
climbed back to 2500 points. Still, we found new reasons to stay out
of stocks. There was the collapse in real estate, another calamity to
add to the list. We were unsettled by the fact that after seven straight
years of up markets (1987 ended with a slight gain over 1986, in spite
of the Great Correction), a down market was inevitable. Here was
a worry that things had been going too well! Friends of mine, sophis-
ticated people and not casily frightened, were talking about taking
the money out of banks and hiding it at home, because they thought
the money-center banks might fail and coliapse the banking system.

The pessimism of 1990 beat the pessimism of 1980-82, when inves-
tors were so depressed about stocks that whenever-the subject came
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up they changed it to earthquakes, funerals, or even the futile pen-
nant hopes of the Boston Red Sox. In 1990, they weren’t simply
avm@mg the subject, they were eager to tell yoti how they v;rere
?)ettmg agatnst the market. I actually heard cabdrivers recommend-
ing bonds, and barbers bragging about how they’d bought “puts,”
which increase in value as stocks decline. N

Barbers are a segment of the population that [ assumed had
never heard of put options, but here they were making these com-
p‘iicated wagers with their own paychecks. If Bernard Baruch was
right about selling all stocks when the shoeshine boys are buying
;ht;n surely the right time to be buying is when the barbers d_iscove;

uts.

I collected a sample of some of the happi eadlines to re-cres

the public mood inpthe fall of 1990 ppierheadlines (o re-create

“Layoffs This Time Hit Professional Ranks with Un
: . . . sual Force,”
Wall Street Yournal, QOctober 4. O
:How $afe Is Your Job?,” Newsweek, November 5.
_fcrapmg By,” New York Times, November 25,
“The Real Estate Bust,” Newsweek, October 1.
“High Rents Could Be Keeping Young from Setting U ?
Business Week, October 22. ’ | ering Lp House,
“Housing Slump Hammering Home Remodelers,” ness
Week, October 22, | o : Hsiness
“How the Real Estate Crash Threatens Financial Instituti
t t 7
U.S.‘ News, November 12. etutions,
“Housing Recession That Began in Northeast Three Years Ago
) Now‘ Enguifs Entire Nation,” New York Times, December 16,
Deficit Plan Will Face Dicey Fate in Congress and Isn’t a Cure-
All” fo’a!f Street Journal, October 1.
Uncertainty Rains for U.8. Economy,” Wall Street Journal, De-
cember 3. ,
“The Consumer Has Seen the Future, and Gotten
T & D : ”
Business Week, December 16, epressed,
“A;} Su;vivai Guide for the Age of Anxiety,” Newsweek, Decem-
er 31. | ’
::Cian America Still Compete?,” Time, October 29, ‘
“(ﬂan Your Bank Stay Aftoat?,” U.S. News, November 12.
Can You Compete:? The Americas Are Falling Behind and What
Can Be Done to Pick Up the Pace,” Business Week, Decernber 17,
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To top it all off, there was a war in the desert 1o fight. Cameras
were rolling in the Pentagon briefing rooms, where miflions of view-
ers learned for the first time where Iraq and Kuwait were located.
Military strategists debated how many body bags would be needed
to ship home the casualties from the chemical and biological weapons
soon to be loosed on our soldiers by the well-trained Iragi army,
fourth-largest in the world, hunkered down in reinforced bunkers
hidden in the sand dunes.

"This Mother of All Worries had a predictable effect on the fearful
forecasters. By January 13, 1991, when we convened at the Barron's
offices, the specter of body bags hung over our spirits. In ouar “wither
the economy” discussion, Zulauf, though gloomy as usual, once
again was outgloomed. He foresaw a fall in the Dow to somewhere
between 2000 and the lows of the 1987 Big Correction, while Michacl
Price saw & S00-point downside, Marc Perkins an eventual fall ta
16001700, Yours truly volunteered that in the worst case we couid
have a major recession, and if the war was a8 terrible as some had
expected we'd see a 33 percent drop in the price of stocks.

Since you can’t get onto the Barron’s panel without being a suc-
cessful investor, it’s safe to assume that ail of ns have somehow
managed to develop a disciplined approach to investing that enables
us to block out our own distress signals. Along with the rest of the
country, I knew there was a chance that Operation Desert Storm
would turn into a long and bloody conflict, but meanwhile, the
stockpicker in me couldn’t help notice the amazing bargains that
had resulted from the widespread selling by investors. 1 was no longer
dealing in millions of shares as I had at Magellan, but 1 was adding
to my holdings in my own account, and buying for the charitable
trusts and public foundations whose portfolios 1 help manage. In
October 1990, The Wall Street Journal noticed that I'd increased my
personal stake in W. R. Grace and Morrison-Knudsen, two com-
panies on whose boards 1 serve. I told the reporter, Georgette Jasen,
that these were just “two of about ten stocks Tadded to . . . if they
go lower, I'll buy more.” 1 also went on record as having purchased
another 2,000 shares in Magellan to add to my holdings, just as [
had after I retired.

This was the perfect scenario for the disciplined stockpicker to
search his or her buy lists for likely prospects. The headlines were
negative, the Dow Jones average had lost 600 points over the summer
and the early fall, cabdrivers were recommending bouds, mutual-



44 Peter Lynch

fund managers had 12 percent of their fund assets in cash, and at
icast five of my fellow panelists were predicting a severe re;:essioa.
Of course, we now know that the war wasn't as terrible as some
had expected (unless you were an Iragi) and what we got from the
stock market instead of a 33 percent drop was a 30 percent gain in
th{_a S‘&P 500 average, a 25 percent gain in the Dow, and a 60 ;;crcenz
gain in smaller stocks, which added up t¢ making 1991 the best year
~imtwo decades. You would have missed it had you paid the slightest
attention to our celebrated prognostications. N
Moreover, if you had paid close attention to the negative tone of
most of our “whither the economy” sessions over the past six years
you \ij}!d have been scared out of your stocks during the stronge;ﬁ;
leg of the greatest market advance in modern history, when investors
who maintained their blissful ignorance of the world coming to &z.1
en_d were merrily tripling or quadrupling their money. Remember
this the next time you find you're being talked out of a good in-
vestment by somebody who convinces you that Japan is going bank-
rupt or that a rogue meteor is hurtling toward the New York Qtoék
Exchange. & |
“Suspense and dread cast & heavy pall over the markets,” said
Barron’s the week of our gathering for the 1991 Roundtaf;!e and

just prior to the great upward spurt in the market that
. at would carr
the Dow to a record high. o

THE EVEN BIGGER PICTURE

It’s simple enough to tell yourself, “Gee, [ guess ['ll ignore the bad
news ?he next time the stock market is going down and pick up some
bargams"’lBut stnce each crisis seems worse than the last, ignoring
bad news is getting harder and harder to do. The best way n{}t to
?)e scared out of stocks is to buy them on a regular schedule, month
in z.md month out, which is what many people are doing in thé 401k}
re’trrement pl‘ans and in their mmvestment clubs, as mentioned before
It’s no surprise that they’ve done better with this money ihaté thf.;,
money they move in and out of the market as they feel m()z;e and
less confident. ‘

The trouble with the Dr. Feelgood method of stockpicking is that
peopie invariably feel better after the market gains 600 points and
stocks are overvalued and worse after it drops 600 points and t.he
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bargains abound. If you don’t buy stocks with the discipline of adding
so much money a month to your holdings, you've got to find some
way to keep the faith..

Keeping the faith and stockpicking are normally not discussed in
the same paragraph, but success in the latter depends on the former.
You can be the world’s greatest expert on balance sheets or p/e
ratios, but without faith, you' tend to believe the negative bead-
lines. You can put your assets in a good mutuai fund, but without
faith you'll sell when you fear the worst, which undoubtedly will be
when the prices are their fowest.

What sort of faith am I talking about? Faith that America will
survive, that people will continue to get up in the morning and put
their pants on one legat a time, and that the corporations that make
the pants will turn a profit for the shareholders. Faith that as old
enterprises lose momentm and disappear, exciting new Ones such
as Wal-Mart, Federal Express, and Apple Computer will emerge to
take their place. Faith that America is a nation of hardworking and
inventive people, and that even yuppies have gotten a bad rap for
being lazy.

Whenever 1 am confronted with doubts and despair about the
current Big Picture, I try to concentrate on the Fven Bigger Picture.
“The Even Bigger Picture is the one that’s worth knowing about, if
you expect to be able to keep the faith in stocks.

‘The Even Bigger Picture tefls us that over the last 70 years, stocks
have provided their owners with gains of 11 percent a ycar, on
average, whereas Treasury bhills, bonds, and CDs have returned less
than half that amount. In spite of all the great and minor calamities
that have occurred in this century-—all the th ousands of reasons that
the world might be coming to an end-—owning stocks has continued
to be twice as rewarding as owning bonds. Acting on this bit of
information will be far more lucrative in the long run than acting
on the opinion of 200 commentators and advisory services that are
predicting the coming depression.

Moreaover, in this same 70 years in which stocks have outperformed
the other popular alfernatives, there have been 40 scary declines of
10 percent or more i the market. Of these 40 scary declines, 13
have been for 33 percent, which puts them into the category of
terrifying declines, including the Mother of All Terrifying Declines,
the 1925-33 sell-off.

I'm convinced that it’s the cultural memory of the 1929 Crash
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more than any other single factor that continues to keep millions of
investors away from stocks and attracts them to bonds and to money-
market accounts. Sixty years later, the Crash is still scaring people
out of stocks, including people in my generation who weren’t even
born in 1929,

if this is a post-Crash trauma syndrome we suffer from, it’s been
very costly. All the people who've kept their money in bonds, money-
market accounts, savings accounts or Cls to avoid being involved
in another Crash have missed out on 60 years of stock-market gains
and have suffered the ravages of inflation, which over time has done
more damage to their wealth than another crash would have done,
had they experienced one.

Because the famous Crash was followed by the Depression, we've
learned to associate stock-market collapses with economic collapses,
and we continue to believe that the former will lead to the latter.
This misguided conviction persists in the public mind, even though
we had an underpublicized crash in 1972 that was almost as severe
as the one in 1929 (stocks in wonderful companies such as Taco Bell
declined from $15 to $1) and it didn’t lead to an economic collapse,
nor did the Great Correction of 1987,

Perhaps there will be another Big One, but since P'm not equipped
to predict such matters—nor, obviously, are my learned colieagues
on the Barron’s panel-—what’s the sense of trying to protect myself
in advance? In 39 out of the 40 stock-market corrections in modern
history, T would have sold all my stocks and been sorry. Even from
the Big One, stocks eventually came back.

A decline in stocks is not a surprising event, it’s a recurring
event—as normai as frigid air in Minnesota. If you live in a cold
climate, you expect freezing temperatures, so when vour outdoor
thermometer drops below zero, you don't think of this as the be-
ginning of the next Ice Age. You put on your parka, throw salt on
the walk, and remind yourself that by summertime it will be warm
ouifside.

A successful stockpicker has the same relationship with a drop in
the market as a Minnesotan has with freezing weather. You know
it’s coming, and you’re ready to ride it out, and when your favorite
stocks go down with the rest, you jump at the chanceto buy more,

After the Great Correction, when 308 points were shaved from
the Dow Jones average in a singie day, a symphony of expests pre-

dicted the worst, but as it turned out, the 1000-point decline in the
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Dow (33 percent from the August high) did not bring on %he apoc-
alypse that so many were expecting. It was a normal, albeit severe,

" correction, the latest in a string of 13 such 33 percent d_mps in this

century.

The next 10 percent decline, which may alrcady have occur_refi
since I've written this, will be the 41st in recent history, or, if 1t
happens to be a 33 percent decline, the 14th. In Magellan’s anpual
reports, 1 often reminded the sharcholders that such setbacks were
inevitable. ‘

The story of the 40 declines continucs 10 comfort me during
gloomy periods when you and 1 have anothe? chance in a long string
of chances to buy great companies at bargain prices.




THREE

A TOUR OF THE FUND
HOUSE |

Mutual funds were supposed to take the confusion out of investin g
no more worrying about which stock to pick, Not anymore. Now
you have to worry about which mutual fund to pick, There are 3,565
of them at recent count: 1,266 equity fands, 1,457 bond and income
}‘unds, 566 taxable money-market funds, and 276 short-term munic-
ipal bond funds. This compares with 452 funds (278 of them equity)
I existence in 1976,

This jolly fundmaking shows no signs of any letup. We've got
country funds and region funds, hedge funds and sector funds, valye
funds and growth funds, simple funds and hybrid funds, contrary
funds, index funds, and even funds of funds. Soon we’ll probably
see the all-dictators fund, the fund of countries with no vowels, the
fund of funds of funds. The latest emergency instructions for every
firm on Wall Street? In Case of a Sudden Drop in Profits, Start
Another Fund.

We've lately reached an tmportant milestone in fundmaking his-
tory: the number of funds now exceeds the number of individual
stocks traded on the New York and American stock exchanges com-
bined. This is even more remarkable when you consider that 328 of
these individual stocks are actually funds in disguise. (See the dis-
cussion of closed-end funds on page 73.) So how can we begin to
sort this muddle out?
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Two years ago, a group of wizened (as opposed to wise) investors
in New England asked ourselves precisely that question. We'd been
invited to help the nonprofit organization [ mentioned earlier (which
shall continue fo remain nameless) restructure its portfolio. Like
most nonprofit organizations, this one was in constant need of cap-
ital. For years its mvestments were handled by a single manager,
who divided the money between bonds and stocks, the way most
investors do.

The issues we confronted in advising this organization how to
redeploy its money were the same as those faced by the average
person who must figure out the same thing.

First, we had to determine whether the mix of stocks and bonds
should be changed. This was an interesting exercise. No investment
decision has greater consequence for a family’s future net worth
than the initial growth-versus-income decision.

In my own family portfolio I've had to become slightly more bond
oriented, since 1 now rely on investment income to make up for the
absence of a salary. Bui I'm stili heavily invested in stocks. Most
people err on the side of income, and shortchange growth. This is
truer today than it was in 1980, when 69 percent of the money
invested in mutual funds went into stock funds. By 1990, only 43
percent of mutual-fund assets were invested in stocks. Today, ap-
proximately 75 percent of all matual-fund dollars is parked in bond
and money-market funds, :

The growing popularity of bonds has been fortunate for the
government, which has to sell an eadless supply of them to fi-
nance the national debt. It is less fortunate for the future wealth
of the bondholders, who ought to be in stocks. As T hope 1 con-
vinced you in the introduction, stocks are more generous com-
panions than bonds, having returned to their owners 10.3 percent

annually over 70 years, compared to 4.8 percent for long-term gov-

ernment debt.

The reason that stocks do better than bonds is not hard to fathom.
As companies grow larger and more profitable, their stockholders
share in the increased profits. The dividends are raised. The dividend
1s such an important factor in the success of many stocks that you
could hardly go wrong by making an entire portfolio of companies
that have raised their dividends for 10 or 20 years in a row. .
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Moody’s Handbook of Dividend Achievers, 1991 edition—one of
my favorite bedside thrillers—1Iists such companies, which is how I
?cnow that 134 of them have an unbroken 20-year record of dividend
mereases, and 362 have a 10-vear record. Here’s a simple way to
succeed on Wall Street: buy stocks from the Moody’s list, and stick
with them as long as they stay on the list. A mutual fund run by
Putnam, Putnam Dividend Growth, adheres to this follow-the-div-
idend strategy. :

‘Whereas companies routinely reward their shareholders with
higher dividends, no company in the history of finance, going back
as far as the Medicis, has rewarded its bondholders bjr raising the
mtercst rate on a bond. Bondholders aren’t invited to annual meet-
mgs to see the slide shows, eat hors d’oeuvres, and get their ques-
tions answered, and they don’t get bonuses when the issuers of the
bonds have a good year. The most a bondholder can expect is 10
get his or her principal back, after its value has been shrunk by
inflation.

One reason bonds are so popular is that elderly people have most
f}f the money in this country, and elderly people tend to five off
mterest, Young people, who have earning power, are supposed to
buy all the stocks, to build up their assets until they, too, are old
gné need to live off interest. But this popular prescription——stocks
for the young, bonds for the old—is becoming obsolete. People
aren’t dying as readily as they used to.

Today, a healthy 62-vear-old is lookin g at a life expectancy of 82;
20 more years of spending, 20 mere years of inflation to erode the
buying power of his or her money. Senior citizens who assumed they
coyid retire happily on bonds and CDg are finding out otherwise.
With 20 years of bill paying ahead of them, they need to put some
growth back into the portfolic to maintain their standard of fiving,
With interest rates low, even people with huge portfolios are having
trouble living off intexest.

This has created a situation in which senior citizens around the
nation are all asking, “How can 1 survive on a three and a half
percent return from my Chs?”

Consider what happens to the retired couple whose entire net
worth, $500,000, is invested in short-term bonds or CDs. If interest
rates go down, they have to roll over their CDs at much lower interest
rates, and their income is drastically reduced. If interest rates g0
up, their income goes up, but so does the infiation rate. If they put
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the entire $300,000 into long-term bonds paying 7 percent, their
income is a steady $35,000. But with an inflation rate of 5 percent,
the buying power of this $35,000 will be cut in half in 10 vears, and
cut two-thirds in 15,

So at some point in their retirement, our generic couple may be
forced to cancel some of the trips they wanted fo take, or they may
have to spend some of their capital, which reduces their future
income as well as aay inheritance they planned to leave to their
children. Except among the very rich, the good life cannot long be
preserved without stocks. i

Obviously, how much you should invest in stocks depends on how
much you can afford to invest in stocks aad how quickly you're going
to need to spend this moncy. That said, my advice is {0 increase the
stock part of the mix to the limit of your tolerance.

I proposed as much to the trustees of the nameless organization.

- Before they decided to remodel the portfolio, the mix was 50 percent

stocks and 350 percent bonds. The bond portion (invested in five- to
six-year maturities} was yielding about 9 percent at the time, and
the stock portion was giving them a 3 percent dividend, so the
combined portfolio had a 6 percent return.

Normally, bonds are held to maturity and redeemed for the orig-
inal purchase price, so there was no potential for growth in that half
of the portfolio. The stock portion, on the other hand, could be
expected to increase in value at 8 percent a year, above and bevond
the dividend.

{Historically, stocks return nearly 11 percent, 3 percent of which
is dividends, and 8 percent of which 1s due {0 stock prices going up.
Of course, the big reason that stock prices go up is that companies
continue to raise their dividends, which in furn makes stocks more
vajuable.)

With 30 percent of the money invested in stocks that grow af 8
percent, and 30 percent in bonds that don’t appreciate at all, the
combingd portfolio had a growth rate of 4 percent—barely enough
to keep up with infiation.

What would happen if we adjusted the mix? By owning more
stocks -and fewer bonds, the organization would sacrifice some cut-
rent income in the first few vears. But this short-term sacrifice would
be more than made up for by the long-term increase in the value
of the stocks, as well as by the increases in dividends from those

stocks., .
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What you can expect to gain in growth and lose in income by
adjusting the percentages of bonds and stocks in any pertfolio is
shown in Table 3-1. These numbers were crunched on my behalf by
Bob Beckwitt, who has turned in a winning performance at the
Fidelity Asset Manager Fund, which he runs,

Beckwitt is one of our resident quants. A quant is a complex
thisker who deals in concepts beyond the grasp of most linear imag-
inations, and speaks a language that is understood only by other
quants. Beckwitt is a rarity: a quant who can switch out of quant
mode and communicate in normal English.

In all three scenarios analyzed by Beckwitt, 310,000 is invested.
We're assuming here that the bonds are paying 7 percent interest
and that the stocks are paying the current 3 percent dividend, and
appreciate at the standard 8 percent a year,

In Case A, the entire $10.000 is put into bonds. In 20 years, the
owner of this money will receive $14,000 in interest income, and
then get back his or her original $10,000.

In Case B, the $10,000 is divided 50/50 between bonds and stocks.
‘The result after 20 years is that the owner receives $10,422 in interest
income from the bonds, plus $6,864 in dividend income from the
stocks, and ends up with a portfolio worth $21,911.

in Case C, the entire $10,000 is put into stocks. Here the cwner
gets 813,729 in dividend income from the stocks, and ends up with
a portfolio worth $46,6140.

Since dividends continue to grow, eventually a portfolio of stocks
will produce more income than a fixed yield from a portfolio of
bonds. That's why after 20 years in Case B you actually receive
$3,286 more in income than in Case A, and in Case C you're omly
losing $271 in income fo get the full benefit of all the appreciation
from putting your entire bankroll into stocks.

I you take this analysis a step further, you realize that theoretically
it makes no sense to put apy money into bonds, even if vou do need
income. This radical conclusion comes from another set of sumbers
{ asked Beckwitt to crunch. The result is shown here in Table 3-2.

Let’s say you have $100,000 to invest, and have determined that
vou need to make 37,000 in income té maintain your standard of
living. The commonsense advice given to people who need income
is to buy bonds. Butinstead, you veer off in a wild and crazy direction
and turn the $100,000 inte a portfolio of stocks that pay a combined
3 peicent dividend.

3-1. RELATIVE MERITS OF STOCKS VERSUS BONDS

TABLE

End-of-Year

End-of-Year
Value of Stocks

End-of-Year
Valug of Bonds  Bond Income

Principal
$10,006

Total Income

Stock Income

§ 700

§ 708

Year 1

$14.000

10,008
10,060

10,000

T}
T

L

700
700
700

HELO00
13,000

14,000

Year 2

Case A
1805

Year 10

Year 20

Bonds

10,060
18,400
14,816
14,803
21,911

14,000

14,004

1,008

Total 20 years

Year |

300

3

s

3,400
5616

350
364
498
737

5.008

*Caw B:
50%

26

162

Year 2

5,200
7117

10,534

798
1,384

{3t}

-
el

7686
11,277

Year 13

Bonds,
509

647

Year 243

Stacks

11,377 6,864 17,286 21,811
10,800
11.664

1,422

10,534

Total 20 years

Year |

13,800
11,664
21,589
36,510

300
324
600

360
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Year 2

Case C:
1065

600
1,295

&Y

1.5
46,618

Year 10

™

et

Year 20

Stocks

46,610

13,729

46,610

Total 20 years

*To mantain a 5050 ratio, a portfolio must be periodically “rebalanced” —that is, money

must be added to the bond portion 1o make up for the gain in the stocks,

53
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- TABLE 3-2, 188% STOCKS INVESTMENT STRATEGY
Begin with 3% dividend on stocks; assume 8% growth in dividends and in stock
prices: spend a sminimum of §7.000°

1009 Stocks
Beginning-of-Year Dividend End-of-Year

Year Stocks Income Stocks Spending  End of Year

i 100,000 $ 3800 SI08000 $ 7000 $164,000

2 104,000 3,126 112,326 ERL LY 108,444

3 108,440 3,250 137 280 7,606 113,370

4 113,370 3,400 122,440 ERLAE 118,840

5 118,840 3.57% 128,356 7606 124,910

6 124,910 3,750 134900 - 7,000 131,650

7 131,650 3,950 142,184 1000 139,136

g 139,138 4,170 130,260 7.000 147,440

g 147 44} 4,424 159,236 EELEY 156,660

14 156,660 4,708 169,196 7400 166,896

Total {1-10) 37,330 743,600 160,854
it 166,890 5,010 186,240 7,000 178,250

12 178,250 5,350 192,510 7,000 194,850

13 190,850 5.730 286,120 700G 264 830

14 204,850 6,150 221.23) FELLE 220,380

15 220,380 £,610 238,010 7,000 237,620

16 237,620 ERKE 256,630 7.130 256,63G

17 256,630 7700 277,160 7,700 277,166

i8 27T 16l 8,318 299,330 8,310 299,336

14 299,330 8,980 323 280 8,980 323,280

28 323,280 4,766 349,140 9,706 349,148

Totad (1120 70,660 76,820 349,140
Total {1-20) H¥7,990 146,820 349,140

*AZl dollar amounts have beens rounded to the nearest 316G,

During the first year, your 3 percent dividend puts $3,000 into
your account. That's not enough income. How do you cover this
shortfall? You sell $4,000 worth of stock. If your stock prices have
gone up at the normal rate of § percent, the portfolio will be worth
$108,000 at the end of the vear, so your $4,000 dip into capital leaves
you with $104,000. s

The second year, the dividend income from the portfolio has
increased to $3,120, so you only have to sell $3,880 worth of stock.
Iivery year thereafter, the dip into capital gets smaller and the div-
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idends get larger, until the 16th year, when the portiolio produces
more than $7.000 in income from your dividend checks ajone. At
this point, you can maintain your standard of living without having
o sel a single share.

At the end of 20 years, your original $100,000 has grown into
$349,140, and you're nearly four times richer than you were when
you started, in addition to your having spent $146,820 wosth of
income along the way.

Once and for all, we have put to rest the last remaining justification
for preferring bonds to stocks—that you can’t afford the loss in
income. But here again, the fear factor comes into play. Stock prices
do not go up in orderly fashion, 8 percent a year. Many years, they
even go down. The person who uses stocks as a substitute for bonds
not only must ride out the periodic corrections, but also must be
prepared to scll shares, sometimes at depressed prices, when he or
she dips into capital to supplement the dividend.

"This is especially difficult in the carly stages, when a setback for
stocks could cause the value of the portfolio to drop below the price
you paid for it. People continue to worry that the minute they commit
to stocks, another Big One will wipe out their capital, which they
can’t afford to lose. This is the worry that will keep you in bonds,
even after yowve studied Tables 3-1 and 3-2 and are coavinced of
the long-range wisdom of committing 100 percent of your money to
stocks.

Let’s assume, then, that the day after you've bought ait your
stocks, the market has a major correction and your portfolio loses
25 percent of its value overnight. You berate yourself for gfimbimg
away the family nest egg, but as long as you don’t sei% you're still
far better off than if you'd bought a bond. Beckwitt’ $ computer run
shows that 20 vears later, your portfolio will be worth $185,350, or
neatly double the value of your erstwhile $100,000 bond.

Or let’s imagine an even worse case: a severe recession that
lasts 20 years, when instead of dividends and stock prices in-
creasing at the normal 8 percent rate, they do only half that well.
"This would be the most prolonged disaster in modern finance, but
if you stuck with the all-stock portiolio, taking out your $7,000 a
‘year, in the end you'd have $100,000. This still equals owning #
$100,000 bonad.,

1 wish P’d had Beckwitt’s numbers when I made my presentation
to the nonprofit organization we’ve been talking about, because then
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I might have tried to talk them out of owning any bonds. At least
we decided to increase the percentage of assets invested in stocks,
which is a step in the right direction.

BONDS YERSUS BOND FUNDS

The mix of assets having been decided, the next step is to figure out
how to invest the bond portion. I'm no boad fan, which explains
why this discussion is going to be short. That I'd rather be touting
stocks should be apparent by now, but T'll put aside my favorite
subject to say something abouf bonds as a safe piace to keep your
money. They aren’t.

Peopie who sleep better at night because they own bonds and not
stocks are susceptible to rude awakenings. A 30-year Treasury bond
that pays 8 percent interest is safe only if we have 30 years of low
inflation. If inflation returns to double digits, the resaie value of an
8 percent bond will fall by 20--30 percent, if not more. In such a
case, if you sell the bond, you lose money. If you hold on to it for
the ¢ntire 30 years you're guaranteed to get your moncy back, but
that money (the principal) will be worth only a fraction of what it’s
worth today. Unlike wine and basebail cards, money is cheapened
with age. For example, the 1992 dollar is worth one third of its 1962
ancestor,

(It's interesting to note that at present the much-disparaged
moncy-market fund is not necessarily the disaster it’s made out to
be. With inflation at 2.5 percent and the money markets paying 3.5
percent, at least you're 1 percent ahead of the game. If interest rates
rise, so will the money-market yields, I'm not saying you can live
on a 3.5 percent return, but in the money market at least you run
no risk of losing your capital. The low-fee money-market funds now
offered by several investment houses have made this product more
attractive. And since low interest rates are not likely to last forever,
this is a far safer place to be invested thaa long-term bonds.)

Another fallacy about bonds is that it’s safer to buy them in a
fund. No doubt it is, if you're talking about corporate bends or low-
rated junk bonds, because a fund can limit the risk of default by
mvesting in a variety of issues. But a bond fund offers no protection

against higher interest rates, which is by far the greatest danger in
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owning a long-term 10U, When rates go bigher, a bond fund loses
value as quickly as an individual bond with a similar maturity.

You can make a halfway decent case for investing in a junk-bond
fund, or in a blended fund that offers a mix of corporate and gov-
ernment paper that produces a better overall yield than you could
get from investing in a lone bond. What I can’t figure out i3 why
anybedy would want to invest all his money in an intermediate- or
long-term government bond fund. A lot of people do. More than
$100 billion is invested in government bond funds today.

I may lose some friends in the bond-fund department for saying
this, but their purpose in life eludes me. Anyone who buys an
intermediate-term government bond fund and pays the .75 percent
in annual expenses for salaries, accounting fees, the cost of pro-
ducing reports, etc., could just as easily buy a 7-year Treasury bond,
pay no fee, and get a higher rcturn.

Treasury bonds and bills can be purchased through & broker, or
directly from a Federal Reserve bank, which charges no commission.
You can buy a 3-year note, or T-bill, for as little as $5,000 and a
10-year or 30-year Treasury bond for as little as $1,000. The interest
on the T-bill is paid up front, and the interest on the bond is au-
tomatically deposited in your brokerage account or your bank ac-
count. There’s no fuss.

The promoters of government-bond funds like to argue that expert
managers can get you a better return via their well-timed buying,
selling, and hedging of positions. Apparently, this doesn’t happen
very often. A study done by the New York bond dealer Gabricle,
Hueglin & Cashman concludes that in a six-year period from 1980
to 1986, bond funds were consistently outperformed by individual
bonds, sometimes by as much as 2 percent a year. Moreover, the
bond funds did worse relative to bonds the longer the funds were
heid. The benefits of expert management were exceeded by the
expenses that were extracted from the funds to support the experts,

The authors go on to suggest that bond funds try to maximize
current vield at the expense of total return later. I have no evidence
of my own to support or refute their conclusion, but I do know that
the owner of a 7-year bond can at least be confident of getting his
or her money back at the end of 7 years, whereas the owner of an
intermediate-term bond fund had no such assurance. The price this
investor gets on the day he or she sclls the fund will depend on the
bond market. :
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Asnother mystifying aspect of bond-fund mania is why so many
people are willing to pay an upfront sales charge, a.k.a. load, to get
into government funds and the so-called Ginnie Mae funds. It makes
sense to pay the load on a stock fund that consistently beats the
market—you’ll get it back and then some in the fund’s performance.
But since one U.S. Treasury bond or Ginnie Mae certificate is the
same as the next, there is little a manager of one of these kinds of
funds can do to distinguish himself from competitors. In fact, the
performance of nonload bond funds and funds with loads is almost
identical, This leads us to Peter’s Principle #5:

There’s no point paying Yo-Yo Ma to play a radio.

To handle the bond portion of the portfolio for our nonprofit
organization, we hired seven people~—two traditional bond man-
agers to invest the bulk of the money, three convertible bond man-
agers {see page 72}, and two junk bond managers. Junk can be very
tucrative, if you buy the right junk, but we didn’t want to bet the
ranch on it.

STOCKS VERSUS STOCK FUNDS

In one respect, a stock fund is po different from a stock. The only
way to benefit from it is {o keep owning it. This requires a strong
wiil. For people who can be scared out of stocks, investing in a stock
fund doesn’t solve the problem. It's a common occurrence for the
best-performing funds to decline more than the average stock during
a correction. During my turn at the helm at Magellan, on the nige
occasions when the average stock lost 10 percent of its value the
fund sank deeper than the market, only to rise higher than the
market on the rebound—as 'll explain in more detail later. To
benefit from these comebacks, you had to stay invested.

In letters to the sharcholders, I warned of Magellan's tendency
to get swamped in choppy waters, on the theory that when people
are prepared for something it may disturb them, buat it won’t unperve
them. Most, I think, remained calm and beld on to their shares.
Some did not. Warren Buffett’s admonition that people who can't
tolerate seeing their stocks lose 50 percent o4 their value shouldn’t
own stocks also applies to stock funds.
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People who can’t tolerate seeing their mutual funds los§: 2030
percent of their value in short order certainly shouidn’t be invested
in growth funds or general equity funds. Perhaps they should choose
a balanced fund that contains both stocks and bonds, or an asset
allocation fund—either of which offers a smoother ride than the
ride they’d get on a pure growth stock fund. Of course, there’s less
reward at the end of the trip. : .

Turning our attention to the baffling assortment of 1,127 equity
funds on the market today, we arrive at Peter’s Principle #6:

As long as you're picking a fund, you might as well
pick a good one.

This is easier said than done. Over the last decade, up to 75 percent
of the equity funds have been worse than mediocre, failing to outgain
the random baskets of stocks that make up the market indexes, year
in and year out. In fact, if a fund manager has even matche(j the
market’s performance, he or she has ranked in the top quartile of
all funds. '

The fact that so many funds with investments in the stocks that
make up the averages can manage to do worse than the averages is
a modern paradox. It seems illogical that a majority of _fzmd man-
agers cannot achieve an average result, but that’s the way it’s begnw
1990 was the eighth year in a row in which this widespread failure
to match the gains recorded by the popular S&P 500 index occurred.

The causes of this strange phenomenon are not entirely known.
One theory is that fund managers are generally lousy stockpickers
and would do better to scrap their computers and throw darts at the
business page. Another is that the herd instinct on Wall Street has
produced so many camp followers that fund managers only pretend
to pursue excellence, when actually they are closet index;—:rs w_h()se
goal in life is to match the market averages. ‘Tragically, their residual
creativity gets in their way, so they cannot do even a decent bad
job, as also occurs with brilliant writers who try and fail to produce
simpleminded best-sellers.

A third and more charitable theory is that the stocks that make
up the averages—especially the S&P 500 index—tend to represent
large companies that in recent years have enjoyed a great run. It was
harder to beat the market in the 1980s than it was in the 1970s. In
the 1980s, you had massive buyouts of companies that were inchuded
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in the S&P indexes, which caused the prices of the stocks in the
indexes to go up. You had a lot of foreigners investing in our market,
and these foreigners preferred to buy large-company stocks with
famous names. This added to the apward momentum.

In the 1970s, on the other hand, many of these popular brand-
name stocks (Polaroid, Avon Producis, Xerox, the steels, the aun-
tomakers) faitered because the companies themsclves were doing
badly, Quality growth companies such as Merck continued to thrive,
but their stocks went nowhere because they were overpriced. A fund
manpager who avoided these big stocks had a huge advantage back
then.

A fourth theory is that the popularity of index funds has created
a self-fulfiliing prophecy. As more big instifutions iavest in in-
dexes, more money s poured into index stocks, causing them to
rise in price, which results in index funds outperforming the
competition.

So should you forget about picking a managed fund from among
the hundreds on the market, invest in an index fund or a couple of
index funds, and be done with it7 I discussed this option with Mi-
chael Lipper, the number-one authority on mutual funds. He pro-
vided Table 3-3. It compares the record of a large group of managed
funds, here called the General Equity Funds, with the S&P 500
Reinvested, which is essentally the same thing as an index fund,
minus the very small fees charged by index-fund operators.

Lipper’s chart tlustrates what we’ve already said, that throughout
the recent decade the index funds beat the managed funds, and
often by a wide margin. If you had put $160,600 in the Vanguard
300 mdex fond on Januvary 1, 1983, and had forgotten about it, you
would have celebrated Yanuary 1, 1991, with $308,450 in your pocket,
but you'd have had only $236,367 in your pocket if you had put the
money in the average managed equity fund. The eight-year winning
streak for the indexes was finally broken in 1991,

Over 3 years, the managed funds and the indexes are running
neck and neck, with the managed funds having the slightest edge.
All the time and effort that peopie devote to picking the right fund,
the hot hand, the great manager, have in most cases led to no
advantage. Uniess you were fortunate enough to pick one of the
few funds that consistently beat the averages (more on this fater),
your research came to naught. There’s something to be said for the
dart-board method of investing: buy the whole dart board.
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Table 3-3. MUTUAL FUND MANAGERS VERSUS S&P 500%
The S&P 500 Index has outperformed the average mutual fund manager 1n 8 of
the past 10 years . ..

Calendar Year General Equity Funds (%)} S&P 560
- Reinvested {90}

1992 9.1 7.6
1991 35.9 36.4
1954 - 6.0 - 31
1989 249 316
16988 15.4 16.6
1987 RY 332
1986 4.4 : 87
1985 28.1 31.7
1984 - 12 63
1983 21.6 22.6
... but, over the long term, managed funds have a slight edge
1982 6.0 216
1981 - 6 - 49
1980 34.8 325
1979 285 186
1978 11.8 6.6
1977 2.5 - 71
1976 26.7 23.9
1975 3B5.0 372
1974 - 242 — 205
1973 - 223 - 147
1972 13.2 19.¢
1971 21.3 4.3
1970 w12 39
1969 - 138 - 8.4
1968 i8.1 110
1967 37.2 2398
1966 - 49 ~ 1.0
1963 233 VA
1964 14.3 16.5
1963 ™2 22.8
1962 - 1386 - 87
1961 25.9 26.9
1964 . 36 5
Cumulative Total Return Performance (%)
1960-52 2548.8 2476.5

Source: Lipper Analytical Services, Iac.
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Lipper himself sees the futility in the annual search {o find to-
morrow’s winning fund manager. The evidence tells us that it’s prob-
ably a useless exercise. Still, hope springs eternal. The human spirit
is alive and well on Wall Street, and investors are not about to stop
sifting through the fund lists, looking for a fund that can consistently
beat the averages. '

Several colleagues and I took on this challenge for the nonprofit
organization already mentioned. We spent hours reviewing the ré-
sumés and performance records of 75 different money managers,
and from this number we chose to interview 25,

We had decided to hire a group of managers and give each a
portion of the stock portfolio. You could do the same by buying
several funds of varying styles and philosophies. Our thinking was
as follows: markets change and conditions change and one style of
manager or one kind of fund will not succeed in all seasons. What
applies to stocks also applies to mutual funds. You just never know
where the next great opportunities will be, so it pays to be eclectic,

if you own only one fund, you may find yourself stuck in a situation
in which the managers have lost their touch, or in which the stocks
in the fund have gone out of favor. A value fund, for instance, can
be a wonderful performer for three years and awful for the next
six, Prior to the Great Correction in 1987, value funds led the mar-
ket for eight years while growth funds fell behind. Recently the
growth funds led the market, but then they lost their advantage in
1992.

Here we get into the increasingly complex universe of types of
funds. For the purposes of this discussion, the most important basic
types are as follows:

1. Capital appreciation funds, in which the managers bhave leeway
to buy any and all kinds of stocks and are not forced to adhere
to any particular philosephy. Magelian is one of these.

2. Value funds, in which the managers invest in companics whose
assets, not their current earnings, are the main attraction.
These include natural resource companies, companies that own
real estate, cable TV companies, pipeline companies, and bot-
tling companies. Many of these so-calied value companies have
gone deep into debt to buy assets. They plan to reap the benefits
later as the debts are paid off.

3. Quality growth funds, in which the managers invest in medium-
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sized and large companies that are well established, expanding
at a respectable and steady rate, and increasing their carnings
15 percent a year or better. This cuts out the cyclicals, the
slower-growing biue chips, and the utilities.

4. Emerging growth funds, in which managers invest mostly in
smali companies, These small-cap stocks lagged the market for
several years and suddenly came into their owa in 1991,

5. Special situations funds, in which managers invest in stocks of
companies that have nothing in particalar in common except
that something unique has occurred to change their prospects.

Knowing what kind of fund you have helps you make an informed
judgment as 10 whether or oot you should keep it. That Mario
(Gabell’s value fund bas lagged the market for four years is pot in
itself a good reason for abandoning Gabelli. (In fact, Gabelli’s fund
rebounded in 1992). When value stocks are out of favor, there is no
way Gabelli or Kurt Lindner or Michael Price can be expected to
perform as well as the manager of a growth fund that is in favor,

The only fair point of comparison is one value fund versus another,
Over many vears, if Gabelli has achieved a better result thap Lind-
ner, that’s an argument for sticking with Gabelii. But if Gabelli has
been outperformed by John Templeton, the well-known growth-fund
manager, it’s no reflection on Gabelli. It’s a reflection on the value
style of investing.

Likewise, it would be silly to blame the manager of a pold fund
that was down 10 percent last year, when goid stocks in general were
down by the same 10 percent. When any fund does poorly, the
natural temptation is to want to switch to a better fund. People who
succumb to this temptation without considering the kind of fund
that failed them are making a mistake. They tend to lose patience
at precisely the wrong moment, jumping from the value fund to a
growth fund just as value 15 starting to wax and growth is starting
0 wane. '

In fact, when a value fund does better than its rivals in a lousy
year for value funds, it’s not necessarily any cause for celebration.
{This also applies to growth funds or any other kind of fund.) It
may be that the manager has gotten disenchanted with value stocks
and has jpvested some of the money in blue chips or utilities. He
or she has gotten frustrated with the value style, especially when it
hasn’t been working.
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The manager’s lack of discipline may produce good results in the
short run, but the benefits may be fleeting. When value stocks come
back, this manager won’t be fully invested in them, and his or her
shareholders won’t be getting what they paid for.

The sophisticated investor can check up on a fund by reading the
semiannual and annual reports to determine whether the manager
is buying the kinds of stocks he or she is supposed to be buying.
For instance, you wouldn’t want to find Microsoft in the portfolio
of your value fund. Second-guessing the fund manager, I realize, is
beyond the scope of the average investor, but it’s the kind of thing
we stockabolics have fun doing.

THE ALL-STAR TEAM

To increase the odds that at least some of the assets would be invested
in the right place at the right time, we ended up picking 13 different
funds and managers for our nonprofit organization. These included
one value manager, twe quality growth managers, two special sit-
uations funds, three capital appreciation funds, one emerging growth
fund, a fund that invests only in companies that have consistently
raised their dividends, and three convertible securities funds (as
described on page 72).

Out of this team of funds and managers, we expeet to produce a
different all-star to outperform the market every year, and with
enough all-stars to counteract the mediocre performers, we hope to
beat the dreaded market averages.

if you are an average investor, you can duplicate this strategy in
a simpler way by dividing your portfolio into, say, six parts and
investing in one fund from cach of the five fund types mentioned
above, plus a utility fund or an equity-and-income fund for ballast
in a stormy market.

Since 1926, emerging growth stocks have outperformed the S&P
500 by a substantial margin, so it’s always a good idea to keep
something invested here. You could throw in a couple of index funds
to go along with the managed funds. You might, for instance, buy
an S&P 500 index fund to cover the quality growth segment; the
Russell 2000 index fund to cover the emerging growth stocks; Gabelli
Asset, the Lindner Fund, or Michael Price’s Mutua! Beacon for the
value stocks; and Magellan (is one plug allowed here?} for capital
appreciation.
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The easiest approach is to divide up your money into six equal
parts, buy six funds, and be done with the exercise. With new money
to invest, repeat the process. The more sophisticated approach is to
adjust the weighting of the various funds, putting new money into
sectors that have lagged the market. This you should do only with
new money. Since individuals have to worry about tax consequences
{which charities don’t), it’s probably not a good idea to do a lot of
buying and selling and switching around among funds.

So how do you know which sectors have lagged the market? We
looked at this issue in our planning for our nonprofit orgamzaaon
in the fall of 1990. At the time, I was convinced that some of the major
growth stocks, such as Bristol-Myers, Philip Morris, and Abbott
Labs, which Wall Street had taken on a giddy scramble to new highs,
were overpriced and due for a comeuppance, or at least a decent
rest. How 1 divined this is explained in more detail on page 142,

These are typical corporate giants in the drug and food businesses
that make up the S&P 500 index. The Dow Jones average, on the
other hand, is heavily weighted in cyclicals, while the NASDAQ and
the Russell 2000 represent smaller emerging growth enterprises—
restaurant chains, technology companies, etc.

By comparing the S&P 500 index with the performance of the

Russell 2000 Index going back 10 years, you can begin to see a.

pattern. First of all, emerging growth stocks are much more volatile
than their larger counterparts, dropping and soaring like sparrow
hawks around the stable flight path of buzzards. Also, after small
stocks have taken one of these extended dives, they eventually catch
up to the buzzards.

fn the five years prior to 1990, the emerging growth stocks turned
in a dismal performance relative to the S&P 500, with the S&P up
114.58 percent, while the Russell 2000 was up only 47.65 percent.
But emerging growth caught up with a vengeance in 1991, when the
Russell index gained 62.4 percent in 12 months. Some emerging
growth funds did better, even, than the Russell 2,000, posting 70 or
even 80 percent gains.

Obviously, 1990 would have been a good year to add money to
the emerging growth sector of your portfolio. You would have been
inclined to do just that had vou paid attention to the progress of
the various indexes, as reported in Barron’s, The Wall Street Journal,
and elsewhere.

Another useful way to decide whether to put more money into
the emerging growth sector or to invest in a larger, S&P-type fund
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is to follow the progress of T. Rowe Price New Horizons. New
Horizons is a popular fund created in 1961 to invest in small com-
panies. In fact, whenever a company gets too big, the managers at
New Horizons remove it from the portfolio. This is as close as you'il
get to a barometer of what is happening to emerging growth stocks.

Figure 3-1, published with periodic updates by T. Rowe Price, is
a comparison of the p/e ratio of the stocks in the New Horizons
fund and the p/e ratio of the S&P 500 overall. Since smali companies
are expected to grow at a faster rate than the big companies, small
g&ocks generally sell at a higher p/e ratio than big stocks. Theoret-
ically, you would expect the p/e ratio of the New Horizons fund to
be higher than the pfe ratio of the S&P at all times.

In practice, this is not always the case, which is what makes this
table so useful, During certain periods when emerging growth sector

Relative Price/Earnings Ratio
New Horizons Fund vs, S&P 500
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is unpopular with investors, these small stocks get so cheap that the
ple ratio of New Horizons falls to the same tevel as that of the S&P.
(This rare condition is indicated here by the number 1.0.)

iIn other periods, when small stocks are wildly popular and bid
up to unreasonably high levels, the ple ratio of New Horizons will
sise to double that of the S&P 500 (shown here by the number 2.0,

As you can see, only twice in the past 20 years (1972 and 1983)
has this lofty 2.0 fevel been reached. In both cases, small stocks got
clobbered for several vears afterward, In fact, small stocks missed
most of the bull market from 1983 1o 1987. When the New Horizons
indicator approaches the dreaded 2.0, this is a huge hint that it's
time to avoid the emerging growth sector and concentrate on the
S&P.

Clearly, the best time to buy emeiging growth stocks is when the
indicator falls to below 1.2. Once again, to reap the reward from
this strategy you have to be patient. The rallies in small stocks can
take a couple of years to gather steam, and then several more years
to fully develop. For example, in 1977, after the emerging growth
sector had had a vear or two of good performance, the prevailing
opinion on Wall Street was that this sector had played itself out, and
it was time to abandon small stocks in favor of big stocks. As a

young fund manager, 1 ignored that opinion and stuck with small

Haw Hartzon p/e ..

+ /848 800 p/s s Horlzons /o stocks, a decision that helped Magellan outperform the market for
. + /S0P W Sy - :

24 five years after that.

b2

The same sort of comparison can be applied to growih f unds versus
vatue funds. Lipper Analytical Services publishes an index of 30
value funds and an index of 30 growth funds that appears in every
issue of Barron’s. Between 1989 and 1991, the Lipper growth-fund
index soared by 98 percent while the value-fund index managed o
gain only 36 percent, When value underperforms growth for several
vears, you might want to add money 1o the vaiue pot.

PICKING A WINNER

How do you choose a value fund, growth fund, or capital appreci-
ation fund that will outdo its rivals? Most people look at past per-
formance. They study the Lipper guide published in Barror's or any
one of a number of similar sources that track fund performance.
They look at the record for 1 year, 3 years, 5 years, and beyond.
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FIGURE 3-1
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This is another national pastime, reviewing the past performance
of f‘un(?s. Thousands of hours are devoted to it. Books and articles
are written about it, Yet with few exceptions, this furns out o be
a waste of time.

Some_ people take last year’s biggest winner, the one at the top
of the Lipper list of 1-year achicvers, and buy that fund. This is
particularly foolish. The I-year winner tends to be a fund managed
by someone who bet on one industry or one kind of company in a
hot sector and got lucky. Why else would he or she have been able
to 1un 5o far ahead of the pack? Next year, when this fund manager
:s not so lucky, his or her fund will be on the bottom of the Lipper
1st.

Alas, this picking futare winners from past performance doesn’
seem to work even when you use a 3-year or 5-year record. A study
§one_ ?}3* Investment Vision magazine {now Worth) shows the follow-
ing: if every year between 1981 and 1990 you invested in the fund
that had performed the best over the prior 3 years, in the end you
\i:f{}aZd have lagged the S&P 500 by 2.05 percent. If you invested in
similar fashion in the funds with the best 5- and '1{}~yeér records
you would have beaten the S&P by .88 and 1.02 percent respectively?

This would not have made up for the cost of getting in and out of

these funds.

What if you had bought the funds with the best 5- and 10-year
performances and held on to them for § years? In the case of the
best 3-year performers, you would have done no better than the
S&P index, and in the case of the {0-year performers vou would
actually have ended up lagging the S&P by .61 percent.

‘The lesson here is: don’t spend a lot of time.poring over the past

performance charts. That's not to say you shouldn’t pick a fand with
a gon long-term record. But it’s better to stick with a steady and
consistent performer than to move in and out of funds, trying to
catch the waves.
] {\nether .major issue is what happens to a fund in a bear market.
Fhis, too, is a complicated subject. Some funds lose more than
others, but gain more on the rebound; some Jose less and gain less;
and some lose more and gain less. This last group is the one to
avoid, : ;

One excellent source of information on this subject is the dFarbes
Honor Reli, published in that magazine every September. To make
the Forbes list, a fund has to have some history behind it~—two bull
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markets and at least two bear markets. Forbes grades each fund
(from A to F) on how it has fared in both situations. It gives the
name of the fund manager and how long he or she has held the
post, the fund expenses, the ple ratio, and the average apnpual return
over t¢n years.

Getting on the Forbes Honor Roll is tough, which is what makes
this a good place to shop for funds. You can hardly go wrong by
choosing one with an A or B rating in both kinds of markets.

Out of the 1,200 or so equity funds in existence, only 264 go back
as far as 1978, and of those 264, only 9 have shown a gain in every
calendar vear since. This list inciudes: Phoenix Growth, Mertill
Lynch Capital A, Investment Company of America, John Hancock
Sovereign, CGM Mutual, Natioawide, Faton Vance Investors, Pax
World, and Mutual of Omaha Income. The best performer of these,
Phoenix Growth, has compiled a remarkable fecord——a compound
annual gain of 20.2 percent since 1977. Eight of the nine have pro-
duced an annual gain of 13 percent or better.

LOAD VERSUS NO-LOAD

Another matter that needs to be addressed is load versus no-load.
If you buy & fund that carries a load (translation: sales commission},
does that mean you're getting a better product? Not necessatily.
Some successiul funds charge a load, while other equally successful
funds don’t. If you plan to stick with a fund for several years, the
25 percent you paid to getinto it will prove insignificant. You should
not buy a fund because it has a load, nor refuse to buy one for the
SAIME TEason. :

The ongoing fees and expenses of a fund can certainly hamper
its performance, which is where the index funds have the advantage,
as we've seen, In comparing the past performance of one managed
fund against another, you can ignore the fees. A fund’s annual return
is calcalated after fees and expenses are deducted, so they're au-
tomaticaily factored into the equation.

Some people worry about the size of a fund, especially Magelian.
Beginning in 1983, when Magellan’s asseis passed the $1 billion
mark, 1 first began to hear the words “too big to succeed.”” 1t was
too big to succeed at $2 billion, and at $4 billions, and at $10 billion,
and by the time T left it was too big to succeed at $14 billion. Pre-
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sumably, it was too big to succeed at $20 billion, the size it reached
under Morris Smith. :

. For a year after Morris took over, The Boston Globe ran its “Mor-
ris Smith Watch™ column, which might as well have been called
“_Watch Morris Smith Fail with a Fund That’s Too Big.” After Mor-
ris’s excetlent results in 1991, the Globe dropped the column, but
many people are still singing the *“Your Fund’s Too Big” blues. Now
that Morris has left, it's Jeff Vinik’s turn to succeed with a fund
that’s too big.

‘ There are certain drawbacks to running a big fund, F's like a
lingbacker {rying to survive on a diet of petits fours. He has to eat
a considerable pile to get any nourishment out of them. A fund
manager has the same predicament with shares. He can’t buy enough
shares of a wonderful small company for it to make any difference
to the performance of the fund. He has to buy shares in big com-
panies, and even with big companies it takes months to amass a
meaningtul quantity and more months to unload it.

These disadvantages can be overcome by skillful management.
Michael Price has proved it with his Mutual Shares (this fund is now
closed to new investors; Price also runs Mutual Beacon), and so did
Morris Smith, my successor at Magellan.

Before we leave this subject, there are four other types of funds
T'd like to discuss: scctor fuads, convertible funds, closed-end funds
and country funds. ,

SECTOR FUNDS

Sector funds have been around since the 1950s. In 1981, Fidelity
offered the first group of sector funds, allowing investors to switch
back and forth between sectors at relatively low cost. An investor
who was bullish on an industry {eil, for example) but had no time
to study specific companies in the oil business could simply buy the
off and gas sector fund.

l’fhese sector funds were not designed to give the whimsical stock-
picker a new opportunity to follow hunches. Alas, that’s sometimes
how they’re used. Buying the oil and gas fund, as opposed to puying
ﬁxxon, will hardly protect you from losses if oil prices head south
just as you’'ve acted on a gat feeling that oil prices are headed north.

The best candidate for investing in sector funds is a person with
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special knowledge about a commodity or the near-term prospects
for a certain kind of business. It could be a jewelry store owner, a
builder, an insurance adjuster, & gas station manager, a doctor, or
a scientist, each of whom is in a position fo foilow the latest devel-
opments in, respectively, gold and silver prices, lumber prices, in-
surance rates, oil prices, government approvals for new drugs, or
whether the biotech firms are beginning to turn oui a marketable
product.

if you're in the right sector at the right time, you can make a jot
of money very fast, as investors in Fidelity Biotechnology discovered
in 1991. The value of that sector fund increased by 99.03 percent in
one year. But such profits can aiso disappear as guickly as they are
made. Fidelity Biotech was down 21.5 percent through the first nine
months of 1992. Technology sector funds were big winners in mid-
*82-mid-'83, and big losers for several years after. Over the past
decade, health care, financial services, and utilities have been the
most profitable sectors, and precious mctals the least.

On the theory that every sector in the stock market eventually
has its day, I've begun to get interested in the gold sector again.

In my earliest years at Magellan, gold prices were soaring and
people were avoiding the dentist because they feared having to pay
for a gold cap even more than they feared the drill. {n this era, the
best-performing funds were gold funds, which bad names like Stra-
tegic Investments or International Investors or United Services. 1o
the casual observer, the gold funds sounded like general equity
funds, a confusion that I found infuriating.

- In the Lipper rankings for best-performing mutual funds over
a five-year period, usually 'd be beaten ont by a gold fund, .
which many people didn’t realize was a gold fund. To the average
investor, it looked as if other equity managers were doing a better
job than T was, when in fact these number-one performers were
specialists in & hot sector. Soon. encugh, the gold funds disap-
peared from the top of the Lipper Hst, and in recent years they've
hit the bottom.

For the decade that ended June 1992, 5 of the 10 worst-performing
funds in the U.S. market were gold funds, U.8. Goldshares, for
instance, was up only 15 percent for this entire stretch when the
average mutual fund tripled and quadrupled. Youw'd have done better
in a money market, or U.S. savings bonds, even, than in a gold
fund. '
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But with gold having been highly prized by the world’s population
since before the time of the Egyptians and the Incas, I doubt that
we've seen its fast hurrah, One of the charities in which I'm involved
owns some gold shares, and 1 recently heard a presentation from
some well-informed gold bugs. They point out that in the 1980s the
decline in South African output was more than offset by new pro-
duction from U.S., Canadian, Brazilian, and Australian mines, This
created a gold glut, exacerbated by the dumping of gold by the
former Soviet republics. They doubt the glut will continne,

The gold supply in new mines will run out soon, and mecan-
while, the decade of Jow prices has discouraged companies from
further exploration and development. This s hikely to set up a
nice situation in mid-decade. The demand for gold for jewelry
and industrial uses will go up, while the supply goes down. And if
inflation returns to double digits, people will once again buy gold
as a hedge.

In addition, there is a ““China factor” pushing up the gold prices.
Chinese workers are becoming more prosperous, but they lack things
to buy with their money. There’s a limited supply of big-ticket items
(cars, appliances, houses, etc.) that can be purchased, so the gov-
crnment is trying to relieve the frustration by allowing people to
own gold. This policy is creating a whole new demand for the metal.
The sitoation may repeat itself for other developing countries.

There are 34 gold sector funds on the market today——some that
buy shares in South African mining companies, others that buy
shares only in non—South-African mining companies. A couple of
hybrid funds are 50 percent invested in gold and 50 percent in gov-
ernment bonds. For the extremely skittish investor who worries
about both the coming Depression and the coming Hyperinflation,
this is an appealing mix.

CONVERTIBLE FUNDS

This is an underrated way to enjoy the best of two worlds: the high
performance of secondary and small-cap stocks and the stability of
bonds. Generally, it is the smaller companies that issug convertible
bonds, which pay a lower rate of interest than regular bonds. Inves-
tors are willing to accept this lower rate of inferest in retumn for the
conversion feature, which allows them to e}ichange their convertible
bonds for common stock at some specific conversion price.

s

Customarily, the conversion price is 2025 percent higher than
the current price of the common stock. When the price of the com-
mon stock reaches this higher level and beyond, the conversion
feature becomes valuable. While waiting for this to happen, the
bondholder is collecting interest on the bond. And whereas the price
of a common stock can fall very far very fast, the price of a con-
vertible bond is less volatile. The yield holds it up. In 1990, for
instance, the common stocks connected to the various convertible
bonds were down 27.3 percent, while the convertibie bonds them-
selves lost only 13 percent of their value.

Stilf, there are certain pitfalls to investing in convertible bonds.
"This is one field that’s best left to the experts. The amateur investor
can do well in one of the numerous convertible funds, which deserve
more recognition than they get. Today, a good convertible fund yields
7 percent, which is far better than the 3 percent dividend that you
get from the average stock. The Putnam Convertible Income Growth
Trust, to name one such fund, bas a 20-year total return of 884.8
percent, which beats the S&P 500. Few managed funds can make
such a claim, as we've already seen.

At the nameless New England charity, we invested in no fewer
than three convertible funds, because at the timse convertibles
seemed undervalued. How could we tell? Normally, a regular cor-
porate bond yields 1% to 2 percent more than a convertible bond.
When this spread widens, it means convertibles are becoming over-
priced, and when it narrows, the reverse is true. In 1987, just before
the Great Correction, regular corporate bonds yielded 4 percent
more than convertibles, which meant that the convertibles were ex-
tremely overpriced. But during the Saddam Sell-off in October 1990,
convertible bonds were actually yielding 1 percent more than regular
bonds issued by the same companies. This was a rare Opportunity
to pick up convertibles at a favorable rate.

Here’s a good strategy for convertible investing: buy into con-
vertible funds when the spread between convertible and corporate
bonds is narrow (say, 2 percent or lfess), and cut back when that
‘spread widens.

CLOSED-END FUNDS

Closed-end funds trade as stocks on all the major exchanges. There
are 318 of these at current count, They come in all sizes and varieties:
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closed-end bond funds, municipal bond funds, general equity funds
growth funds, value funds, etc. ’

The main difference between a closed-end fund and an open-

ended fund such as Magellan is that a closed-end fund is static. The
number of shares stays the same. A shareholder in a closed-end
fund exits the fund by selling his or her shares to somebody else

?hc same as if he or she were selling a stock. An open-ended func%
is d)‘rnamic. When an mvestor buys in, new shares are created. When
the mvestor sells out, his or her shares are retired, or “redeemed,”
and the fund shrinks by that amount. ’

Both closed-end funds and open-ended funds are basically man-
aged the same way, except that the manager of a closed-end fund
has some extra job security. Since the fund canpot shrink in size
fhie 0 a mass exodus of customers, the only way he or she can fail
is to generate losses in the portfolio itself. Running a closed-end
fund is like having tenure at a wniversity—you can be dismisseé
but you have to do something really awful to make it happen. ,

I've never seen a definitive study of whether closed-end funds, as
a group, do better or worse than open-ended funds. On casual
inspection, neither kind has any particaiar advantage. Superior per-
formers in both categories appear on the Forbes Honor Roll of
mutual funds, which proves that it's possible to excel with either
format,

One intriguing feature of the closed-end funds is that since they
{rade like stocks they also fluctuate like stocks—a closed-end fund
sells at either a premium or a discount to the market value (or net
asset vai_zze) of its portfolio. Bargain hunters have excellent oppor-
tunities in market sell-offs to buy a ciosed-end fund at a substantial
discount to ifs net asset value.

IF IT°S TUESDAY, IT MUST BE THE BELGIUM FUND

Many closed-end funds are more popularly known as country funds.
These enable us to invest in our favorite countries, a more rz)m antic
prospect than mvesting in companies. After a nice bottle of wine in
the piazza near the Trevi Fountain, who but the most coldhearted
lout wouldn’t want to invest in the Italy Fund? Here's a tip for the
marketing department: attach 800 numbers for country funds to the
telephones in the major foreign hotels. g

PRATING THE STREET 15

There are at least 75 country funds and/or region funds in exis-
tence today. With the breakup of the communist bloc, this number
is sure to grow. Two Cuba funds are being launched in Miami, in
anticipation of the restoration of capitalism to Havana, and Castro
hasn’t even packed his bags.

The best argument for country funds as long-term investments i3
that foreign economies are growing faster than the U.S. version,
which causes their stock markets to advance at a faster pace than
ours. In the last decade, this certainly has been the case. Even in
Magellan, my ratio of winners to losers was higher in foreign stocks
than in the made-in-the-U.S.A. stocks.

But to succeed in a country fund you have to have patience and
a contrarian’s bent. Country funds arouse a desire for instant grat-
ification. They can be traps for weekend thinkers. A good example
is the Germany Fund, and its offshoot the New Germany Fund, both
of which were conceived as the Berlin Wall was coming down, and
Germans from both sides were hugging each other in the streets,
with the rest of the world cheering them on, The great German
renaissance was about to begin.

Behind the Wail, as an emotional backdrop, you had the magical
reunification of Europe. By the appointed witching hour in 1992,
centuries of animosity were supposed to disappear overnight: the
French would kiss and make up with the Germans and the English
would kiss and make up with the Germans and the French, the
Italians would give up their lire and the Dutch their guilders for a
common currency, and unity, peace, and prosperity would prevail.
Personally, I found it much easter to believe in the turnaround in
Pier 1 Imports.

As triumphant Berliners danced on the rubble of the Wall, the
price of the two Germany funds was bid up to 25 percent above the
value of the underlying stocks. These funds were going up 2 points
a day on nothing but a wing and a prayer for an economic boom.
The same overblown expectations now exist for the merger of North

and South Korea, which I predict will come to a simifar short-term -

end.

Six months later, when investors finally noticed the problems in
this great German repaissance, euphoria turned to despair and the
Germany funds quickly sold off at a 20--25 percent discount fo the
value of the underlying stocks. They've been sefling at a discount
cver since. '
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Meanwhile, in 1991, when people were still euphoric about Ger-
man prospects, the stock market there did poorly, whereas in the
first half of 1992, when the news from Germany was all gloomy, the
stock market did well. It’s hard enough to fathom these develop-
ments at home, much less from abroad. _

Clearly, the best time to buy a country fund is when it is unpopular
and you can get it for a 20-25 percent discount. Sconer or later,
Germany will have its renaissance, and patient investors who bought
the Germany funds on the dips will be glad they did.

There are many drawbacks to the country funds. Fees and ex-
penses are generally quite high. It's not enough that the companies
i which the fund has invested have done well. The currency of the
country in question has to remain strong relative to the dollar, other-
wise your gains will all be lost in translation. The government can’t
ruin the party with extra taxes or regulations that hurt business, The
manager of the country fund has to do his or her homework.

Just who is that manager? Is it someone who once visited this
country and has a travel poster to prove it, or someone who has
Hived and worked there, has contacts in the major companies, and
can follow their stories?

I'd like to add my two cents to the U.S.-versus-the-world debate.
tfhese days, it’s fashionable to believe that foreign-made anything
is superior to the domestic version: the Germans are more efficient
and make the best cars, the Japanese work harder and make the
best TVs, the French are more fun-loving and make the best bread,
the Singaporeans are better educated and make the best disk drives,
etc. From all my trips abroad, Pve concluded that the U.S. still has
the best companies and the best system for investing in them.

Europe is filled with big conglomerates that are the equivalent to
our biue chips, but Europe lacks the number of growth companies
that we have. Those that do exist tend to be overpriced. There was
L’Oréal, a French cosmetics company that Carolyn discovered in

her fundamental analysis at the perfume counter, I liked the stock
but ot at 50 times earnings. ,

T’'m certain that hundreds of U.S. companies have increased their

- earnings 20 years in a row. In Europe, P'd be hard-pressed to find
even 10. Even the European blue chips have no record of the sus-
tained earnings that are commonplace here.

Information about foreign companies is sketchy and often mis-
leading. Only in Britain is there a semblance of the careful coverage
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that companies get on Wall Street. On the Continent, securities
analyst is an obscure profession. In Sweden there s scarcely an
analyst in sight. The only one that 1 could find had never visited
Volve, a company with the clout of a General Motors or an 1BM.

Earnings estimates can be quite imaginative. We chide U.S. an-
alysts for being wrong much of the time, but compared to European
analysts, they are nearly infallible. In France, I read an upbeat
analyst’s report on a conglomerate called Matra. Filled with joyous
expectations, I visited the company. A spokesman there reviewed
the prospects for each division. The news was mostly bad: ruinous
competition in one division, an unexpected write-off in another, a
labor strike in a third, etc. “This doesn’t sound like the same com-
pany 've been reading about, that’s going to double its carnings
this year,” I remarked. He sort of stared at me.

If you do your own research in Europe, you can turn the poor
coverage to your advantage, for instance by discovering that Volvo
was selling for the same price as the cash in its vault. That's why [
was able to do so well with foreign stocks in Magellan. In the US.,
what makes stockpicking difficult is that 1,000 people smarter than
you are studying the same stocks you are. It’s not that way in France,
or Switzerland, or Sweden. There all the smart people are studying
Virgil and Nietzsche, instead of Volvo and Nestl€,

What about the Japanese, those champions of capitalism and over-
time at the office, owners of Rockefeller Center and Columbia Pic-
tures, and soon to be owners of the Seattle Mariners and maybe the
Washington Monument after that? If you had come along on one
of my research trips to Japan, you would have realized that this
whole business of Japanese superiority was malarkey from the start.

Japan is the richest country in the universe where the peopie have
trouble making ends meet. The Japanese admire us Americans for
our closet space, our low prices, and our weekend homes. An apple
costs them $5, and dinner costs them $100, and it’s not even much
of a dinner. They cram themselves into subway cars, and after an
hour and a half they still baven’t left greater Tokyo, which is bigger
than Rhode Island. Along the way, they dream about moving to
Hawaii, where they might get something for their money, but they
have to stay in Japan and dedicate themselves to paying the mortgage
on their $1 million, 1,000-square-foot hutch; if they soid the butch,
they'd have to move into another $1 million hutch, or else rent a
$15,000-a-month apartment.
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The Japanese predicament reminds me of the story about the man
w‘ho brags about having once owned a $I million dog, and you ask
?um how he knew it was $1 million dog and he says %}eca’use he traded
it for two $300,000 cats. Maybe the Japanese do have some $500,000
cats to go along with their $500,000 golf club memberships, and t;ntil
reizemiy zhey‘c.ouid have traded these for a few $100,000 ’stocks

The advertising slogan “When E. F. Hutton Talks, People Listc;,n”
would have been an understaterment in Japan. There, the slogan
would have been “When Nomura Securities Comma,ndé f’ecpie
Obey.” Brokers were entirely trusted, and their advice was ,takcn as
gospel. The Japanese bought $500,000 cats on cue.

The result was a wondrous market of stocks with p/e ratios of 50
100, 200, which were so out of line with rational levels that by‘;té;ad:
ers began to theorize that the high Japanese p/e was a cuimrai trait
Actually, U.S. invesiors exhibited that same trait in the late I%Gﬂw
F’hetr; 01;:1; magket was 50 overvalued that # took 22 years ﬁmil 199% ’
or the Dow Jones average, adjus or inflati o re: i
o iah ot cov e 1967 g justed for inflation, to reach the all-

Ti}e Japanese market has been subject to behind-the-scenes fi-
nagling to a degree unknown on Wall Street since the 1920s. Large
investors in Japan had 2 money-back guarantee from the brt;k{;rage
ﬁrmsw‘-mwhez} they lost moncy, the brokers paid them back. If onl
Merrill Lynch and Smith Barney would be so accommodatin 1};
wo_uld put scme confidence back into our stocks. i >

I got a hint that Japan was a finagled market on my first visit, in
i98°6‘ The frip was arranged through the Fidelity office in "i:ok, O
v:zh{ch employed 80 people. In his book The Money Game Adzm’
?é?:th wr;?e a {?hapzer -on Fidelity's founder, the industrit;us Mr

nson. kiver since i was ished i ideli ’
o oo published in Japanese, Fidelity has been

Nevefthelcss, it took many letters and phone calls before a series
of meetings couid be arranged between me and some Jap'anese‘ com-

panies. H got the annual reports in advance and had them translated
into English, and wrote out my questions. [ used the same technique
H foﬁgw at home, warming up with polite banter, peppering m

questions with facts to show that I cared enough to do the homeworky
_ Japanese f;irms are very formal and the meetings were Geremonfai
in nature, with a lot of bowing and coffee tippling. At on¢ compan

I asked a question about capital spending, which took about 1ij
seconds in English, but the translator took five minutes to rf:iay. it

el

BeATING THE STREET 7%

to the Japanese expert, who then took another seven minutes to
answer in Japanese, and what finally came back to me in Enghsh
was “One hundred and five million yen.” This is a very flowery
language.

At 3 later interview with one of the best-known brokers in the
country, I got a hint of the extent to which Japanese stock prices
are controlled. He was describing bis favorite stock—1 don’t re-
member what the name was—and he kept referring to a number—
something like 100,000 yen. I wasn’t sure if he was talking about
sales, ¢arnings, or what, so 1 asked for clarification. It turned out
he was picking the stock price 12 months heace. A year later, 1
checked, and he was exactly right.

Japan was a nightmare for a fundamental analyst. 1 saw example
after example of companics with bad balance sheets and spoity
earnings, and overpriced stacks with wacky p/e ratios, including the
company that Jaunched the biggest public offering in financial his-
tory: Nippon Telephone.

When a telephone company s privatized, I normally can’t wait to
buy it (see Chapter 17), but Sushi Bell was the exception. This was
not a fast grower in an underdeveloped country with a hunger for
a handset. This was a regulated Japanese utifity in its mature phase,
something like the old Ma Bell before it was split up, which could
be expected to grow at 6 or 7 percent a year, but not double digits.

The initial offering was sold out in 1987 at a price of 1.1 million
yen per share. 1 thought this was a Crazy price then, and in the
aftermarket the price nearly tripled. At this point, Nippon Tele-
phone was selling for something like 3,000 times earnings. Tt had a
market value of $350 billion, more than the entire German stock
market and more than the top 100 companics in our Fortune 500.

On this deal, not only did the emperor have no clothes, but the
people lost their shirts. After the Great Correction, the Japanese
government was able to foist more overpriced Nippon on the Jap-
anese public via two additional offerings: one for 2.55 mijlion yen
a share and the next for 1.9 million yen a share. It’s been all downhill
since. As of this writing, a share of Nippon sells for 575,000 yen,
an 85 percent discount from the 1987 discounted price, For investers
on Wall Street to lose a similar amount, the entire Fortune 100 list
of companies would have 1o be wiped out.

- EHven at 575,000 yen per share, Nippon’s market vaiue exceeds
' that of Philip Morris, the largest company in the U.5. with 30 straight
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years of increased earnings. After all its losses, Nippon is still over-
priced at 50 times earnings.

Japanese investors, we hear, paid little heed to earnings and fo-
cused their attention on cash flow—perhaps due t0 a shortage of
the former. Companies that spend money like drunken sailors, es-
pecially on acquisitions and real estate, are left with a huge depre-
ciation allowance and a lot of debts to pay off, which gives them a
high cash flow/low earnings profile.

Students of the Japanese market will tell you that the Japanese
fondness for cash flow is another cuitural trait, but there’s nothing
cultural about red ink. Red ink is the problem facing Japancse banks
that lent money to all the purchasers of the $1 million dogs and the
£560,000 cats.

Speculation plays a much larger role in thé-Japanese economy
than in the U.S. economy. Merrill Lynch in its best years never
appeared among the top 100 U.S. companies in the Formune 500,
but at one point, 5 of the top 25 companies in Japan were brokerage
houses, and another 5 to 10 were banks.

U.5, banks are criticized for making stupid iocans to the Reich-
manns and the Trumps, but even the dumbest of these real-estate
foans were backed by some sort of collateral, Japanese banks were
making 100 percent loans on zero collateral for office buildings
where in the most optimistic scenario the rents would barely cover
the expenses.

Urtil the recent scll-off, the only bargains in Japanese stocks were
small companies that in my opinion are the key to Japan’s future
growth and prosperity, just as they are in the U.S. Small Japanese
companies were ignored in the early stages of the great stock mania,
and | concentrated my purchases there. When these small stocks
reached the same crazy prices as the rest, 1 got out. Al things
considered, I'd rather be invested in a solid emerging-growth stock
mutual fund in the good old U.S.A.

To summarize our discussion of mutual fund strategies:

« Put as much of your money into stock funds as you can. Even if
you need income, you will be better off in the long rud to own
dividend-paying stocks and to occasionally dip into capital as an
income substitute,

« If you must own povernment bonds, buy them outright from the
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Treasury and avoid the bond funds, in which you're paying man-
agement fees for nothing, .

. Know what kinds of stock funds you own. When evaluating per-
formance, compare apples to apples, i.e., value funds to value
funds. Don’t blame a gold-fund manager for failing to outperform
a growth stock fund. :

. Tt’s best to divide your money among three or four types of stock
funds (growth, value, emerging growth, etc.) so yowll always have
some money invested in the most profitable sector of the market.

. When you add money to your portfolio, put it into the fund that’s
invested in the sector that has lagged the market for several years.

» Trying to pick tomorrow’s winning fund based on yesieréay"s per-
formance is a difficult if not futile task. Concentrate on solid per-
formers and stick with these. Constantly switching your money
from one fund to another is an expensive habit that is harmful to
your net worth.



FOUR

MANAGING MAGELLAN
The Early Years

Recently, I cleared the latest red herrings (the name for prospectuses
on Wall Street) off my desk, pulled the thick loose-leaf books of
Magellan’s reports to shareholders from their perch on a dusty shelf,
and attempted to make sense of 13 years of managing the fund. I
was aided in this effort by Fidelity computer whizzes Guy Cerun-
dolo, Phil Thayer, and especially Jacques Perold, who produced
prmtouts of my biggest gains and losses. This list is more instructive
than [ thought it would be—even I am surprised by some of the
results. The popular theory that small growth stocks were the major
factor in Magellan’s success falls wide of the mark.

I offer this review in the hope that it will serve some practical
benefit to other fund managers and also amateur investors who might
want to learn from my mistakes, or, if not that, anyone who might
be curious about what worked for me and what didn’t. | have divided
the material into three chapters dealing with the early vears, the
middle years, and the later years, in the style of diplomats who write
their memoirs, only because it’s a convenient way to organize things
and not because there’s any highfalatin importance about the life
of a stockpicker, which I was and still am. ‘

Fidelity is not a public company. If it had been I'd like to think
1 would have been sensible enough to recommend that people buy
shares in it, having seen firsthand every day the new money pouring
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in and the new funds launched, and the other effects of brifliani
management, first by Mr. Johnson and then by his son, Ned.

The Magellan Fund did not start with me. Ned Johnson started it
in 1963 as the Fidelity International Fund, but a tax on foreign invest-
ments, promoted by then-President Kennedy, forced the managers
of international funds to sell their foreign stocks and buy domestic
stocks. For two years the International Fund was really a domestic
fund in disguise, until it became Magelian on March 31, 1965, Mag-
ellan’s biggest position then was Chrysier, which came back from
the edge of bankruptey 20 years later to become my biggest posi-
tion, proving that you can never give up on certain companies.

When Magellan was launched, I was a student at Boston College,
caddying golf games on weekends. This was during the great fund
boom, when everybody wanted to buy funds. The fund mania even
reached my own mother, 2 widow of limited resources. A school-
teacher who was moonlighting as a part-lime Tund salesman con-
vinced her to buy Fidelity Capital. She liked the fact that ""a Chinese
guy”’ was running if, because she believed in the brilliant Oriental
mind. The Chinese guy was Gerry Tsai; he, along with Ned lohnson
at Fidelity Trend, were fund managers sui generis in that era.

My mother never would have known that a Chinese guy was run-
ning the Fidehty Capital Fund if the salesman hadn't told her. A
flotilla of fund floggers traveled the countryside, many of them part-
timers, making house calls along with the vacuum cleaner, insurance,
burial plot, and encyclopedia salesmen. My mother agreed to a plan
in which she would invest $260 & month, forever, to secure us a
prosperous future. This was money she did not have, but Fidelity
Capital outperformed the S&P, as it tripled in the 1950s and doubied
again during the first six years of the 1960s.

The stock market is a fickle business, although it’s difficult to
helieve that today, after so many years of exciting gains. Severe
corrections lead to long stretches when nothing happens, Wall Street
is shunned by the magazine editors, nobody s bragging about stocks
at cocktall parties, and the investor’s patience is sorely tested. Ded-
icated stockpickers begin to feel as lonely as vacationers ai off-season
TesOrts.

When | hired on as an analyst at Fidelity, the market was just
entering one of those doldrums. Stock prices had peaked and were
headed toward the 1972--74 collapse, the worst since the 1929-32
collapse that preceded the Depression. Suddenly, nobody wanted
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{0 buy mutual Tunds. There was no interest at all. Business was so
terrible that the flotilla of floggers was forced to disband. The sales-
men returped to selling vacuum cleaners or car wax or whatever else
they’d sold before the funds got hot.

As people fled the stock funds, they put the cash into money-
market and bond funds. Fidelity made enough profit from these
sorts of funds to keep at least some of the unpopular equity funds
alive, These survivors had to compete for the few customers who
were interested in stocks, an endangered species that was vamishing
at a fast clip.

There was little to distinguish one equity fund from another. Most
of them were called “captial appreciation funds,” a vague term that
gave managers the leeway to buy cyclicals, atilities, growth com-
panies, special situations, whatever. While the mix of stocks would
differ from one capital appreciation fund t¢ another, to the fund
shopper they all looked like the same product.

In 1966, Fidelity Magellan was a $20 million fund, but the steady
outflow of money from the customer’s redemptions reduced it to a
$6 million fund by 1976. It’s hard to pay the electric bill, much less
any salarics, from a $6 milion fund when the management fee of
.6 percent generates 336,000 for annual operating expenses.

So in 1976, in an effort to economize by doubling up, Fidelity
mmerged the $6 mithon Magellan Fund with another casualty of inves-
sor lack of interest, the $12 million Essex Fund. At one point, Essex
had been a $100 millics fund, but it had done so poorly in the bad
market that it had produced a $50 million tax-loss carryforward.
This was is major attraction. The management and trustees at Fi-
delity thought that the Magellan Fund, which had been capably
managed by Dick Haberman since 1972, and from 1969 to 1972 by
Haberman and Ned Johnson, could take advantage of the tax losses
of the Essex Fund., The combined entity didn’t have to pay any taxes
o the first 350 mitlion in capital gains.

‘This was the situation 1 inheriied in 1977 when § was named fund
manager: two funds rolled into one, $i8 willion in assets,
the. $30 million tax-loss carryforward, a terrible stock market, a
small and rapidly declining number of skittish cestomers, and no
way of attracting new oncs because Fidelity had closed MageHan to
buyers. f

1t wasn’t until four vears later, in 1981, that Magellan was reopened
and people could buy shares again. This long shutdown has been
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widely misinterpreted in the press, The popular view is that Fidelity
had devised a clever strategy of waiting for its funds to compile a
decent performance record before brimging them out, in order to
stimulate sales. Magellan is often identified as one of several so-
called incubator funds that were given an extended fryout.

The truth is much less fattering. Fidelity would have been de-
fighted to attract more shareholders all along. What stopped us was
the lack of interested parties. The fund business was so dismal that
brokerage houses had disbanded their sales departments, so there
was nobody left to sell the shares to the few oddballs who might
have been interested in buying.

I'm convinced that the obscurity in which I operated for the first
four years was more of a blessing than a curse, It enabled me o
learn the trade and make mistakes without being in 2 spotlight. Fund
managers and athletes have this in commeon: they may do better in
the long run if they're brought along stowly.

There’s no way an analyst who is familiar with perhaps 25 percent
of the companies in the stock market (in my case, mostly textiles,
metals, and chemicals) can feel adequately prepared to run a capital
appreciation fund, in which he or she can buy apything. Having been
director of research at Fidelity from 1974 1o 1977 and having served
on the investment committee gave me some familiacity with other
industries. In 1975, 1 had begun to help a Boston charity manage
its portfolio. This was my first direct experience with a fund.

My diaries of visits with companies, which [ have kept as reli-
giously as a Casanova kept his datebooks, remind me that on Qctober
12, 1977, 1 visited General Cinema, which must not have impressed
me, because the stock doesn’t show up on my buy list. 1t was selling
for less than $1 then and is selling for more than $30 today-—imagine
missing this 30-bagger right off the bat. (This 530 figure has been
adjusted for stock splits, We've done the same with stock prices
throughout the book. Therefore, the prices you see here may not
correspond with the ones that you see in the business section, but
the pains and losses described in this text are absolute and correct.}

My diaries are full of such missed opportunities, but the stock
market is merciful--it always gives the nincompoop a second chance.

During my first months, I was preoccupied with getting rid of my
predecessor’s favorite selections and replacing them with my own’
picks, and with constantly selling shares to raise cash 0 cover the
endless redemptions. By the end of December 1977, my biggest
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positions were Congoleum (51,000 shares worth a whopping
$833,000-—this would be an insignificant holding 10 years later)
”I”Fansamezica, Union Oil, and Aetna Life and Casualty. I'd alsc;
discovered Hanes {thanks to my wife, Carolyn, who was crazy about
their L’eggs), Taco Bell {*“What’s that, the Mexican telephone com-
pany?” asked Charlie Maxfield, my first trader, when 1 placed the
buy order), and Fannie Mae, of which I'd bought 30,000 shares.

Congoleum 1 liked because it had invented a new vinyl ficoring
Wi?hout seams that could be rolied out across an entire kitchen as
if 1t were a carpet. Besides doing floors, this company was also
building battle frigates for the Defense Department with the same
modular techniques that were used on prefab houses. The Congo-
I_eum prefab frigate was said to have a promising future. Taco Bell
1 liked because of its tasty tacos, because 90 percent of the country
had not yet been exposed to the tasty tacos, and because the com-
pany had a good record, a strong balance sheet, and a home office
that resembled a neighborhood garage. This leads me to Peter’s
Principle #7:

The extravagance of any corporate office is direetly
proportional to management’s reluctance to reward
the shareholders.

Aside from being public companies, my original picks (Congo-
leum, Kaiser Steel, Mission Insurance, La Quinta Motor Inns, Twen-
tieth Century—Fox, Taco Bell, Hanes, ete.) seem o have nothing in
common. From the beginning, 1 was attracted to a mystifying as-
sortment, the most notable absence being the chemical sector that
I had researched so thoroughly as an anaiyst.

‘The March 31, 1978, annual report for Magelian came out ten
months into my tenure. The cover is Hlustrated with an elaborate
and an cient map of the coast of South America, showin g the names
of various inlets and rivers, Three charming little galleons, presum-
ably Magellan’s, were drawn on the margins, sailin ¢ happily toward
C:izpe Horn. In later years, as the fund got targer and more com-
plicated, the illustrations got simpler. Soon, the Spanish names were
erased from the inlets and the rivers, and the flotilla was reduced
from three ships to two, ’

P'm reminded from that March 1978 report that the fund was up
20 percent in the prior 12 months, while the Dow Jones average jost
17.6 percent and the S&P 500 fost 9.4 percent in the same period.
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Some of this success must have resalted from my rookie’s contri-
bution. In my letter to shareholders, in which T was always obliged
to try to explain the inexplicable, I described my strategy as follows:
“Reduced holdings in autos, acrospace, railroads, poilution, atili-
tics, chemicals, electronics, and energy; added to positions in
financial institutions, broadeasting, entertainment, insurance, bank-
ing and finance, consumer products, lodging, and leasing.” All this
for & ten-month stint on a $26 million portfolio with fewer than 50
stocks! :

The fact is that | never had an overall strategy. My stockpicking
was entirely empirical, and I went sniffing from one case to another
fike a bloodhound that’s trained fo follow a scent. I cared much
more about the details of a particular story—for instance, why a
company that owned TV stations was going to carn more money
this year than last—than about whether my fund was underweighted
or overweighted in broadcasting. What could happen is that I would
meet with one broadcaster who would tell me that business was
improving, and then he'd give me the pame of his strongest com-
petitor, and I’d check out the details, and often end up buying the
second broadeaster’s stock. T followed scents in every direction,
proving that a Lttle kaowledge about a lot of industries is not nec-
essarily a dangerous thing,

Since Magellan was a capital appreciation fund, 1 was allowed to
buy anyvthing—domestic stocks of all varieties, foreign stocks, even
bonds. This gave me the latitude to fully exploit my bloodhound
style. 1 was not constrained the way a manager of a growth fund
was, When the entire growth sector was overvalued, which happened
every few years, the growth-fund manager was forced into buying
the overpriced inventory, otherwise he didn’t have a growth fund.
He had to choose from the best of a terrible lot. 1 was free to wander
off and learn that Alcoa’s earnings were on the rebound because
the price of aluminum was going up.

In January 1978, we told the shareholders that “the portfoho is
dominated by three categories of companies: special sitnations, un-
dervalued cyclicals, and small and medium-sized growth compa-
nies.” If this didn’t cover the waterfront, the definition was expanded
a year later as follows:

The goal of Magellan Fund is capital appreciation through investing
in relatively atiractive common stocks found primarily in five cate-
gories: small and medium-sized growth companics, companies whose
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prospects are improving, depressed cyclicals, high vielding and growing
dividend payers, and finally, companics where the market has over-
locked or underestimated the real value of the firm’s assets . . . at
some point in the future, foreign stocks could represent a substantial
portion of the fund.

In other words, if it’s sold on a stock exchange, we'll buy it.

Flexibility was the key. There were always undervalued companies
to be found somewhere. Two of my biggest gainers in this carly stage
were major oil companies: Unocal and Royal Dutch, Youwd expect
a $20 million fund to ignore major oil companies and concentrate
on smaller stocks with better growth rates, but T learned that Royal
Dutch was turning around and Wall Street apparently hadn’t realized
it, so T bought Royal Dutch. At one point when Magellan was still
a pip-squeak fund, I put 15 percent of the assets into utilities. [
owned Boeing and Todd Shipyards right along with Pic 'N’ Save and
Service Corporation International, the McDonald’s of funeral
homes. I doubt that I was ever more than 50 percent invested in the
growth stocks to which Magellan’s success is so often attributed.,

Rather than being constantly on the defensive, buying stocks and
then thinking of new excuses for holding on to them if they weren’t
doing well (a great deal of energy on Wall Street is still devoted to
the art of concocting excuses), 1 tried to stay on the offensive,
searching for better opportunities in companies that were more un-
dervatued than the ones I'd chosen. In 1979, a good year for stocks
in general, Magellan was up 51 percent while the S&P rose 18.44.
In the annual report to shareholders, once again T faced the challenge
of explaining my strategy, as if I'd had one to begin with. “Increased
holdings in lodging, restaurants, and retail” was the best I could do.

T'was attracted to fast-food restaurants because they were so easy
to understand. A restaurant chain that succeeded in one region had
an exccllent chance of duplicating its success in another. I'd seen
how Taco Bell had opened many outlets in California and, after
proving itself there, had moved eastward, growing its earnings at 20
to 30 percent a year in the process. I bought Cracker Barrel and
later visited the Cracker Barrel country store located in Macon,
Georgia. I'd flown to Atlanta to attend an investment conference
sponsored by Robinson-Humphrey, and decided to ma¥e a side trip
to the restaurant. On the rental car map, Macon appeared to be a
few miles away from my downtown Atlanta hotel.
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A few miles turned out to be more like 100, and in the rush-hour
traffic my little foray took three hours, but in the end L had a delicious
catfish dinner and came away hmpressed with the entire Cracker
Barrel operation. This 50-bagger did well for Magellan, which is
why I've included it in my 50 most important stocks list on page
136,

I did a similar bit of on-site research at a do-it-yourself handyman’s
supermarket also located in the Atlanta arca. It was called Home
Depot. Again 1 was impressed with the courteous service, not to
mention the vast inventory of screws, bolts, bricks, and mortar, the
cheap prices, and the knowledgeable employees. Here the sunshine
painter and the weekend plumber were liberated from the high-
priced and poorly stocked local paint and hardware store.

This was the infancy of Home Depot, with the stock {adjusted
backward for later splits) selling for 25 cents a share, and T'd seen
it with my own eyes and bought it, but thes lost interest and sold
it a year later. Figure 4-1 has caused me eternal remorse. Imagine
a stock that goes from 25 cents to 365, a 260-bagger in 15 years,
and [ was on the scene at the creation and didn’t see the potential.

Perhaps if Home Depot had begun in New England, or if I’d
known the difference between a Phillips screwdriver and a sloe gin
fizz, I wouldn’t have misjudged this wonderful company, That and
Toys “R’™ Us, which 1 also unloaded too soon, were the two worst
sell orders of my entire career, :

Even without Home Depot, Magellan’s successes in 1979 were
duplicated and then some in 1980, when my tiny club of shareholders
enjoyed a 69.9 percent gain, while the S&P rose 32 percent, My
atest big positions were in gaming {Golden Nugget and Resorts
International, to be exact), insurance, and retail. I liked the con-
venience stores so much that 1 bought Hop-In Foods, Pic *N” Save,
Shop & Go, Stop & Shop, and Sunshine J1. all at once.

in reviewing this carly phase of my stewardship, I'm amazed at
the turnover rate in the fund: 343 percent in the first year, when the
portfolio contained 41 stocks, and 300 percent in each of the three
years thercafter. Beginning on August 2, 1977, when 1 sold 30 per-
cent of the holdings, I maintained a dizzy pace of buying and selling
as oil companies, insurance companies, and consumer stocks came
and went from month to month.

In September 1977 1 purchased a few cyclicals, and by November
1 was getting rid of them. Fannie Mae and Hanes, both of which




90

Peter Lynch

s HOMEDEPOTINC, M) 8

Buiding wuerinis, homs mprovenenl tows

ar
o

SR E R

- AéJ f{e’

_ ﬂ

FIGURE 4-1

BEATING THE STREET a1

were added to the fund that fall, were gone by spring. My largest
position went from Congoleum to Signal Companies, and then to
Mission Insurance, followed by Todd Shipyards, and then the Pon-
derosa steak house. Pier 1 appears and disappears, so does a com-
pany with the intriguing name of Four-Phase.

Tt seems that | was in and out of Four-Phase with every cycle of
the moon. Eventually it was bought out by Motorola (much to Mo-
torola’s later regret) so 1 had to stop trading it back and forth. 1
vaguely recall it had something to do with computer terminals, but
1 couldn’t really explain it then or now. Fortunately, I never invested
much money in things 1 didn’t understand, which included most of
the technology companies along Route 128 in the Boston area.

Most of my abrupt changes in direction were caused not by any
shift in policy but by my having visited some new company that I
liked better than the last. I might have preferred to own both, but
in 2 small fund in which shareholders continued to seck redemptions,
i did not have that luxury. In order to raise the cash to buy some-
thing, ] had to sell something else, and since 1 always wanted to buy
something, I had to do a lot of selling. Every day, it scemed I would
hear about some new prospect—Circle K, House of Fabrics, etc.—
that was more exciting than yesterday’s prospects.

My frequent trading continued to lead to the annual challenge:
making whatever I'd done sound sensible to the shareholders who
read the progress report. “Magellan shifts from cyclicals that had
appreciated in value to noncyclicals which seem likely to have sales
and earnings gains” was my strategic recap for one year, followed
by “Magellan reduced positions in companies whose earnings could
be affected by an economic slowdown. Nevertheless, the Fund con-
tinues to be heavily invested in cyclicals that appear to be
undervalued.”

As T study these reports now, I realize that many stocks that i
held for a few monaths I should have held a ot longer, This wouldn't
have been unconditional loyalty, it would bave been sticking to com-
panies that were getting more and more attractive. The seiler’s re-
morse list includes Albertson’s, a great growth stock that became a
300-bagger; Toys “R” Us, ditto; Pic 'N” Save, already mentioned;
Warner Communications, which a technical analyst, of all things,
tatked me out of; and Federal Express, a stock I bought at $5 and
promptly sold at $10, only to watch it soar to $70 in two years.

By abandoning these great companies for lesser issues, I became
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a victim of the ail-too-common practice of “pulling out the Howers
and watering the weeds,” one of my favorite expressions. Warren
Buffett, renowned for his investing acumen as well as his skill as a
writer, called me up one night seeking permission fo use it in his
annual report. I was thrilled to be guoted there. Some investors,
the rumor goes, own a share of Buffett’s Berkshire Hathaway com-
pany {these cost $11,000 apiece) simply to get on the mailing list for
Buffett’s reports. This makes Berkshire Hathaway the most expen-
sive magazine subscription in history.

TAKING UNHON CARBIDE TO LUNCH

Praring the four-vear stretch when Magelian was closed to new cus-
tomers and the heavy redemptions (one third of all the shares) forced
me {o sell in order to buy, I acquainted myself with a wide range of
companies and industries and learned the factors that caused the
ups and down in each. At the time, I wouldn’t have guessed that |
was gelting an education in how to run a multibilion-dollar fund.

One of the most important lessons was the value of doing my own
research. 1 visited dozens of companies at their headquarters, and
was introduced to dozens more at regional investment confcrences,
and a growing number {200 a year or so in the carly 1980s) came
to Fidelity.

Fidelity began a policy of taking a corporation to lunch. This
superseded the old system, under which we had lunch with cronies
in the office or with stockbrokers and talked about our golf games
or the Boston Red Sox. Stockbrokers and cronies were amiable
enough, but not as valuable as CEOs or investor relations people
who knew what business was like in the insurance or aluminum
sector.

Lunches soon escalated into breakfasts and dinners, until you
could have eaten your way through the S&P 500 in the Fidelity dining
rooms. Every week, Natalic Trakas put out a printed menu, similar
to the one that school systems send home with children {spaghetii
on Monday, hamburgers on Tuesday)}, except that ours was & menu
of guests (Monday, AT&T or Home Depot; Tuesday, Actna, Wells
Fargo, or Schiumberger; and so forth). There were always several
choices.

Since I couldn’t possibly attend all the informational meals,  made
a point to see the companies in which I wasn’t invested, just to see
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what T'd been missing. 1f I was underweighted in oil, for instance,
I'd be sure to show up at the lunch with the oil company, and these
conversations often led to my getting a jump on the latest devel-
opments in this cyclical industry.

This is the sort of information that is always available to the people

directly or indirectly involved in a business, either as producers or

suppliers, or, in the case of the o1l business, as tanker salesmen or
gas station owners or equipment suppliers, who can see the changes
and take advantage of them.

Boston’s being the capital of the mutual-fund industry made it
casy for us to see hundreds of corporations a year without having
to ieave town. Their executives and their finance peopie could make
the rounds of Putnam, Wellington, Massachusetts Financial, State
Street Rescarch, Fidelity, or numerous potential stops, seeking buy-
ers for their latest public offerings or for their shares in general.

In addition to taking cdmpanies to breakfast, lunch, and/or dinner,
analysts and fund managers were encouraged to attend the afternoon
chitchats with additional corporate sources in one of the Fidelity
conference rooms. Often our visitors had invited themselves to come
in and talk to us, but we initiated many of these exchanges as well.

When a company wanted to tell us a story, it was usually the same
story that everybody else on Wall Street was hearing, which is why
the talks tended to be more useful if we sent out the invitations.

I’d spend an hour or so with the guy from Sears and find out
about carpet sales. A vice-president of Shell Oil would give me a
rundown on the oil, gas, and petrochemical markets. (A timely tip
from Shell led me to sell shares i an ethylene company that soon
encugh fell apart.} An emissary from Kemper would tell me if
insurance rates were on the rise, In 2 out of 10 of these random -
encounters, 1'd discover something important.

My personal rule was that once a month [ ought to have at least
one conversation with a representative of each major industry group,
just in case business was starting to turn around or there were other
new developments that Wall Street had overlooked. This was a very
effective early-warning system.

1 always ended these discussions by asking: which of your com-
petitors do you respect the most? When a CEO of one company
admits that a rival company is doing as good a job or better, it’s a
powerful endorsement. The upshot was that [ often went out and
bought the other goy’s stock.

The information we sought wasn’t esoteric, or top secret, either,
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and our guests were happy to share what they knew, I found that
the vast majority of corporate representatives were both objective
and candid about the strengths and weaknesses in their own oper-
ations. When business was Iousy, they admitted it, and they told me
when they thought it was turning around. We humans tend to get
cynical and suspicious of one another’s motives, especially where
money is involved, but in my thousands of encounters with people
who wanted me to invest in their companies I was lied o only a
handful of times.

In fact, there may be fewer liars on Wall Street than on Main
Street. Remember, you heard it here first! It isn’t that financial types
are closer to the angels than the merchants down the street, it’s that
they are so widely distrusted that their every claim is reviewed by
the SEC, so they aren’t allowed to lie. The lies that do get through
cannot survive the next quarterly earnings report.

i was always careful to write down the name of everyone I met
at the lunches and meetings. Many of these people became valuable
sources T called upon repeatedly over the vears. In industries with
which I was only vaguely familiar, they taught me the basics of what
to look for on the balance sheet and what questions 1o ask.

1 didn’t know a thing about insurance untif I met with executives
at Aetna, Travelers, and Connccticut General in Hartford. In a
couple of days they gave me a crash course in the business. I never
had the same sort of edge that an insurance professional has, but §
learned to identify the factors that make the earnings rise and fall,
Then 1 could ask the right guestions.

{I've explained elsewhere that the insurance professional cught
to take advantage of this edge, and not blow it by shunning the
insurance stocks and buying raiiroads or waste management com-
panies, the workings of which he or she is entirely ignorant. If
ignorance is bliss, then bliss can be very expensive.)

Speaking of insurance, by March 1980 I'd put 25.4 percent of the
fund in either property or casualty underwriters, and 1 owned so
many of these out-of-favor issues that the industry asked me to give
a speech at its annual conference as insurance’s best friend. The
underwriters might not have invited me had they suspected that a
year later I would be out of insurance stocks entirely and into bank
stocks.,

Interest rates had risen to record levels in 1980, at the tail end of
the Carter administration, when the Federal Reserve was putting
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the brakes on the economy. In this atmosphere, the bank stocks
were selling below book value despite the industry’s superb growth
prospects. I didn’t discover this by sitting at my desk and imagining
what would happen when interest rates declined. I discovered it at
aregional investment conference in Atlanta organized by Robinson-
Humphrey. :

Actually, it was outside the conference that | started thinking
about banks. During a lull in the proceedings, tired of presentations
from companies with no track records and no earnings, I took a
side trip to visit First Atlanta. This was a company with 12 years of
continuously higher carnings. Its earnings were greater than the sales
of many companies that were making flashy presentations downtown,
Obviously, investors had overlooked First Atlanta, which was a 30-
bagger by the time it merged with Wachovia of North Carolina five
years later.

Wall Street was excited about all sorts of companies that might
or might not survive, yet solid banks like this one were selling for
half the p/e ratio of the market.

From the day I heard the First Atlanta story, I've been impressed
with the guality of regional banks and perplexed by investors’ lack
of appreciation of them. They get little notice from the investment
houses. Ask a fund manager to guess which companies produced
the wonderful results shown in Figures 4-2, 4.3, and 4-4 and he or
she will probably mention Wal-Mart, Philip Morris, or Merck. These
look like the tracks of fast-growth companies—who would suspect
they're all banks? The company shown in Figure 4-2, the stock price
of which mmcreased 10-fold in ten years, is Wachovia; Figure 4-3 is
Norwest of Minneapolis; and Figure 4-4 is NBID Bancorp of Detroit.

Pm stili amazed by the fact that a bank ltke NBD, which for years
has been growing at the same 15 percent rafe as a Pep Boys or a
Dunkin’ Donuts or any other fast grower, is given a low p/e multiple
in the stock market. The way banks are treated by investors, you'd
think they were mature utilitics, just plodding along.

This mispricing of regional banks creates a lot of buying oppor-
tunities, which 1s why Magellan censistently had four or five times
the market weighting in bank stocks. One of my favorites, a $2-to-
880 shot, was Fifth Third-—how could you resist a bank with a name
ike that? Then there was Meridian, whose headguarters no other
investor had visited in years; and KeyCorp, which had the “frost
belt” theory, acquiring small banks and thrifts in mountainous arcas
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where the people tend to be fmgai and conservative and less likely
to default.

But my biggest winners in the bank group have been the regionals,
such as the three shown on pages 96-98. 1 always look for
banks that have a strong local deposit base, and are efficient and
careful commercial lenders. Magellan’s 50 most important bank
stocks are listed on page 137.
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One bank led {o another, and by the end of 1980 I had 9 percent
of the fund invested in 12 different banks.

Tn the annual report of March 1981, I was pleased to note that
Magellan’s sharcholders had nearly doubled their money—the
fund’s net asset value had risen 94.7 percent from the previous
March, as compared to 33.2 percent for the S&P 500,

While Magelian had beaten the market four years in a row, the
number of sharcholders continued to decline, and one third of the
shares were redeemed in this period. 1 can’t be sure why this hap-
pened, but my guess is that people who got into Mageilan by default
when we merged with Essex waited until they’d recovered most of
their losses and then cashed out. It's possible to lose money even
in a successful mutual fund, especially if your emotions are giving
the buy and sell signals,

With the many redemptions counteracting the capital gains, Ma-
gellan’s growth was retarded. What should have been an $80 million
fund, thanks to a fourfold increase in the value of the portfolio over
four years, was only a $50 million fund. In mid-1980, Magelian
owned 130 stocks, an increase from the 50 to 60 I'd held at any one
time during the first two years. A surge in redemptions forced me
to scale back to 90 stocks.

In 1981, Magellan was merged with the Salem Fund, bringing the
Puritans on board with the Portuguese explorers. Salem was another
of Fidelity’s small operations that had gone nowhere. It used to be
calied the Dow Theory Fund, and its losses had preduced another
big tax-loss carryforward. Warren Casey had done a superb job of
managing Salem in the two years after the merger was first an-
nounced in 1979, but still the fund was too smail to be economical.

Oanly at this point, after the merger with Salem, was Magellan
finally offered for sale to the public. That it took this long is an
indication of how unpopular investing in stocks had become. Rather
than return to the ouiside brokers who had sold the fund door-to-
door a decade earlicr, Ned Johnson, Fidelity’s chief executive, de-
cided to give the job to Fidelity’s in-house sales force.

Qur first offer was that you could buy Magellan with a 2 percent
sales charge, or load. This worked so well that we decided to raise
the load to 3 percent to slow down the rush. Then we tried to
accelerate the rush by offering a 1 percent discount on the 3 percent
load to anyone who bought the fund within 60 days.

This clever marketing ploy almost came to ruin when we published
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the wrong phone number in the notice to shareholders. Interested
parties who thought they were calling Fidelity’s sales department
were connected to the switchboard at the Massachusetts Eye and
Ear Infirmary. For several weeks, the hospital had to deny it was a
mutual fund, which 1s probabiy the worst thing ever said about i,

Between the existing assets, the merger with Salem, and the new
offer, Magellan crossed the 3100 million mark for the first time in
- 1981. Here we’d gotten the first flurry of interest from the public,
and what happened? The stock market fell apart. As is so often the
case, just when people began to feel it was safe to return to stocks,
stocks suffered a correction. But Magellan managed to post a 16,3
percent gain for the year in spite of it.

No wonder Magellan bad a good beginning. My top 10 stocks in
1978 had p/e ratios of between 4 and 6, and in 1979, of between 3
and 5. When stocks in good companies are sclling at 3-6 times
earnings, the stockpicker can hardly lose,

Many of my favorite picks in those vears were the so-called sec-
ondary stocks, small or mid-sized companies including the retailers,
banks, etc., that {’ve already described. Af the end of the 1970s,
fund managers and other experts were advising me that secondary
stocks had had their day, and that it was time to invest in the big

blue chips. I'm glad I didn’t take their advice. The big blue chips

did not have exciting stories to tell, and they were twice as expensive

as the secondaries. Small is not only beautiful, it also can be .

lucrative,

MAGELLAN
The Middle Years

FAR FROM A ONE-MAN SHOW

My working day began at 6:05 a.M., when I would meet the Saab
driven by Jeff Moore, a friend from Marblehead who gave me a
ride into town. Next to him in the front seat was his wife, Bobbie,
Both were radiclogists.

It was still dark. While Jeff drove, Bobbie held X rays up to a
small light on the passenger side. I was in the back with another
small Hght, perusing annual reports and my chart books, which
fortunately for Bobbie™s patients never got mixed up with the med-
ical records in the front seat. There wasn’t much conversation.

By 0:45, T was in my office, but not alone. Fidelity was a no-

- nonsense New England institution, where even on weekends you

could have gotien up a basketball game with analysts and fund
managers who arrived before dawn. T doubt our competitors could
have gotten up a double solitaire game.

But we didn’t play basketball, we worked. Ned Johnson loved the
idea of people working extra hard. His customary business hours
were 9:30 A, to 9:30 pom.

From the mess on my desk, I retrieved the sophisticated tools of
my trade, the S&P stock guide availabie free from any brokerage
house, the antique Rolodex, the empty yellow legal pads, the 2%
pencils, and the clunky Sharp Compet calculator with the oversize
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‘iiuttzc;ns .that I've used for 15 years. Copies of outdated S&Pp guides
gh{éﬁguﬁ:@f on my desk, Behmd’zhe desk on a separate stand was
The earliest version of the Quotron required that ype |
stock symbol and push the enter button qbef{}re the iﬁ?{é}ﬁ;c ;?ci
wopfd appear. Otherwise, the screen was blank. Later verqli;}ons
Wi?!(:h you've probably seen, display an entire portfolio anb thé
pmzes forv all the stocks, which are updated automatically as the
day’s trading brogresses. The blank screen was a better system be-
cause you couidn't stare at it al) day and watch your stocks gou
and down, as many contemporary fund managers do. When [ ot g
newfangled Quotron, T had to turn it off because it was too excz’%in
In the precious hours before the market opened and before thgé
phones began to ring, I reviewed the summary of the buys and sells
fziem the dayl before, prepared by Fidelity clerks. These @o«:a!}eé
night she@s indicated what Fidelity fund managers were kdoin i
rea_d the in-house Summary of what our analysts had learned frgz;zé
their talks with various companies. I read The Wall Street Journal
By 8:00 a.m. or so, T had written out & new buy and sell Iist‘
largely made up of companies that I'd bought the day bef;)rc azzd,
the day before that, in an attempt to slowly build up a sizable stake
at rcaso_nab}c prices. I called my head trader, Barry Lyden, who
worked in the trading room on a lower Hoor, to give him the o;'ders
Between me and the trading floor was a walkway or bridge tha;'
crossed a nine-floor drop and gave you the sensation of walking a
:{;httroic c}\r{-;}r 4 deep canyon. Fidelity must have designed it tgat
1;:2;1 ;}C ;3;:3{: tit (‘:N f:;?(i gfanagers from bothering the traders in person.
At first, my head trader was my only trader, but by the end of

1983, when Magellan had grown and the buys and sells got more

complicgtcd, I was assigned a second person, Carlene DeLuca
Lyden did buys and DeLuca did sells. Both were very patr’entllw'th‘
me, anfi I tried to give them the leeway to do their Jjobs, !

Trading was the least of my werries. In retrospect, I probabi
Spent more time on it than I should have—an hour aaday insteafi
of 10 minutes. It was fun to buy and sell, but I would have been
})ct_tf:.r off using the extra 50 minutes to call two more companies
T hzg 1s one of the keys to syccessful mvesting: focus on thg com:
panies, not on the stocks.

Once my trading list was sent down, I returned to my main task-—
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keeping up with the companies. My methods were not much dif-
ferent from those of an investigative reporter—reading the public
documents for clues, tafking with intermediaries such as apalysts
and investor relations people for more clues, and then going directly
to the primary sources: the companies themselves.

After every contact I made, on the phone or in person, I'd scribbie
a notation in a loose-leaf binder——the name of the company and the
current stock price, followed by a one- or two-line summary of the
story I'd just heard. Every stockpicker, 1 think, could benefit from
keeping such a notebook of stories. Without one, it’s easy to forget
why you bought something in the first place.:

As Magelian grew, so did my library of notebooks, and the amount
of time it took to review all the stories, I cut back on the corporate
lunches, as usefud as those had been, in favor of the more efficient
practice of munching on a sandwich in between phone calls. I'd
developed enough sources from the earlier lunches that I could get
most of the information I needed on the phone,

Gutside my cubicie door, four secretaries, led by the unflappable
Paula Sullivan, were busy routing the callis. They'd yell, “So-and-so
on line one,” and I'd pick up. Rarely did anyone venture into my
office for long. Since the seats of the chairs had become extra file
cabinets, there was no convenient place to sit, except on the floor.

H 1 left my post, it was either to get another diet Coke from the
office refrigerator or to use the bathroom. Between me and the
nearest bathroom was a small lobby where corporate guests and visit-
ing analysts waited for their meetings with the various fund managers
on our floor. Usually there were people I knew out there. I avoided
them by sneaking down a back stairway to a more secluded bath-
room. Otherwise, I would have had to waste time making small talk,
or spub these friends and acquaintances, which 1 didn’t waat to do.

MY NOT-SO-SILENT PARTNERS

Magellan was far from a one-man show. From 1981 forward, I always
had one or more talented assistants who did the same thing I did,
calling companies or calling analysts to keep me up to date on de-
velopments, My first assistant, Rich Fentin, set the standard for
quality, He went on to run the Fidelity Growth and Fidelity Puritan
funds. Fentin was followed by several others who learned so much
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from my mistakes that they, too, ran successful funds: Danny Frank
at Special Situations; George Noble, who started the Overseas Fund;
Bob Stansky who took over Growth; Will Danoff at Contrafund;
and Jeff Vinik, who now runs Magellan. Then there were Jeff Bar-
meyer, now deceased; Deb Wheeler; George Domolky; Kari Fire-
stone; and Bettina Boulton, now Vinik’s assistant.

- These energetic surrogates enabled me to be in several places at
once. They proved that the best way to get the most out of a staff
is to give people full responsibility. Usually, they will live up to it.

Fidelity put this theory into practice by making all the fund man-
agers responsible for doing our own research. ‘This requirement was
revolutionary, and not always popular with my colleagues. In the
traditional setup, a fund manager chooses stocks that the analysts
have recommended, based on the analysts’ research. This is very
convenient for the fund managers, and excellent for their job se-
curity, since if the stocks go kaput they can blame the analysts for
providing faulty information. 1t’s the same dodge that the average
investor uses when he loses money on a stock tip from Uncle Harry,
“How could Uncle Harry have been so stupid?” he says to his wife
after she hears the bad news. This is exactly what the fund manager
says to his bosses about the analysts.

Knowing that the blame will be passed along 1o them, the analysis
soon learn to protect themselves by not sticking their necks out.
Instead of making imaginative recommendations to the fund man-
agers, they prefer to tout acceptable, worn-out companies like IBM.
Because they recommend acceptable stocks, they don’t get criticized
as much when the fund managers have a lousy quarter.

At Fidelity, this didn’t happen. For better or worse, fund managers
did independent research and were held accountable for the results.
Analysts did their own parallel research and passed it along to the
fund managers, who were free to take or leave the analysts’ advice,
Thus, there was twice as much investigating going on as there would
have been with the customary division of labor.

Fach new Fidelity fund required a new fund manager, who aiso
would function as a fact gatherer for the others, so as the number
of funds increased, so did the quality of cur in-house mtelligence.
My colleagues’ tips and leads were particularly valuable to me be-
cause Magellan was a capital appreciation fund, and therefore T had
the widest [atitude to buy stocks that the special situations person,
the small-stock person, the growth person, the value person, or the
over-the-counter stock person had recommended.
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1 was a passionate advocate of launching new fu‘nds, such as the
OTC Portfolio, the Overseas Fund, and the Retirement Qrowth
vund. Most have turned out to be quite popul:%r, but even if they
hadn't, they gave us more rescarchers t0 SHOOP I nEW arcas of the
market. I took full advantage of their discoveries. Danny F_rank_ of
Special Situations was the first to see the potent.zai in Fanmie Mgc,
and also several turnarounds; George Vanderheldc_n of %he Destiny
Fund led me to Owens-Corning; Tom Sweeney of Capital Appre-
ciation gave me one of my best stoci(s,‘ Emim‘dyne.

The new funds also gave us new siots mto whz_ch we could promote
our talented young analysts, who otherwise might have been lured
away to rival firms. The result was one of the greatest teams of stock
steuths ever assembled. ' _ ‘

Early in my tenure, we formalized the swapping of information.
Our random powwows in the hallway near the refrigerator were
superseded by a scheduled event in a conference room, where all
the analysts and fund manage:s pz’efsemed‘ our picks _01_2 the wc‘ek;

Later, I presided over these meenqgs with a smail k_z.tchf?:n mf"'T»
which I pretended to set at three rrm‘mtesﬁthe official time limit
for any defense or explanation of a pick. }rz fact, I was setting th.e
timer at progressively shorter intervals, ungl_l got it d(}\ﬁ{n to a minute
and a half. 'm confessing this now that it's too late for anyone to

demand a chance to make up the lost time. _ . ‘

People were too excited about their favorite sub ject to notice t.hat
1 was fooling with the timer. Anyway, 90 secon_ds is gi.enty of time
1o tell the story of a stock. If you're pzeparfzd to invest in a compazzy',

then you ought to be able to exp}ain‘why in simple language that a
fifth grader could understand, and quickly enough so the fifth grader

’ bered.
wo’.?htefg tSCSSiOI}S of ours were not put-down contests. Wall Str_ect
tends to be a combative environment where only the glibbest survive,
but combat is not the best way to arrive at the truth about stocks.
When you are openly criticized for your ideas, you may tgnd 10 hc:ld
back the next time. And when there’s a chorus of criticism, youre
likely to iose faith in your own research, . . _

A hostile reception might not aflect your c_:orz{'zdence fmmedzateiy,
but the brain never forgets a painful experience. it will rememberl
that every person in the room ridiculed the notion that Chrysier was
an exceptional bargain at $5 a share, Then one night a year or more
later, when the stock’s at $10 and the brain has nothing better to
do, it will remind you that “maybe all those smart people were
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%g{,ilz, . If;;{:: tj:i; }:;iitn(‘i&y you'll wake up and sell your Chrysler about
To avoid undermining one another’s confidence we allowed no
feedback at our presentations—the listeners were frcc to follow u
on t%le leads or ignore them as they chose. 1 tried to focus on thg
quality of each idea, as opposed to the quality of the speaker. Often
the most valuable leads came from people whose stockpicici;l I skill :
tf)z;;excc?czzd their forensic skills, and T made it a point to pr%k thes
08 of the nonverbal continge side the i '
58 tioter ot ntingent outside the meetimgs, with the
nofiv‘enguz‘iiiy, the weekly sessions were replaced by daily research
no j:nee;,:g;i we had too many analysts and fund managers to fit
Two other sources of leads that often proved valuable were ana-
igfsts and fund managers from outside Fidelity, At least once a w;:ek
'd taiif to the manager of a competing fund, and occasionally we’&
}?um;’) 010 each other on the street or at a meeting, “What do you
fike?” we’d say as soon as we’d gotten beyond “Hello.” This is {h |
way sto«;kpickers communicate, It's never “How’s yo-ur wife‘;” 06
Gee, d‘zd yousee the shot that Larry Bird made?” It’s always .“Whai
do Xou like?” followed by “Gee, things are getting better at Delta "
or “I'm expecting a turnaround in Unjon Carbide.” -
We were competitors in the sense that our funds’ performance
was compared by Lipper, Barron’s, Forbes, etc., and how well we
did relative to the others would determine how much new mone
we attracted the following year, But the competition did not s'a:)y
us rftronfa revealing our favorite stocks to one another at every opif
f:;i g:ﬁitguy‘at least after we’d acquired all the shares we were plan-
You wouldn’t expect the coach of the Washington Redskins to
share his favorite plays with the coach of the Chicago Bears bui we
Were eager to share our buy hsts. If one of us gave a com ,ctit
good zdea,‘ he or she would return the favor. peera
The advice of the analysts from other firms and salespeople from
the. bl_*oicﬁa.rage community 1 100k more selectively. There is great
variation in quality here, and it’s dangerous to follow a recomiien-
dation put out by a brokerage house without knowing somethin
abo_ut the persen who made it. Some highly regarded analysts ar§
resting on their laurels in air-conditioned comfort. They may be
listed as all-stars in Instingonal Investor magazine, but thgt &()gsn;
mean they've talked to Colgate-Palmolive in the last two yéars
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The out-of-touch expert is part of a growing crowd on Wall Street.
Analysts spend more and more time selling and defending ideas to
their superiors and/or clients, and less and less researching the ideas.
it’s unusual to find an analyst who calls several companies each day,
and even rarer to find one who gets out and visits them.

Whenever I ran across such a person, 1 made it a point fo keep
in touch. Maggie Gilliam at First Boston, who saw the virtue in
Home Depot and provided astute coverage of the Limited, is a good
example. Others include John Kellenyi of NatWest on utilities; Elfiot
Schneider at Gruntal on financial services; and George Shapiro at
Salomon Brothers on aerospace. Analysts of this caliber are always
worth listening to, especially when you've cailed them, rather than
ViCe versa.

Anpalysts love to brag about how they “initiated coverage” on a
company when the stock was selling for 25 cents, and ten years later
it is selling for $25. What's more important is whether they rein-
forced their opinion with a second or third and fourth favorable
report when the stock hit 85, then $10, then $15. Anp initial buy
signal is quickly forgotten, and if that's all the analyst has provided,
the audience has missed the chance to profit from the stock farther

up the Hne.

IT PAYS TO BE PATIENT

By the time Magellan was opened to the public in 1981, T had become
amore patient investor. So had the shareholders. Redemptions were
down, which meant I wasn't forced to sell stocks to raise cash. The
fund’s annual turnover rate dropped by nearly two thirds, from 300
percent to 110 percent. My biggest positions (Nicor, a natural gas
producer; Fedders, the air conditioner people; Service Corporation
International, the funeral home chain) now stayed that way for sev-
eral months in a row.

Magelian was stili smali, $100 million, which put it in the bottom
fifth of all general equity funds. I divided the money among 200
different stocks in every kind of company imaginable: John Blair, a
broadcaster; Tandy, owner of Radio Shack; Quixote, which made
plastic safety barriers used by construction crews on highways; Te-
lecredit; Zapata Corporation, which added to George Bush’s for-
tune; Cheml.awn; Scven Oaks, a processor of grocery store
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coupens; Irving Bank; and Chart i ?
coup restauramg Chains,. hart House and Skipper’s, both fast-

I was progressively more impressed with the long-range potential
of restaurant (?hai.ns and retailers. By expanding across the couniry
these companies could keep up a 20 percent growth rate for 10 t(;
15 yf:ars,"ﬁ}c math was, and continues 0 be, very favorable, if
carnings increase 20 percent per annum, they double in 31/? y(;ars
and quaérupffz in 7. The stock price follows suit, and often outpaces
the ecarnings, as investors are willing to pay a considerable premium
for t‘he company’s future prospects, {A list of my 50 most im ortant
regaﬂers appears on page 138.) P

I'he Rule of 72 is useful in determining how fast money will grow
Teke the annnal return from any investment, expressed as a cr;
centage, and divide it into 72, The result is the number ofa yea];s' it

will take to double your money. With a 25 percent return, your -

money doubles in less th 1 with ¢ i
doubi};g joules n les an 3 years: with a 15 percent return, it
From watching the ups and downs of the various industries, |
ieamed' that whereas it was possible to make two 1o five Himes o:ur
money in cyclicals and undervalued situations (assumin:g that all \i‘cnt
well), there‘ were bigger payoffs in the retailers and the restaurants
Not only did they grow as fast as the high-tech growth compani{;;;
(C{_}mputer manufacturers, software manufacturers, medical enter:
prises}, briz_t they were generally less risky. A mmpu;er company can
lose half it value overnight when 4 rival unveils a betier pmb(;uct
but.a chain of donut franchises in New Lngland is not going to io‘;{;
?tusmess \;hcn somebody opens a superior donut franchise in Oi}i;).
X éniz;y ijm;:nag ‘(%ecade for the competitor to arrive, and investors can
At the end of 1981, I'd taken my profit in Circle K Convenience
Stores and Penn Central, a turnaround from bankruptey. I sold Ball
the s.lot-m_achine company and casino operator, and bought tw};
pther gaming stocks, Elsinore and Resorts International. In earl
1982, I bought back Circle K. My biggest Holding was Matfei ﬁaz
toy maker, which was 3 percent of the fund. Other companics i;1 m
te?p 10 st the time were Chemical Bank; Pic "N’ Save, a chain 0};
éfscozmt stores in California; Verbatim, a manufactur(;r Of flo
disks (once again, P'd fallen for a high-tech stock); Horn & Haidgfty
the owners of Bojangles restaurants and a mail-order gift 13-usinessz
and Pep Boys—Manny, Moe & Jack, not to be confused with thé
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Three Stooges. These were the Three Sages when it came to making
money in auto parts.

Pep Boys, Seven Oaks, Chart House, Telecredit, Cooper Tire-—
now I was beginning to see that some of my favorite stocks did have
something in common. These were companies with strong balance
sheets and favorable prospects but most portfolio managers wouldn’t
dare buy them. As P've mentioned before, a portfolio manager who
cares about job security tends to gravitate toward acceptable hoid-
ings such as IBM, and to avoid offbeat enterprises like Seven Oaks,
the aforementioned servicer with a plant in Mexico. i Seven Oaks
fails, the person who recommended putting it in the portfolio gets
the blame, but if IBM fails, the blame is put on IBM itself, for
“disappointing the Street.”

What made it possible for me to deviate from this stultifying norm?
In a wide-open fund like Magelian, nobody was looking over my
shoulder, In many firms there is a hierarchy of shoulders, with each
person judging the work of the person directly in front of him, while
worrying about how he’s being judged from behind.

When you have {0 concern yourseif with what the person behind
you thinks about your work, it seems to me that you cease 10 be a
professional. You are no longer responsible for what you do. This
creates a doubt in your mind as to whether you are capable of
succeeding at what you do—otherwise, why would they be moni-
toring your every move?

1 was spared the indignity of being second-guessed by my supe-
riors. I had the luxury of buying shares in companies that nobody
had heard of, or of selling shares at $40 and changing my mind and
buying them back at $50. (My superiors may have thought [ was
crazy for doing such things, but they didu’t say so.} I didn’t have to
justify my stock picks at a daily or weekly meeting, of subject mysel{

and my strategy to demoralizing critiques.

Fund managers have enough to worry about in {rying to beat the
market. We don’t need the added burden of conforming to a pian
or explaining our strategies every day. As long as we follow the
mandate of the fund as described in the prospectus, we ought to be
judged once a year OB Our results. Along the way, nobody should
care if we buy Golden Nugget or Horn & Hardart instead of Rey-
nolds Aluminum or Dow Chemical.

By 1981-82, I'd begun to work on Saturdays. I devoted the exira
day to cleaning off my desk. T had to peruse a stack of matl, which
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at one point reached a height of three feet a day. In February and
March, I reviewed annual reports. I flipped through my notebooks
of corporate contacts, looking for situations in which the stock prices
had dropped (I always wrote down the price along with the date
Whenever 1 talked to a company) and the fundamentals either had
improved or were unchanged. My goal was to see some wood at the
end of the afternoon, but I didn’t always achieve it,

The first half of 1982 was terrible for the stock market. The prime
raie had hit the double digits, as had inflation and unemployment
.Pe(}pi‘e who lived in the suburbs were buying gold and shotguns anfi
_steckmg up on canned soups. Businessmen who hadn’t gone fishing
in 20 years were oiling their reels and restocking their tackle boxes
preparing for the shutdown of the grocery stores. ,

Interest rates had gone so high that my biggest position in the
fund for several months running was long-term Treasury bonds
Uncle Sam was paying 13-14 percent on these. 1 didn’t buy bondé
for defensive purposes because I was afraid of stocks, as many inves-
tors do. { bought them because the yields exceeded the returns .one
could normally expect to get from stocks.

This leads us to Peter’s Principle #8, the only exception to the
general rule that owning stocks is befter than owning bonds:

Wher} yields on long-term government bonds exceed
the dividend yield of the S&P 500 by 6 percent or
more, sell vour stocks and buy bonds.

i couldn’t imagine that interest rates could go much higher, or
stay at these levels for long, without the economy collapsing and,the
worst mightmares of the backyard fishermen coming true. If that
happened, I'd be out there casting in the surf with the rest of them
and Magellan’s portfolio strategy would be the least of my Woz'ries’
But if it didn’t, I'd want to be fully invested in stocks and Eong-ierrr;
bonds.

‘Why investors attempt to prepare for total didaster by bailing out
gt their best investments is beyond me. If total disaster strikes, cash
in the bank will be just as useless as a stock certificate. On the ,Other-
hand, if total disaster does not strike {2 more likely outcome, given
the‘record), the “cautious” types become the reckless ones ,sciiing
their valuable assets for a pittance. ,

in early 1982, I went through my wsual scare-proofing drill, con-
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centrating on the Even Bigger Picture, assuming that the worst
wouldn’t happen, and then asking ryself, if it didn’t, what then? |
figured that interest rates had to come down sooner or later, and
when they did, the owners of both stocks and long-term bonds would
make big profits.

(In fact, the S&P 500 had a fourfold gain from 1982 to 1990 and
3(0-year government bonds did slightly better. Then in 1991, when
stocks were up another 31 percent, bonds did poorly, proving once
again that in the long run stocks will outperform bonds.)

In the gloom and doom of the era, financial commentators con-
tinued to harp on slumping auto sales, as if slamping auto sales were
a permanent affliction. It seemed to me that recession Of RO TECES~
sion, people were going to have to return to the showrooms. If there’s
anything as certain as death and the collapse of the Red Sox, it’s
that Americans have to buy cars. :

Tt was this sort of thinking that led me to Chrysler in March 1982.
Actually, | stumbled onto Chrysler indirectly. I got interested in
Ford as a beneficiary of the rebound in autos, and in talking to Ford
1 became convinced that Chrysier would benefit even morc, As
usual, my research into one opportunity led me to another, the way
a prospector follows the gold flakes upstream.

Chrysler stock was selling for $2 at the time, because Wall Street
expected the pumber-three automaker to go bankrupt and become
the next Penn Central. A quick check of the balance sheet showed
me that Chrysler had more than $1 billion in cash—mostly thanks
to its sale of a tank division to General Dynamics—so its imminent
demise was greatly exaggerated. Chrysler had the capacity to go bank-
rupt, but not for at least a coupile of years. The U.S. government had
guaranteed enough loans to Chrysler to ensure its short-term survival.

If auto sales had been robust in general and Cbrysler had managed
not to sell cars, I would have been more pessimistic about its future.
But the entire industry had been in a slump and was due for a rebound,
Since Chrysler had reduced its debt and was hovering near the break-
even point when sales were slow, it had the potential to do jumbo
mumbers when sales picked up.

In June I visited corporate headquarters, where 1 saw the new cars
and talked with several top executives in a meeting arranged by investor
relations officer Bob Johnson. This was probably the most important
day in my 21-year mvestment carcer.

The interviews that were supposed to last three hours stretched into
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seven, and a brief chat with Lee Iacocea turned into another ewo-hour
session. In the end, 1 was convinced not only that Chrysler had the
wherewi?ha% to stay in business for a while, but also that the company
was puiting some pizzazz into its products,

The ?odge Daytona, Chrysler Laser, and the G-124 Turbo Car were
all coming off the assembly lines. The G-124 could accelerate from ©
to 60 faster than a Porsche. There were convertibles for the younger
crowd and a sportier New Yorker with front-wheel drive. Mr. Tacocea
was most excited about what he calied “the first pew thing in the auto
1r‘1dustry in twenty years,” a vehicle that had been given a code name:
T~Z15‘ This was the Chrysler minivan, which sold over three miliioz;
copies in the next nine years.

.I ‘W'ds more impressed with the cars than with the minivan, but the
minivan turned out to be the product that saved the company. No
matter how well you think you understand a business, somethiz;g éan
always h‘appen that will surprise vou. Herc was a breakthroagh n

‘automotive design and engineering that came not from Japan or Ger-
many or Sweden, but from Detroit. The Chrysier minivan outsold all
the Volvos in the ULS. by five {0 onel

Chrysier was a large company with millions of shares outstanding
which made 1t possible for Magellan to acquire a large position. "i“‘hc
company was so disparaged on Wall Street that the institutions had
given up and had stopped following it. In the spring of 1982 and into
the summer, T was buying the stock in earnest. By the ead of June, it
was; my zzurzzbepjane holding. By the end of July, 5 percent of Mag’ei~
:;;;; :;; zsséeg{?ere invested in Chrysler, the maxirnum percentage allowed

Throughout the fall, Chrysler remained my top position, just ahead
of Hom & Hardart, Stop & Shep, IBM, and Ford. 1 T'd been aliowed
to,‘i }vould have made Chrysler 10 or even 20 percent of .my fund
This in spite of the fact that most of my friends and professionai
colleagues told me 1 was crazy, and that Chrysler was going bankrupt.

By October, my bond position was whittled down to 5 percent of
Magellan’s assets. The great bull market had begun in earnest. Interest
rates had started to come down, and the economy showed signs f;f

revival. Cyclical stocks were leading the market higher, as they usually
fio at the end of a recession. 1 responded by selling some bank and
insurance stocks. Eleven percent of the fund was now in the autos
and 10 percent in the retailers. ,

This shift in allocation was not a policy derived from the headiines,
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or from remarks made by the chairman of the Federal Reserve Board.
My decisions were made on & case-by-case basis, as one company after
another told me that business was getiing better. :

During this period, Genentech came public at $25 and promptly
soared to $75 in one day. This was one of the new issues that 1 bought.

The weekend before Halloween, 1 made my first appearance on
“Wall Street Week.” 1 didn’t meet the host, Louis Rukeyser, until
about a minute before the cameras rolled. He walked onio the set,
leaned over, and said: “Don’t worry, you'll do fine, only about eight
million people are watching you.” _

Rukeyser opened the show with a Hallowsen joke about how pol-
iicians scare Wall Street much more than goblins do. Then the three
panchists (Dan Dorfman, Carter Randall, and Julia Waish) did some
weckend thinking. As usual there was plenty {0 be worried about,
beginning with the fact that the Dow had fallen 36 points on the prior
Friday. The newspapers had made a big deal of this “‘worst one-day
drop since 1929, even though the comparison was absurd. A 36-point
drop with the Dow at 990 was not the same thing as a 36-point drop
with the Dow at 280, which is where it stood before the Crash.

How frequently today’s mountains turn out to be tomorrow’s mole-
hills, and vice versa. Asked what might be spooking the market, the
three experts mentioned the indictment against automaker John De
Lorean, the Tylenol scare, and the large number of members of Con-
gress who might lose their seats in the upcoming election. Mr. Rukeyser
read a letter from a viewer who was concerned about a possible bank
and S&L crisis that might deplete the resources of the Federal Deposit
Insurance Corporation. The panelists thought there was little chance
that such a thing could happen. Rukeyser ended the discussion by
suggesting that the government could always “print a few more bucks
if it had t0,” a jocularity that may turn out to be prophetic.

For my part of the show, I was ushered in from the wings as I was
kindly introduced as the *best mutual-fund stockpicker of the last five
vears,” tops on the Lipper list with a 305 percent gain over that period.
I wore a plain brown suit and a blue shirt, the kind you are supposed
to wear on television, and I was nervous. Getting on the Rukeyser
show was the financial equivalent of opening the envelopes at the
Academy Awards.

Rukeyser lobbed me a few easy questions, beginning with the “secret
to my success.” I said 1 visited more than 200 companics a year and
read 700 annual reports, and that I subscribed to Edison’s theory that
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“investing is ninety-nine percent perspiration”—something | was doing
a lot of at the time. “That was Edison's theory of genius, not of
investing,” Rukeyser corrected. I said nothing. The witty comebacks
were trapped in butterflies.

Rukeyser wanted to know more about my modus operandi. What
was | going to say? “Well, Lou, 1 buy what I like”? I didn’t. Instead,
I said that 1 divided the Magellan portfolio Into two parts: the small-
growth and cyclical stocks, and the conservative stocks. “When the
market heads lower, 1 sell the conservative stocks and add to the others,
When the market picks up, I sell some of the winners from the growth
stocks and cyclical stocks and add to the conservative stocks.” Any
resemblance between my actual strategy and this attempt to explain it
to 8 milkion viewers on the spur of the moment is purely coincidental,

Asked sbout my favorite picks, I listed Bassett Furniture, Stop &
Shop, and the autos in general, especially Chrysler. The autos had
been depressed two straight years, T said, and Chrysler was well po-
sitioned to benefit from a comeback. Expressing the popular Wall
Street view, Dorfman wondered if Chrysler wasn’t too risky. “T’'m
willing to take risks,” I countered,

Things lightened up when somebody asked a question about a toch-
nology company. I confessed not only that was 1 ignorant of technology,
but that “I pever really understood how electricity works,” This gota
laugh, and Rukeyser wanted to know if it had ever occurred to me
that I was a “very old-fashioned fellow.” My billiant reply to that
question was “No, it hasnt,”

As jittery as I must have looked, the appearance on Rukeyser’s show
did wonders for Magellan. The Fidelity sales department got very busy
answering phones and taking orders. What had been 3 $100 million
fund after the merger with Salem in 1981 became a $450 million fund
by the end of 1982. New money was pouring in at a rate that would
have been inconceivable four years earlier: $40 million in October, $71
million in November, $55 milfion in December, A roaring stock market
had a lot to do with this. :

Instead of having to sell one stock to buy another, as I'd done in
the past, 1 now had the luxury of maintaining old positions while
initiating fresh ones. I was’t allowed to spend all the money on Chrys-
lex, so 1 invested some of it in the other autos, in chemical companies,
and in retailers, In three months, I bought shares in 166 different
companics.

Some of these were large companies, but the majority were not.
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One of the many ironies of my carcer is that when Magel?an was a
small fund I concentrated on the bigger stocks, and when it be{:am_e
a bigger fund 1 found myself concentrating on the smaller stocks. This
was not a deliberate strategy, but that’s the way it wori«;c_d mi{‘
Magellan’s popularity continued to grow into 16983, in I»'xi:b‘ruary,
another $76 million had to be invested, and in March,_ $i00 million. It
would have been casier to find stocks to buy in a terrible market, but
by early 1983 the Dow had advanced 308 points fr_om the 1982 lowf.
Many of the technology issues had risen to gn_:léy hf%.lghts that wouidnﬁt
be seen again for six or seven years. Tk_}e_se bigh prices were ‘thf: cause
of great jubilation on Wail Street, but | found them deprcaqtfzg. I was
happier with a good 300-point drop that creatgd SOmC bargams:

Bargains are the holy grail of the true stockpicker. The fai:,t thfit _If}w
30 percent of our net worth is lost in a market selll~0ff is of little
consequence. We see the latest correction not as a disgst.er but as an
opportunity fo acquire more shares at low prices. This is how great
fortunes are made over time,

Chrysler was still my biggest holding (5 percent of the fun}d), and
remained o for most of the year. 1t had douabled in }?aiue in eight
months. Horn & Hardart, Stop & Shop, and IBM wmlrfulcd to show
up in the top fve. I dutifully maintained a‘3 pereent position in iBM
(less, it turns out, than IBM’s overall weighting in the market {}j{ 4
percent of the total value of the S&P 500). Perhaps { was responding
to a subliminal message: you aren’t really a fund manager unless you

ave Big Blue in the portfolio.
hd;;(; igriiB, Mageilanlist $1 billion, a milestone which e}icited a great
ho-hum at the office. Soon afterward, a newsleizt?r writer suggested
that Magelian had gotten teo big to succeed. This argugzent would

soon gain in popularity.




MAGELLAN
The Later Years

Howr much time you spend on researching stocks is directly pro-
portional to how many stocks you own. It takes a few hours a year
to keep up with each one. This includes reading the annuals and
the quarterlies, and calling the companies for periodic updates.
An individoal with five stocks can do this work as a hobby. A
fl;n.d manager of a small- to medium-sized fund can do it as a
nine-to-five job. In a larger fund, you're looking at a 60- to 80-hour
week. B

By mid-1983 there were 450 stocks in the Magellan portfolio, and
by {all, the number had doubled to 900. This meant I had to be
prepared to tell 900 different stories to my colleagues in 90 seconds
or less. To do that, T had to know what the stories were. My able
assistants helped me investigate the facts,
‘ Jo%‘m Neff at Vanguard Windsor stifl had the largest mutual fund
m existence, but by the end of 1983 Magellan was running a close
second, with $1.6 billion in assets. This latest growth spurt prompted
a new group of critics to say that Magellan, like the Roman Empire,
had gotten too big to succeed. The theory was that a fund with 900
§£oci(s in it didn’t have a chance to beat the market average because
it was the market average. I was accused of managing the largest
closet index fund on the planet.
‘ This theory that a large fund can only be a mediocre fund js still
m vogue today, and it’s just as misguided as it was a decade ago.
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An imaginative fund manager can pick 1,000 stocks, or even 2,000
stocks, in unusual companies, the majority of which will never ap-
pear in the standard Wall. Street portfolio. This is known as “flying
off the radar scope.” He or she can own 300 8&Ls and 230 retailers
and no oil companies and zero manufacturers, and his results will
zig when the rest of the market zags. Conversely, an unimaginative
fund manager can limit his portfolio to 30 stocks that are widely
held by institutions, and create a miniatare S&P 500
This leads to Peter’s Principlie #Y9:

Mot all common stocks are egually commen.

The size of a fund and the number of stocks it contains tell you
nothing about whether or not it can excel. The publicity 1 received
for having bought 900 stocks, oy, later, 1,400 stocks, may have caused
some investors to shy away from Magellan. This is unfortunate. Of
the 900 stocks in the portfolio in 1983, 700 accounted for less than
10 percent of the fund’s total assets.

These tiny positions 1 took for one of two reasons: (1) the com-
panies themselves were quite smail, so even if L owned the maximum
10 percent of the shares the dollar value didp’t amount to much; or
{2) Fwasn’t convinced they deserved a substantial commitment. Most
of the stocks in Magellan fell into this “tune in later” category. It
was easier to follow the story when you owned some shares and
were put on the mailing bist.

An tllustration of how an insignificant holding could lead to a
great opportunity is Jan Bell Marketing, The executives of this jew-
elry supplier, a $200 miilion company and far from the Fortune 500,
came to Fidelity to mect with our fund managers. | owned the stock,
so 1 hustled over to the conference room to hear the presentation.
No other fund managers showed up.

Jan Bell was too small to add much to Magellan’s bottom line,
but I'm glad T went to the meeting. In describing the business, the
executives mentioned that their best customers were the discount
clubs (Pace, Warchouse, Wholesale, Costco, etc.) that were ordering
a tremendous amount of jewelry—so much, i fact, that Jan Bell
had 1o struggle to keep up with the demand,

That’s where | got the idea to invest in the discount clubs. [t
oceurred to me that if they were selling as much jewelry as Jan Bell
said they were, then their general sales had to be excellent as well.
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T asked Will Danoff, the retail analyst who later took over the Fi-
delity Contrafund, to do the research.

These stocks were very popalar after the initial public offerings,
but the euphoria was short-lived. Expectations were so lofty that
the results couldn’t possibly live up to them, and the stocks soid off.
True to form, Wall Street lost interest. Danoff called the big in-
vestment houseg and found out that not a single analyst was assigned
to foliow these companies.

The two of us contacted the companies directly. They confirmed
what Jan Bell had said—business was terrific. They also told us
they'd strengthened their balance sheets by paying off debt. Earnings
were on the upswing, the stock prices were still on the downswing—
it was a perfect situation. T bought hundreds of thousands of shares
of Costeo, Wholesale Chub, and Pace. All three made money—
Costeo was a triple.

Emplovees and shoppers in these stores could have seen the evie
dence of prosperity with their own eyes, and learned the same details
that Danoff and I did. The alert shopper has a chance to get the
message about retailers earlier than Wall Street does, and to make
back all the money he or she ever spends on merchandise-~by buying
undervalued stocks. '

During the mid-80s, [ also scooped up nearly every S&1L. that
came public. Most of them were guite small, so for them to have

made a difference to a $1 billion portfolio,”I had to buy a passel. -

Besides, after several financial institutions told me their profits were
improving thanks to lower interest rates, I could see that many others
would benefit from the same trend. Of the 83 new acquisitions 1
made in April 1983, 39 were banks or 8S&Ls. By the end of that
year, I'd bought 100 S&Ls, enough to make that group 3 percent of
the fund. :

The financial press noted my “emphasis” on the S&Ls in enough
articles that the casuval reader might have gotten the impression
that Magcellan’s fortunes rose and fell with them. It’s a good thing
it didn’t, because when the weakest of the S&Ls collapsed, the
prices of the strong ones declined in sympathy. If1°d put 20 percent
of Magellan into the S&Ls I might have been forced to retire much
earlier.

Banks and S&1s z;{}ththstandmg it was the autos that get the
most credit for Magellan’s success during this period. Ford had led
me to Chrysler, and Chrysler to Subaru and Volvo. The favorable
economic tide that lifted one was lifting them all.
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The price of Chrysler stock shot up so fast that for a short period
my Chrysler holding exceeded the limit of 5 percent of the fund.
Once it got to 5 percent, 1 wasn’t allowed to buy more, though 1
was allowed to exceed the limit if an increase in a stock’s price
pushed the value of Magelian’s position over the 5 percent limit. At
the same time, I was building up Ford and Volvo, until the three
together accounted for 8 percent of Magellan’s assets, and autos as
a group, 10.3 percent.

An individual can pick the most promising auto company and put
all his money there, but to get the full benefit from a rebound in
autos, the manager of a large fund is forced to make what is known
as an “‘industry bet.” There are different ways to make such bets.
One way is to tell yourself, ‘“This year, I want to have eight percent
in autos,”” because you have a hunch that autos are going to do well.
You can ciose your eyes and throw darts at a list of auto stocks, and
buy a few. Another way is to analyze ¢ach company on a case-by-

case basis.

In the first instance, the § percent weighting in autos is deliberate
and the choice of the companies is incidental; in the second, the
choice of the companies is deliberate and the weighting is incidental.
As you might have guessed, I prefer the latter. Doing the homework
takes more effort than throwing darts, but in 1983 the dart throwers
were hikely to have ended up investing in General Motors.

I never owned much General Motors, even in this favorable period
for autos, because 1 thought that saying it was a miserable company
was about the picest compliment you could give it. Even GM tripled
in value from 1982 to 1987, but the fund manager who made the
number-one 1.8, automaker his number-one investment didn’t get
the fuill advantage of the 17-fold profit from Ford, and the nearly
50-bagger from Chrysler.

I have to admit that in my bottoms-up analysis I was right about
the rebound in aufos, but wrong about the big picture. I was con-
vinced that the Japanese would continue to concentrate on the smali-
car market, and I never imagined that they would get into the midsize
and luxury markets the way they've done. In spite of this miscal-
culation, I was able to get the maximum benefit out of Ford, Chrys-
ler, and Volvo.

During the entire six-year stretch from 1982 to 1988, at least two
of these three anto manufacturers could be found among the top
five holdings in Magellan, and sometimes all three appeared at once.
Ford and Chrysler stock rose dramatically, and subsequently 1 made
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well over $100 million in profits from each, plus $79 million from
Volvo. It was huge gains in a few huge positions that led to Magelian’s
superior resuls.

Although Magellan was continually described as a growth fund,
it was the flexibility to buy any sort of stock that enabled me to take
advantage of opportunities such as 1 found in the autos. Chrysler
and Ford would not have appeared in the growth-fund portfolios,
yet because these stocks had been beaten so far down, on the re-
bound they outperformed almost all of the growth stocks.

Another way that a lot of fund managers hemmed themselves in

was by worrying about “liquidity.” They avoided all the wonderful

small companies—a good colicction of these could do wonders even
for a big portfolio—Dbecause the stocks were “thinly traded.” They'd
get so absorbed in this probiem of finding stocks they could get in
and out of in five days or less that they'd lose sight of whether these
things were worth owning in the first place.

In stocks as in romance, ease of divorce s pot a sound basis for
commitment. i you've chosen wisely to begin with, you won't want
a divorce. And if you haver’t, you're in a mess no matter what. All
the liquidity in the world isn’t going to save you from pain, suffering,
and probably a loss of money.

Take Polaroid, which lost 90 percent of its value in a single year,
1973, A lot of fund managers wish they hadn’t. Polaroid was a big
company and very actively traded, so it wag a cinch to sell large
blocks of shares at a moment’s notice. The stock was in a slow
descent for three years, so everybody had a chance to get out, but
1 know several professionals who didn’t. You have {o want out fo
get out, and they didn’t notice that the company was falling apart.

They had the chance to get out of Xerox, too, and for some reason
they didn’t do that, either. So the expert who decided not to invest
in something because “‘it only trades ten thousand shares a day” is

looking at things cockeyed. For one thing, 99 percent of all stocks -

trade fewer than 106,000 shares a day, so fund managers who worry
about liquidity are confined to 1 percent of all publicly traded com-
panies. For another thing, if a company is a loser, the fund manager
is going to lose money on the stock no matter how many shares it
trades, and if it’s a winner, he or she will be delighted to unwind a
position in the stock leisurely, at a profit.

When Magellan grew into a medium-sized fund, it got harder for
me to make a meaningful investment overnight. Once in a while I
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got the chance to gobble up a huge block of shares from an insti-
tutional buyer, which is how I acquired 2 million shares of Owens-
Corning in one day. Another time, I bought 2 million shares of
BankAmerica in the same fashion. But these were the exceptions
to the rule of constant nibbling.

Every time the fund got bigger, which happened almost every day,
1 had to add to each position to maintain its relative weight versus
the other stocks in the fund. With the smaller stocks especially, it
sometimes took months to acquire a decent amount. If I bought
shares too rapidly, my own buying could cause the price to increase
beyond the level at which I would have wanted to start selling.

Throughout 1984, my top 10 positions remained more or less the
same, as 1 stuck to the buy-and-hold strategy, as opposed to my car-
lier practice of frequent trading. One month, Ford would be number
one, followed by Chrysier and then Volvo: another month, Volvo
would be number one, followed by Chrysler and then Ford. § also
maintained a large position in the Treasury bonds I'd bought in 1983,
which continued to increase in value as interest rates declined.

At the climax of my adventure with the carmakers, there were
five auto companies in my top 10, including the three regulars plus

Subaru and Honda, and for a brief moment even General Motors

made the list. As millions of Americans returned to the showrooms,
even that mediocre operation was carning lots of money,

Speaking of money, another $1 billion had come into Magellan
in 1984, It took me a while to get used to the extra zero on the buy
and sell orders I sent to the trading desks. Also, my morning in-
structions to the traders took longer and longer to relate.

My decisions as to where 10 go on vacation wers based primarily
on time zones and the locations of phone booths. Austria was a
good spot because it was late afternoon there before our markets
opened, giving me the whole day to ski before 1 phoned the trading
desk. My favorite ski place in the U.S. was Balsam’s in Dixville
Notch, New Hampshire, because it had a phone at the bottom of
the kift. I'd ski down, dial the traders, get through a page or so of
buys and sells, take the lift up, and contemplate my next move.

In my first five years I didn’t travel much, but in the second five
I was frequently on the road. Most of the trips were organized
around investment seminars held in every region of the country.
These were like cram courses in which I could hear from dozens of
companies in two or three days.

i
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Montgomery Securities had a conference in San Francisco in Sep-~
iﬁ?mi?er. Hambrecht & Quist had one for smaller technology compa-
nies in May, Every April, there was a Robinson-Humphrey conference
in Atlanta for companies from the Scutheast. Dain, Bosworth had
a similar gathering in Minneapolis for companies in the Midwest;
Prescott, Ball, and Turben had one in the fall in Cleveland; Alex.
Brown had one in Baltimore; and Adams, Harkness, & Hill had
one in Boston in August. Howard Weil had two separate conferences
iz? iouisiana, one for energy producers and another for energy ser-
vice companies, There were theme conferences that dealt exclusively
with biotech ¢ompanies, restaurants, cable companies, and banks.

The investment seminar was the greatest laborsaving device for
fund managers ever invented. With two or three presentations going
on at once, it was always hard to decide which to attend. Sometimes
Fidelity sent a delegation so we had a representative at cach meeting.
Once in a while, a story woulid be so good that I’d leave the room
before the talk was over to call in a buy order from the lobby.

In my spare time, I'd rent a car or take a cab and drive off to visit
companies that weren't involved in the conference, but whose head-
guarters were located in the area. I got to know cities not by their
familiar landmarks, but by who in the Fortune 500 had taken up a
residence. My tourist attractions were MClI and Fannie Mae in Wash-
ington; Chevron and BankAmerica in San Francisco; Litton and
Unocal in Los Angeles; Coca-Cola and Turner Broadcasting in At~
fanta; TRW, National City Bank, and Faton in Cleveland.

MY ADVENTURES ABROAD

With the exception of John Templeton, 1 was the first domestic fund
manager {0 invest heavily in foreign stocks, Templeton’s fund was
a global version of Magellan. Whereas T might have 10-20 percent
of the money invested in foreign stocks, Templeton invested most
of his money abroad..

My own global buying began in earnest in 1984, Nobody had
devised a system 1o get reliable, up-to-the-minute guotes of com-
panies traded on many of the foreign exchanges, so every night my
traders had to call Stockholm, London, Tovke, and Paris to piece to-
gether the information I needed the following day. This ran up the
phaone bill, but it was worth it. By 1986, we bad & foreign department.
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With the pile of cash I now had fo invest, I was almost forced to
turn to foreign stocks, particularly in Europe. With a big fund, |
needed to find big companies that would make big moves, and Eu-
rope has a higher percentage of big companies than we do. Most of
these were not closely followed. The bad news was that foreign firms
were not held to the same standards of reporting and accounting as
U.S. firms, and therefore were mysterious and harder to analyze.
The good news was that if you did your own homework, you'd
occasionally come up with a Voivo,

My most successful research trip ever began in mid-September
1985, and ended three weeks and 23 companies later. This was far
more exhausting—and useful—than an earlier jaunt I'd taken as a
young Fidelity analyst in the fall of 1973, when I visited Dow Chem-
ical plants and was wined and dined across the continent. What |
tearned then was that if you've seen one Dow Chemical plant you've
seen them all.

This time around, T saw three companies in Boston on a Friday,
then boarded a plane that same afternoon and arrived in Sweden
on Saturday. Things got off to a bad start when the airline lost my
luggage. It was Sabena, a stock I decided I was glad T didn’t own.

Sweden is a formal country. In two days I was scheduled to meet
several of its captains of industry, and 1 wondered how they'd react
when I walked into their offices wearing the same corduroy pants,
crumpled sport coat, and sneakers I'd worn in the plane. I began
preparing for this cultural disaster as soon as I found out that (1)
Sabena had no idea what happened to my suitcase and (2) all the
stores in Stockholm were closed.

Resigning myself to the worst, T was picked up at the airport by
Birgitta Drogell, the sister of friends of ours, the Sweetlands. I'd
made arrangements to stay with her and her family in Sigtuna, a
suburb of Stockholm. Miraculously, her Swedish husband, Ingemar,
had my exact measurements, right down to the shoe size, and soon
T was outfitted in a proper Swedish suit.

With my white hair and my light complexion, all it took was a
native costume to convince everybody that I was Swedish. Whenever
I walked out onto the street, people would ask me for directiong—
or at least I assume that’s what they were asking. Since I don’t speak
Swedish, 1 couldn’t be certain.

The luggage was never found, and I'm sure 1 looked the betier
for it. On Monday, dressed in my Swedish togs, 1 went to see the
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CEOQ at Esselte, a company that sells office equipment, including
those organizing trays that are found in desk drawers. I also saw
ASEA  a high-guality conglomerate that is Sweden’s answer to Gen-
e;ai Flectric; and Alfa Laval, which is involved in a curious com-
bination of enterprises—milking machines and biogenetics. That
night, I siudied for my next day's sessions at Electrolux, a vacuum
cleaner and appliance giant whose president was Sweden’s answer
t{}_Lee lacocca; and Aga, which makes a profit out of thin air,

In theory, it seems senseless to be investing in a company that
selis gases taken from the air, because these are not exactly rare
commodities, but 1 learned from Aga that there is a great demand
fo.r oxygen in the steel industry and for nitrogen in the fast-food
industry and only a few pecople have the machinery for mining the
atmosphere. Since the raw materials cost zero, these few people
(Aga inctuded) are doing very well,

As soon as I'd finished with Aga, { drove over o Ericsson, a
telephone equipiment company similar 1o our Western Electric. In
the afternoon, 1 saw Skandia, which sounds like a furniture outlet
but actually is a huge insurance firm. Georpe Noble of our Overseas
Fund had put me on to Skandia, which nobody else seemed to be
following,

With U.S. insurance companies, the rates go up months before
the earnings start to show any improvement. These stocks are jike
cyclicals. If you buy them when the rates first begin to rise, you can
make a lot of money. It's not yncommon for an insurance stock to
double after a rate increase and double again on the higher carnings
that result from the rate increase.

I assumed that this same pattern existed in Sweden. From what 1
was told, a rate increase already had been approved, which should
?}ave boosted the price of Skandia’s stock, but it badn’t. Swedish
investors ignored the good news that was sure to foilow and focused
only on the current earnings, which were lousy. This was a stock-
picker’s dream.

1 rubbed my eyes and took a closer loek at the company to see if
therc was something terrible there I was missing. Was there too
much debt? Had Skandia invested half its assets in junk bonds or a
Campeau real estate deal? Was the company insuring heart bypasses
and breast implants, or other risky ventures that could have resulted
in miflions in unforeseen claims? The answer to all these questions
was no. This was a conservative insurer that wrote siruple property/

casualty policies and was guaranteed to double its earnings. The
stock quadrupled in 18 months.

There was no time to take sauna baths or sail the fjords, because
after visiting these seven companies in two days, I had to get to
Volvo on the other side of the country. To prepare for the side trip,
1 sought out the Jone Swedish financial analyst. who worked in a
brokerage firm founded by one of the Carnegies. The descendants
of this Carnegie have been freezing in obscurity in Scandinavia,
while the luckier branch of the family got rich in America.

This lone analyst had never visited Volvo, the biggest company m
the country and the Swedish equivalent to the entire U.S. auto
sector, plus several other businesses thrown in. | made up for his
oversight by driving to Géteborg with Carolyn, who by now had
joined me on the trip.

In Goteborg, the Volvo people were so excited that an investor
would bother to ask for an interview that I got to see the president,
the executive vice-president, the head of the truck division, and the
sreasurer. After that, they gave me the grand tour of the plant.

Volvo was being squeezed by its unions, but that was a distant
worry. In the short term, the stock price was $34 and the com-
pany had $34 per share in cash, so when you bought this stock you
were getting the auto business, the assembly plants, and the many
Volvo subsidiaries (food companies, drug companies, energy com-
panies, etc.) for nothing. In the {.S., you might find a giveaway like
this in a small company that’s been overlooked by analysts, but you
could search your whole life and never come across & Greneral Elec
tric or Philip Morris priced this low. That’s the reason I’d gone to
Europe. :

Some people think there’s a cultural bias in some foreign markets
that causes the stocks there to be overvalued or undervalued forever.
Untit the recent drop in the Japanese market, we read a great deal
about how the Japanese had an inbred tolerance for overpriced
equities. Obviously, that wasa't the case. In Sweden, it scemed that
investors were ynderestimating the worth of Volvo, Skandia, and
many other firms, but I had no doubt that eventuaily the true value
would become apparent, even to the unimpressed Swedes.

Carolyn and 1 left Gdteborg and drove to Oslo, where I saw Norsk
Data and Norsk Hydro. Norsk Data was the Hewlett-Packard of
Norway, an exciting company in an exciting industry that had not
yet fost its way, Norsk Hydro was an exciting company involved in
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a variety of unexciting industries—hydroelectric power, magnesium
aluminum, and fertilizer plants. 1 saw it as a cyclical company ari{i
a great energy play at the same time. Its oil and gas fields had more
than three times the reserve life of Texaco’s reserves, or Exxon's,

or the reserves of any other oil giant. Recently, the stock price fell-

by half, which makes Norsk Hydro a bargain once again.

As Iwas doing my research, Carolya was busy playing the currency
Fnarkets. European finance ministers from the Group of Seven had
just readjusted the currency rates and the value of the dollar had
dropped 10 percent overnight. The proprietor of a fur store in Oslo
must have forgotten to read the newspapers, because the next mormn-
ing he allowed Carolyn to pay for a fox coat with American Express
Travelers Cheques—a 10 percent discount from the price a dagz
carlier.

From Oslo, we took the train to Bergen, passing through beautiful
:farmland, climbing info the mountains and then down to this charm-
ing coastal town. There wasn’'t much time to take in this charm
because early the following morning we flew to Frankfurt whefc f
saw the directors of Deutsche Bank, Hoechst, and Dresc{ner. The
next day we went to Dissseldorf, where I saw a German xﬁanufac-
turer, Kidockner-Humboldt-Deutz. T also saw Bayer, the fom&er
manufactgrer of aspirin, and now a chemical and drug conglomerate.

In a train station somewhere, I handed two marks to a nice Ger-
man fellow who had volunteered to help with our luggage, thinking
he was a porter. He turned out to be a bus%fzessman, and 1 had
ergbarrassed myself by responding to his noble gesture with a tip
With my nose stuck in the balance sheets, I missed some of thé
cultural nuances and most of the scemery, but 1 did notice that
German men seem to call each other Doctor no matter what, and
never their version of Sam or Joe. : :

We went down the Rhine, which flows from south to north, to
reach Cologne, where 1 visited more companies, and from there’ we
headed to Baden-Baden, where we rented another car just so [ could
takc’f: the wheel on the German autobahn. One of my goals in life
besides kissing the Blarney stone was driving the autobahn. Both
turned out to be equally terrifying experiences.

To kiss the Blarney stone, you wiggle on your back across what
must be a 100-foot drop, and to drive the autobahn you might as
well be entered in the Indianapolis S00. I was breezing along at more
than 100 mph in my rented car with Carolyn taking a picture of the
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speedometer to prove it, and then I got my courage up (O pass the
car in front of me. 1 moved out into the left lane and sped up to
maybe 120, roughly 50 percent faster than 1'd traveled in a car in
my adult fife, Everything was OK ungl 1 looked into the rearview
mirror. ‘This leads us to Peter’s Principle #10:

Never look back when yowre driving on the
autobahn,

Three inches from my rear bumper and aiso going 120 mph was
the front bumper of somebody else’s Mercedes. The two of us were
so close that I could sec the cuticles on the other driver’s fingernatls.
He had a good manicurist. 1 figured it 1 took my foot off the ac-
celerator even for a second, he would be sitting in our front seat
with the two of us, so I gritted my tecth and accelerated enough (0
pass the car to the right of me and escape into the so-called slow
tane. There, I proceeded at a reasonable 100 mph.

The next day I was still recovering from this experience. We'd
driven to Basel, where Sandoz, the famous Swiss pharmaceutical
and chemical company, has its headquarters. Back in the U3, rd
called Sandoz to set up an interview. Normally, the people in charge
of a company understand right away why 1 might want to see them,
s Sandoz was different, | was connected 1o a vice-president, and
when I told him T wanted to visit the company, he asked: “Why?”
] want to learn more about what you do so  can decide whether
to buy more shares,” I answered. Once again he asked: “Why?”
“Well, because 1'd like to be fully up to date,” 1 continued. “Why?”
he wanted to know. “Because if 1 buy it and the price goes up, 1
can make money for the sharcholders.” “Why?" he asked, and I said
good-bye. 1 never got {0 sce Sandoz, although subsequently I beard
it loosened up its visiting rules.

We continued on through the Alps to ltaly and got to Milan,
where [ saw Montedison, another hydroelectric company. in tts 360~
year-old boardroom there was a fascinating contraption that dripped
water in rhythm with the amount that was actually flowing through

the dam. Besides Montedison, I saw IFI, another company m the
neighborhood, as well as the famous mural The Last Supper. | also
saw Olivetti. P'm probably one of the few tourists who would list
Montedison, IFI, Olivetti, and The Last Supper as their favorite
northern Ialian attractions.
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Italy was suffering from high inflation and impossible politics, but
the inflation rate was going down and politicians were becoming
more businessiike, and the people had started buying their groceries
in supermarkets, It occusred to me that Italy in 1985 was a lot like
America in the 1940s and 1950s, a place where appliance companies,
electric companies, and supermarkets would be the fast growers of
the future,

Carolyn went to Venice, where 1 couldn’t find any companies to
visit (the Doge’s Palace and the Bridge of Sighs are not yet publicly
traded}, so 1 headed for Rome, where I saw Stet and S$1P, On October
9 we were reunited in Rome and boarded the plane that returned
us {0 Boston on the 16th, where 1 promptly saw four more com-
panies: Comdisco, A, L. Williams, Citicorp, and Montedison. This
was the same Montedison I'd seen a week earlier in Milan,

This whirlwind tour of Europe had caused me to miss Ned John-
son’s 25th wedding anniversary, and he was my boss, but the absence
was for a good cause. The stocks I bought as a resuit of my Earopean
trip did well, beginning with Volvo, Skandia, and Esselic.

Ten percent of Magellan’s assets were now invested in foreign
equities, and the many happy returns 1 got from these stocks helped
the fund keep its number-one ranking. My top eleven foreign pur-
chases, Peugeot, Volvo, Skandia, Esseite, Electrolux, Aga, Norsk
Hydro, Montedison, IFI, Tobu Railway, and Kinki Nippon Railway,
made more than $200 million ia profits for the shareholders.

The two Japanese railroad stocks were recommended to me by
George Nobie of the Overseas Fund. I researched them further on
a separate trip to Japan, which was just as hectic as the Buropean
foray-—1"l spare you the details. Tobu Railway was the biggest gainer
of ali: 386 percent in five years. Alas, it was a small position, with
only .13 percent of Magelian’s assets devoted to i,

BEYOND $5 BILLION

In 1984, Magellan had managed a 2 percent gain while the S&P 500
lost 6.27. In 1985, the auto stocks and the foreign stocks contributed
to a 43.1 percent gain. My largest positions were still in Treasury
bonds and the autos, with IBM thrown in for some reason, which
couldn’t have been a good one. T was alse buying Gillette, Eaton,
Reynolds, CBS, the old International Harvester {now Navistar),
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emper, Disney, Sallie Mae, the New York Times Company,
is.grgz;si;iifn bonds. Eboaght enough SmithKline Beckman, ﬁank
of New England, Metromedia, and Loews for th(?se cempagmes to
appeat in the top 10. Among the many st(}ci;cs 1 wlsh I hgdn t been
buying were One Potato Two, Bastern Airlines, insututional }Iet—
works, Broadview Financial, Vie de France, Ask Computer, Wilton

330 United Tote.

m{i};g{l;l:; E}le}q? biltion had come into the fund in 1985, to add to
the $1 billion in 1984 and the same amount in 1983. The net asset
value of Magellan now equaled the gross national product of Costa
Rica. To absorb this money, I was cons{an?iy on the rf)ff.enswe, re-
evaluating the portiolio, finding new positions or building up the
old ones. This leads us to Peter’s Principle #11.

The best stock to buy may be the one you already own.

Fannie Mae is a good example. During the first baif of 1985, Fannie
Mae was one of my typical minor holdings, bu{_then I rechecked
the story (see Chapter 18) and discovered it had improved drama‘t»
jcally. | elevated Fannie Mac to 2.1 percent of the fund. 1 was still
partial to the autos, even though Ford and Chrysler had (:fsoubied or
tripled in price, because the carpings were on the upswing gnd all
the fundamental signs were favorable. But soon enough, Fannic Mae
would take over where Ford and Chrysler left off as the key to

¢ 'S SUCCESS.

M?ﬁefld}:gfiary 1986, Magellan passed the $£5 billion marlk iq assets.
1 had to buy more Ford, Chrysler, and Vo%vo o maintain j(i”.lf:zt
weighting in the fund. 1 was also buyix}g Middie Sputh _’{}_‘qhnes,
Dime Savings, Merck, Hospital Corporation of An?er u:a,"Lm Broad-
casting, McDonald’s, Sterling Drug, Seagram, Up;oi‘m, Dow Chem-
ical. Woolworth, Browning-Ferris, Firestone, Squibb, Coca-Cola
Entérprises, Unum, DeBeers, Marui, and Lonrho. o

Foreign stocks now made up 20 percent of the portfoiu?, beginning
with Volvo, which for most of the year was the top hoidmg.mBe&des
the autos, others in the top 10 included the Bank of New England,

: Squibb, and Digital Equipment,

KC;? g% m(il}lion positiorf equal to the size of tk}e entire Ma:g@ian
Fund in 1976, was now insignificant. To move this mass of billions,
T had to have some $100 million positions. E}fery day 1 would go
down the alphabetical list of holdings to decide what to sell and

-’f;
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what to buy. The list got longer and longer, and the holdings bigger
.de bl‘gger‘_ I was aware of this intellectually, but it didn’t really sink
in uniil a particalarly hectic week i the market, when I happened
to be visiting Yosemite National Park. '

Thcre_ I_Was, standing in a phone booth overicoking a mountain
range, giving a day’s worth of transactions to the trading desk. After
TWo hogrs, I’d only gotten from the A’s through the L’s,

My visits with compantes, either at our place or at their places or
fit investment seminars, also had escalated from 214 in 1980 to 330
in 1982, 489 in 1983, back down to 411 in 1984, 463 in 1985, and
573 in 1986, If this kept up, I figured I'd be seeing an avera:ge of
twe companies a day in person, including Sundays and holidays.

. After five years of sclling, selling, selling, my trader on the seli
side, Carlene DeLuca, left the trading desk to marry Fidelity’s for-
mer president, Jack OCBrien. On her last day at the office, we de-
cided to let her do a few buys just to see how the other half lived.
She wasn’t prepared for this strange experience. On the other end
of the phone, a prospective seller would offer some shares for, say
$24 apiece, and Carlene would hold out for $24.50. Y

A TACTICAL SHIFT

Magellan was up 23.8 percent in 1986, and another 39 percent in
the first hail of 1987, With the market rolling along to an all-time
high of 2722.42 on the Dow, and the herds of bulls appearing on

the covers of every major magazine in the country, I made a major .

tact?ca} shift—the first in five years. It secemed to me that we were
far into the economic recovery and that people who were going to
buy new cars had done so, and the analysts who followed the autos
were making optimistic earnings projections that my rescarch told
me were unsupportable. I began to deemphasize the autos and to
upgrade the financial companies—particularly Fannie Mae, but also
the S&Ls. '

Magellan became a $10 billion fund in May 1987, This announce-
pient provided more grist for the naysayers who predicted it was too
big to beat the market. 1 can’t quantify the contribution that skeptics
made to my performance, but I don’t doubt it was substantial. They
said a hillion was too big, then 2 billion, 4, 6, 8, and 10 billion, and
all along I was determined to prove themn wrong. S
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Other large funds had closed the door 0 new shareholders once
these funds had reached a certain size, but Magellan was kept open,
and even this was perceived as a negative. The critics said it was
Fidelity’s way of capitalizing on my reputation and attracting more
fees.

By 1987, I'd satisfied myself that a fund as big as the GNP of
Sweden could outperform the market. T was also exhausted from
the effort, and yearning to spend more time with my wife than with
Fannie Mae. I might have quit then, three years earlier than my
actual departure, but what kept me on was the Great Correction.

1 can’t pretend T saw it coming, Here the market was wildly over-
valued and poised for a 1000-point decline—a situation that is ob-
vious in hindsight—yet with my usual clairvoyance about the Big
Picture, I managed to miss it. [ entered this treacherous stretch fully
invested in stocks, with almost no cash on the sidelines. So much
for market timing.

The good news was that in August 1 cut back on the dozens of
S&Ls in which I'd invested 5.6 percent of the fund’s assets. 1t had
begun to dawn on me (and on Dave Ellison, our in-house S&L
expert) that some of these S&Ls were making very stupid loans.
The bad news was that I put the proceeds into other stocks.

Before the Great Correction, Magellan was up 39 percent for the
year, and [ was mad about it because the S&P 300 was up 41 percent.
I remember Carolyn saying, “How can you complain about lagging
the market by 2 percent when you've made thirty-nine percent for
your shareholders?” As it turned out, she was right and I shouldn’t

have complained, because by December T was down 11 percent. This
brings us to Peter’s Principle #12:

A sure cure for taking a stock for granted is a big
drop in the price.

My own history of handling stock-market declines begins in a
fool’s paradise. Within a few months of my having taken over Ma-
gellan, the market fell 20 percent, while the stocks in the fund were
actually up 7 percent. This short-lived triumph convinced me that 1

- was somehow immune to the setbacks that hefall the run-of-the-mill

stockpicker. This fantasy lasted only until the next big decline, from
September 11 to October 31, 1978. _
That decline was a doozie, brought about by a weak dollar, strong
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inflation, congressional dickering over tax cuts, and a ti u
Fed. Short-term Treasury bills were paying hig;‘ler ra?e?%}i;ti::;};ts};
than long-term bonds, a rare situation known as an inverted yield
curve. The_ stock market fell a long way, and Magelan fell {:ven
i}li;t?;:qrt. ?;hzs was the beginning of the real trend that lasted through
st of my carcerasaf anager: '
dg;i)poor;y, g?/r; e \zgiéz‘mmger. whenever the stock market
uring nine major declines, including the bi in i
pattern persisted. The stocks in the fzm(? would ‘glzo::g {:nl:rel 2225 tg}i
average stock, and then outperform the market on the rebound. 1
tried to prepare the sharcholders for this wilder ride in Mageiiaﬁ’s
annual reporis. Perhaps there’s some poetic justice in the fact that
the stocks that take you the farthest in the iong run give . o1l t.h
most bumps and bruises along the way. ’ )
Lwas delighted when 1987 was over. 1t was something of a triumph
to bring M.ageiian back to a | percent gain and mainiain the strig
?lfnil(]‘pmfzz;bi? )Er}ears. I’d also beaten the average equity mutuagl
in each of those vears. agai agellan’
had outdistanced the niarkct’ﬁnd once again. Magellan's rebound
The Great Correction had temporarily solve cilan’s si
pftolblem. ‘What was an $11 bilion fnr;d in Ayu gust }fagl ligcc(j;z: Z §;Z§
bzi%zonl funid by October. The GNP of Cosia Rica was [ost in a Weeé:
In One Up on Wall Street T describe how [ was golfing in h‘elané
when the calamity occurred. | had to sell a lot of stock to raise cash
to pay off the sharcholders who got scared out of their as‘;a;‘i M
gellan had $689 million in sales in October and $1.3 biiiikonx i:n rg:
demptions, reversing a five-vear trend. The sellers outnumbered the
buyers two to one, but the vast majority of Magellan investors stayed
put and did nothing. They saw the Great Correction for wha; it \3&5
and not as the beginning of the end of civilization. ’
It was the enq of civilization for some stockplayers who owned
shares on margin—i.e., they borrowed money from brokerage
houses to buy them. These people saw their portfolios wiped out
gﬁ:gsﬂlﬁ brokcgigﬁ hlouses soid their shares, often at rock-bottom
ices, to pay off the loans. : ; i
th;i;isgs 0;; guymg < zs:sgii{‘ was the frst time I truly understood
y traders came to work on a Sunday to pre -Of
that was predicted for Black Monday. Fiéeiit;} ha%%sr;eiﬁira;i}izzze?}g
planning \yhat to do, I'd raised my cash position to a relatively high
level (20 times the fund’s greatest single previous one-day redem%-
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tion} before 1 left for freland, This was hardly enough. A flood of
redemption orders had been called in by phone. I was forced to sell
a portion of the fund on Monday and another chunk on Tuesday.
So at the very moment I would have preferred to be a buyer, I had
to be a seller,

In this sense, shareholders play a major role in a fund’s success
or failure. If they are steadfast and refuse to panic in the scary
situations, the fund manager worr't have to liquidate stocks at un-
favorable prices in order to pay them back.

After the market stabilized, Ford was still my top position, fol-
lowed by Fannie Mae and Merck, and then Chrysler and Digital
Equipment. The best performers on the immediate rebound were
the cyclicals. Chrysler, for instance, rallied from a low of $20 to 829,
and Ford from a low of $38% to $56%. But people who stuck with
these cyclicals were soOn disappointed. Three years later, in 1990,
Chryster was sefling for $10 and Ford for $20, less than haif what
they’d sold for in 1987.

It’s important to get out of a cyclical at the right time., Chrysier
is an example of how quickly things can go from good to worse. The
company earned $4.66 a share in 1988 and people were looking for
another $4 for 1989, Instead, Chrysler earned $1 and change in 1989,
30 cents in 1990, and in 1991 it lost 2 pundle and fell into the red.
All T could see was disappointment down the road. 1 sold.

Several Wall Street analysts were touting Chrysler throughout its
descent. My most bullish estimate for Chrysler’s carnings, which 1
thought might be hopelessly optimistic to begin with, was far below
the most bearish estimate on Wall Strect. My best guess was $3 a
share, while some analysts were predicting $6. When your best-case
scenario turns out to look worse than everybody else’s worst-case
scenario, you have to worry that the stock is floating on a fantasy.

"The winning stocks in the posi-Correction turned out 1o be growth
stocks, not cyclicals. Fortunately, 1 was able to take money out of
the autos and put it into companies with high-quality operations and
strong balance sheets, including Philip Morris, RJ R Nabisco, East-
man Kodak, Merck, and Atlantic Richfield. Philip Morris became
my biggest position. also bought encugh General Electric o make
it 2 percent of the fund.

(Two percent was not enough. The market value of General Elec-
tric was 4 percent of the value of the market overall, so by having
only 2 percent in Magellan I was in effect betting against a company
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I loved and recommended. This anom ¢ i

ray successor, Morris Smith.) anomaly was pointed out to me by
H_erc_ is another exampie of how foolish it is to stereotype com-

panies by putting them into categories. General Electric is widel

regarded as a semistodgy blue chip with cyclical elements ancf no};i

as a growth company. But jook at Figure 6-1. You cm;lci easily

imagine this could be a tire track Jeft in th .
like Johnson & Johnson. e road by a steady grower

*GENERAL ELECTRIC CO, (GF)

Financial servics: ki s
services, power Sysioma, applian ,:Em}adcasim

Y v
St A B

VOLEIME- Monthly

Churaey o Saittiio Reschich Co.
A divajun of Bapoe Dalied Lovesmn sdveae, bo.
1ML Preaeoes Bareel Seliiey 3300, Ma 128811315

FIGURE 6-1
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From the bargain bin, I'd also begun to scoop up the out-of-favor
fnancial-services stocks, including several of the mutual-fund com-
panies, which were pummeled in the market because Wall Street
worried about a mass exodus from equity funds.

Magelian bad a 22.8 percent gain in 1988 and a 34,6 percent gain
in 1989, beating the market again in 1990 when I resigned, It also
had beaten the average fund for all 13 years of my tenure.

On my last day at the office, Magellan had $14 billion in assets,
of which $1.4 billion was in cash—I'd tearned from the last Great
Correction, don’t leave home without it. I’d built up the holdings
in big insurance coOmpanies with stable earnings: AFLAC, General
Re, Primerica. I'd built up the drug companies, and also defense
contractors such as Raytheon, Martin Marietta, and United Tech-
nologies. The defense stocks had been pummeled in the market
because Wall Street worried that glasnost would bring peace on
carth, a fear that was highly exaggerated, as usual.

1'd continued to downplay the cyclicals (papers, chemicals, steels),
gven though some of them appeared to be cheap, because my SOUrces
at the various companies told me that business was bad. I had 14
percent of the fund invested in foreign stocks. I'd added to hospital
supply, tobacco, and retatl, and of course Fannie Mae.

Fannie Mae took over where Ford and Chrysler left off. When 5
percent of a portfolio is invested in a stock that quadruples in two
years, this does wonders for a fund’s performance. In five years,
Magellan made a $500 million profit on Fannie Mae, while all the
Fidelity funds combined made more than $1 billion. This may be an
ali-time record for profits for a single firm from a single stock.

The second-biggest gainer for Magellan was Ford ($199 million
from 1985 to 1989), followed by Philip Morris ($111 miilion), MCL
(392 million}, Volvo {879 million), General Electric (876 million},
General Public Utilities (369 million), Student Loan Marketing (865
million), Kemper (863 million}, and Loews ($54 million).

Among these nine all-time winners are two automakers, a ciga-
cette and food company, a tobacco and insurance conglomerate, an
electric utility that had an accident, a telephone company, a diver-
sified financial company, an entertainment company, and a company
that buys student loans. These weren’t all growth stocks, or cyclicals,
or value stocks, but together they made $808 million for the fund.

Although I couldn’t possibly have bought enough shares in a small
company to have it affect Magellan’s bottom line, 90 to 100 of them
put together could and did make a difference, There were many 5-
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Table 6-1. MAGELLAN'S 50 MOST IMPORTANT STOCKS (1977-90)

Alza Corporation
BankAmerica

Boeing

Cardinal Distribution
Chrysler

Cireuit City

Cireus Clircus

Coca-Cola

Comerica

Congoleum

Cooper Tire

Cracker Barrel Oid Country Store
Dunkin® Donuts
Envirodyne

Federal National Mortgage Association
Ford Motor Company
General Public Liilities
Giliette

Golden Nugget

Great Atlantic & Pacific
Great Lakes Chemical
Internationa! Lease Finance
King World Productions
L4 Quinta Motor Inns
MCT Communications

Medeo Containment
Metromedia
NBE Bancorp
Owens-Corning Fiberglas
Pep Boys—Manny, Moe & Jack
Pepsico
Phitip Morris
Pic 'N” Save
Reebok International
Rogers Communications
Royal Putch
Sharro
Service Corporation International
Shaw Industries
Skandia
Stop & Shop
Stride Rite
Student Loan Marketing
Taco Bell
‘feléfones de Mexico
Telephone and Data Systems
Telerate
{Unilever
Volvo
Zayre

baggers and a few 10-baggers among the smaller stocks, and the
ones that did the best in my last five years were Rogers Commu-
nications Inc., a 16-bagger; Telephone and Data Systems, an 11-
bagger; and Envirodyne Industries, Cherokee Group, and King
World Productions, all 10-baggers.

King World is onc of those companies whose suceess was obvious
to miilions of Americans—everybody who watches TV. If owns the
rights to ““Wheel of Fortune” and “Jeopardy!” A Wall Street analyst
told me about King World in 1987, and soon afterward I took my
family to see a taping of “Wheel of Fortune” and to watch Vanna
White. There have been a lot of silent movie stars, but Vanna is the
only silent TV star I can think of. King World also had rights to a
popular talk show hosted by somebody whose name I thought was
Winfrah Oprey.

1 did some research and learncd that game shows generally have
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Table 6-2. MAGELLAN'S 50 MOST IMPORTANT
BANK STOCKS (1977-90}

Boatmen’s Bancshares (MO}
Centerre Bancorporation (MO}
Bank of New York (NY)

First Empire State (NY)

Trving Bank & Trust {NY)

éou&??ust (AL}
BankAmerica (CA)
Wells Fargo {CA}
Witmington Trust (DE}
Landmark Banking (FL) :
Southwest Florida {(F1.) Key@(}rp (lj;i’)d NY)

Eirst Atianta (GA} Mam;;: {I;E;C )dn (NY)

irst Raikroad & Banking (GA NCNB (NC :
g:riff::li??g/%) enking (GA) Fifth Third Bank (OH)

Bancorp Hawaii (HI) Huqt&zzgion_ Bank {OH)

West One (ID) Natiosal City (OF)

H?S is Bankcorp (1L} Soctety Corporation {(L)ﬁ}
Ndri]z:emdgmst ;;ZL) Continental Bank (Norristown} {PA)
A?ri*rican Fetcher {IN) CoreStates Financial (PA)

- . .

Merchants National (IN} I_)«till{}hiﬁ Deposit (Pf!\} on)

First Kentucky (KY) Girard Bank & Trust {

First Mar .fland (MDY Meridian Bgnk (PA)

U]z{m ’Ih)lst (M) PNC Financial {PA)

' st (MA Fleet/Norstar (RD) . .

%{aa:eézzze(th?snk e Trost (M2 South Carolina Natienal (8C)

First of America (M) Fz;g Ag:cn;iz]i {{?“Tb;})
Manufacturers National {MFE} T_%nrd Ao !

NBD Bancorp {MI) Slgl‘l(;}i B];ankk(( \?2)

Otd Kent Financial {MD SO)Jral? : 2}1: W)

Norwest Corporation {MNJ Marsha siey

a 7- to 10-year run, This is actually a v?ry stable_b‘usmelss-;;ia Zoi
more stable than microchips. “Jeopardy!,” another K;ftg W(Z ‘ pro

duction, had been around for 25 years, but was fniy in its th y::a;
of prime-time syndication. “Wheel of Fortune,” the hrglfest-rag

show on TV, was in its Sth. Winfrah Oprey was on her way up. >0
was King World stock,

GOOD MONEY AFYER BAD

‘There were hundreds of losers in Magelian's pc?rtfniio, to go along
with the winners I've Just described. I've got a list m? them thaj. ‘goeis
on for several pages. Fortunately, they weren’t my biggest positions.
This is an important aspect of portfolio mapagement-—contaiming
your losges.

i

i e g e

.
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Table 6-3. MAGELLAN’S 50 MOST IMPORTANT RETAILERS (397790}

Pic "N’ Save—discounter

Dollar Generat.—discounter

Service Merchandise
discounter

Wal-Mart--discounter

Zayre—discounter

Family Dollar—discounter

TIX Companies—discounter

K mart—-discountes

Michaels Stores—discount crafts

Drel Haize (Food Lion)-—

© Supermarkets

Albertson’s—supermarkets

Stop & Shop-—supermarkess and
tscounter

Great A&P--supermarkets

Lucky Stores—supermarkets

American Stores—supermarkets

Gottschalks-—department stores

Dilard—department stores

I C. Penney-—department stores

May—department stores
Mercantile Stores—department

stores
Merry-Go-Round——apparei
Charming Shoppes—apparel
Lochmann's—apparet
Children’s Place--appare!
Gap--appare}

Circuit City—appliances
The Good Guys—-appliances
Sterchi Brothers-furniture

Helig-Myers—furniture

Pier 1 Imports-—home farnishings
Edison Brothers—diversified
Woolworth—diversified
Melville—diversified
Sterling—jewelry

Jan Bei Marketing—jeweiry

_('Joszco—wwholesaic club
Pace Membership—wholesale club

House of Fabrics——home sewing

Hancock Fabrics—home sewing

‘Transworld Music—records

Toys “R” Us—soys

Office Depot—office superstore

Pep Boys-—Manny, Moe & Jack——auto
supplies

Walgreen—pharmacy

Home Depot—building supplies

CPI Corporation—photo stores
Pearle Health—eye care
Herman’'s—sporting gooads
Sherwin-Williams-—paint, ete,
Sunshine, Ir.—convenience

The?e’s no shazge in losing money on a stock. Everybody does jt.
What is shameful is to hold on to a stock, or, worse, 10 buy more

of it, when the fundamentals are deterioratin ’ i

‘ ‘ g That’s what 1 tried
to avoid doing. Aith_ough 1 had more stocks that lost money than [
had 10«bagg¢rs, I {j}zdn’t keep adding to the losers as they headed
for Chapter 11, This leads us to Peter’s Principle #13:

N v ] 3 L) 3
b g;:o”bet on a comeback while they’re playing

My top loser of all time was Texas Air- $33 mill;
| ‘ § : $3: on worth. It could
have been worse if T hadn’t been selling into the decline. Another
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stinkeroo was Bank of New England. Obviously, | had overestimated
its prospects and underestimated the effects of the New England
recession, but when the stock fell by half, from $40 to 520, 1 started
to take my losses. T was completely out at §15.

Meanwhile, people from all over Boston, many of them sophis-
ticated investors, were advising me to buy Bank of New England at
the bargain price of §15, and then $10, and when the siock gol to
$4 they said it was a stupendous opportunity that couldn’t be over-
looked. I reminded myself that no matter what price you pay for a
stock, when it goes to zero you've lost 100 percent of your money.

One of the clues to the bank’s decp trouble was the behavior of
its bonds. This is often a tip-off to the true dimensions of a calamity.
That the value of the Bank of New England’s senior debt had fallen
from par {$100) to below $20 was a big attention getter.

If a company turns out to be solvent, its bonds will be worth 100
cents on the dollar. So when the bonds seli for only 20 cents, the
bond market is trying to tell us something. The bond market is
dominated by conservative investors who keep rather close tabs on
a company’s ability {o repay the principal. Since bonds come before
stocks in the lineup of claimants on the company’s assets, you can
be sure that when bonds sell for next to nothing, the stock will be
worth even less. Here's a tip from experience: before you invest in
a low-priced stock in a shaky company, look at what’s been hap-
pening to the price of the bonds. '

Also near the top of my losers list are First Executive, $24 million;
Eastman Kodak, $13 million; IBM, $10 miilion; Mesa Petroleum,
$10 million; and Neiman-Marcus Group, $9 million. T even managed
to lose money on Fannie Mae in 1987, a down year for the stock,
and on Chrysler in 1988-89, but I'd reduced my Chrysler holdings
to less than 1 percent of the fund by then.

Cyclicals are like blackjack: stay in the game too long and it's
bound to take back all your profit.

Finally, I note with no particular surprise that my most consistent
losers were the technology stocks, including the $25 million 1
dropped on Digital in 1988, plus slightly lesser amounts on Tandem,
Motorola, Texas Instruments, EMC (a computer peripherals sup-
plier), National Semiconductor, Micron Technology, Unisys, and of
course that perennial dud in all respectable portfolios, IBM. I never
had much flair for technology, but that didn’t stop me from occa-
sionally being taken in by it.




ART, SCIENCE, AND
LEGWORK

What follows over the next 160 or so pages is a chronicle of th
phone calls, speculations, and calculations that Jed me to th 2{13
stocks recommended in the 1992 Barron’s. The fact that this se i’
;s ‘afs I()zng as it is is evidence that stockpicking can’z.be reducgd“:g
hﬂs;;z{z{ptz‘formula Or a recipe that guarantees success if strictly ad-
‘ Stockpicking is both an art and a science, but too much of eith
s a ci_angerous thing. A person infatuated with measurement wher
has his head stuck in the sand of the balance sheets, is not Zikzai y to
;};:::;eed. I‘f you could tell the future from a baIal,lcc sheet, tize}(;
mahe Z};icozir.}s and accountants would be the richest people in the
A misguided faith in measurement has proved harmful as far back
as Thales, the early Greek philosopher who was 50 intent on coun in
stars that he kept falling into potholes in the road g
' On the other hand, stockpicking as art can be eéuaily unreward-
;}ngi By art, i mean tl_le realm of intuition and passion and right-
rain chegns‘try in which the artistic type prefers to dwell. As f
as the_artzst 15 concerned, finding a winning investment is a; mattar
of having a knack and following a hunch. People with a knack l? .
money; people without it always fose, To study the subject is fﬁtiaiee
Those who hold this viewpoint tend to prove its validity by nc:»

leetin ¢ and ing”
i g to do rese.drch and “playing” the market, which results in
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more losses, which reinforce the idea that they’re lacking in knack.
One of their favorite excuses is that “a stock is like a woman—you
can never figure one out.” This is unfair to women (who wants to
be compared to a share of Union Carbide?) and to stocks.

My stockpicking method, which involves elements of art and sci-
ence plus legwork, hasn’t changed in 20 years. I have a Quotron,
but not the newfangied work station that many fund managers are
using, which reports on what every analyst in the universe is saying
about every company, draws elaborate technical charts, and for ali
I know plays war games with the Pentagon and chess with Bobby
Fischer.

Professional investors are missing the point. They're scrambling
to buy services like Bridge, Shark, Bloomberg, First Call, Market
Watch, and Reuters to find out what all the other professional inves-
tors are doing when they cught to be spending more time at the
mall. A pile of software isn’t worth a damn if you haven’t done your
basic homework on the companies. Trust me, Warren Buffett doesn’t
use this stuff.

At earlier Barron’s panels, my enthusiasm for stocks caused me
to go a bit overboard on the recommendations, beginning in 1986,
when 1 recommended more than 100 stocks, a record that stood
until the next year, when I recommended 226, causing Alan Abelson
to comment: “Maybe we should have asked you what you don’t
like.”” At the 1988 panel, the gloomiest on record, 1 showed some
restraint and touted 122, or 129 if you count the seven Baby Bells
separately. “You are an equal-opportunity buyer,” quipped Abel-
son. “You're being nondiscriminatory.”

In 1989, I showed additional restraint and mentioned only 91 of
my favorites, which still was enough to get another rise out of the
Barron’s emcee, who said, “We're once again in the positon of
perhaps having to ask you what you don't like—it’s a shorter list-
In 1990 I reduced the number further, to 73.

P've always belicved that searching for companies is like looking
for grubs under rocks: if you turn over 10 rocks you'll likely find
one grub; if you turn over 20 rocks yow'il find two. During the four-
year stretch mentioned above, T had to turn over thousands of rocks
a year to find enough new grubs to add to Magellan’s outsized
collection.

The change in my status from full-time to part-time stockpicker
caused me to cut back on my recommendations, to 21 companies in
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‘This was OK with me, since the part-time stockpicker doesn’t
need to find 50 or 100 winning stocks. It only takes a couple of big

issues. If just one of those isa 10-bagger and the other four combined
£0 nowhere, you've stili tripled your money,

THE OVERPRICED MA RKET

By the time the Roundta ble convened in January 1992, stocks in the
Dow had enjoyed 2 great rise to a year-end high of 3200, and op-
timism abounded, 1n the festive atmosphere that surrounded arecent

300-point gain in the Dow in three weeks, I was the most depressed

points than when it rises the Same amount,
Many of the larger stocks, especially high-profile growth com-

Stocks that are priced higher than their earnings lines have g
regular habit of moving sideways {a.k.a, “taking a breather”) or
failing in price until they are brought back to more reasonable val-

VOl UME-S

3

;l

b

do nothing or go sideways in 1992, even in 4 £00d market. In a bad
market, they could suffer 30 percent declines. 1 told the Barron’s
pancl that on my list of prayers, Mother Teresa had to be moved
down. I was more worried about the growth stocks. :

There’s no quicker way to tell if a large growth StOck is over. FIGURE 7-1 e

il
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valued, undervatued, oF fairly priced than by looking at & chart
vook (available in libraries or a broker’s office). Buy shares when

$ _ . '

e _IBR{STOL-»MYERS SQUIBE CO. (BMY the stock price is at of helow the earnings line, and not when the
o LT : - =0 JR— price line diverges into the danger zone, Way above the earnings
6.5k ; : L line.

ﬁ;‘; : _3 ny | o g ﬁﬁ?gﬁsﬁ? § The Dow and the S&P 500 had also reached very pricey ievels
5.0k COM. SRS, . 317984 ik, |- ' relative to book value, earnings, and other COMMOR measures, but
45} e e ' many of the smailer stocks had not. In the tate fall, which is always
45 : T when | begin to do my Barron's homework, annual 18X selling by
disheartened investors drives the prices of smaller issues 10 pathetic

fows.
You could make a aice Hving buying stocks from the low list in

November and December during the tax-selling period and then

3.5p

0.5

o & A fiolding them through January, when the prices always seCi o 1€~
ol bound. This January effect, as it’s called, is especially powerful with
. smaller COmPAIes, which over the last 60 years have risen 6.86

..... i percent in price in that one month, white stocks in general have
risen only 1.6 percent.

e Small stocks are where 1 expcctcd 1o fnd the bargains in 1992.
Lok 1! -t Rut before beginning 10 gxplore the small-stock universe, I turned

A my attention to the companies 1 had recommended to Barron's
readers in 1991.

Pon’t pick a pew and different company just to give yourself
another quote 10 fook up in the pewspaper of another symbol to
wateh on CNBC! Otherwise, you'll end up with too many stocks
and you won't remember why you bought any of them.

Getting involved with a manageable sumber of companies and
confining your buying and selling to these is not a had strategy. Once
you've bought & stock, presumably you've learned something about
the industry and the company's place within it, how it pehaves in
recessions, what factors affect the earnings, etc. Inevitably, some
gloomy scenario will cause a general retreat in the stock market,
your old favorites will once again become bargains, and you can add
{0 your investment.

The more common practice of buying, sefling, and forgetling a
Jong string of companies is not fikely to succeed. Yet many invesiors
L) continue to do this. They want to put their old stocks out of their
= '_ minds, because an old stock evokes a painful memory. 1§ they didn’t
FIGURE 7-4 : lose money on it hy seiing totog %ate, then they lost money O it by

selling 100 sOOD. Tither way, 18 something to forget.
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With a stock you once owned, especially one that’s gone up since
you sold it, it’s human nature to avoid looking at the quote on the
business page, the way you might sneak around the aisle to avoid
meeting an old flame in a supermarket. I know people who read the
stock tables with their fingers over their eyes, to protect themselves
from the emotional shock of seeing that Wal-Mart has doubled since
they sold it.

People have to train themselves to overcome this phobia. After
running Magellan, T'm forced to get involved with stocks T've owned
before, because otherwise there’d be nothing left to buy. Along the
way, P've also learned to think of investments not as disconnected
events, but as continuing sagas, which need to be rechecked from
time to time for new twists and turns in the plots. Unless a company
goes bankrupt, the story is never over. A stock you might have owned
10 years ago, or 2 years ago, may be worth buying again.

To keep up with my old favorites I carry a large wire-bound,
campus-style notebook, a sort of Boswell’s Life of Johnson & John-
son, in which I record important details from the quarterly and
annual reports, plus the reasons that I bought or sold each stock
the last time around. On the way to the office or at home late at
night, T thumb through these notebooks, as other people thumb
through fove letters found in the attic. '

This time around, 1 reviewed the 21 selections I'd made in 1991,
It was a mixed bag that did extremely well in a year when the market
at large enjoyed a broad-based rally. The S&P rose 30 percent; 1
think my recommendations rose 50 percent or more. The list in-
cluded Kemper (insurance and financial services), Household In-
ternational {financial services), Cedar Fair (amusement parks), EQK
Green Acres (shopping center), Reebok (sneakers), Caesars World
{casinos), Phelps Dodge (copper), Coca-Cola Enterprises (bot-
thng}, Genentech (biotechnology), American Family, now AFLAC
(Japanese cancer insurance), K mart {a retailer), Unimar {Indo-
nesian oil}, Freddie Mac and Capstead Mortgage {mortgages),
Sun'Trust (a bank), five savings and loans, and Fannie Mae {mort-
gages), a stock that T touted for six straight years.

I perused my diaries and noted several important changes. Mostly,
the prices had gone up. This wasn’t necessarily enough of a reason
not 1o repeat a recommendation, but in most cases it meant that the
stock had ceased to be a bargain.

One such stock was Cedar Fair, which owns amusement parks in
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Ohio and Minnesota. What had brought Cedar Fair to my attention
in 1991 was that the stock had a high vield {11 percent). It was selling
for less than $12 then. A year later, it was selling for 318, and at
that price the yield was reduced to 8.5 percent. It was still a nice
yield, but not nice enough to cause me to want {o put more money
into Cedar Fair. T needed some indication that earnings would im-
prove, and from what 1 could gather in a chat with the company,
there was nothing in the works that would provide such a boost. So
1 figured there were better opportunities elsewhere.

I went through the same drill with the other 20 companies, EQK
Green Acres | rejected because of a passing reference in its iatest
quarterly report. 've always found it useful to pay attention to the
text in these Httle brochures. What caught my cye was that this
company, which owns a Long Island shopping center, was debating
whether or not to pay the regular quarterly increase {of one cent)
in the dividend as was customary. Green Acres bad raised its divi-
dend every quarter since it went public six years sarlier, so to break
this string to save $100,000 I took as evidence of short-term des-
peration. When a company that has a tradition of raising the dividend
mentions in public that it might discontinue the practice for the sake
of a paltry savings, it's a warning that ought to be heeded. (In July
1992, BOK Green Acres not only didn’t raise the dividend, # cut
it drastically.)

Coca-Cola Enterprises had gone down in price, but this bottler’s
prospects were gleomier than before, so | rejected it. Fanale Mae
had gone up in price, but its prospects were excellent, so I put it
back on my list for the seventh year in a row. Just because a stock
is cheaper than before is no reason to buy i, and just because it's
more expensive is no reason o sell. 1 also decided to repeat my
prior recommendation on Phelps Dodge and two savings and loans,
for reasons Pl discuss later.




EIGHT

SHOPPING FOR STOCKS

The Retail Sector

After examining my previous year’s selections and finding five that
might be worth recommending again, I began my search for new
selections in the usual fashion. 1 headed straight for my favorite
source of nvestment ideas: the Burlington Mall.

The Burlington Mall is located 25 miles from my hometown of
Marbiehead. It’s the huge, covered variety of mall, of which there
are only 450 or so in the United States, and a delightful atmosphere
in which to study great stocks. Public companies on ‘the way up, on
the way down, on the way out, or turning themselves around can
be investigated any day of the week by both amateur and professional
stock shoppers. As an investment strategy, hanging out at the mall
is far superior to taking a stockbroker’s advice on faith or combing
the financial press for the latest tips,

Many of the biggest gainers of all time come from the places that
millions of consumers visit all the time. An investment of $:10,000
made in 1986 in each of four popular retail enterprises—Home
Depot, the Limited, the Gap, and Wal-Mart Stores—and held for
five years was worth more than $300,000 at the end of 1991,

Driving to the Burlington Mail takes me down a memory lane of
many other retailers I've bought and sold in the past—beyond Mar-
blehead I pass two Redio Shacks (owned by Tandy—$10,000 invested
there in the early 1970s would have resulted in a $1 million payoff,
had you gotten out when the stock peaked in 1982); a Toys “R>" Us,
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which went from 25 cents t¢ $36; a Kids “R” Us; an Ames De-
partment Store, a reminder that the lowest a stock can go is zero;
and a LensCrafters, a large division whose problems were a drag
on 1J.8. Shee.

Approaching Burlington from the north on Route 128—the
source of many of the famous “‘go-go” technology stocks of the
1960s, such as Polaroid and EG&G, when this area was America’s
original Silicon Valley—1 exit the thruway. Beyond the exit ramp,
1 pass a Howard Johason’s, a great growth stock in the 1950s; Taco
Bell, a wonderful stock until Pepsi took over the company, and a
boost to Pepsi's earnings since; a Chili’s (with its charming stock
symbol, EAT), which I missed in spite of my children’s recommen-
dation because I thought to myself, “Who needs another Chili's-
type restaurant?”’

The parking iot of the Burlington Mall is roughly the size of the
entire town center of Marblehead, and always full of cars. On the
far end is a car care center that advertises tires from Goodyear, a
stock I bought at $65 and then regretted, although lately it’s come
back.

The main building is Iaid out in the form of a giant cross, anchored
on the east by Jordan Marsh and on the south by Filene’s, both
formerly owned by developer Robert Campeaun. Campeau bounced
into my office one day, full of facts and figures about retailing, and
I found his grasp of numbers so impressive that 1 bought stock in
his Campean Corporation, another mistake. On the north there’s
Lord & Taylor, now a division of May Department Stores, a great
growth company, and on the west a Sears, which hit its high 20 vears
ago and hasn't approached that summit since.

The inside of the mall reminds me of an old town sguare, complete
with ponds and park benches and large trees and a promenade of
lovestruck teenagers and the elderly. Instead of the one movie thea-
ter facing the park, there’s a fourplex down the corridor; and instead
of a drugstore, a hardware store, and a five-and-dime, there are 160
separate enferprises on two floors of commercial space where people
can browse. :

But I don't think of it as browsing. I think of it as fundamental
analysis on the intriguing lineup of potential investments, arranged
side by side for the convenience of stock shoppers. Here are more
likely prospeets than you could uncover in a month of investment
conferences.
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That the Burlington Mall lacks a brokerage office is too bad,
because otherwise it would be possible to sit here all day and check
the traffic in and out of the various stores, then shuffie down to the
broker to put in buy orders on the ones that are the most crowded.
This technique is far from foolproof, but I'd put it far ahead of
buying stocks because Uncle Harry likes them, which brings us to
Peter’s Principle #14:

If you like the store, chances are you'll love the stock.

The very homogeneity of taste in food and fashion that makes for
a dull culture also makes fortunes for owners of retail companies
and of restaurant companies as well. What sells in one town is almost
guarantecd fo seli in another, as it has with donuts, soft drinks,
hamburgers, videos, nursing-home policies, socks, pants, dresses,
gardening fools, yogurt, and funeral arrangements. The stockpicker
who got in on the Westward Ho of Home Depot, which began in
Atlanta, or the Eastward Ho of Taco Bell, which began in California,
or the Southward Ho of Lands’ End, which began in Wisconsin, or
the Northward Ho of Wal-Mart, which began in Arkansas, or the
Coastward Ho of the Gap or the Limited, both of which started in
the Midwest, ended up with enough money to be able to travel the
world and get away from malls and chain stores!

‘There were fewer opportunities to make fortunes in retail stocks

in the 19505, a decade famous for mass production and cookie-cutter

houses, but still diverse in its shopping and eating habits. When John
Steinbeck wrote Travels with Charley, he and Charley could tell one
place from another, but now if you dropped them off at the Bur-
lington Mall, then transported them blindfolded to a Spokane mall,
an Omaha mall, and an Atlanta mall, they'd think they hadn’t trav-
eled an inch.

I've been partial to retailers since I was introduced to Levitz
Furniture early in its 100-fold rise—an experience I never forgot.
These companies don’t always succeed, but at least it’s easy to mon-
itor their progress, which is another attractive quality they have.
You can wait for a chain of stores to prove itself in one area, then
take its show on the road and prove itself in several different areas,
before you invest.

Employees at the malls have an insiders’ edge, since they see
what's going on every day, plus they get the word from their col-
leagues as to which stores are thriving and which are not. The
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managers of malls bave the greatest advantage of all—access to the
monthly sales figures that arc used fo compute the rents. Any store
operator who didn’t buy shares i the Gap or the Limited, knowing
firsthand the success these stores were having month after month,
should be swaddled in ticker tape and set on a dunce stool in the
window of the local Charles Schwab office. Even Ivan Boesky never
got better tips than these-—and he cheated.

The Lynch family has no rejatives who are mall operators, oth-
erwise I'd be inviting them over for dinner three or four times a
week. But we do have shoppers, which is the next best thing. My
wife, Carolyn, docsn’t do as much research at the register as she
once did (although she does have several friends who have their
black belts in shopping), but our three daughiers have more than
made up for her absence. It took me a while to catch on o their
excellent analysis.

A couple of years ago, we were sitting around the kitchen table
when Annie asked, “Is Clearty Canadian a public company?,” which
is the kind of question our family has been encouraged to pose, 1
already knew they liked this new carbonated drink because our
refrigerator was full of Clearly Canadian bottles, but instead of
taking the hint and doing my homework, I looked it up in the S&P
book, didn't see it listed, and promptly forgot about it.

it turned out that Clearly Canadian was listed on the Canadian
exchanges and hadn’t yet appeared in the S&P book. That 1 ne-
glected to pursue it was very unfortunate. After Clearly Canadian
went public in 1991, the stock price increased from $3 to $26.75,
for nearly a nine-bagger in one vear, before settling back to the $15
level. This is the kind of return you'd be happy to get in a decade.
It certainty outdid all of my 1991 recommendations in Barron's.

1'd also ignored their positive reports on Chili's restagrants. The
three girls often wore their green Chili’s sweatshirts to bed, which
reminded me how stupid 1 was not to take their investment coun-
seling more seriously. How many parents have followed a neighbor’s
bad advice and bought shares in a gold mining enterprise or a com-
mercial real-estate partnership instead of following their children to
the mall, where they would have been led straight to the Gap and
its 1,000 percent return from 1986 to 19917 Even if they’d waited
untii 1991 to follow their children fo the Gap, they would have
doubled their money in that one vear, beating all the major known
funds. '

As much as we like to think our children are unique, they are
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:dlSO part of an international tribe of shoppers with the same taste
in caps, T-shirts, socks, and prewrinkled jeans, so when my oldest
daugh‘ter, Mary, gets her wardrobe from the Gap, it’s 4 safe as-
sunption that teenagers at all the nation’s outlets are doing the same.

Mary had initiated coverage on the Gap in the summer of 1990
by buying some of her school wardrobe from the store on the second
floor of the Burlington Mall. {Here's another tip from a veteran
mall watcher: in double~decker malls, the most popular retailers are
usually found upstairs. The managers arrange it that way so as many
customers as possible pass by as many stores as possible on their
way to the busiest, and therefore the most profitable, haunts.) When
the Gap had been a jeans outlet she had had a poor opinion of it
but like thousands of other teens she was attracted to the colorfui
new merchandise. Once again, 1 ignored this powerful buy signal
just as Lhad with Chilf's and Clearly Canadian. I was determine(i
not to repeat the mistake in 1992,

Just before Christmas, I took my three daughters to Burlington
for what was billed as a “Christmas present trip” for them, but for
me was more of a research trip. { wanted them to lead me to their
favorz_ze store, which based on past experience was as infallible a
buy signal as you could hope to find. The Gap was crowded, as
usual, but that’s pot where they headed first. They headed to the
Body Shop.

The Body Shop sells lotions and bath oil made from bananas
nut:s, and berries. It sells beeswax mascara, kiwi-fruit Hip balm, carm;
moisture cream, orchid-oil cleansing milk, honey-and»oatme&ii scrub
mask, raspberry ripple lotion, seaweed-and-birch shampoo, and
something even more mysterious, called Rhassoul mud shampoo.
Rhassoul mud shampoo is not something I'd normally put on my
shopping kist, but cbviously a ot of other people would, because
the store was clogged with buyers,

. In fact, the Body Shop was one of the three most crowded stores
in the entire mail, along with the Gap and the Nature Company
o‘wped by CML., which also owns the popular NordicTracks that novn:
sit in people’s living rooms. By my rough calcalation, the Body Shop
and the Nature Company together occupied 3,000 square feet, but

they appeared to be doing as much business as Sears, which has

100,000 square feet of selling space and looked empty.
Asl con_templated the bottles of banana bath oil that my children
were carrying to the cash register, I remembered that a young analyst
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at Fidelity, Monica Kalmanson, had recommended the Body Shop
at one of our weekly meetings back in 1990. 1 also remembered that
Fidelity’s head librarian, Cathy Stephenson, subsequently had left
that well-paying and demanding job (she ran a department of 30
people) to open a Body Shop franchise with her own money.

1 asked one of the clerks if Ms. Stephenson was the owner of this
particular Body Shop, and it turned out she was, although she wasn’t
in the store the day of our visit. T left a message that I was eager to
speak to her.

The store appeared to be well managed, with a young and en-
thusiastic sales force of at least a dozen people. We left with several
bags of shampoos and body soaps, the ingredients of which would
have made an impressive salad.

Back at the office, 1 looked up the Body Shop on my masier
printout of stocks that Magellan owned on the day of my departure—
a printout that was twice as long as my hometown telephone direc-
tory. There, to my chagrin, [ saw that I'd bought shares in this
company in 1989 and somehow had forgotten the fact. The Body
Shop was one of the many “tune in fater” stocks that I'd purchased
in order to keep track of future developments, which in this case

’d obviously neglected to do. Before I'd seen it in the mall, you -

could have told me the Body Shop was an auto repair franchise and
1 would have believed it. A certain amount of amnesia is bound to
set in when you’re trying to follow 1,400 companies.

Through the analysts’ reports from a couple of brokerage firms,
I got caught up on the story. This was a British company started by
an ambitious housewife, Anita Roddick, whose husband was fre-
quently out of town on business. Instead of watching the soap operas
or taking aerobics classes, she began tinkering with potions in her
garage. Her potions were so popular that she began to sell them in
the neighborhood, and this backyard enterprise soon developed into
a serious business that went pubiic in 1984, for 5 pence (roughly 10
cents) a share.

From its modest beginning, the Body Shop was soon transformed
into an international network of franchises devoted to applying fruits
and salads to the skin. In spite of two big bobbles (the stock jost
half its value in the Great Correction and again in the Saddam Sell-
off), in six years the 5-pence issue had turned into 362 pence, more
than a 70-fold return on investment for the lucky friends of the
founders who bought in on the initial offering. The Body Shop trades
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" on the L.ondon Stock Exchange but it can
. al ¢
through most U.S. brokers. 20 be bought and sold
~ This is a socially conscious enterprise & i i
0c M : prise like Celestial Seasonings or
l?en & Jerry’s ice cream. It relies on natural ingredients (inciugding
§;)me tha}t a,zc extractfad’ from the rain forest by Kayapé Indians who
} l?hf:y didn’t have thz§ !ob might be cutting down the trees to make
a living}, shuns advertl_smg, gives all employees one day of paid leave
p]?r v&:fee.k for community service activities, promotes health instead
i{;g %;zimy‘(afzg:r all, hc;w many of us will ever be beautiful?), recycles
Phing Dags, and pays & 25 cent reward g it i
bottle that’s returned for a refill. e for each ftde lotion
The Body Shop’s commitment to somethj
( ody § g other than
has not inhibited the franchises from making plenty of it. }2‘(::%:
Stepbe.:nson told me that a franchise owner could expect to turn a
i);g:‘it I;n. the first year. She’d done so well with the Bufiington store
She was preparing to open a second store in Harvs
an;i this in the midst of a recession. tuvard Squar,
In spite of the recession Body Sho i .
‘ Spit ; , ps worldwide reported -
Increase i same-store sales in 1991, (Same-store sales is sne f}f tgz
two or three Zce_y factors in analyzing a retail operation. ) Body Sho
g:;)duc;s jz;)a g;nceg above the shampoos and lotions sold in discoun;:
LOTCS, bul below those sold in specialty and de 28 is
gives the company a “price nicﬁc.” ’ pariment stores. This
The best part of the 8tOry was that the i in i
‘ 1 . s CXpansion was in its e
stages and the idea seemed to have worldwide appeal. The cozf:;fg
with the most Body Shops per capita was Canada, with 92 outlets
open for business, Already, the Body Shop had become the most
profitable of all Canadian retailers, in sales per square foot.
There was only 1 Body Shop in Japan, 1 in Germany, and 70 in
;k:); {I}? it seeri;:d to me that if Canada, with one tenth the U.§
ulation, could support 92 8 > U.S. ¢ ot
population. ppo ody Shops, the U.S. could support
With years of growth ahead of it, the ¢
, ; . I, ompany was proceedi
carefully and expanding with caution. You want to avoid tzc rezaiienrg
that expa_nd too fast, especially if they’re doing it on borrowed
money. Since the Body Shop was a franchise operation, it was able
2orexpand on the franchisees’ money. ,
t was from Cathy Stephenson that I lea
‘ : 4 - leamed of the company’s
cautious, deliberate approach. She already had proven her zi:biiiyt;
to run a successful Body Shop in Burlington, but before she was
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permitted to buy a second franchise in Harvard Square, the chairman
of the board flew over from England to inspect the site and to review
her performance. This wouldn’t have been so remarkable if the Body
Shop had been investing its own money, but this was Ms. Stephen-
son’s money at stake and still her second store wasn’t antomatically
approved. -

It was a lucky coincidence that 1 knew the owner of a Body Shop,
but millions of shoppers worldwide could get the same feel for the
business from visiting one of the outlets, and the same facts and
figures from reading the annual and guarterly reports. I mentioned
to a poker buddy that 'd gone to a Body Shop, and he told me that
his wife and daughter both loved the place. When a 43-year-old and
a 13-year-old are eathusiastic about the same store, it's time fo
launch the investigation.

Same-store sales were OK, the expansion plans seemed realistic,
the balance sheet was strong, apd the company was growing at 20-
30 percent a year. What was wrong with this story? The p/e ratio
of 42, based on the S&P estimate of 1992 carnings.

Any growth stock that sells for 40 times its earnings for the up-
coming year is dangerously high-priced, and in most cases extrav-
agant. As a rule of thumb, a stock should sell at or below its growth
rate—that is, the rate at which it increases its earnings every year,
Even the fastest-growing companies can rarely achieve more than a
25 percent growth rate, and a 40 percent growth rate is a rarity.
Such frenetic progress cannot long be sustained, and companies that
grow too {ast tend to self-destruct.

Two analysts whe follow the Body Shop were predicting that the
company would continue to grow at a 30 percent rate in the next
couple of vears. So here was a possible 30 percent grower selling at
40 times earnings. In the abstract these were not attractive numbers,
but from the perspective of the current stock market they didn’t
ook quite as bad.

At the time 1 was rescarching this company, the p/e ratio of the
entire S&P 300 was 23, and Coca-Cola had a p/e of 30. ¥ it came
down to a choice between owning Coca-Cola, a 15 percent grower
selling at 30 times earnings, and the Body Shop, a 30 percent grower
selling at 40 times carnings, [ preferred the latter. A company with
a high p/e that’s growing at a fast rate will eventually outperform
one with a lower p/e that’s prowing at a slower rate,

The key question was whether the Body Shop could actuaily keep
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up a 25~30 percent growth rate long enough for the stock to “catch
up’” to its lofty current price. This is easier said than done, but | was
impressed with the company’s proven ability to move into new mar-
kets, and its worldwide popularity. This was an international enter-
prise almost from the start. The company had instalied itself on six
- continents and had hardly scratched the surface of any of them. If
all goes according to plan, we could eventually see thousands of
Body Shops, and the stock might increase another 7,000 percent.

It was the unique global aspect of this company that inspired me
to support it publicly in Barron’s. I woulds’t have touted it as the
only stock a person should own, and I was aware that the high price
relative to earnings left iittle room for error. The best way to handle
a situation in which you love the company but not the current price
is to make a small commitment and then increase # in the next sell-
off.

The most fascinating part of any of these fast-growth retailing
stories, whether it's the Body Shop, Wal-Mart, or Toys “R” Us, is
how much time you have to catch on to them. You can afford to
wait for things to darify themselves before you invest, You don’t
have to rush in and buy shares while the inventor of the Body Shop
-lotions is stifl testing the original potions in her garage. You don’t

have to buy shares when 100 Body Shops have been opened in .

England, or even when 300 or 400 have been opened worldwide,
Eight years after the public offering, when my daughters led me into
the Burlington store, it was still not too late to capitalize on an idea
that clearly had not yet run its course.

If anybody cver tells you that a stock that's already gone up 10-
fold or 50-fold cannot possibly go higher, show that person the Wal-
Mart chart. Twenty-three years ago, in 1970, Wal-Mart went public
with 38 stores, most of them in Arkansas. Five years after the initial
offering, in 1975, Wal-Mart had 104 stores and the stock price had
quadrupled. Ten years after the initial offering, in 1980, Wal-Mart
had 276 stores, and the stock was up nearly 20-fold.

Many lucky residents of Bentonville, Arkansas, the hometown of
Wal-Mart’s founder, the recently deceased Sam Waiton, invested at
the earliest opportunity and made 20 times their money in the first
decade. Was it time to sell and not be greedy and put the money
into computers? Not if they believed in making a profit. A stock
doesn’t care who owns it, and questions of greed are best resolved
in church or in the psychiatrist’s office, not in the retirement account,
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The important issue to analyze was not whether Wal-Mart stock
would punish the greed of its shareholders, but whether f:he company
hiad saturated its market. The answer was simple: even in the 1970s,
after all the gains in the stock and in the earnings, there were Wal-
Mart stores in only 15 percent of the country. That left 85 percent
in which the company could still grow. .

You could have bought Wal-Mart stock in 1980, a decade after it
came public, after the 20-fold gain was already ac?;zeved, and after
Sam Walton had become famous as the billionaire who drove a
pickup truck. If you held the stock from 1980 through 1990, you
would have made a 30-fold gain, and in 1991 you wc'm‘ld have made
another 60 percent on your money in Wal-Mart, giving you a 30-
bagger in 11 years. The patient origingf sharehokders_ have that to
feel greedy about, on top of the origzz}al 20-fold gain. They also
have no problem paying their psychiatrists.

In a retail company or a restaurant chain, the growth _zhat propels
earnings and the stock price comes mainly from expansion. As long
as the same-store sales are on the increase (these nummbers are shown
in annual and quartetly reposts), the company is not crippiec} by
excessive debt, and it is following its expansion plans as described
to shareholders in its reports, it usually pays to stick with the stock.

Stock Symbol Company HI3/92 Price

BOSU* Body Shop 335p

*¥raded on London Stock Exchange




PROSPECTING IN BAD
NEWS

How the “Collapse” in Real Estate Led Me to
Pier 1, Sunbelt Nursery, and General Host

Digging where the surroundings are tranquil and pleasurabie may
prove to be as unrewarding as doing detective work from a stuffed
cha%r. You've gotf to go into places where other investors and ¢s-
pecially fund managers fear to tread, or, more to the point, to invest
As 1991 came to a close, the most fearsome places were all connectec%
to housing and real estate. '

Real estate had been the principal national scare for more than

two years. The famous collapse of commercial real estate was ru-

mored to be spreading inte residential real estate—house prices
were said 10 be plummeting so fast that the sellers would soon be
giving their deeds away.

I saw this despair in my own neighborhood in Marblehead, where
so many for-sale signs had sprouted that you would have {hought
thze for-sale sign was the new state flower of Massachusetts. The
signs eventually disappeared as the frustrated sellers got tired of
waitmg for decent offers. People complained that the indecent offers
they did get were 30-40 percent below what they could have gotten
two or three years earlier. There was plenty of circumstantial evi-
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dence, if you lived in a fat-cat environment, that the great boom in
real estate had gone bust. '

Since the owners of fat-cat houses included newspaper editors,
TV commentators, and Wall Street moncy managers, it’s not hard
to figure out why the collapse in real estate got so much attention
on the front pages and the nightly news. Many of these stories had
to do with the collapse in commercial real estate, but the word
“commercial” was left out of the headlines, giving the impression
that all real estate would soon be worthless.

What caught my eye on the back pages one day was a tidbit from
the National Association of Realtors: the price of the median house
was going up. It had gone up in 1989, in 1990, and again in 1991,
as it had every year since the organization started publishing this
statistic in 1968. _

The price of the median house 18 only one of the many quiet facts
that can be a great source of strength and consolation for investors
willing to explore the scariest areas of the market. Other useful
quiet facts are the “affordability index” from the National Associ-
ation of Home Builders and the percentage of morigage loans in
defauit,

Fve found that on several occasions over the years, the quiet facts
told a much different story than the ones being trumpeted. A tech-
nique that works repeatedly is to wait until the prevailing opinion
about a certain industry is that things have gone from had to worse,
and then buy shares in the strongest companies in the group. -

(This technigue isn’t foolproof. In the oil and gas drilling indus-
tries, people were saying things couldn’t get any worse in 1984, and
they've been getting worse ever since. I's senseless to invest in a
downtrodden enterprise unless the quiet facts tell you that conditions
will improve.} :

The news about the price of the median house having gone up in
1990 znd again in 1991 was soO poorly disseminated that when |
brought it up at the Barron’s panel nobody scemed to helieve me.
Moreover, the decline in interest rates had made houses more af-
fordabie than they’d been in more than a decade. The affordability
index was so favorable that unless the recession was going to last
forever, a better housing market seemed inevitable.

Yet while the quiet facts pointed in a positive direction, many
influential people were still worrying about the collapse in real es-
tate, and the prices of stocks in any enterprise remotely related to
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home building and home finance reflected thei irnistic view. |
. . home fis r pessimistic view. In
October 1991 [ looked up Toll Brothers, a well-known building com-
p:.a’mf that has appeared from time to time in my portfolio and is my
. ;;lldgze;. Sur? engugh, Toll Brothers stock had dropped from $12%
- fo t~—a five-bagger in reverse. A lot of th ;
(0§23 —a e bage of the sellers must have
I chose Toll Brothers for further stud ' ] i
Id : y because I remembered it
as a strong company with the financial wherewithal to sarvive hard
times, Ken_HeebneL a fine fund manager who'd recommended Toll
g{others ;\c; mﬁi yﬁ}ars earlier, had told me what a classy Operaiion
is was. Alan Leifer, a Fidelity colleague, also had 1 i
fhis tas. Alan Lel g so had mentioned it to
. fgii was strictly a.home builder and not a developer, so it wasn’t
‘rzs.kmg its own moncy by speculating in real estate. With many of
its poorly capitalized -competitors going out of business, I figured
ToIlkBi*ot{i;ers }:vouid end up capturing more of the homs-bui}ding
market after the recession. In the long run, th '
o or Ton, g run, the latest stump would
So what was wrong with this pi o & justifi
5 ‘ il picture that would have justified
fivefold decrease in the value of Toll Brothers shares? l}'readeth:
m‘ccnt TepOorts to find out, Debt had fallen by $28 million, and cash
was up $22 miilion, so the balance sheet had improved during these
garilnmefs. S(;) hafd the order book. Toll Brothers had a two-year
acklog of orders for nrew homes. If anythi : ¢
packiog o orck ything, the company had too
The company had expanded into scverz;E
! 07 pan s new markets and was
well ?osztloned to benefit from a recovery. You didn’t need a terrific
ho;smg market for Toll to post record earnings.
Di can imagine my excitement at finding a com 1
. pany with ve
little df‘t:t an;f enough new orders to keep it busy for 2\30 years ;{
competitors dropping by the wayside, and it i one
ot s 1901 hiop y and its stock selling for one
I put Toll Brothers at the top of my Barron's list in October,
expecting to recommend it at the panel in January, but in the mean:
?:mzf: the stock quadmpkeé to $8. (By the time the panel convened
it had reach_ed §i2 aga‘m.) Here's a tip from the prospectors of yf:ar:
end anomalies: act c%u.tcklyt It doesn’t take long for bargain hunters
to ﬁ{ld the‘ bargains in the stock market these days, and by the time
they're finished buying, the stocks aren’t bargains anymore.
More than once I've identified a likely winner that's been beaten
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down by the tax sellers in the fall, only to sce it soar in price before
I counld get its name published in Barron 's two months later. In 1991,
the price of the Good Guys, & chain of appliance and electronics
stores, rose dramatically between January 14, the day of the Barron’s
meeting at which 1 recommended the stock, and January 21, the
day the magazine was scheduled to hit the stands. On January 19,
the editors and I had a conversation about this predicament, and
we decided to delete the Good Guys from the text.

Obviously, I wasn’t the only investor who discovered the Toil
Brothers bargain in the fall of 1991. Frustrated that others were
screaming their Eurekas before I had a chance to mention it in print,
I turned my attention to other companies that I imagined would
benefit in subtler ways from the overblown crisis in real estate. The

first that came to mind was Pier 1.

PIER 1

It didn’t take a clairvoyant to figure out that people who moved info
the houses they bought, new or used, were going to need
lamps and room dividers, place mats and dish racks, rugs and shades
and knickknacks and maybe a few rattan couches and chairs. Pier
1 sold all of these items at prices that customers o0 & budget could
afford. '
Naturally, 'd owned Pier 1 in Magellan. It was spun out of Tandy
in 1966, and the virtues of this home farnishings outlet with a Far
East flavor were pointed out to me by my wife, Carolyn, who enjoyed
browsing through the Pier 1 located on the outskirts of the North
Shore Shopping Center. This was a great growth stock in the 70s

that ran out of steam, then had another greatrun in the 80s. Investors

who'd bought these shares during Pier 1's latest renaissance were
well rewarded until the Great Correction of 1987, when the stock
price dropped from $14 to $4. After that, it bounced back to the
$12 level, where it remained until the Saddam Sell-off, when if was
struck down once again—1to 83.

When it came to my attention for the third time, the stock had
rallied all the way to $10 and then faded to $7. At $7, 1 figured it
might be undervalued, especially in light of a probable recovery in
housing. I opened up my Pier 1 file to refresh my memory. The
company had had 12 years of record earnings before it got hurt in
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a public offering. Of the proceeds of $31 million, $21 million was
used to reduce the company’s debt and the other $10 million was
returned to Sunbelt to help finance Sunbelt’s renovation and ex-
pansion. Overall, Pier 1’s debt was reduced by $80 million in 1991,
¢ about $100 million. A stronger halance sheet made itvery unlikely
¢hat Pier 1 would be going out of business anytime soon, which is
what frequently happens to more heavily indebted retailers during
TEcessions.

The $31 million that Pier 1 received for selling half of Sunbelt was
$6 million more than it had paid to acquire all of Sunbelt in 1950
You had to figure that the other half of Sunbelt retained by Pier 1
was also worth §31 million, which represented a valuable bidden
asset to the compaty.

At the time 1 was Jooking into all this, Pier 1 stock was selling for
¢7 with a pie ratio of 10, based on earnings estimates of 70 cents a
share for 1992. With the company growing at a 13 percent anpual
rate, the pfe of 10 was a promising aumber. When 1 flew to New
York in January to meet with the panel, the stock price had risen
to $7.75. Sail, 1 regarded it as a good buy, both of its own merit
and because of the Sunbelt “kicker.”

Every month, a few more of Pier 1’s biggest competitors in home
furnishings, mostly local mom-and-pops, Were closing their doors
and going out of business. Major department SLOres were dropping
their home furnishing sections to concentrate on clothes and fashion
accessories, wWhen the economy turas around, Pier 1 will have a
huge share of a market in which nobody else seems to want 10
compete.

Perhaps I'm a frustrated matchmaker. Whenever i get interested
in & company, I try to imagine what other compaity might want 10
acquire it, In my daydreams, 1 imagine that Pier 1 would be a logical
acquisition for K mart, which was moderately pleased with its carlier
acquisitions of a drug chain, a book chain, and an office supply
chain, and is always jooking for new ways 10 expand.

SUNBELT NURSERY
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life with a strong balance sheet—no debt and $2 a share in cash.
The plan was to use the cash to remodel the best of its 98 lawn and
garden centers, thereby improving their profitability, and to shut
down a few of the duds.

These stores had not been remodeled since the Vietnam War, so
there was pienty of room for improvement. The most important
renovation was enclosing a portion of the nursery space so that plants
and flowers could survive info the colder months and wouldn’t be
left to {reeze to death and be reincarnated as mulch.

Pier 1 was still the major Sunbelt sharcholder with its 49 percent
stake, a factor that { viewed as very favorable. I already knew that
Pier 1 knew how 1o run a retailing business, so it wasn’t ke an
insurance company having a majority inferest in a paper company.
Moreover, Pier 1 had already done its own remodeling, and 1 thought
Sunbelt could benefit from Pier 1's experience. The mapagement
of both operations owned a lot of shares, which gave them a sub-
stantial incentive t0 make Sunbelt a success.

By the time 1 got around to considering Sunbelt as a possible
Barren’s selection, the year-end tax selling had dropped the stock
price to a tantalizing $5 a share. After a single disappointing quarter,
mainly caused by a string of natural lawn and garden calamities
{premature frost in Arizona, 14 inches of rain in Texas), Sunbelt
had lost half of its market value.

What a bonanza for the investors who had the courage to buy
more! This was the same company that had come public at $8.50
two months earlier. 1t stil had the same $2 in cash, and i{s renovation
plans were still intact. At $5 a share, Sunbelt was selling for less
than its book value of $5.7¢, and with 1992 earnings estimated at
5060 cents, its pfe ratio was slightly less than 10, This was a 15
percent grower. Other lawn and garden retailers were selling at twice
book value and had p/e ratios of 20.

One way to estimate the actual worth of a company is to use the
home buyer’s techpique of comparing it to similar properties that
recently have been sold in the neighborhood. Multiplying the §5
share price by the number of Sunbeit shares, 6.2 million, T arrived
at the conclusion that the market value for the entire company and
its 98 lawn and garden centers was $31 million. (Normally in this
exercise you have to subtract the debt, but since Sunbelt had no

debt, I could ignore this step.) , '
Checking other paublicly owned nursery companies, [ discovered
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interest on the loan is tax-deductible, and the company is reducing
is outlay for dividend checks, which it had to pay in after-tax dollars.
A few years ago, Exxon’s stock was so depressed that it was vielding
percent to buy back millions of these dividend-paying shares. Since
the interest on the loan was tax-deductible, Exxon was really paying
only about 5 percent o save 8~9 percent on dividends. This simple
maneuver increased the company’s carnings without its having to
refine an extra drop of oil.

1 was impressed by the fact that General Host’s stock price had
fallen far below the price at which the company had recently bought
back shares. When you or | can buy part of a company for less than
the company itself has paid, it’s a deal worth examining. It's also a
good sign when the “insiders,” executives and so forth, have paid
more than the current price. Insiders are hardiy infallibie (those at
numerous Texas and New England banks were madly acquiring more
shares all the way down) but there are smart people in business who
often know what they’re doing and aren’t inclined {o squander
money on a fool’s errand. They are also willing to work extra hard
to make their own investments pay off. This leads us to Peter’s

Principle #15:

When insiders are buying, it’s 2 good sign—unless
they happen to be New England bankers,

So in reviewing the latest proxy statement for General Host, I
took it as a good sign that Harris J. Ashton, the CEO and owner
of a million shares, had not parted with a single one of them during
the recent price drop. Another fempting detail was that the book
value of General Host was $9 a share, which exceeded the price of
this $7 stock. In other words, the buyer of the stock was getting $9
worth of assets for §7. This was my idea of money well spent.

Whenever book value comes up, I ask myself the same question
we all ask about the movies: is this based on a true story or is it
fictional? The book value of any company can be one or the other.
To find out which, I turn o the balance sheet.

Let's take a closer ook at General Host’s balance sheet, to iliug-
trate my three-minute balance sheet drill. Normally, there’s a right
side and a left side to a balance sheet. The right side shows the
company's liabilitics (that is, how much money it owes), and the left
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side the assets (that is, what it owns). Here, we’ve printed a portion
of the left side on page 171 and the right on page 172, The difference
between the two sides, all the assets minus all the liabilitics, is what
belongs to the shareholders. This is calied the shareholders’ equity.
Shareholders” equity is shown as $148 million. Was this a reliable
number? \

Of the equity, $65 million was cash, so that part certainly was
reliable. Cash is cash. Whether the remaining $83 million in equity

was a reliable number depended on the nature of the assets.
The left side of a balance sheet,

which lists the assets, can be a
murky proposition. It includes such

things as real estate, machinery
and other equipment, and inventory, which may or may not be worth

what the company claims. A steel plant might be listed at $40 million,
but if the equipment is outdated, it might fetch zero in a garage

sale. Or the real estate, carried on the books at the original purchase

price, may have declined in value—although the reverse is more
likely.

117
2,588
13,504
83,813
707
217,450

246,316
23,989
18,138

1989
$110,321
$505,893

119
4,447
4265

77,816
7,517
159,635

243,212
32,987
17,901

1994
$ 65,471
$445,735

With a retailer, the merchandise is also counted as an asset, and
the reliability of this number depends on the kind of merchandise
that it sells. It could be miniskirts that have gone out of style and
are now worthless, or it could be white socks that can always attract
a buyer. General Host’s Inventory consisted of trees, flowers, and
shrubs, which I assumed had a decent resale value,

A company’s acquisitions of other companies are reflected in the
category marked “Goodwill” {or, in this case, “Intangibles”), shown
here as $22.9 million. The goodwill is the amount that has been paid
for an acquisition above and beyond the book value of the actual
assets. Coca-Cola, for instance, is worth far more than the value of
the bottling plants, the trucks, and the syrup. If General Host bought
Coca-Cola, it would have o pay billions for the Coca-Cola name,

the trademark, and other intan gibies. This part of the purchase price
would appear on the balance sheet as goodwill,

Of course, General Host is too small to buy Coca
just using this as an example.
acquired other businesses in th
these goodwill expenditures is o
time it gradually has to write
earnings.

L can’t be certain that General Host’s $22.9 million in goodwill is
really worth that much. If half of General Host’s total assets con-

CONSOLIDATED BALANCE SHEET-GENERAL HOST CORPORATION

~Cola, but 'm
The balance sheet indicates it has
¢ past. Whether it can ever recover
pen 1o speculation, and in the mean-
- off the goodwill with part of jits -

Table 9-1.
January 27, 1991, and January 28, 1996

Accounts and notes receivable
Fotal current assets

Federal income tag receivable

Merchandise inventory

Other marketable securities
Prepaid expenses

Cash and cash equivaients

Property, plant and equipment, less accumulated depreciation of $77,819 and 361,366
Intangibles, less accumulated amortization of §5,209 and $4,267

Other assets and deferred charges

{Dollars in thousands}

Agsets
Current assets:
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sisted of goodwill, 1 would have no copfidence in its book value of
in its sharcholders’ equity. As it turns out, $22.9 miliion in goodwill
out of $148 million in total assets is not 2 troublesome percentage.
We can assume, then, that General Host’s hook value did ap-
proximate the $9 per share that was claimed.
Turning to the other side of the balance sheet, the Liabilities, we

see that the company had $167 miltion in debt 0 g0, along with the
What you want to se¢

148 million in equity. This was troublesome.
on a balance sheet is at feast twice as much equity as debt, and the
more equity and the less debt the better.
A high debt ratio fike this would in some ¢ascs be enough 1o cause
me to take the company off the buy list, but there was a mitigating
factor: much of this debt was not due for several years, and it was
not owed to banks. In a highly leveraged company, bank debt is
dangerous, because f the company runs inte problems the bank will
ask for its money back. This can tuin & manageable situation nto

a potentially fatal one.
Back on the left side, 1 circled merchandise inventory, which is
atways something to worry about with retailers. You don’t want a
' 1f it does, it may mean that

company to have 100 much inventory.
deferring losses by not marking down the unsold

management 18

items and getting rid of them quickly. When inventoties are allowed
to build, this overstaics a company’s earnings. General Host's in-
ventories had decreased from PIevIous tevels, as shown in table

$ 63,405
38,625
24,939

126,969
146,369
50,067
196,436
16,473
12,337
31,752
89,855
160,985

282,592
{2,491)

{125,545)

(878)

153,678

$505,893

167,923
20,153
9,632
31,752
89,819
158,913
(114
148,632
$445,735

$ 47,944
41,631
9820
99,395
119,564
48,419
286,484

(131,738)

9-1.

A hefty accounts payable is OK. It shows that General Host was
paying its wills slowly and keeping the cash working in its favor until
the last minute.

In the text of its &
was engaged in & vigorous campaign to cut ¢OS
more. competitive and moTe proﬁtablcmwiike everybody else in
America. Although most companies make such claims, the proof is

in the S, G, and A category {selling, general, and administrative
expenses) on the income statement {see Table 9.-2). Youw'll note here
that General Host’s S, (3, and A €XpEN&ES were declining, a yrend

that continued into 1991.
1t turns out that General Host was taking several steps—both on
ce—to improve its fortunes. On the terrestrial
g new scanning devices 10 ayfomate
1 of cach transaction would then be

Host described how it

nnual report, General
1 in order to become

Total current liabifities
Total loag-term debt
Totad sharcholders” equity

earth and in ouier $pa
tevel, the company was addin

its checkout system. The recor
beamed up to a satellite and then down to & centra

Common stock $1.00
B0 par value, 100,880,000 shares authorized, 31,752,430 shares issued

Capitat in excess of par value

Retained eamings
Cost of 13 :
of 13,866,517 and 12,754,767 shares of common stock in troasury

Met unrealize :
ealized foss on noncurrent marketable equity securities
Notes receivable from exercise of stock options

Current portion of long-term debt
Subordinated debt, less origina! issue discount

Accounts payable
Acerued expenses

Senior debt

Cther I'iabiﬁtics and deferred credits
Compiitmenis and contingencies

Liabilities and Shareholders Eqaify.
Sharcholders’ equity:

Current liabilities:
Deferred Income taxes

Long-term debi:

1 computer. This




Fiscal Years Ended January 27, 1991, January 28, 1990, and

January 29, 1989

174

1988

14589

199p

{in thousands, except per share amounis}

Revenies:

FPeter Lynch

$466.809

£455.767

$515,476

Sales

11,661
478,470

13,179
508,946

4,103

519 573

{Mher income

Costs and Expenses:

317,860
147,321

333216

156,804

355,391

Cost of sales, including buying and cccupancy

Selfing, general and adminisirative

Interest and debt expense

145,194

21,013
486,104

26,813
316,833

21,752
522,337

(7,887) (7,724)

(8,768)

£2,764)
(6,609)

Loss inui i
from continuing operations before income taxes

. Income tax benefit

(3,140)
(4,584)
(12,200)
(16,784)
{4,500}

$(21,284)

881
(3,424)

3,845

income (foss) from conlinuing operations

Loss from discontinged operations

Y

3,845

(2,543)

Tncome (loss) before extraordinary losses

Extraordinary losses

$ (2,545

3,845

k3

Net income (loss}

Earnings per share:

£.233
(61)

%

3

21

Income (loss) from continuing operations

toss from discontinued operations

{18}
(13)

(.84)

21

tncome (loss) before extraordinary losses

Extracrdinary fosses

(-23)
$ (1.07)

(.13)

3

21

Net income {10ss)

Average shares outstanding
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satellite system, when put into place, was expected to keep track of
all the sales in all the nurseries, t0 help rapagement know when {0

restock the poinsettias and whether to transfer, say, some hibiscus
pushes from the Fort Lauderdale branch 10 the Jacksonville branch.
In addition, credit car

d authorizations were being speeded up
from 25 seconds per sale to a

hout 3 seconds, {0 make the Hines at
the cash register move faster and ad

d to customer satisfaction.
Foilowing the same COUIse as Sunbelt Nursery, (reneral Host was
planning to enclose a section ©

§ each of its Frank’s Nursery outlets
to extend the selling season. In addition, it was installing Christinas
kiosks in shopping malls during the holidays. This wasn't just a
harebrained scheme—General Host had experience In the kiosk
business from having deployed more than 1,000 of them 1o sell its
Hickory Farm products.

‘This is a cheap way for a retailer to add selling space. Already,
General Host had installed more than 100 Frank’s Nursery kiosks—
stocked with gift wrapping, Christmas trees, wreaths, and boughs——
in shopping malls in 1991, and the compaty planned to increase the

number to 150 kiosks by Christmas 1992. It was also taking steps
10 enclose the kiosks and make them more permanent.

Meanwhile, General Host was opening new Frapk’s Nursery out-
fets at a steady and careful pace. The goal was to create 150 new
frank’s by 1995, bringing the total to 430. The company also
launched a new private-label line of fertilizers and sceds.

Every company in existence likes to tell its sharcholders that busi-
ness is going to get better, but what made General Host's assertion
believable was that management bad a plan. The company wasn’{
waiting for begonia sales to improve, 1t was taking concrete Steps
{the kiosks, the remodeled nurseries, the satellite system) to boost
its earnings. When a business as old-fashioned as Frank’s is mod-
ernizing on all fronts and expanding at the same time, there are
several chances for the garnings {0 ENPTOVE.

A final reassuring detajl was the Calioway's transaction. In 1991,
Greneral Host had sold off the Calioway’s nursery chain in ‘Texas,
and it used the proceeds o reduce its debt, thus strengthening its

balance sheet.

Since General Host was now confined to the nursery business,
the same as Calloway’s, the Calloway’s sale gives us another chance
to compare two similar enterprises. Once again, I took out my most

sophisticated investment tool, a 15-year-old hand-held calculator, 10
do the following math:
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Calloway's, with 13 stores, was valued illi
llc s 3, at $40 million—or hl
$3 miilion per store. General Host owned 280 Frank’s Nursé;}; (g)utsj
lets, or 21 times as many stores as Calloway’s. The Frank’s outlets
were (}Ide‘r, smaller, and less profitable than the Calloway’s stores
but even if we assume they were half as valuable ($1.5 million pe;
store), the 280 Frank’s stores ought to have been worth $420 million
L050 Genegiﬁ ”?IOS;} had a $420 million asset here, Subtracting zhe:
ompany’s § ilon i Caves ith ¢ i
P mjﬂion, muiion 1n debt Jeaves you with an enterprise worth
With 17.9 million shares outstanding. thi

th 1 g, this means that General
Hast s shares ought to be seiling for $14, or twice the pr‘itceJ at t;ae
time I made the calculation. Clearly, the company was undervalued

Stock Symbol

Company HI3192 Price
GH " General Fost $7.75
;’}131; Pier § lmports $8:UE3
Sunbeli Nursery $6.25

MY CLOSE SHAVE AT
SUPERCUTS

in December 1991, I got my hair cut at Supercuts, which had recently
come public and goes by the symbol CUTS. If a prospectus for this
haircutting venture hadn’t found its way to the top of a pile on my
desk, 1 would never have cheated on my regular barber, Vinnie
DiVincenzo, who offers a $10 haircut with pleasant conversation
thrown in as a bonus at his place of business in Marblehead,
Massachusetts.

We talk about the kids and whether my rusty old 77 AMC Con-
cord might qualify as an “antique” or a “classic.” [ hope that Vinnie,
who’s not yet gone public, will excuse this one absence for the sake
of my research.

The Supercuts I visited was located at 829 Boylston Street, Boston,
on the second floor of a brownstone. Downstairs, a stand-alone
placard advertised the prices, which T dutifully recorded on another
indispensable investment tool, the yellow legal pad. The regular
Supercut was $8.95; a Supercut with shampoo, $12; a shampoo by
itsetf, $4.

These prices were in line with what Vinnie would have charged,
and substantially less than the going rate at the beauty salons and
unisex outlets where my wife and my daughters get their trims and
where you might as well take out a bank loan to finance a henna
treatment or a permaneni wave.

As I walked into Supercuts and was greeted by the maitre d°, three
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customers were getting haircuts, while four others were waiting in
the anteroom. FThey were all male. Eventunally, some women showed
up, although in later conversations with the company 1 learned that
men make up more than 80 percent of the clientele, while 93 percent
of the stylists (they no longer call these people barbers, it seems)
are female. I put my name on the waiting list and made a mental
?{}te: a lot of people must think a Supercuts baircut is worth waiting
or.

I sat down and began to study the prospectus and the brochure
that I'd brought along from my office. There’s no more useful way
to spend an afternoon than researching a company in its own habitat.

In October 1991, Supercuts made its stock-market debut at an
initial offering price of $11 a share. It was a franchise operation, the
McTrim of barbershops, with more than 650 stores already estab-
lished. The founders had been bought out and the new management
had embarked on a vigorous expansion campaign. They'd coaxed
Ed Faber, the former head of Computeriand, out of retirement fo
oversee the project.

I remembered that Faber was an ex-marine who'd done wonders
for Computerland in its most prosperous fast-growth phase, before
Computerland fell apart. He left, the company foundered, and then
he came back. 1t was a surprise to find an ex-marine involved in
hairstyling, but it didn't really matier what the company did. Faber’s
expertise was in “rolling out” a franchise operation from its original
few locations into a nationwide network.

The theory behind Supercuts is that haw care is a $15-840 bil-
Hion industry dominated by independent barbers like Vinnie and
locally owned unisex hair salons. Barbers are a vanishing breed (in
New York State, for example, the number of licensed haircutters
dropped in half in the last decade). Hair grows half an inch a month,
and with the Vinnies of the world disappearing, somebody was
going io have io cut it. This was a perfect opportunity for a well-
managed, efficient nationwide franchise to come in and capture the
market.

This was the same sort of situation | encountered years earlier
when Service Corporation International began to take over the mom-
and—polp mortearies. People were dying at a regular rate, somebody
was going to have to bury them, and the industry was made up of
hundreds of inefficient small operators whose children wanted to go
to law school.
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According to the Supercuts brochure, cach stylist is trained to
perform quick and efficient spipping with no dawdling or nonsense,
which fits nicely into the no-dawdling, no-nonsense ethic of the
1990s. Armed with small scissors and a “revolutionary comb,” the
Supercuts stylist can snip through an average of 2.8 heads per hour,
and the cut you get in Albuquerque should be the same as the cut
you get in Miami.

There’s always something new to learn on these forays—did you
know that haircutters have to be licensed? T didn’t, but they do, and
that’s more than you can say for fund managers. ‘There are no re-
quirements for managing billions of doliars, but before somebody
can trim your sideburns, he or she has to pass some sort of a test.
Given the record of the average fund manager over the last decade,
maybe it should be the other way around. '

A Supercuts stylist is paid $5-87 an hour, which isn’t much of a
salary, but it’s augmented with medical benefits, and at 2.8 heads
per hour, she (I say “she” because of the preponderance of females
who work there) can double her wages with tips.

Meanwhile, each stylist is bringing in $30 an hour in revenues for
the franchise, which is why it’s been so profitable to own a Supercuts.
This isn’t like the alumisum industry, in which half the earnings are
caten up in improvements to the plant and equipment. Other than
the rent for the retail space, the biggest ongoing expenditures in a
hair salon are for scissors and combs.

As 1 also read in the prospectus, the average owner of a Supercuts
franchise invests $100,000 at the outset—this money pays for the
franchise fee, the sinks, the barber chairs, the decorations, the sham-
poo, etc. In merely two years of operation, that storc is expected
to generate a 30 percent pretax return on equity, which beats aimost
any return any of us could get elsewhere and explains why the com-
pany has an easy time recruiting future franchisees.

What’s good for the owner is also good for the shareholders—
this is the part where 1 got interested. The company receives 3
percent of the gross revenues and 4 percent of the sales of the
Nexxus products displayed in each franchise. (T could see these on
shelves against the far wall) The administrative costs are mini-
mal. The biggest expense is in training the stylists. Supercuts hires
a new trainer (at $40,000 a year) for each 10 new shops, but then
these 10 new shops should contribute $300,000 a year to the annual
revenues.
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One of the first things you need to know about a retail operation,
as mentioned earlier, is whether it can afford to expand. A glance
at this balance sheet showed me that debt was 31 percent of total
capital, a disturbing number that required further explanation, I
made a note of it.

At this point in my deliberations (the employees who saw me
looking around and taking notes may have pegged me as a spy from
the barbers’ union) my name was called and I was ushered past the
reclining chairs and into the room with the shampoo sinks. A comely
young specialist washed my hair in short order and then directed
me back to the cutting area, where she wrapped me in a sheet and
proceeded to snip off everything, including my sideburns. This hap-
pened so quickly I had no time to object. T felt like the privet hedge
in the movie Edward Scissorhands.

Since in normal circumstances I'm never sure if I look good or
bad, even when I saw myself in the Supercuts mirror I didn’t protest,
preferring to await the verdict that really counts—from my family.
For all I knew, the shora look was in.

When I got home and was greeted with a “What happened to
you?” from Carolyn and my daughters, I realized that the shorn
look was not in, at least not when applied to a 48-year-old with
Warhol-like white hair. Several acquaintances said  iooked “young,”
but only, I sensed, because they were struggling to be positive with-
cut lying too much, and “young” was the best they could do. When
people tell me T look young, | begin to realize they once must have
thought I looked old and neglected to tell me.

Here is an exception to the rule that you have to like the store
before you buy the stock. After being sheared at Supercuts, I found
myself liking the stock (or at least its prospects on paper) far more
than I liked the store. | promised myself never again to stray from
Vinnie DiVincenzo and his regular $10 haircut.

The privet hedge problem I brought up with Supercuts’ senior
vice-president and chief financial officer, Steven J. Thompson, in a
phone call to California, He commiser: ted with me for my lost
sideburns and then said, “The good news is that hair grows back at
the rate of a half inch per month.” I'd already taken hope from this

fact when I read it in the brochure. '

We discussed the idea that Supercuts stylists are all licensed
professionals who have to take a refresher course every seven
months, and that the medical benefits and the tips will attract good
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people. What | worried about here was high turnover and poor
hedgemanship among poorly qualified and/or disgruntled employ~
ees. I asked about the turnover rate, which Mr. Thompson said had
been low so far. ) .

Maost of the news was positive. The debt level that I'd noted carlier
as a potential problem turned out not to be as much of one ::.ts 1
thought. Supercuts had $5.4 million in annual free cash ﬁ{)w, and
most of that, Mr. Thompson said, would be used to pay off debt.
By 1993, the company expected to have no debt at all, and the
interest expense of $2.1 million in 1991 would disappear.

Since this was a franchise operation, the money {0 set up the new
Supercuts would come from the franch'i_.sces. ’i‘h%s was another ?1g
plus: Supercuts could expand rapidly withont using s own capital
and without excessive borrowing. N '

The biggest plus of all was that 256 miliion Amﬁencans me(%ed
haircuts every month, and with the mom-and-pop haircutters cix}sl_ng
their doors, no dominant chain store had err‘;erg;ed te ﬁi} the V{E‘l{i.
Supercuts” major competitors included Regis (;orporatzc_;zz, which
operates Mastercuts in malls, where the rents are n}uch hzghe‘r and
the clientele is mostly women; Fantastic Sam’s, \:vhzch has f:wace as
many locations as Supercuts but most are {ranchise operations th;{z
produce less than half the revenue of a Suparmjs shop; and J. C,
Penney, whose unisex salons are confined to § . C. Penney s\tore_s,

Supercuts had the additional advantage of bfcmg open on Sundays
and in the evenings. The company was work;qg on & natienal 3_d~
vertising campaign to give it a brand recognition that none ‘eg its
competitors enjoyed. This was a 20 percent grower at the fnzt:ai
stages of its takeoff, selling for 16 times carnings at the time I
recommended it. _ _

In the end, the excelient numbers won out ovcrvthe loss s;debums,
and I touted Supercuts i Barron’s. 1 got a haircut there, ‘I mﬁf":
it out,” 1 told the rest of the panel. “Is this your curren} halrcm-.
asked Mario Gabelli, and 1 had to admit it was, “We won’t advertise
that,” said Abelson,

Stock Symbol Compary HI3192 Price

cUTs Supercuts 81133




ELEVEN

BLOSSOMS IN THE
DESERT

Great Companies in Lousy Industries

SUN TELEVISION & APPLIANCES

I'm always on the lookout for great companies in lousy industries.
A great industry that’s growing fast, such as computers or medicdl
technology, attracts too much attention and too many competitors.
As Yogi Berra once said about a famous Miami Beach restaurant
“It’s so popular, nobody goes there anymore.” When an industr);
gets oo popular, nobody makes money there anymore.,

A§ a place to invest, I'li take a lousy industry over a great industry
anytime. In a lousy industry, one that’s growing slowly if at all, the
weak drop out and the survivors get a bigger share of the market,
A company that can capture an ever-increasing share of a stagnant
market is a lot better off than one that has to struggle to protect a

dwindling share of an exciting market. This leads us to Peter’s Prin-
ciple #16:

In business, competition is never as healthy as tefai
domination.

Thf’ greatest companies in lousy industries share certain charac-
teristics. They are low-cost operators, and penny-pinchers in the
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cxecutive suite. They avoid going into debt. They reject the cor-
porate caste system that creates white-collar Brahmins and blue-
collar untouchables, Their workers are well paid and have a stake
in the companies’ future. They find niches, parts of the market that
bigger companics have overiooked. They grow fast—faster than
many companics in the fashionable fast-growth industries.

Pompous boardrooms, overblown executive salaries, demoralized
rank and file, excessive indebtedness; and mediocre performance
go hand in hand. This also works in reverse. Modest boardrooms,
reasonable executive salaries, a motivated rank and file, and small
debts equals superior performance most of the time.

I called John Weiss, an analyst from Montgomery Securities in
California who'd written reports on several discount appliance store
chains. I wanted his opinion about the Good Guys, a stock I'd been
following since 1991. Weiss said that competition from Cirenit City
was hurting the Good Guys’ carnings. When 1 asked him what ¢lse
he liked in this lousy indusiry, he mentioned Sun Television &
Appliances.

Weiss’s version of the Sun TV story was so compelling that as
soon as I'd hung up with him 1 called corporate headquarters’in
Ohio te talk to the source,

When you can get the CEO on the line without delay and you've
never met this person, you know the company doesn’t suffer from
excessive hierarchy. § was connected to Bob Oyster, an amiable chap.
We rhapsodized on the merits of Ohio golf courses before we got
around to the purpose of the call.

Sen TV is central Ohio’s lone high-volume discount outlet for
small apoliances as well as refrigerators, washers, and dryers. Oyster
said there were seven Sun TV stores in Colambus alone. The com-
pany’s most profitable outlet is located in Chillicothe, Ohio, a name
that my fellow Barron’s panelists later congratulated me for being able
to pronounce. Tt also has a dominant position in the Pittsburgh area.

Trivia buffs and sharcholders of Sun Television & Appliances will
be happy to know that 50 percent of the U.S. popuiation Hves within
500 miles of Columbus. {n fact, Columbus is the only major city
east of the Mississippi and north of the Mason-Dixon line that in-
creased its population from 1950 to 1990,

The population growth in this part of Ohio, the news of which
has yet to reach the East Coast, augurs well for the future of Sun
TV. The company was engaged in a vigorous expansion program
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{7 new stores in 1991, 5 more in 1992), which would bring the total
to 22. It had less than $10 million in debt. With the stock selling for
$18, its p/e ratio was 15. Here was a 25-30 percent grower with a
15 pfe. Several of its competitors were struggling to stay in business.

Sun TV made money in the 1996--91 recession when the economy
was terrible, home sales were sluggish, and people weren’t buying
new appliances. The company’s earnings actually increased in 1991,
I had no reason to doubt it would do even better in 1992.

Nevertheless, Sun TV has a lot to prove before it makes my all-
star team of great companies in lousy industries. A what-if portfolio
of this Magnificent Seven (plus Green Tree, which is a provisional
member) would have given you the results shown in Table 11-1. Most
of these stocks had recent run-ups, which caused me to omit them
from my 1992 list of recommendations. But every one is worth tuning
in later.

SOUTHWEST AIRLINES

In the 1980s, what business was worse than the airline business?
Eastern, Pan Am, Braniff, Continental, and Midway went bankrupt,
and several others were on the verge of doing so, yet in this disastrous
10-year stretch the stock in Southwest Airlines rose from $2.40 to
$24. Why? Mostly because of all the things Southwest Airlines didn’t
do. 4

It didn’t fiy to Paris, it didn’t serve fancy meals, it didn’t borrow
too much money to buy too many airplanes, it didn't overpay its

Table 11-}, Magnificent Seven Portfolio (+ One)

Company Total Return, 1990-91
Southwest Airlings 115%
Bandag 46
Cooper Tire 222
Green Tree Financial 188
Billard 75
Crown Cork & Seal 6%
Nucor 56
Shaw Industries 17
Portfolio Average B879%

S&P 500 26%
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exccutives, and it dida’t give its workers a good reason to resent the
COmpany.

Southwest Airlines (symbol LUV) was the lowest-cost operator
in the industry. How do we know this? The telling statistic is “op-
erating cost per scat mile.” Southwest’s ranged from 5 to 7 cents
during a period when the industry average was 7 to 9 cents.

One way fo judge a company's commitment to frugality is by
visiting the beadquarters. ““I'he fact that a company vou put vour
money in has a big building doesn’t mean that the people in it are
smart, but it does mean that you've helped pay for the building,”
says investment adviser William [Donoghue. In my experience, he’s
right. At Golden West Financial in California, a champion of pro-
ductive penny-pinching and the lowesi-cost operator in the S&L
business, the role of the receptionist was taken over by an old-
fashioned black telephone and a sign that said, “Pick up.” Southwest
Aizslines operated for 18 years out of a home office at Love Field in
Dallas that resembled a barracks. The nicest thing you could say
about it was that it was “antiquated.” In 1990, the company splurged
and built a new three-story high rise. A decorator was hired to
beautify the interior, but he made the mistake of trving to replace
the employee award plaques and photographs of company pienics
with expensive art, When CEQ Herb Kelleher got wind of this, he
fired the decorator and speni the weckend rehanging the plaques
and the photographs.

Kelleher set the tone for Southwest’s wacky esprit. His office was
decorated with turkeys. The annual get-together was a chili cookout.
Pay raises for the higher-ups were limited to the same percentage
increase the work force got, One day a month, all the big shots from
Kelleher on down served as counter agents or baggage handiers.

Southwest's stewardesses were outfitted in blue jeans, T-shirts,
and sneakers. Meals were limited to peanuts and cocktails, Prizes
were awarded to the passengers with the biggest holes in their socks,
and the safety information was delivered as a rap song.

While other airlines were flying their widebodies over-the same
routes to Los Angeles, New York, and Europe, Southwest found a
niche: the short hop. It called itself “the only high-frequency, short-
distance, low-fare airline.” As the others killed themselves off,
Southwest grew from a four-plane operation in 1978 to the eighth-
fargest carrier in the country. It was the only U.S. airline to have
made money every year since 1973, For return on capital, Southwest
has yet to be cutdone.

S
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As its competitors falter, Southwest is fully prepared fo take ad-
vantage, which is what usually happens to a great company in a lousy
industry. It recently expanded into routes abandoned by USAir and
America West, both of which were forced to cut back on service
because of financial problems,

Sharcholders who saw their Southwest holdings increase 10-fold
from 1980 to 19853 had their patience tested from 1985 to 1990, when
the stock price went sideways. It could have been worse——they could
have been invested in Pan Am or Eastern, After 1990, patience was
rewarded, as Southwest doubled again.

BANDAG

What_ couid be less exciting than a company that makes retread
tires in Muscatine, Towa? I’'ve never been (o Muscatine, but I've

looked it up on a map. It’s a small node on the Mississippi River

southwest of Davenport and southeast of Moscow, Atalissa, and
West Liberty,

Whatever is up to date in Kansas City probably hasn’t gotten to
Muscatine, which may be to Muscatine’s advantage. Wall Street
hasn’t spent much time in Muscatine cither, Only three analysts
have followed Bandag on its rise from $2 to $60 in 15 years,

Bandag’s CEO, Martin Carver, returns the favor by staying away
from New York. He holds the world speed record for a diesel truck.
You won't see him sipping champagne in the courtyard at the Trump
Plaza Hotel, but on the other hand, Carver is solvent. '

This is the Southwest Airlines of retreads: earthy management

{(in the 1988 annual report, Carver thanked his family), devoted
penny-pinching, and an unusual niche in what otherwise is a cut-
throat business. Every year in the U.S., 12 million worn-out truck
and bus tires are replaced with retreads. About five million of these
" replacements are Bandag’s,
_ Bandag has increased its dividend every year since 1975, Its earn-
ings have grown at a 17 percent clip since 1977, His balance sheet is
a bit weak, primarily because Bandag has invested in overseas ex-
pansion {it now has 10 percent of the foreign retread market) and
has bought back 2.5 million of its own shares.

While the earnings continued to grow, Bandag's stock price
dropped sharply in the Great Correction and again in the Saddam
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Sell-off. This overreaction on Wall Street’s pa.ft was a perfect op-
portunity to buy more shares. Both times, the stock recovered all
its fost ground and then some.

COOPER TIRE

Cooper Tire is another version of Bandag. It has found its own niche
in the replacement tire market. As the industry giants carry on a
money-losing battle to equip new cars with new tires, Cooper stays
out of their way and equips old cars with new tires. It’s a jow-cost
producer, which is why independent tire dealers like to buy from
Cooper.

In the late 1980s, when the big three (Michelin, Goodyear, and
Bridgestong) were ruining one another’s business, Cooper was mak-
ing money. Its earnings increased every year from 1985 and hit
another record in 1991. The stock price tripled from the 1987 low
to $10 a share beforc the Saddam Seli-off, when it lost much of
those gains and fell to $6. Investors ignored the fundamentais to
focus on the sad future for tives after the world came to an end.
When that didn’t happen, the stock rose fivefold to $30.

GREEN TREE FINANCIAL

This company belongs in the Enchanted Forest Portfolio along with
Cedar Fair, Oak Industries, EQK Green Acres, Maple .caf Foods,
and Pinelands, Inc. Green Tree has tremendous debt and a CEO who
is higher paid, even, than some second basemen, $0 it doesn’t qualify
as one of our great companies in a lousy mdustry. 1 include it here
to show that even an OK company in a lousy industry can do well,

"The lousy industry I'm talking about is mortgage loans for mobile
homes. Green Tree specializes in such loans, and the business has
been getting lousier. Every year since 1985, mobile-home sales have
declined. In 1990, buyers were so scarce that only 260,000 new units
were sold.

"fo make matters worse, record numbers of mobile-home owners
were defaulting on their loans and abandoning their property, leav-
ing notes for the lenders: our trailer is your trailer. There’s not a
lot of resale value in a 10-year-old double-wide.

4
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‘The industry’s disaster was a boon for Green Tree, because its
major competitors gave up. Valley Federal, a hapless California
S&L, made $1 billion in mobile-home loans, lost money, and fled
the business. So did Financial Services Corporation, a subsidiary of
an insurance company in Michigan. So did Citicorp, the biggest
mobile-home lender of all. Green Tree was left to take advantage
of all the action—if and when the action resumed. '

There were enough doubters that it ever would resume that the
stock fell to a fow of 88 at the end of 1990. Forbes magazine had
published a negative article in May of that year. The headline itself,
“Are the Tree’s Roots Withering?,” was enough to make you want
to sell your Green Tree shares. The reporter did a thorough job of
recounting every woe: the slump in mobile-home buying, the loan
troubles, a nasty lawsait overhanging Green Tree’s assets. “Even at
just seven times earnings, Green Tree doesn’t look like much of a
bargain,” Forbes concluded.

Investors shrugged off this bad review and the stock rose to $36
in nine months, How could something so terrible have turned out
so well? With no competitors, Green Tree had the mobile-home
loan business to itself. This resulted in a sharp increase in loan
volurne. The company had also begun to package its loans and sell
them in the secondary market, the way Fanniec Mae does with mort-
gages on houses. It was also making lucrative home improvement
loans and used-mobile-home loans, and was moving into the mo-
torcycle financing market.

If you had bought Green Tree as soon a8 you read the Forbes
article, you would have tripled your money in less than nine months.
I'm not out to chide a good magazine—TI've missed plenty of Green
Trees in my career. The point is that a survivor in a lousy industry
can reverse its fortunes very quickly once the competitors have dis-
appeared. (This company recently changed its name from Green
Tree Acceptance.)

DILLARD

Here's another folksy bunch of managers with a tight grip on cor-
porate purse strings. The Dillard family (principally 77-year-old Wil-
liam and his son William 1T} own 8 percent of this department-store
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company and almost all of the voting stock. They run it out of Little
Rock. '

With Scroogian intensity, they search the books looking for new
ways to cut costs, but not at the expense of employees. Dillard
cmployees are relatively well paid. One place where Dillard does
scrimp is on debt. There's hittle of that on the balance sheet.

The Dillards caught on fo computers very early, not only to keep
track of the money, but also to manage the merchandise. If a shirt
is selling well in any Dillard store in the country, the store’s computer
notices it and avtomatically sends a reorder message to the ware-
house computer. The warchouse computer then passes the order
along to the vendor. Store managers and front-office types always
know what is selling where, and the company doesn’t have to support
an army of wandering experts fo tell it what to buy.

Dillard has stayed away from the glamour markets where the larger
retail chains stumble over one another, Dillard stores are found in
small towns and cities like Wichita and Memphis, As the glamour
chains (Federated, Allied, Macy) restructure or go bankrupt, Dillard
expands by buying some of their discarded divisions and hooking
them up to the Dillard computers. Among others, it bought Joske’s
out of Allied and J.B, Ivey out of B.A.T. Industries.

A 810,000 investment in Dillard stock in 198G has turned into
$600,000 today.

CROWN CORK & SEAL

Crown Cork & Secal reminds me of New England Wire & Cable,
the company Danny DeVito tried to acquire in Other People’s
Money. The executive suite at New England Wire was a messy room
over the factory, decorated with muffler-shop calendars. The ex-
ecutive suite at Crown Cork & Seal ampounts to an open loft above
the assembly lines. New England Wire made wire, Crown Cork &
Seal makes soda cans, beer cans, paint cans, pet food containers,
jugs for antifreeze, bottle caps, bottle washers, bottle rinsers, bottle
crowners, and can warmers.

Iy both cases, the CEO was a businessman with old-fashioned
ideas. The difference is that New England Wire & Cable was about
to go bankrupt, whereas Crown Cork & Seal is the world’s most
successful can maker.
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I probably don’t need to tell you that can making is a lousy industry
with a thin profit margin, or that Crown Cork & Seal is a low-cost
producer. Its ratio of expenses to sales is 2.5 percent, which is more
than a couple of notches below the industry average of 15 percent.

This piddhing level of expenditure, bordering on the monastic,
was inspired by John Connelly, the CEO, who recently died. Con-
nelly’s hostility to extravagance brings us to Peter’s Principle #17:

All else being equal, invest in the company with the
fewest color photographs in the annuoal report.

Connelly’s annual report had zero photographs. Where he didn’t
mind spending money was on the new can-making technologies that
enabled CC&S to maintain its status as the lowest-cost producer.

Profits that weren’t reinvested in improving the can-making op-

eration were used to buy back shares. This boosted the earnings for.

the remaining shares, which boosted the share price for the lucky
shareholders who hadn’t soid. You'd almost have thought that Mr.
Connclly was working for the sharcholders, which at many com-
panies is an eccentric thing to do.

Since Mr. Connelly’s death, the company has changed tactics. It
now uses its sizable cash flow to buy out its rivals and grow via that
familiar method. Capital spending has increased and so has the debt
level, but to date the new tactic has been as profitable as the old
one. The price of Crown Cork & Scal moved up from $54 to $92 in
1991. :

i

NUCOR

Nobody wants to be in the steel business these days, with all the
competition from the Japanese and the billions invested in equipment
that may soon be outmoded. The big-name producers, 1.5, Steel
{alias USX) and Bethlehem Steel, once symbols of American prow-
ess, have tested their shareholders’ patience for 12 vears. Bethlehem
fell to $5 a share in 1986 and has come a long way back from there,
but at the current price of $13 it still has a long way to go to return
to its high of $32 in 1981, USX has also vet to return to its 1981
high.

Meanwhile, if you'd invested in Nucor in 1981, your $6 stock would
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be worth $75 today, and yowd think the steel business is a great
business after all. Or if you'd gotten into Nucor for $1 a share in
1671, you'd now be convinced that steel is one of the greatest busi-
nesses of all time. You wouldn’t think so if you'd bought Bethlehem
for $24 a share in 1971, because now you’d have $13, the sort of
result that gives investing in Treasury bills a good name.

Here again we have a penurious maverick with a vision, F. Ken-
neth Iverson, who's not above taking fancy corporate chients to lunch
at Phil’s Deli across from corporate headquarters in Charlotte, North
Carolina. There is no executive dining room at Nucor, there are no
timos in the parking lot, there is no corporate jet at the airport, and
there are no special privileges for wearing a suit—when profits de- .
cline, the people in the suits and the people in the overalis both take
home less pay. When profits increase (as they usually do), everybody
gets a boaus.

Nucor’s 5,500 employees don’t belong o a union, but they fare
better than their colleagues at other steel plants who do. They share
in the profits and they can’t be laid off. Their children get college
scholarships. If the economy slows down and production is cut, the
entire work force puts in a shorter week, so the suffering of the
layoff is shared.

Nucor has had two niches in its history. In ‘the 1970s it specialized
in turning scrap metal into construction-grade steel. Lately, as other
companies have caught on to this process, Nucor has kept a step
ahead of them by learning to produce a high-grade, flat-rolled steel.
These flat-rolled sheets can be used for auto bodies and appliances.
With this new “thin-slab casting” technigue, Nucor can now compete
directly with the Bethichems and the USXs. '

SHAW INDUSTRIES

A search of a magazine data base for articles about this company
produced two listings. There was a paragraph in Textile World and
a sentence in an cbscure technology journal called Datamation. 1
also found two feature articles in The Wall Sireet Journal and one
from the PR Newswire. Apparently, very little has been written
about this $1 billion enferprise, soon to be a $2 billion enterprise,
that has captured 20 percent of the carpet business in the U.S.

In keeping with our Great Opportunities in Qut-of-the-Way Places .
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theme, Shaw’s headquarters are in Dalton, Georgia, located on a
southern hump of the Blue Ridge Mountains and at least two hours
from a major airport, Historically, Dalton is famous for moonshine,
clog dancing, and the fact that in 1895 a young gir] from the area
figured out a way to make tufted bedspreads. This new tufted bed-
spread technology led to a boom in bedspreads, which led to a boom
in carpets—but Shaw wasn’t around back then.

Shaw didn't get started until 1961. The founder, Robert Shaw,
now 38, is still the president and CEQ and his brother, J.C., is stll
the chairman. In the sketchy news accounts, Robert Shaw is de-
scribed as a person of few words, most of them serious. Behind the
president’s desk hangs a banner with this catchy motto: “Maintain
sufficient market share to allow full utilization of our production
facilities.” .

One time he made people laugh was when he announced that
Shaw Industries would become a billion-dollar company. The guf-
faws could be heard all the way to the offices of West Point—Pep-
perell, a giant in the industry that sold twice as many carpets as
Shaw. They stopped the day Shaw bought out West Point—Pepperell’s
carpet operations.

There hasa’t been a worse business in contemporary America. In
the 1960s, when the Shaw brothers got into it, so did everybody eise
who had $10,000 to invest in a carpet factory. The area around
Dalton was stippled with small mills, as 350 new carpet makers
revved up their looms to meet the nation’s demand for a carpet on
every floor. Demand was great, but sépply was greater, and soon
enough the carpet makers responded by cutting prices. This ensured
that neither they nor their rivals would make money.

Then in 1982, homeowners rediscovered the wood floor and the
carpet boom came to an end. Half the top 25 manufacturers were
-out of business by mid-decade. Carpet has been a pongrowth in-
dustry ever since, and Shaw has thrived as the low-cost producer.
With every competitor that fails, it picks up more business.

Shaw pumps every available doliar into improving operations and
cutting costs even further. Tired of paying a high price for yarn, it
acquired a yarn-making facility and eliminated the middleman. It
has its own distribution network with its own fleet of trucks, In ifs
never-ending quest for economy, Shaw opted not to maintain an
expensive frade showroom in Atlanta. It sends a bus to Atlanta and
transports its customers to Dalion.
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i 1 : 3, She anaged 10 keep
During the worst of times for carpets, Shaw has manage

up its Zngercem-annual growth rate. The stock price has followed
along dutifully, up 50-fold since 1980. It Eagge{.’i_ a bit in 1,99{%91 an{}d
doubled again in 1992. Who would have believed we'd sec a 50-

er in carpets? o _

ba%% May 1.592, Shaw purchased Salem Carpet Mli‘is, furtlher
stré.ngthe}ling its grip on the industry. Shaw now predicts that by

" the end of this century three or four huge companies will dominate

i i et that a single huge
carpet making worldwide. Competitors WoITy ' ;
con{:pany wili dominate carpet making, and they already know which

one.
Stock Symbol Company 113192 Price
SNTV - Sun ‘Television & Appliances $18.50




TWELVE

Savings and loans are the latest untouchables among equitics, Men-
tion the term and people grab for their wallets. Thcy think about
the $500 billion S&L bailout bill we all have to pay, the 675 bankrupt
mstitutions closed since 1989, the lavish spending by their officers
and directors, the 10,000 bank fraud cases pending with the FBL
The word “thrift” once reminded us of limmy Stewsrt in If's a
Wa{zderﬁd Life. Now it’s Charles Keating in handcuffs.

Since 1988, it’s been impossible to pick up a newspaper and not
read some story about an S&L. bankruptey or a civil lawsuit or a
prosecution or Congress’s struggle with the bailout bill. At least five
books have been written on the sorry stibject, and not one has been
called How to Make a Fortune on S&L Stocks.

Yet for the scores of S&Ls that have stayed out of trouble or
survived it, it still is a wonderful life. Based on equity-to-assets ratio
the most fundamental measure of financial strength, more than 1(}{;
S&Ls are stronger today than the nation’s strongest bapk, . P
Morgan. People’s Savings Financial of New Britain, Connecticut
to name just one, has an equity-to-assets ratio of 12.5, while I. P.’
Morgan’s is 5.17.

Other factors combine to make J. P, Morgan the preeminent bank
that it is, so the comparison with People’s Savings Financial is some-
what fanciful. The esseatial point is that many S&Ls are in terrific
financial shape, which is the opposite of what we’ve been bearing.

There are also plenty of S&Ls in lousy financial shape, which is
why it’s important to make distinctions. I've identified three basic
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types: the bad guys that perpetrated the fraud, the greedy guys that
ruined a good thing, and the Jimmy Stewarts, Let’s take these one
at a time:

1. THE BAD GUYS

The tried-and-truc scheme, which was quickly duplicated by con-
nivers across the nation, worked as follows. A bunch of people got
together, let’s say 10 for simplicity’s sake, and put up, let’s say,
$100,000 apiece to buy the In God We Trust S&L on Main Street.
With their $1 million in equity, they could take in $19 million in
deposits and make approximately $20 million worth of new loans.

To acquire the $19 million, they offered an exceptionally high rate
of interest to attract certificates of deposit, and hired brokers such
as Merrill Lynch and Shearson 1o raise the cash. A few years back,
you probably saw the ads in the papers: “In God We Trust offers a
13 percent jumbo CD, guaranteed by the FSLIC.” With the gov-
ernment standing behind it, In God We Trust had no trouble selling
CDs as fast as it could print them. The brokers were delighted with
the rich commissions,

Soon enough, the owners and directors of In God We Trust were
iending the $20 million proceeds from the CDs to friends, relatives,
and associates for a variety of construction projects of dubious merit.
This created a building boom in a lot of places that didn’t need
buildings. Meanwhile, the S&IL. looked very profitable on paper
because of the enormous up-front fees it skimmed off the top of
these loans,

These “profits” were added to the S&L’s equity, and for every
doilar the equity was increased, the owners and directors could make
another $20 worth of loans. The system fed on itself, which is how
smali-town S&Ls such as Vernon in Texas got to be billion-dollar
operations. As the loans grew, the equity grew, until soon there was
enough money to pay kickbacks to accountants and auditors and
tributes to representatives and senators on the powerful banking
comumittees, with enough left over for Lear Jets and parties with
hookers and imported clephants.

With some notable exceptions, such as Charles Keating’s, the vast
majority of the fraudulent S&Ls were privately owned. The owners
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and c%irect{)rs involved in the dirty tricks couldn’t have tolerated the
scrutiny of a publicly held company.

2. THE GREEDY GUYS

You didn’t have to be a ¢rook or a con man to sink an S&lL. All
you had to be was greedy. The trouble begins when the directors of
Fizst Backwater Savings look around and see their competitors at
in Ged W& Trust and elsewhere getting rich on fees from the Ll:}ig
coz_nmcrcral loans they've advanced fo their cronies. As other insti-
iEflOI}S make millions overnight and brag about it at cocktail partikes
First Backwater plods along, making old-fashioned residential mﬂrlfi
gage loans.

These First Backwater directors hire a Wall Street expert, Mr
Suspenders, to advise them on how to maximize profits, M}., Su‘;:
penders always has the same idea: borrow as much money ag t?;e
_mies aliow, directly from the Federal Home Loan Bank, and i)ut it
into a few of those wonderful commercial deals that the i;thcz S&lLs
are making. l

So First Backwater borrows money from the Federal Home Loan
Bank, and also sells CDs, and its ads appear in the papers alongside
the ones from In God We Trust. It takes the cash and gives 'ixt to
developers who want to build office parks, condos, and shopping
centers. First Backwater may even become a partner in some of
these projects, to make more profits. Then the recession hits and
the would-be tenants for the office parks and condos and shopping
centers disappear, and the developers default on the loans, The net
worth of First Backwater, which had been built up f{}r‘ ‘5{3 years
evaporates in less than 5. ‘ ,

Essf:miaﬁy, this is the In God We Trust story all over again, except
thfe directors at First Backwater didn’t lend the mon'ey {o their
friends, and didn’t take kickbacks under the tabie.

3. THE JIMMY STEWARTS

The _J.imrny Stewart S&Ls are my favorites. They've quietly been
making a groﬁ{ all giong‘ These are the no-frills, low-cost operators
who take in deposits from the neighborhood and are content to

BEATING THE STREEY 197

make old-fashioned residential mortgage loans. They can be found
in small cities and towns across America and in certain urban areas
the commetcial banks have overlooked. Many have big branches
with enormous deposit bases, which are much more profitable than
having a lot of tiny branches.

By sticking to its simple function, a Jimmy Stewart S&L can avoid
hiring the high-priced loan analysts and other expensive mucka-
mucks employed by big banks. Likewisc, it can avoid spending
money on a Greek temple for the main office, Queen Anne furniture
for the lobby, blimps, billboards, celebrity sponsors, and original
artwork for the walls. Travel posters will suffice.

A money-center bank such as Citicorp routinely spends the equiv-
alent of 2 to 3 percentage points of its entire loan portfolio just
1o cover its overhead and related expenses. Therefore, it must make
a “spread” of at least 2% percent between whiat it pays for deposits
and what it receives from its loans in order 10 break even.

A Jimmy Stewart S&L can survive on a much narrower spread.
its break-cven peint is 1%z percent. Theoretically, it could make a
profit without making any mortgage loans at all. If it pays 4 percent
in interest to passbook savers, i could invest the proceeds in 6
percent Treasury bonds and still earn money. When it writes 8 or
9 percent mortgages, it becomes highly profitable for the share-
holders.

For years, the inspiration for all the Jimmy Stewart S&Ls has been
Golden West, based in Oakland, California. Golden West owns and
operaies three S&l subsidiaries, all of them run by a delightful
couple, Herb and Marion Sandler. They have the equanimity of
Oyzzie and Harriet and the smarts of Warren Ruifett, which is the
perfect combination to run a successful business. Like Ozzie and
Harriet, they've managed to avoid a lot of unnecessary excitement.
They avoided the excitement of investing in junk bonds that de-
faulted and commercial real-estate ventures that defaulted, both of
which enabled them to avoid the excitement of getting taken over
by the Resolution Trust Corporation.

The Sandlers have always been reluctant to waste money o1 fool-
ishness. Their distrust for the newfangled caused them never to
install automated teller machines. They never tured depositors with
toaster ovens or ice buckets. They missed the great boom in mis-
guided construction loans. They stuck to residential mortgages,
which still make up 96 percent of Golden West’s portfolio,
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When it comes to economizing in the front office, the Sandiers
are champions. I visited their headquarters, not in jSan Francisco
w‘her.e I:ﬂOSt of the fancier banks are located, but in a IOWer-r;ent
district in Qak.iand. Visitors to the corporate suite announced them-
selves by picking up a black telephone in the reception area

The Sgndlers don’t mind spending money in the branches ‘where
t?le goal is to make customers as happy and as comfortable ,as pos-
sible. Teams‘ of covert “shoppers,” as the Sandlers call them, are
sent out periodically to investigate the service. ’

in a famous iacident in the mid-1980s, Marion Sandler was ad-
dressing her peers at an S&L conference in West Virginié 01; one
Qf her favorite topics, “productivity and expense control.” The sub-
ject was so captivating to the other S&IL. directors in the audience
that a thzr‘d‘ of them walked out. They'd packed the house to hear
about exciting new computer systems and counting machines, but
::;; tg ?earh Msl. Sandler talk about cutting costs, Per.haps if tiiey’d

ed for her lecture and :
T e i b o taken good notes, more Iof t.hen:_x would
Prior to _ihe 1980s, Golden West was one of the few S&Ls that
was a public company. Then in a rash of stock offerings in mid;
decade,.hundreds of the formerly private thrifts, operating as “mu-
tua} savings banks,” went public more or less Simultaneousik I ac-
quired many of these for the Magellan Fund. ¥ was so seie{{f;ive in
my pgrchases during this period that anything that had the word
first” or “trust” in it, ] bought. Once, I confessed to the Barron's
panel that I'd invested in 135 of the 143 thrifts whose prospectuses
had landed on my desk. The response from Abelson was ¢ IC 3.‘
“What happened to the others?” TP

There are two explanations for my indiscriminate and sometimes
fatal attraction for S&Ls. The first is that my fund was so big and
they were so small that to get enough nourishment out of them 1
had to consume large quantities, like the whales who are forced to
survive on ‘pianktfm. The second is the unique way that S&Ls came
f‘ubhcawhzch made them an automatic bargain from the start. (To
zciasr.r; ow you, too, can get something for nothing, turn to page

The experts at SNL Securities in Charlottesville, Virginia, who
keep tabs on all the thrifts in existence, recently prz)vided mé with
an upda_te on what happened to the 464 S&Ls that came pub.li.c after
1982, Ninety-nine of these were subsequently taken over by bigger
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banks and S&Ls, usually at a large profit to the sharcholders. {The
watershed example is the Morris County INew Jersey] Savings Bank.
“The initial offering price in 1983 was $10.75 a share, and Morris was
bought out three years later for $65.) Sixty-five of the publicly traded
$&Ls have failed, usually at a total loss to the sharcholders. (I know
this from personal experience because | owned several in this cat-
egory.} That leaves 3043 stifl in business.

HOW TO RATE AN S&L

Whenever 1 get the urge to invest in an S&1., 1 always think of
Golden West, but after it doubled in price in 1991 1 decided to
search for better prospects. As I went down the S&1. list i prep-
aration for Barron's 1992, 1 found several. You couldn’t have in-
vented a better atmosphere for creating bargains.

The S&L-fraud story had drifted off the front pages, only to be
repiaced by the coliapse»of.~the~hoasing~ma.rk{:t story. This had been
a popular scare for two years running: the housing market was going
1o crash and take the banking system down with it. People remem-
bered that when the housing market collapsed in Texas in the early
1980s, several banks and S&Ls collapsed in sympathy, and they
expected that the same fate would befall S&Ls in the Northeast and
California, where fat-cat houses were already suffering a correction.

The latest quict facts put out by the National Association of Home
Builders, that the median price of 2 home had increased in 1990
and again in 1991, convinced me that the collapse of the housing
market was largely a figment of the fat-cat imagination. 1 knew that
the best of the Jimmy Stewart S&Ls had 2 limited involvement 1
expensive houses, commercial real estate, or construction ioans. ¥For
the most part, their portfolios were concentrated in $100,000 resi-
dential mortgages. They had good earnings growth, a soiid base of
toyal depositors, and more equity than J. P. Morgan.

Yet the virtues of the Jimmy Stewart S&Ls were lost in the funk.
Wall Street was down on these stocks, and so was the average inves-
tor. Fidelity’s own Select S&L Fund had dwindled in size from 366
million in February 1987 to a low of only $3 million in October 1990.
Brokerage houses had reduced their coverage of the thrift industry;

and some had stopped covering it at all.
There used to be two full-time analysis at Fidelity assigned to
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S&Ls: Dave Ellison for the larger thrifts and Alec Murray for the
smaller ones. Murray left for Dartmouth graduate school and wasn't
replaced. Ellison was given other large companies to follow, includ-
ing Fannie Mae, General Eiectric, and Westinghouse, so for him
the 8&1.s had become a pari-time job.

There are nearly 50 analysts in the country who track Wal-Mart
and another 46 analysts who track Philip Morris, but only a few

devote themselves to keepi ng up with the publicly traded S&Ls. This
leads to Peter’s Principle #18:

When even the analysts are bored, it’s time to start
buying.

Intrigued by the cheap prices at which many S&L stocks were
selling, T immersed myself in a copy of The Thrift Digest—my idea
of the perfect bedside thriller. It’s published by SNL Securities, a
company I mentioned above, and it’s edited by Reid Nagle, who
does an outstanding job. The Thrift Digest is as thick as the Boston
metropolitan telephone directory, and it costs $700 a year to get the
monthly updates. I mention the price so you won’t run out and order
the thing, only to discover you could have bought two round-trip
tickets to Hawaii instead.

I you decide to pursue the subject of undervalued S&ILs—which
to me is much more exciting than any trip to Hawaii-—you’d be well
advised 10 seek out the latest copy of The Thrifr Digest at the local
library or to borrow one from your broker. I borrowed mine from
Fidelity.

1 spent so much time with my nose in this book before dinner,
during dinner, and after dinner that Carolyn began to refer to it as
the Old Testament. The Old Testament in hand, T devised my own
S&L scorecard, listing 145 of the strongest institutions by state and
jotting down the following key details, This, in a nutshell, is every-
thing you need to know about an S&L:

“Current Price

Self-explanatory,
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Initial Offering Price

When an S&L is selling below the price at which it came public, IF.-S
a sign that the stock may be undervalued. Other factors, of course,

must be considered.

Equity-to-Assets Ratio . .
i rtant number of all. Measures financial strength an

:F;:zer\{:\(r);;:liy?o The higher the E/A, the better. EiAs l}?ve z;:a ;n;
credible range, from as low as 1 or 2 (candidates for the scrzign E;%
to as high as 20 (four times stronger tha? 1P Morgan). wn EA
of 5.5 to 6 is average, but below 5, you're in the danger 2
a]ig}egfé};:gtz}vesz in any S&1., I ike to see that its E/A ratio 15 at
least 7.5. This is not only for disaster prozegti{m, but also bs;;;ie
an S&1. with a high E/A ratio makes an attractive takerov‘eé caner bam;
"This excess equity gives it excess lending capacity that a larg :
or S&F. might want to put to use.

Dividend

Many $&1Ls pay better-than-average dividen‘ds. V'Vhen‘o’ne oi them
meets all the other criteria and also has a high yield, it’s a plus.

Boek Value |
Most of the assets of a bank or an S&}'ddaée }:}z: ;}ts lol?n;nfi);;;c (}:;2
as 1rself an S&I. has avoided high-ris 1 g
assure yourself that an § : nding (ses

g : fidence that its book value,
below), you can begin to have con : _ e 3

i ancial stz ents, i an accurate reflection o

reported in the financial statements, cu . ’
imﬁitu{ion’s real worth. A lot of the most profitable Jimmy Stewarts
are selling at well below book value today.

Price-Earnings Ratio
As with any stock, the lower this number, the better, Some S&Ls

with annual growth rates of 13 percent a year §aye ple ratj.os_ (}!"t 7
or 8, based on the prior 12 months’ earnings. This is very promising,
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especially in light of the fact that the overall v/ 5 \
23 when I did this research. P €IOf the S&P 500 was

High-Risk Real-Estate Assets

These are the common problem areas, especially commercial loans
and construction loans, that have heen the ruination of so man
S&Ls. When high-risk assets exceed 5-10 percent, 1 beggn to ge);
nervous. All else being equal, I prefer to invest i an S&1. that has
a smail- percentage of its assets in the high-risk category Siéce it
im?tcgss;bifg for the casual investor to analyze a commerci'ai Eending
0 ' afes i id § i
fhag z; ;;e 1;({);:; dlf)a;;} :he safest course is to avoid nvesting in S&Ls
Ef,v_en w;ihﬁ)ut The Thrift Digest, its possible to do your own cal-
culaﬁoni of high-risk assets. Check the annual Teport for the doiiar
value (it all construction and commercial real estate lending, listed
m?df:r Assets.” Then find the dollar value of all outstandingjioans
Dmgfc the latter into the former, and you'll arrive at.a cgaod é ‘
proximation of the high-risk percentage ’ ”

90-Day Nonperforming Assets

These are the loans that have alread ¢

: y defaulted. What you want to
see h,ere 1s a very low number, preferably less than 2 percent of the
S&L’s total assets. Also, youw'd like this number to be falling and

not rising. An extra couple of percentage points’
‘ _ 1 g€ points’ worth of bad loans
tan wipe out an S&L’s entire equity. "

Real Estaté Owned

This is property on which the S&L has already foreclosed. The REO
category, as it’s called, is an index of yesterday’s problems, because
whgtever §Izcws up here has been written off as a loss on zi;e books
Since this financial “hit™ has already been taken, a high percenta ke-:
of real estaf{: owned isn't as worrisome as a high per{:ehta e %f
nonperforma_ng assets. But it's worrisome when REQ is on thegrise
S&Ls aren’t in the real-estate business, and the last thing they wani
is to Tepossess more condos or office parks that are expenzive to
maintain and hard to sell. In fact, where there’s a lot of RF%) oU
have fo assume that the S&L is having trouble getting rlid c:f Ii; ’
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I ended up choosing seven S&Ls to recommend in Barron’s, which
tells vou how much I liked the group. Five of these were strong
Jimmy Stewart-type thrifts, and two were long shots—1I call these
the born-agains—which have come back from the edge of Chapter
11. Two of the five strong thrifts, Germantown Savings and Glacier
Bancorp, were repeat recommendations from 1991,

‘The five Jimmy Stewarts got excellent marks in several categories:
book vaiue (four sold at a discount), equity-to-assets ratio {all 6.0
or better), high-risk loans (under 10 percent), H-day delinguencies
(2 percent or less), real estate owned (less than 1 percent), and
p/e ratio (below 11). That two of them had been buying back their
own shares in recent months was another positive. For Glacier and
Germantown, the percentage of commercial lending was a bit high,
but this was less bothersome after | heard the bankers’ explanations.

With the two born-agains, many of the numbers are quite dismal—
evervthing a conservative investor should try to avoid. I picked them
as long shots because they still maintained high equity-to-assets ra-
tios in spite of their problems. Having this equity cushion gave them
a little leeway to work out of their iroubles. The region in which
these two S&ls do business, near the Massachusetts—-New Hamp-
shire border, was beginning to show signs of stability.

I couldn’t guarantee that these born-agains would survive, but
their stock prices had fallen so low (in the case of Lawrence Savings,
from $13 to 75 cents) that | knew the bottom fishers would make a
lot of money if they did.

Dozens of S&Ls around the country are as strong as or stronger
than my top five. You might find one or more of them in your own
neighborhood. A lot of investors are going 10 be very pleased that
they’ve concentrated on this group. The Jimmy Stewarts will either
continue to prosper on their own or be taken over by larger insti-
tations at prices far above the current levels. '

An S&I. with excess equity, excess iending capacity, and a loval
depositor base is a prize that commercial banks covet. Commercial
banks can take in deposits only in their home states (this rule is
changing, to some degree), but they can lend money anywhere. This
is what makes faking over an S&1. a very tempting proposition.

If I were the Bank of Boston, for instance, I'd be sending love
notes to Home Port Bancorp of Nantucket, Massachusetts. Home
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Port has a 20 percent equity-to-assets ratio, making it perhaps th
strongest financial institution in the medern world. It al‘;(;g;z .
capn}rc island market with crusty New England dépositérs ?:ha
aren’t about to change their banking habits and run of‘f t e,
fangled money-market fund. e
Maybe the Bank of Boston doesn’t want to make loans on N
?uci{st, but once it acquires Home Port’s equity and ifs deposit baan—
it can use the excess lending capacity t¢ make loans in fgo 5t o
anywhf:re else around the country. oo
szrmg 198790, a terrible period for S&1Ls, more than 100 we
acquired by larger institutions that saw the s:;m(-: sort of pot W;m;
th‘e Ban}f of Boston ought to see in Home Port. Banks az?d tzn'}i
will continue to consolidate at a rapid rate, and with good re: con.
Currently, the {18, has more than 7,000 banks, thrifts and dz;’&
as?;ted éepcﬁ)si; ;?kersmwhich is ahdw 6,500 tc;() man}: et
cre are 0 different deposit takers i ;1 ‘
head, half the nuraber thei: are ig :}r; gig;}ﬁz fom of Marble

Table 12-1.
Price hutial 20 Day Commercial
ggir A Prblic ?i‘?ﬂf{ff - & Rewl Estaie
earter  Offerd guiy i el - and Qe
Name To01 }g;_ TIRg fif:ff‘_“}f o Assety  Estae C{}}?P’Hﬂ fﬂtrf
# e Asvers [Hvidend  Book Value Gwned Fi (.-; o
Lnatts
_ ) Strong Thrifts
Glacer B2 sEr 1O 40 g1 69%  02%  9.2%
Eagle o g Be o sew  20n 0% 219
Sovereign $ 9+ £ i«i— 23 ?25 o e 01% Z‘Q%B
s : 1015 09%  0.4% '
A 4% 3.9%
First Exsex § 2 8 00 Bom-Agains
Lawrence T5¢ ISR ) - A ny%  3l% 13.0%
. 7.8 - 36 04%  75%  TL8% -

Source: SNL Quarterly Thrift Digest
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A CLOSER LOOK AT THE
s&Ls

The casual stockpicker could stop here, pick five S&Ls that fit the
Jirmy Stewart profile, invest an equal amount in cach of them, and
await the favorable returns. One &L would do better than ex-
pected, three QK, and one worse, and the overall result would be
superior to having invested in an overpriced Coca-Cota or a Merck.

But being an inquisitive sort, and not wishing to rely entirely on
secondhand information, 1 usually try to EAPIOVE My odds by calling
companies before spending money on them. This increases the
phone bill, but in the long run it pays off.

Usually 1 get to talk to the president or the CEQ or some other
top official. Either I'm trying to find out something specific or I'm
fishing around for surprises that haven’t yet come to the attention
of Wall Street analysts. Glacier Bancorp, for instance, had done
more commercial lending than 1 like to see from a strong thrift. 1
wouldn’t have bought the stock, or recommended it, without ex-
ploring this matter with the company.

You don’t have to be an expert to talk to an S&L., but you do
have to have a basic idea of how the business works. An S&L needs
toyal depositors to keep money in their savings and checking ac-
counts. It needs to make money on that money by lending it out—
but not to borrowers who default. And it needs low operating €X-
penses in order 10 maximize its profits. Bankers like to live on threes
and sixes: borrow money at 3, lond money at 6, play golf at 3.
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Anyway, 1 made six phone calls to six S&Ls {four strong ones and

£ Ty
he two born-agains) to gather relevant details. Eagle Financial I

z;i t%}f ?et&iis in print. It read like a bank examiner’s dream The
an uals for the qt.ber S&Ls wouldn’t arrive untif February oy M;;trch
re’s what I discovered from mny conversations: .

GLACIER BANCORP

ilntaiiiifgjlo Glacier thle day after Christmas. I'd come into my office
; wearing plaid pants and a swe tehi N . '
emf? t?’jxcept for me and the security g‘:;{;icf pirt: The building was
Otidays are an excellent time to do this S(;r'
; ) : tof k. P . ’
impressed when 1 find executives who are sittin, :;0; £ o abvays
December 26. g eir desks on
Thﬁt{::gkthe. flebri.s on mine, I'd opened my Glacier Bancorp file
car bof was selling for $12 a share, a 60 percent gain over the
yoar betore. This was a 12-15 percent grower selling at 10 times

CArnings—not a spectacular barea; '
it either. p argain, but _there wasn't much risk in

gstt‘i;e?‘lseives. There is this unfortunate tendency among financiaj

ins }i u éens to f'jﬁ_ce the “bank” out of their names and repiaée E1’11;
ancorp.” I know what a bank is, but “bancorp” ]

b, , COrp™ makes me

igpz;r;ytwgg,.wh()ﬁver answered the phone at Glacier Bancorp in Kal

§ me they were having a retirem “
| ‘ t party fo

officers, but they’d inform chai harles Meroord e s e

arman Charles M '
They mast a8 _ $ Mercord that I called.
gged him out of the >t '

later Mercord calied me back. Part, because a fow minutes

tic;:?:gng a prnga::dent or‘a CEQO about a Company’s earnings is a

e .“Wr;f‘oposmon. Y{)?:Ji Te 1ot going to get anywhere by bi{lxtin

., al are you going {0 carn next year?” First yoy hév&: t{g>
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cstablish rapport. We chatted about the mountains. I said that the
cntire Lynch family had been to all the Western states to see the
national parks, and that we loved Montana, We chatted about the
timber industry, the spotted owl, the Big Mountain ski area, and
the big copper smelter owned by Anaconda, a company I often
visited as an analyst.

Then 1 began fo slip in more serious investment-type questions,
such as “What’s the population out there?” and “what’s the elevation
of the town?,” leading up to the more substantive “Are you adding
any new branches or standing pat with what you've got?” 1 was
trying to get a sense of the mood at Glacier.

“Anything unusual in the third quarter?” I continued. *“You made
thirty-cight cents, I see.” 1t's best to pepper these inguiries with
bits of information, so that your source thinks yow've done your
homework,

The mood at Glacier Bancorp was upbeat. Nonperforming loans
were almost nonexistent. In all of 1991, this bancorp had had to
write off only $16,000 in bad loans. It had raised its dividend for
the 15th year in a row. It had just bought out two other thrifts with
wonderful names: the First National Banks of Whitefish and Bureka,
respectively. ' _

This 1s how many of the stronger S&Ls are going 1o speed up their
growth in the next few years. They arc acquiring the valuable de-
posits of troubled and defunct S&Ls. Glacier can fold the First
National of Whitefish into its own system and make more loans with
the additional Whitefish deposits. It can also do some adminisirative
cost-cutting, since two S&Is together can live more cheaply than
one. : :

“You’re building up a nice asset here,” 1 said, introducing the
Whitefish subiect, “I’m sure it's a good move, accountingwise.” My
only worry was that Glacier may have overpaid for its acquisition,
a topic | approached obliquely. “I assume you had to pay way over
book value for this,” I said, inviting Glacier’s president to admit the
worst. But no, Glacier hadn’t overpaid. .

We talked about Glacier’s 9.2 percent of commercial ioans, the
sole troubling statistic T'd gieaned from The Thrift Digest. I this
had been a New England thrift, that high number would have scared
me away, but Montana wasn’t Massachusetts. The Glacier president
assured me that his S&L wasn't loaning money to developers of
empty office towers or unsalable vacation condos, Glacier’s com-
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mercial loans were mostly in muitifamily housing, which was i :

demand. Montana’s population was grgwing. E%ery year, ?lieizsf;s;

fof escapees from California smog and taxes were taking u’p residence
" in the Big Sky, small government state.

I'never hang up on a source without asking: what other companies
do you most admire? It doesn’t mean much when the CEQ of Beth-
ichem Slteel_teﬁs me he admires Microsoft, but when the héad of
one S_&L says hie admires another S8&L, it usually means that other
S&I. is doing something right. I've found many good stocks this way
So when Mercord mentioned United Savings and Security Federai‘
I c‘rad].ed the phone in my neck and opened my handy S&P s:ocic,
guide to get the symbols, UBMT and SFBM, and punched them up
on _the antron as he was describing them. Both were Montana
tlhrzfts with impressive equity-to-assets ratios {20 percent at Security
Federal!}. I put them on my “tune in later” Iist.

GERMANTOWN SAVINGS

I calied Germantown in January, the day before I flew to New York
to meet with the Roundtable. This was another of my z’cca}mmen;
dations from the prior year. The stock was $10 then, $14 now. Ger-
mantown was earning $2 a share, giving it a p/e of less than 7. It
had a book value of $26, equity-to-assets ratio of 7.5, and less thaﬁ
1 percent nonperforming loans. ’ T

Ger_mantown was located in the suburbs of Philadeiphia. It had
$1.4 billion in assets and a wonderful record, yet not a single bro-
kerage firm bothered to cover the story. I prepared for my phone
call by reading the latest annual report. Deposits were up thch
meant the customers were keeping their money here, but Ioé;zs were
down. There was a decline on the asset side of the balance sheet
That meant the bankers were being conservative and holding baci&
on making loans. :

I found more evidence of the bankers’ prudence in the “investment
securities” category, which had increased by $50 million from the
year before, Investment securities include Treasury bills bénds
stocifs, and cash. An S&L that’s worried about the econon;y or thc;
cr_efiltwoﬁhincss of borrowers parks its assets in bonds, just as in-
dividual investors do. When the economy improves anc{ it's éafe Y

BEATING THE STREET 200

fend money, Germantown will sell its investment securities and make
more loans, and this will cause a surge in the earnings.

On that subject, I examined the earnings report to see if any
unusual factors might be giving investors a false impression. You
don’t want to be fooled into buying a stock after a company reports
a gain in earnings, only to discover that the gain was an aberration,
caused by some onetime event such as the sale of investment se-
curitics. Here I found the reverse—Germantown had taken a smail
1oss from the sale of some of its securities, which had depressed its
regular earnings, but not enough to make much difference.

“We have a very boring story,” said the CEO, Martin Kleppe,
when 1 reached him by phone. This was just the kind of story he
must have known T liked. “We also have a foriress balance sheet.
When we get in trouble, other guys are walking the plank.”

Loan losses and defaults were scarce to begin with, and getting
scarcet by the month. Nevertheless, Germantown had protected
itself by adding to its loan-loss reserves, which punishes earnings in
the short term but will boost earnings later, when the unused reserves
are returned 1o the corporate kitty.

The area around Germantown is not what youd call brimming
with prosperity, but the people there have always been savers and
loyal depositors, Germantown Savings was not going to fritter away
this money. 1 figured this prudent S&T. would outlive many of its
wilder competitors and make big profits somewhere down the line.

SOVEREIGN BANCOR?

1n the November 25, 1991, issue of Barron ’s, 1 came across an article
entitled “Hometown Lender to the Well-Heeled.” 1t described how
Sovereign Bancorp serves a wealthy element in southeastern Penn-
sylvania from its headquarters in Reading. T liked the part about
how a bell goes off in a Sovereign branch every time a morigage
loan is approved.

This was not the only time in my career I was introduced {o a
stock by a weekly magazine. 1 checked the annual and the guarter-
ies. In every important category, Sovereign got good marks. Non-
performing loans were 1 percent of assets. Commercial and
construction lending was 4 percent, Sovereign had set aside sufficient.
reserves to cover 100 percent of its nonperformers.




210 Peter Lynch

‘ Sovereign had acquired two New Jersey thrifts from the Resolu-
tion Trust Corporation, which boosted its depostts and eventually
would boost its earnings. To review some of the details, I called Jay

- Sidhu, Sovereign's Indian-born president. We chatted about Bom-
bay and Madras, which I'd visited the year before on a charity trip.

When we got around to serious subjects, Mr. Sidhu said that
management was determined to “grow” the business by at least 12
percent a year. Mecanwhiie, based on the latest analysts’ estimates
for 1992, the stock was selling at a p/e ratio of 8.

The only negative detail was that Sovereign had sold an additional
2.5 miliion shares in 1991. We've already discussed how it’s usually
a good thing when a company buys back its shares, as long as it can
afford 10 do so. Conversely, it’s a bad thing when a company in-
creases the number of shares. This has the same result as a govern-
ment printing more money: it cheapens the currency.

At least Sovereign wasn’t squandering the proceeds from its stock
sale. 1t was using the proceceds to buy more troubled thrifts from
the Resolution Trust, |

Mr. Sidhu’s model for success, 1 was pleased to discover, was
Go‘lden West. Basically, he wanted to copy the penurious Saz;dlcrs
by increasing loan originations and cutting expenses. With the pay-
roil that Sovereign inherited from its recent zicquisitiens, the over-
head was 2.25 percent, much higher than Golden West’s 1 percent
but Mr. Sidhu seemed devoted to bringing that down. The fact thag
he owned 4 percent of the stock gave him a considerable incentive
fo carry out this plan.

Instead of holding on to the mortgages as many thrifts do, Sov-
ereign had decided to specialize in making loans and then s,eiiing
them to packagers such as Fannie Mae or Freddie Mac. This strategy
enabled Sovereign to get its money back quickly and plow it into
new mortgages, profiting from the points and other up-front fees.
The risk of owning the mortgages was transferred to others.

Bve.zz s0, Sovereign was being very conservative in the kinds of
loans it would approve. It was devoted to residential mortgages, It
hadn’t made a single commercial loan since 1989, Its average resi-
dential loan didn't exceed 69 percent of the value of the property
on which the loan was made. The few bad loans were thoroughiy
mvestigated so that Sovereign could learn who or what went wrong
and not repeat its mistakes. o

As often happens in my conversations with companies, I learned
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something new from Sidhu. He described a sneaky method by which
unscrupulous banks and S&Ls camouflage their problem loans. If
«t developer, say, asks to borrow $1 million for a commercial project,
the bank offers him $1.2 million on the basis of an inflated appraisal.
‘The extra $200,000 is held in reserve by the bank. If the developer
defaults on the loan, the bank can use this extra money 10 cover the
developer’s payments. That way, what has turned into a bad loan
can still be carried on the books as a good loan—at least temporarily.

I don’t know how widespread this practice has become, but if
Sidhu is right, it’s apother reason 10 avoid investing in banks and
S&Ls with large portfolios of commercial real estate.

PEOPLE’S SAVINGS FINANCIAL

I phoned CFO John G. Medvec at corporate headquarters in New
Britain, Connecticut, near Hartford. Mr. Medvec said a jot of weak
banks had failed in the area, which strengthened People’s position
as a safe place to keep money. People’s had capitalized on the sit-
uation with advertising: the gist was that this was a secure institution
with an equity-to-assets ratio of 13. As a resuit of the advertising,
People’s deposits of $220 million in 1990 had grown to $242 million
in 1991.

People’s equity-to-assets ratio would have been even higher if it
hadn’t used some of its equity to buy back stock. In two phases,
this Connecticut S&L had retired 16 percent of its shares and spent
$4.4 million in the process. If it continues to buy back shares in this
manner, someday they will be very scarce and very valuable. With
fewer shares outstanding, the earnings per share will increase even
when business is flat. When business is good, the share price can
skyrocket. :

Corporate managers often pay lip service to “‘enhancing share-
holder value” and then go ocut and squander the money on fanciful
acquisitions, ignoring the simplest and most direct way to reward
shareholders—buying back shares. Mundane businesses like Inter-
national Dairy Queen and Crown Cork & Seal have been spectacular
performets in the stock market because their management was com-
mitted to buying back shares. That's how Teledyne became a 100-
bagger.

When People’s Savings Financial first went public in 1986, its
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shares sold for $10.25. Here it was five years later, a bigger and mo
pquﬁtable operation with fewer shares ouzstandi,ng and sellin f(r)er
Sia ; . \ﬁ?hjt wils depre_ssizzg this stock, 1 suspected, W:'iS that the gom»
?mzanac(t}; sf;ll"z:;m a depressed state, 1 don’t mean emotionally.
. AH thzngfs considered, P'd rather invest in an S&I. that's proven
it can survive in a depressed state than in one that thrives in a
booming economy and has never been tested in bad times
From my Thrift Digest, I'd noted that ponperforming ioz;ns were
a relazweiylmodest 2 percent, but I wanted fo check into this further
g}iﬁ,{ize{;}saf th:it most of this 2 percent problem was caused by d
. > CONStructic : : 'S ’ i
[Qais hy thi;‘i:;t;::‘r; loan, and that People’s wasn’t making any new
Peopie’s had already taken its “hit” against carnings when these
nonperformers were written off. The next step was to foreciose on
the property. Medvec reiterated what I'd heard eisewhére tbz;t th
foreciosure process is drawn-out and expensive. {t may ,zake t'wf)
years to oust a borrower whe has defaulted. This isn’t like Scroo
firing Bob Cratchit, forcing him and Tiny Tim out onto the stre gte
because most of the defaults at People’s Savings have been of tz ,
commercial variety, or in fat-cat houses that deadbeats can occu N
for months free of charge, until their legal remedies are exhaustert}iy
Eventually, a foreclosed property enters the category called “rsa-I
estate owned,” and from there the aggrieved lender can aﬁtcm tt
s;;%i ;t a‘;ld get something back for its long-lost oan. In some cg‘;eso
up{;i;?: hc;rﬁ}g‘a,ts back more than was expédeted, sothere’s a potential
Medvec and T also discussed business conditions in the area, You
WOETY aboat‘ such things when you're talking about CODH&:C%i{;i}t in
1992. He s&d that hardware manufacturers used to be the biggest
e_fnganyers m New Britain, but Stanley Works is the Iozziy oneg;q’eft
;{egt;ial }Caanﬁ:cticu% State University and the New Britain Geneé&%
hi{g};;:‘nia have taken up some of the slack, but unpemployment is still
Be{are W i}ﬁag up, 1 asked the usual parting question: name your
most lmpressive competitor. Medvec mentioned American Sav};n s
Baﬂx‘ of New Britain, with a 12 percent equity-to-assets ratia whifh
hadn’t yet gone public. I was tempted to drive down there ar;d open
an account so [ could get int on the first stage of the eventual uil'
offering. H vou turn to page 215 vou'll find out why. P
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FIRST ESSEX

This was the first of my (wo born-agains. Here's a case in which it
didn’t make sense for the company to buy back its own shares, First -
Essex came public in 1987, with 8 million shares soid for $8 apiece,
and two years later, after the stock had done nothing, the manage-
ment bought back 2 million of those shares at the same $8 price. i
management had only waited until 1991, it could have gotien a 75
percent discount, because by then the stock had fallen to 82.

There were some frightening numbers in my First Essex file—16
percent nonperforming assels, 3.5 percent real estate owned, and
13 percent commercial and construction loans. This tiny S&l. in
Lawrence, Massachusetts, had lost $11 million in 1989 and another
$28 million in 1990, a victim of zealous Jending to condo developers
and real-estate magnates who perished in the recession. Lawrence
is located just across the border from New Hampshire, in one of
the most depressed spots in all New England.

“Bottom fishing with & six-hundred-foot line” is the way First
Hgsex CEO Leonard Wilson described his predicament when | got
him on the phone. For three terrible years, this S&1. had faced a
procession of foreclosures, each one requinng a *hit? on earnings,
cach one causing First Essex to oWn anotier piece of yeal estate,
antil the S&1, was cash poor and rich in unoccupied buildings nobody
wanted to buy. It was a top absentee tandiord in the region—absent
of tenants.

Still, First Essex had hook value of $7% and enough equity
remained to give it an equity-to-assets ratio of 9. And this was a $2
stock.

Here’s the gamble with S&Ls such as First Fssex that have fallen
on hard times. If the commercial real estate market stabilizes and
the foreclosures stop, the institation will survive, and eventually
recoup its losses. This could easily become a $10 stock. The problem
is, it’s impossible to know when or if the commercial market will
stabilize or how deep the recession will be.

I could see from the annual report that First Essex had a total of
$46 million in commercial loans at the end of 1991. Tt also had $46
miltion in equity. This one-t0-0n¢ ratic between equity and com-
mercial lending was somewhat reassuring. 1f 50 percent of the re-

maining commercial Joans went bad, then First Essex would lose 58
percent of its equity, but it would still survive. '
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LAWRENCE SAVINGS

}..Jawrfezzce is another fong shot that comes from the same area in the
Merrimack valley. It has the same problem as First Essex—a lousy
local economy. Their stories are also the same: profitable S&I. gets
caught up in heady commercial lending, loses millions of dollars
and the stock price coliapses. "

According to the 1990 annual report, Lawrence still had a 7.8
equity-to-assets ratio, but as 1 analyzed it, the situation here was
riskier than at First Fasex. At Lawrence, commercial real-estate
loans made up 21 percent of the loan portiolio, whereas at First
Essex they made up 13 percent. Lawrence had made more com-
Ipcrcz'ai Ioans ($55 million worth) and had less raw equity ($27 mil-
lion} than First Essex. This was a much thinner margin for error, If
haif qf i_,awrcnce’s remaining commercial loans go bad, it’s a gonef.

This is the way you look at a long-shot S&L.: find out what the

equity is and compare that to the commercial Joans outstanding,
Assume the worst,

Stock Symbol Company 13192 Price
EAG Bagle Financial $12.06
FESX First Essex Bancorp ¥ 213
GSBK Germantown Savings $14.5{§
GBCE Glacier Bancorp $it .14
1LSBX Lawrence Savings Bank k3 }'@0
?BNB People’s Savings 513 :OO
SVRN Sovereiga Bancorp $ 6.95
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THE CANT-LOSE PROPOSITION (ALMOST) THAT
CHARLES GIVENS MISSED

Imagine buying a house and then discovering that the former owners
have cashed your check for the down payment and left the money
in an eavelope in a kitchen drawer, along with a note that reads:
“Keep this, it belonged to you in the first place.” You've got the
house and it hasn’t cost you a thing.

This is the sort of pleasant surprise that awaits investors who buy
shares in any S&L that goes public for the first time. And since
1,178 S&Ls have yet to take this step, there will be many more
chances for investors to be surprised.

I learned about the hidden cash-in-the-drawer rebate carly in my
career af MageHan. This explains why I bought shares in almost
every S&L and mutual savings bank (another name for the same
sort of institution) that appeared on my Quotron.

Traditionally, the local S&L or mutual savings bank has no share-
holders. 1t 1s owned cooperatively by all the depositors, in the same
way that rural electric utilities are organized as co-ops and owned
by all the customers. The net worth of a mutual savings bank, which
may have been built up over 100 vears, belongs to everyone who
has a savings account or a checking account in one of the branches.

As long as the mutual form of ownership is maintained, the thou-
sands of depositors gei nothing for their stake in the enterprise. That
and $1.50 will get them a glass of mineral water.

When the mutual savings bank comes to Wall Street and sells
stock in a public offering, a fascinating thing happens. First of all,
the S&1 directors who put the deal fogether and the buyers of the
stock are on the same side of the table. The directors themselves
will buy shares. You can find out how many in the offering circular
that accompanies the deal. :

iHow do directors price a stock that they themselves are going to
buy? Low. _

Depositors as well as directors will be given the opportunity to
buy shares at the initial offering price. The interesting thing about
this is that every dollar that's raised in the offering, mious the un-
derwriting fees, will end up back i the S&L’s vault.

This is not what bappens when other kinds of companies go public.
In those cases, a sizable chunk of the money is carted away by the
founders and original shareholders, who then become millionaires
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and buy palazzi in Italy or castles in Spain. But in this case, since

the mutual savings bank is owned by the depositors, it would be

inconvenient to divvy up the proceeds from a stock sale to thousands
of sellers who also happen to be buyers. Instead, the money is

returaed to the institution, in toto, to become part of the S&L.s

equity. :

Say your local thrift had $10 million in book value before it went
public. Then it sold $10 million worth of stock in the offering—1
million shares at $10 apiece. When this $10 million from the stock
sale returns to the vault, the book value of this company has just
doubled. A company with a $20 book vatue is now selling for $10 a
share.

This doesn’t guarantee that what you're getting for free will nec-
essarily turn out to be a good thing. You could be getting a Jimmy
Stewart S&L, or it could be a lemon S&L with inept management
that’s losing money and eventually will lose all its equity and go
bankrupt. Even in this can’t-lose situatio
the S&I. before you invest in it.

The next time you pass a mutual savings bank or an S&I1, that’s
still cooperatively owned, think about stopping in and estab
an account. That way, yow'll be guaranteed a chance to buy shares
at the initial offering price. Of course, you can always wait until
after the offering to buy your shares on the open market, and you'll
still be getting a bargain. '

But don’t wait too Jong. Wall Street seems to be catching on to
the cash-in-the-drawer trick, and the inérease in stock prices of
mutual savings banks and savings and loans that have converted to
public ownership since 1991 is nothing short of remarkable. Tt's been
abonanzaahnostanywhcﬂayouIook,ﬁﬁnaoncend(ﬁthecounﬁy
1o the other. _

In 1991, 16 mutual thrifts and savings banks came public. Two
werce taken over at more than four times the offering price, and of
the remaining 14, the worst is up .87 percent in value. All the rest
have doubled or better, and there are four triples, one 7-bagger,
and one 10-bagger. Imagine making 10 times your money in 32
months by investing in Magna Bancorp, Inc., of Hattiesburg,
Mississippi.

In 1992, another 42 mutual thrifts came public. The only loser in
this group has been First FS&LA of San Bernardino, and it’s down
a modest 7.5 percent. All the rest have advanced--38 of them by

lishing

1, you ought fo investigate -

Table 13-1. MUTUAL THRIFT AND SAVINGS BANK

I#Os COMPLETED IN 19914

Change from
Ofering Price (%)

Price as of

930i93 (5)

Cffering

Price ($}”‘

IFO Daie

Seare

City

Name

Ticker

965.78

37.730

36.373
13425

3.542
6.667
333

MS 3/8/91

Hattiesburg
Chicago

Magna Bancosp, Inc.

MGNL

445.60

#6/91

H.
FL

Cragin Financial Corp.
FF Bancosp, inc.-

CRGN

FESB

30879

TiAG1

New Smyrna
Beach
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Lumberton
Watertown

FedFirst Baneshares
Dakota Bancorp, Inc.

¥FBS
BXBC

P ini ;13 of the 14
Sixteen mutual thrifts and savings banks came public in 1991, Two have been acquired. All of the remaining 14 have gone up; 13 of the
i 5

have increased more than HX) percent in value.

*Split adjusted.

tiwo banks from the original Hists have recently been acquired:

F : Nati 29, 1993, at $48.04.
i Bancshares was acguired by Southern National on Ja:rmary . . B4 )
***ZF)eflfjtr:tBaicorp kac., waﬁcquired by South Dakota Financial on July 30, 1993, at approximately $36.00.
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Note: Kirksviile Bancshares, Inc., is ao longer followed by SNI. Securities. The company reports that the stock is thinly traded.

Source; SNI Securities, L.P




Table 13-2. THE 10 BEST AND 1 WORST RESULTS: o
MUTUAL THRIFT AND SAVINGS BANK [POs COMPLETED IN 1992 &
‘ . ) _ Offering Price as of Change
Ticker Narne City State  IFO Bate  Price ($} GI30193 (3} Offeriz;g;;{z(:?n:%) &
PR United Postal Bancorp St Louis MO ST : . . g
Post . Louis 31192 5.000 28750 3
MSBK  Mutual Suvings Bank Bay City MI 71792 4375 23750 e =
LGFB  LGF Bancorp, Inc. La Grange 1L 818192 10,000 27.250 172.50 3
RESB  Reliable Financial Corp.  Bridgevilie PA 33092 10.000 27000 170.00 3
c1zx Citred Ba;zi;‘)rp,; Inc. Dayton OH 11692 9,000 24.000 166.67 =
; eritage Federa Kingsport TN 2 2. .
" Heritage Fe psp 4815 7.667 20.000 160,86
FFC HF Financial Corp. Sioux Falls S0y B2
o s ; > 106 5
ABCW  Anchor Bancorp Wisconsin Madison Wl 71692 10.000 Si7e0 ii?f;g
i;}[?}Y ic\(l;f}cir;‘u;)gi Bancorp, Inc. Kenosha Wi 32 11.560 78-00() 143‘48
AM {nancia Reno NV 112082 10.455 25.125 14032
CNIT CENIT Bancorp, Inc Norfotk VA ;
1 . 1p, Tne. 5/ Y50 ;
ABCI  Allied Bank Capital, Inc.  Sanford NC Wz 11400 15500 i
PVSB  Park View Federal SB Bedford Heights ~~ OH 123092 10.000 16,750 67,50
KNKB  Kankakee Bancorp, Inc.  Kankakee 1230 9.875 16, 560 67,00
BA§I:“ Brentwood Finanelal Corp.  Cincinnati OH 1229192 10,0600 16“25(} 62.50
MIFC Mid-Towa ?‘man‘ciai Corp. Newton iA 11392 10008 16,000 60.00
FONSC liinanqgi Security Corp. Chicago . 12125092 13000 14.750 4?"5(!
COLB  Columbia Banking Systemt  Bellovuc WA 62302 8.875 12.000 352
FFML  First Family Federal S&LA  Eustis FL. 100093 6.5000 7,500 ea
FSSB  First FS&LA of San San Bernardino CA 123002 10.000 9.250 2750

Bernardino

*Sphit adjusted.
TiNot on the original list,
Source: SNL Securities, L.2,

Tabie 13-3. THE 10 BEST AND 10 WORST PERFORMING
MUTUAL THRIFT AND SAVINGS BANK POs COMPLETED IN 1993 THROUGH 9/30/93

Offering Price as of Change from
Tieker Name City State  IPO Date Price (3% 30103 (3} Offering Price (%}
WAYN  Wayne Savings & Loan Co. Wooster OH 623493 16.600 19.875 G875
MHC
ESCH First Southern Bancorp Asheboro NC 224193 10,000 18.500 85.00
ISBA Jetfersop Savings Bancorp  Baldwin MD 418193 1000 170600 T30
MARN  Marion Capital Holdings Marion N 31803 000 TR0 T30
CGFC Coral Gables Fedeorp, Inc.  Coral Gables ¥L 331193 1000 16.750 6§7.58
HESE Hamiiton Bancorp, Inc, Brooklyn NY 441193 10,800 17.500 62.04
CASH  First Midwest Financial Storm Lake A W03 10,000 15750 57,50
FOEF First Federal Savings & Defiance OH T3 .00 15,250 52,50
Loan of Defiance
MORG  Morgan Financial Corp. Yort Morgan CO J18G3 10.000 15,000 0,00
LFCT t.eader Financiai Corp. Memphis N Gi30493 10,006 14.875 48.75
FFWD  Wood Bancorp, Inc. Bowhing Green Of /3193 300 13250 37.54
FEEF FF Financial Corp. Englewood FL BI26/93 HILO00 13.250 32.50
ROSE TR Financial Corp. Garden City NY 629193 9000 11500 27.78 e
KSBK KSB Bancorp, Luc. - Kingfietd ME G HEO00 12950 27.50 o
FBHC  Fort Bend Holding Corp. Rosenberg % G/36093 10,008 12.500 25.00 =
SCEN Suburban Bancorporation Cincinnati OH 930,93 H).008 12,508 25.00 Z
TRIC Tri-County Bancorp Torrington WY YIRAGT HILOO 12.25G 22.50 @
COSB CSB Finandial Corp. Lyachburg Vi 9124193 16,4500 13.125 21.28 =
ALBC  Albion Banc Corp. Alpion NY Ti23493 10,000 11.25G 12.50 e
HAVN  Haven Bancorp Woodhaven NY Si2393 10000 163,500 500 u
=
*Splis Adjusted :_!*‘
i

Source: SNL Securities, L. P
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30 percent or more, and 23 by 100 percent or more. These gains
have come in 20 months! :

There are two quadruples in the group—Mutual Savings Bank of
Bay City, Michigan, and United Postal Bancorp in St. Louis. A
portiolio of the five top performers taken together has produced a
285 percent return. Even a person who was uniucky enough to have
chosen the five worst-performing thrifts that came public in 1992
has made 31 percent on his money through September 1993, In-
vesting in the five worst has beaten the S&P 500 and most of the
equity mutual funds.

Through the first nine months of 1993, another 34 mutual thrifts
have come public, and in this shorter period the worst is up 5 percent,
26 are up 30 percent or better, 20 are up 40 percent or better, and
9 are up 50 percent or better. {All the above mumbers were provided
by the skillful crunchers at SNL Securities.)

From Asheboro, North Carolina, to Ipswich, Massachusetts, on
the East Coast; from Pasadena, California, to Everett, Washington,
on the West; from Stillwater, Oklahoma, to Kankakee, Hlinois, to
Rosenberg, Texas, in the middle, neighborhood S&Ls have been
the best investments that hundreds of thousands of people have ever
made. This is the ultimate example of how individual investors ¢an

succeed by ignoring companies that are widely held by institutions
and by investigating what's close to home. What could be closer to
home than the local thrift where you keep your safety deposit box
and your checking account?

An account in any one of these thrifts or savings banks entitles
you to participate in the IPO if and when it happens, but you cer-
tainly aren’t required to do so. You can g0 to the meeting where
the deal is explained to potential sharcholders, see whether the
insiders are buying the shares, read the prospectus to find out the
book value, the p/e ratio, what the earnings are, the percentage of
nonperforming assets, the quality of the loan portfolio, etc., and
thus get all the information you need to make an informed decision.
It’s an opportunity to take a close ook at a local company—and i’s
free. If you don’t like the deal, the organization, or the management,
you simply don’t invest,

There are still 1,372 mutual savings banks that have not yet come

~public. Check to see whether any of these are located in your area,

By opening a savings account in any of them, you'll have the right
to participate in the IPO when it happens. Sit back and await
developments,

FOURTEEN

MASTER LIMITED
PARTNERSHIPS
A Deal with a Yield

Here's another group of companies whose benefits are being ignored
by Wall Street. The very name “limited partnership™ brings back
memories of the suffering of thousands of investors who were lured
into heavily promoted tax-sheler boondoggies—wf)ii and gas part-
nerships, real-estate partnerships, movie partnerfs,ths, farming part-
nerships, and gravesite partnerships—in which t%_le losses  far
exceeded the amount of taxes they had hoped to avoid. ‘

As a result of bad publicity from the boondoggle parigerghips, the
good ones that are publicly traded (the so~ca}fcd master limited part-
nerships) continue to suffer from guilt by association. These are ongoing
enterprises whose purpose is to make money, not to lose it in o%'dcr
fo ouismart the IRS. More than 100 MLPs trade on thej Various
stock exchanges. Every year, I find a bargain or two in this group.

The sharcholder in an MLP has to do some exira paper}vork.
Special fax forms have to be prepared. This is less of a nuisance
than it used to be, because the investor relations department of z.hc
partnership fills in ali the blanks. Once a year, you get a letter asking
you to confirm how many shares you own and whether or not you

bought additional shares. _ _ ‘
But this is nuisance ‘enough to dissnade many investors, particu-
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lgrly fz;nd managers, from investing in these stocks, I'd apswer ques-
tionpnaires that were written in Sanskrit if 1 thought it would i}eikp
master himited partnerships become less popular than they already
are, because this lack of popularity keeps the prices down and helps
create the bargains that are often found in this group of companies
Al.nother appealing feature of the MLP group is that these coml
panies tend to be involved in down-to-earth activities, like playing
bask@tbaf[ (the Boston Celtics is an MLP) or pumpz’ng, oil and gas
ServiceMaster runs a janitorial and cleaning service, Sun Distril;;
ufm*s seils auto parts, Cedar Fair runs an amusement park, ané EQK
Grizea Acres owns a shopping center on Long Island. "
Even the names of the master Emited partnerships seem antiquated

and out of sync with our high-tech culture. Cedar Fair could easily

have been written by William Makepeace Thackeray and Green
Acres by Jane Austen, and I wouldn't be surprised to see Tenera
Shfaw up on Dartmoor with the other characters from Thomas Hardy
This all adds up to a bunch of companies with strangely roxhanticl
names, engaged in mundane activities, and organized in a compli-
cated manner that requires extra paperwork. It takes an imaginative
person to be attracted to the idea of owning shares in a limited part-
ner_sth, and then he or she runs into the paperwork requirement
whzﬂch most imaginative people can’t stand. A small minority of izﬁagi:
native pf-:opie with retentive tendencies is left to reap the rewards
‘ The biggest difference between an MLP and a regular corporatioz‘l
is th:&t the MILP distributes all its earnings to the shareholders either
as dividends or as a return of capital. The dividends, as a r1;Ie are
unusually high. The return of capital feature allows a certain ,pep
ce{ztage of the annual distribution to be exempt from federal tax
. The first of these publicly traded partnerships came onto the scez;e
m 1981. The majority appeared in 1986, after changes in the tax
laws made this form of organization even more advantageous than
before. Whereas the real estate and natural resource partnerships
can continue to exist indefinitely, all the others must be closed out
in 29?%98. They lose their tax benefits at that time. An MLP that’s
carning $1.80 today might only be carning $1.20 in 1998, This is
something to worry about in three or four years, but not today. h
i Mast of my favorite MLPs are listed on the New York Stock
Exchange. At the 1991 Barron’s panel | recommended EQK Green
Acres and Cedar Fair, and a year later T chose Sun Distributors and
Tf;z:;zfa. What follows is a rundown on why I was attracted to each
of these.
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EQK GREEN ACRES

EQK Green Acres got my attention after the Saddam Sell-off. {The
EQ comes from the Equitable Life Assurance Society, a partner in
this enterprise. K stands for Kravco.) The company came public at
$10 four years earlier and once had hit a high of $13.75, but in the
summer of 1990, when investors were fretting about the demise of
shopping centers along with the rest of retailing, the price dropped
t0 $9.75. At that price, EQK Green Acres had a 13.5 percent yield,
as good as the yield on some junk bonds, and I thought it was more
secure than some junk bonds. The company’s principal assct was its
huge enclosed mall on Long Island.

Not only did the stock have a chance to appreciate in value, but
the management owned a bundle of the shares, and the dividend
had been raised every quarter since the company went pubiic.

I remembered some of these details because of course I'd bought
some EOK Green Acres for Magellan. Originally, 1 heard about it
from a fund manager at Fidelity, Stuart Williams, but 756,600 in-
siders on Long Island got essentially the same tip. That’s how many
people live within five miles of the Green Acres mall, situated in
the middle of densely populated Nassau County.

This is the kind of story I've always favored, the kind that can be
ceviewed at the mall. T visited Green Acres and bought a pair of
shoes there——this is a popular place. There are only 450 such enclosed
malls in the entire country, and contrary to popular impression, not
many new ones are being built. If you wanted to put up a rival mall
of similar magnitude, you'd have zoning problems and it wouldn’t
be casy to find 92 empty acres to pave over for a parking lot.

Strip malls are going up in every neighborhood, but enclosed malls
have what amounts to a niche. If you believe in the value of this
niche and you want to invest in a mall, Green Acres is the oanly
public company I know that’s devoted exclusively to running one.

The bugaboo of any mall owner is vacancies. That was the first
thing T checked when I read the annual report. Malls in general had
a 4 percent average vacancy rate at the time; Green Acres’ was
lower. A true insider (that is, a resident of Nassau County who shops
at Green Acres) has the advantage of checking for vacancies every
week, but I was satisfied that vacancies were no problem.

Moreover, a Waldbaum’s supermarket and a Pergament Home
Center were moving into the mall, and both of these together were
cortain to increase the revenues from rent. One third of the stores
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in the mall were subject to large rent increases in 1992-93. This
augured well for the future earnings.

The worrisome elements were a highly leveraged balance sheet
(the company must pay back all its debts in 1997), a high p/e ratio,
and the vulnerability of any mall to a recession, These were over-
ridden, in the short term at least, by the excelient dividend and the
fact that the stock price already was depressed. A high p/e ratio is
a common characteristic of master limited partnerships.

When I got around to making my 1992 selections, Green Acres
stock was $11. When you added in the yield, the total return for
1991 exceeded 20 percent. This was a nice gain, but in rechecking
the story 1 found more cause for concern. A lousy holiday season
for retaiiers had depressed the rents, which are based in part on &
percentage of sales. If a store does poorly, the mall gets less.

Presumably, all malls and all retailers were facing the same pre-

dicament, so if wasn't as if Green Acres was doing any worse than .

the rest. I find general gloom in an industry far less bothersome
than if a specific company struggles while its competitors thrive.
Nonectheless, in a telling paragraph in ifs third-quarter report for
1991, Green Acres admitted it might forgo a penny a year increase
in its dividends. '

"This apparently innocuous action was an attention-getter, as [ men-
tioned in Chapter 2. If a company has raised its dividend 13 quarters
in a row, as Green Acres had, it has powerful built-in ncentive to
-continue the string. To break it for the sake of a penny, or a grand
total of $100,000, I suspected was symptomatic of deeper troubles.

Another factor in my decision aot {o recommend Green Agres a
second time was the terrific news on the horizon. The company had
announced it was negotiating with two large potential tenants, Sears
and J. C. Penney, to lease space in the expansion of the second floor
of the mall. This wasn’t the same as a signature on a contract. If
the company had announced a signed agreement with Sears and
5. C. Penney, I would have bought as many shares as [ could get my
hands on, A potential agreement was too iffy.

The popular prescription “Buy at the sound of cannons, sell at the
sound of trumpets” can be misguided advice. Buying on the bad news
can be a very costly strategy, especiaily since bad news has a habit
of getting worse. How many people lost sabstantial amounts of invest-
ment capital when they bought on the bad news coming out of the
Bank of New England after the stock had already dropped from $40
to $20, or from $20 to $10, or from $10 to $5, or from $5 to $i, only
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to see it sink to zero and wipe out 'i{)(_)'pcr‘cem of their mves;zgenéi
Buying on the good news is healthze; n the long run,faMaybe
improve your odds considerably by ?v_aztmg for the pmc:: émm}; e
yoiz jose a dollar a share or 50 by watt;zfg for the annxoun et of
a signed contract between Sears and (.xrecn.Acr_elsl, (;i‘; 0;?;;0 e 10
buying the rumor, but if the;e’? a real fc;ii fxtt k:;z:e ?S I:’t?ieil mors
¢ e stock price in the future. An i,
325&52 t;)rit)l:ected yguzseif by waiting. 1 deferred further cor;nét:::t*
ments and made a note to watch for the expected announce .

CEDAR FAIR

This was the second of the master limited parmcrsmps{} ;e_cog;
mended back in 1991, Cedar Fair is the permanent coun yk au(") fo
Middle America. It owns and {)pe;z}:t;:; txgo‘am;::gr?;é]; gza; s{@ge};
: int, on the Ohio shore ot Laxe rie, he > 3
g:i?ﬁnf,;:i?nnesom. These are open from May to Labor Day, and
in the fall. ._ .
011{;‘;315;61}1)(5::1 has 10 different roller coasters, mcll‘zdmg the 322
with the highest drop in the wccgld, Mignﬁf’;ﬁg :32 %: gl?f; “f?;}fmad
ster in the world, Mean otreax. *
;)?:}iizrc;}fa;iean Streak on the far wall facing my d{{:si(.. That a;cé iﬁz
photograph of the Fannic Mae headquariers in WdShlgg;fl}:ea’s the
only corporate mementos tgat s;harefs;::i;:r with my cht
1 the photographs of my apuly.
woéléda;dlféint is I;n itsgﬁ(}th year, and i.t’s had roller ce}{stRe.;i ;f;:é
100. Seven U.S. presidents have visited‘thzs park , az}(% Knute rqolwm
had summer jobs at Cedar Point. During one of his ;gmm'e s h %,
Rockne apparently invented the forward pass. A historic piaq
~morates the fact. _ . '
wggﬁzk, somebody might cOme up with a new AID‘?}- cilrug ﬁzﬁ‘
the companies that make the competing ATDS drjugs wi gsfmgaﬁ
their value overnight, but nobody is going 0 snea}l; up and ins
$500 million worth of rides on the shores of Lake{ rleT I
One of the side benefits of owning shares 1 an amu‘sgmfi ! P k;zé
as opposed, say, 10 an oil company, is that an annu‘a} vm?, c,; 12:1; e
with test rides on the Ferris wheel and fundamemai' ana ySi, on the
roller coaster, could be construed as research for ipvesimen atpex-
poses. This gives grown-ups who love amusement parks a gre

cuse to frequent them,
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Italso oceurred to me that in a recession the 6 million or $o people
who live within a thrf:e hours’ drive of Cedar Point might decide to
forgo the summer Irip to France in favor of staying at the Cedar

Point Hotel and taking a few flings on the world’s highest roller:

;?}fsi; ];I.“hzs Was a company that could benefit from an £CoNOIc
-In 1991, Cedar Fair stock rose from $11.50 to $18, which to ether
with the dividend gave shareholders a one-year rem,m of morf- than
60 percent. At the outset of 1992, I asked myself, is this stock still
a buy? The yield was 8.5 pereent, still a nice return, but no matter
how g{:tod the dividend, a company will not prosper in the long run
: unles_s 1s earnings contimue to improve. ;
This isa useful year-end review for any stockpicker: go over your
poztf{)i}o company by company and try to find a reason that the )z;ext
yvear will be better than the fast. If you can’t find such a reason. the
next‘qnestion is: why do T own this stock? 3
Wzth that in mind, 1 called the company directly and spoke to the
president, Dick Kinzel. If Joe Oddlot can’t aiv:rays speak to the
president, he can get the information from the investor relations
department. Having the ear of management will not n.ecessaril\
make you a better investor, any more than having the ear of zhg
owner of a racehorse will make you a better handicapper .Owners
can always give you a reason their horses will win and‘ihl-
wrong 90 percent of the time. , R
In ic{:é:ping with my low-key technique, I didn’t ask Kinzel “How
are the earnings going to improve?” straightaway. 1 asked ébout the
weather in Ohio. I asked about the condition of the Ohio golf
courses, the economy in Cleveland ang Detroit, and whether it lgxad
been hard getting summer help this year, Only after I°d “‘;armed u
my source did 1 pop the important questions. | g
When I’d called Cedar Fair in previous years, there was alwavs
Some new atfraction—a new roller coaster, a toop-de-loop, etc z«v
that would add to the earnings. In 1991, the opening of the :Izi h‘t':S{
wooden rolier coaster was a definite plus for earnings, but in ¥g992
there were no major exciting developments at the amusement ;iérks,
beyond the expansion of a hotel. Attendance at Cedar Fair usuall ,
drops the year after a new ride has been introduced, ’
anA{; ;ht;} ‘end of ourc conversation, 1 didnt see the potential for
other big move in Cedar Fair's ings i [ i
apother bi o edar Fair’s earnings in 1992. 1 liked Sun Dis-

i
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SUN DISTRIBUTORS

Sun Distributors has nothing to do with solar energy. This company,
spun out of Sun Ol in 1986, sells auto glass, sheet glass, insulated
glass, cables, mirrors, windshield glass, fasteners, ball bearings, and
hydraulic systemns fo builders and to auto repasr shops. These are
activities that put graduates of our business schools to sleep. Finan-
cial analysts would rather count the ceiling tiles than follow a com-
pany that selis auto parts.

In fact, a lone analyst, Karen Payne of Wheat First Securitics, had
been covering the company, but her Aprit 1990 report apparently was
her last. Bven Sun’s president, Don Marshall, whom 1 called on
December 23, 1991, didn’t seem to know what had become of her.

This was point one in Sun’s favor: Wall Street was ignoring it

P’d owned the stock in Magellan {of course}, and its poor showing
by the end of 1991 had once again brought it to my attention. Ac-
tually, there were two kinds of shares, the Class A shares, which
got a big dividend, and the Class B shares, which didn’t. Both were
traded on the New York Stock Exchange. This was a further com-
plication from the normal complication of a master limited part-
nership: two classes of stock, and extra paperwork to boot. “Sun
Distributors is a simple, well-run business hiding in a complicated
financial structure” is the way Ms. Payne puat it in her final com-
munication on the subject.

Except for the dividend, the Class A shares offered very little
upside-—eventually, the company will buy these shares back for $10
apiece, and they were seiling for $10 already. All the action was
going to be in the Class B shares. The price of these had fallen in
half, from $4 1o $2, in 1991, .

From Ms. Payne’s last report, 1 found out that Shearson Lehman
owned 52 percent of these B shares, and that the management of
Sun Distributors had an option to buy up to half of Shearson Leh-
man’s half at a fixed price. This gave the managers a powerful in-
centive to boost the value of those shares by making the company
succeed. That the president was in his office taking phone calls on
December 23, two days before Christmas, I took as powerful evi-
dence that management was serious about its mission.

Marshail is an unassuming sort whose life story has not been told
in Vanity Fair magazine, but can be found in a book called The
Service Edge. In his frugal regime, executives get no bonuses unless
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the company does well 1n a particular year. Success and not status
is the basis for rewards.

The gist of my investigation was the same as with every company
whose shares have taken a beating in the market. Will Sun Distrib-
utors survive? Did it do anything to deserve this punishment, or was
it simply the victim of the annual tax-loss seliing that creates bargains
year after year?

Obviously it was still making money, because it still had carnings.
Sun Distributors had made money every year since 1986, when it
got its independence. It even made money in 1991, in spite of the
fact that the glass business was terrible in general and so was the
electrical parts business, and they weren’t whooping it up over at
the fluid power division, either, But this was another case in which
the low-cost operator was a survivor and bad times eventually worked
1o its benefit, as competitors faltered and disappeared, .

“ How did I know this was a {ow-cost operator? I could figure it
out with information 1 found on the income statement (sce Tabie
14-1). By dividing the cost of sales by net sales, 1 arrive at Sun’s
gross margin, or ifs return on sales. This had held steady over two
years, at roughly 60 percent. Meanwhile, Sun had increased ifs sales,
and its overall profits were also increasing. A company with a 60
percent gross margin is making a $40 profit on every 5100 worth of
stuff that it selis. This was tops among all the distributors of glass,
fasteners, etc.

This business requires very little capital spending, another plus
on the checklist. Capital spending has beén the undoing of many a
major manufacturer, such as a steel company, that might make $1
billion a year but have to spend $950 million to do it. A regional
grocery store for windshields and spare parts doesn’t have this prob--
lem. I could see on page two of the annual report that Sun Distrib-
utors’ outlay for capital expenses was only $3-$4 million a year,
Compared to its revenues, this was peanuts.

As a tightfisted operation in a nongrowth industry, capturing a
bigger and bigger share of the market as its free-spending compet-
itors fell by the wayside, Sun Distributors deserved to be included
in my “blossoms in the desert” category. ¥ it hadn’t been a master
limited partnership, I would have put it there.

More important, even, than the carnings was the cash fiow. I focus
on the cash flow sityation with any company that makes a lot of
acqguisitions. Since 1986, Sun had bought no less than 36 related
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“Table 14-1. SUN DISTRIBUTORS L.F. AND SUBSHHMARY

CONSOLIDATED STATEMENTS OF INCOME

{doilars in thousands, except for

partnership interest amounts)

P} et 1988
et sabes S5t G40 $561 048 484,376
of : 204 6405
Cost of sles 35 N .
Giross profit 21161 149,136
PSS Pr ARElad
Crperaling UXpERses:
Setting, penersd and
iE,T
adbnRiSIIative EXprasts B, 762 HEkRt. 155,784
Managanent fee 10 general
pariner 3330 3,338 3330
Eropractation 5,490 6,41 T2
3,252
Amortation ..a2aEr i
165 824

“Fongk opersting Sxpenses
Ineome from operationg
npterest income
iaterest xpense
Onper income {orpernis), pet
Ineame before previgion for
state o foreipn Mmoo
1EKES
Provision [or state and foreign
inemne faKes
Nt income
Nt income alfocated
partaers
Cienersd partner
Class A Botited partpess
€iass 3 Hmased paripers
Weighted aversge rumber ol
owstanding limited
partrership islerests:
ks A IHETESES
—lass B intervsis
Eanrnings per Bmiled
partnership interest:
welTlghs A PRAETEST
ks B mterest
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prertnership mieeesi
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{12,430}
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24170
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§ 23146

509,573
22027688

§ B3R

11,099,573
22,199,146

15.499.573
V599,348
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enterprises and folded them into its operation, reducing their over-

head and making them more profitable. That was Sun’s growth

strategy. If's goal, Marshall explained, was to become a super gro-
cery store for wires, fasteners, glass, and other such parts,

_When you buy a company, you usually have to pay more than
book value. This premium becomes the goodwill, and it has to be
accounted for on the balance sheet.

Prior to 1970, companies did not have to penalize earnings to make
up for goodwill. Under the old accounting system, when Compaaylx
bought Company Y, Company X could carry the full purchase price
of Company Y as an asset. One of the consequences was that if Com-
pany X paid too much for Company Y, the foolishness of the pur-
§hase was hidden from the shareholders, who had no way of knowing
if the purchase price for Company Y would ever be recovered.

To solve this problem, the people who make the accounting rules

change_d‘the system. Now when Company X buys Company Y, the
amount it pays over and above the value of the tangible assets ,i.e.
the goodwill premium, must be deducted from the earnings of (’L‘omj
pany X over several years.
‘ This “penalizing” of earnings is a paper transaction, which resuits
in a company’s reported earnings being less than its actual earnings.
Consequently, companies that make acquisitions appear to be less
profitable than they really are, a situation that often results in their
stocks being undervalued.

I‘n this instance, Sun Distributors had $57 million in goodwill to
write off, and this accounting exercise reduged ifs reported earnings
for the two classes of stock to $1.25 a share-—when in fact it earned
nearly twice that amount. These phantom earnings that the company
has but can’t claim as earnings are called the free cash flow.

A hez_iithy free cash fiow gives a company the fiexibility to change
course in good and bad times. This was particularly important in
the case of Sun Distributors because the company’s debt load was
very high--60 percent of total capitalization. The cash flow, 1 was
relieved to discover, was sufficient to cover the interest on t};e debt
four times over.

- When the economy was strong, Sun Distributors used its cash flow
fo expa‘nd by buying $41 million worth of businesses. In 1991, Mar-
§ha1} sal_ck2 the company had responded to the recession by curtailing
its acquisitions and devoting its cash flow to reducing its debt. The
$1 IQ million it had borrowed at 94 percent conld be retired within
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two years if Sun used all its excess cash flow for this purpose. Ap-
parently, that is what it has decided to do.

If times get even tougher, Sun can sell some of its acquisitions,
such as the auto parts division, to reduce its debt even further.

The temporary moratorium on acquisitions will likely result in
Sun’s earnings not growing as fast as they did before, but on the
other hand, the balance sheet will be strengthened. The move to
cut the debt reassured me that the management was facing up to
reality, and that the company will survive to make more acquisitions
in the future.

Sun Distributors will survive even in a bad economy, but if things
pick up, itcan become very prosperous. Eventually, when the master
limited partnership arrangement ¢xpires, the entire enterprise may
be sold off. The 11 million Class A sharcholders will get their $10
a share, as promised, and the 22 million Class B shareholders will
get the rest of the money, which could be as much as $5-88 a share.
If that happens, the Class B shareholders will more than double
their invesiment.

TENERA LIMITED PARTNERS

This was 2 company with warts. Tts greatest virtue was that the stock
price had fallen from $9 to $1.25 in the summer of 1991. It was
involved in software and consulting—one a high-tech business that
I found incomprehensible and thercfore untrustworthy, the other
too vague for comfort. Its biggest clients were the nuclear power
industry and contractors to the federal govermment,

A couple of phone calls, and I knew why the stock price had
collapsed. The company was squabbling with one of its major sources
of revenue: the feds. The feds were accusing Tenera of overcharging
it for certain services, and had canceled some CORtracts. Worse than
that, a software program, which cost millions to develop and which
‘fenera hoped to sell to electric utilities around the world, was not
paying off. :

The company was forced to cut its work force drastically. Some
key executives, including the president, Don Davis, bad resigned.
For those that remained, the atmosphere was far from harmonious.
Tenera’s competitors in the consulting business were bad-mouthing
Tenera to s Customers. :
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{n June 1991, the dividend was canceled. The company announced
that it would “take a long time” to restore it to its former level of
20 cents a quarter.

I don’t mean to tout Tenera too highly. If this company had had
even a dime worth of debt, 1 wouldn’t have given it a second’s worth
of attention. Since it had no debt and no large expenses to pay, I
figured it wasn’t going out of business in the next day or two. These
were the positives: zero debt, no capital spending to speak of (what
do consultants need, except for a desk, a calculator to add up their
fees, and a telephone?), and a well-regarded nuclear services divi-
ston that could be sold at a profit in a liguidation.

Tenera had earned between 77 and Bi cents a share in each of
the four years prior to 1991; it stili had earning power. Maybe it
would never reach 80 cenis again, but if it earned 40 cents, the stock
might be worth $4.

With conditions as desperate as these, 1 wasn’t counting on carn-
ings. 1 was counting the potential value of the assets as spare parts.
I figured a Tencra on the auction block was worth more than $1.50
a share (the price at the time I did this analysis), and with no debts
and expenses, the entire amount minus the legal fees would go to
the sharcholders.

If the company solved some of its problems, the stock would make
a big rebound, and if it didn’t, the stock would make a small rebound.
That, at icast, was my expectation.

Tenera had brought in Bob Dahl, a guy P’d met when he worked
in the telecommunications industry, to oversee the recovery. Pahl
reached me in New York the night before the Barron's panel. He
suggested that a turnaround of the company's operations was pos-
sible within the next 6--12 months. He also said that insiders were
holding on to their shares. This convinced me there was still some
value in the company.

Stock Symbol Company 1113192 Price
SBEB Sun Distributors LB, Class B $2.75
TP Tenera L.P $2.38

FIFTEEN

THE CYCLICALS

What Goes Around Comes Around

When the economy is in the doldrums . the profegsionai monc_y. m{an(—}
ager begins to think about investing in the cyclicals. The rise én
fall of the aluminums, steeis, paper producerls, auto manufact‘m{::rsl,
chemicals, and airlines from boom {0 recession and back againisa
-known pattern, as reliable as the seasons. '
we\'liv’;at CO{!'?USCS the issue is the fund manager’s perpe_tuai itch to
get ahead of the competition by returning to the C}{cilcaifc. .befc}re
everybody else does, It seems to me bthat Wall St.re:et is anticzpa;tmg
the revival of cyclical industries earlier and ear}xe; before the‘ act,
and this makes investing in cyclicals a trickier and trickier
SHIOT.
?m“i?i(;; most stocks, a low price/earnings ratio is{regar‘ded asa gmodi
thing, but not with the cyclicals. Whe_n the p/e ratfos of gdzcz
companies are very low, it’s usuaiiy: a sign that they are a; | e gn‘
of a prosperous interlude. Unwary investors are holding on to their
cyclicals because business is still gc_}od and the companies fzontmue‘
to show high carnings, but this will $001 change. Smart investors
are alrcady selling their shares 0 avoid the rush. ) }
When a large crowd begins 10 sell a stock, the price can omy go
in one direction. When the price drops, the ple ratio aisq drops,
which to the uninitiated makes a cychical lootk more attractive than
= This can be an expensive misconception. _
beg‘:::n the economy wiiipfaitcr, and the earnings of the cyclical
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will decline at breathtaking speed, As more investors head for the
exits, the stock price will plummet, Buying a cyclical after several
years of record earnings and when the p/e ratio has hit a low point
? a proven method for losing half your money in a short period of
ime.

Converse!y, a high p/e ratio, which with most stocks its regarded
as & bad thing, may be good news for a cyclical. Often, it means
that a company is passing through the worst of the doldrums, and
soon its business will improve, the earnings will exceed tiu; aﬁ«
egsts’ expectations, and fund managers will start buying the stock
m earnest. Thus, the stock price will go up. ‘

The fact that the cyclical game is a game of anticipation makes it
fieubly hard to make money in these stocks. The principal danger
is tfzat you buy too carly, then get discouraged and sell. It’s perilous
to 1nvest in a cyclical without having a working knowledge of th{;
industry (copper, aluminum, steel, autos, paper, whatever) and its
rhythms. If you're a plumber who follows the price of copper pipe
you have a better chance of making moncy on Phelps Dodge than’
the M:B.A. who decides to put Phelps Podge in his pertfolio be-
cause it “looks cheap.”

My own record with cyclicals is moderately good, and whenever
thcfel s & recession I pay attention to this group. Since 1 always think
positively, and assume that the economy wiil improve no matter how
many bleak headlines appear in the papers, P'm willing to invest in
cyclicals at their nadir. Just when it seems that things can’t get any
worse with these companies, things begin 'to get better. The come-

bar%i( of a depressed cyclical with a strong balance sheet is inevitable
which brings me to Peter's Principle # 19 ,

Unless you’re a short seller or 2 peet looking for a
wealthy spouse, it never pays to be pessimistic,

PHELPS DODGE

We've already discussed how 1 was foiled in my attempt to get in
on }}zc rebound in the housing market by purchasing the home build-
ers’ stocks—t00 many other buyers had beaten me to thése. But
j:hey hadn’t yet anticipated the rebound in the copper market, and
it was hard fo ignore the bargain that appeared before me in Ian,tzary
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1992 in the form of Phelips Dodge. I checked with my plumber, and
he confirmed that the price of copper pipe was going up.

Phelps Dodge was a stock I'd recommended in 1991, and it hadn’t
gone anywhere the entire year. A stock’s having gone nowhere 1s
not necessarily a reason to ostracize it, and it may be a reason o
buy more, On January 2, 1992, 1 reviewed the Phelps Dodge story,
and it sounded even better than it had a year earlier.

1 used to visit Phelps Dodge in New York, but since it relocated
{0 Arizona, we communicate by telephone. 1 called the company
and {alked to the chairman, Douglas Yearly,

From carlier flirtations with this company, 'd learned a few facts
about copper that convinced me it was a more valuable commodity
than, say, aluminum. There’s a lot of aluminum in the earth’s crust
(8 percent, to be exact), and not only is aluminum as cominon as
tumbieweed, it’s relatively easy to extract. Copper is scarcer than
aluminum to begin with, and it’s a vanishing asset. Mines run out
of copper or get flooded and are forced to close. It's not like the
assembly line for Cabbage Patch dolls, where you can get more
Cabbage Patch dolis by adding another shift.

Environmental regulations have forced the closing of many of our
nation’s smelters, and many companies have given up smelting for
good. There’s a smelter shortage in the U.S. already, and one is
developing worldwide. People who live downwind of smelters can
breathe casier because of this trend, and so can the shareholders of
Phelps Dodge. Phelps Dodge has plenty of smelters, and not nearly
as many competitors as it had before.

Although the demand for copper was slack in the short term, 1
figured it was bound to pick up. All the developing nations of the
world, inciuding the many spin-offs from the old Soviet Union, are
dedicated to improving their phone systems. Everybody wants to be
a capitalist these days, and it’s hard to be a capitalist without a
telephone.

A traditional phone system requires miles and miles of copper
wire. Unless ail these start-up countries opt for a cellular phone in
every pocket (a strategy that’s unlikely}, they are going to be fre-
quent buyers in the copper market. Developing countries are much
more copper intensive than mature countries, and the preponder-
ance of the former bodes well for the future of this metal.

Recently, Phelps Dodge stock had followed the typical cyclical
pattern. In 1990, before the recession, the company earned $6.50
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(adjus‘te‘d ff:)r a recent split}), and the stock sold in a range of $23-
$36, giving it a low p/e ratio of between 3.5 and 5.5. In 1991, earnings
dropped to _$C§.9O a'nd the stock price retreated from its $39 high
?&ck to $26, That it didn’t retreat further is evidence that many
mvehstors ;hought highly of this company’s long-term prospects. Or
perhaps the cyclical players were betting on th s earli
perhaps th g e next cycle earlier
The most i}mporzam question to ask about a cyclical is whether
the company’s balance sheet is strong enough to survive the next
downturn. { found the information on page 30 of the 1990 Phelps
Dodge ann}tai report, the most recent I could get my hands on at
the. time. The company had equity of $1.68 billion and total debt
{minus cash) of only $318 miilion. Clearly, this was no candidate
for bankruptcy no matter what the price of copper {well, zero would
i}; a pr)obiemé‘ Many weaker competitors will be forced to close
eir mines and pack up their slag and go home befo - e
even has to refinance. * ore Phelps Dodge
‘ Smce: this ls a big company, and since it bad diversified into many
1ndustr1§:s besides copper, I wanted to sce how those other businesses
were demg.‘ The CEQ, Yearly, went down the list: carbon black was
OK, he said; magnet wire was OK, truck wheels was OK, and
giagonDRssougccs, the Montana gold mine discovery in which
eips Dodge has a 7 i > i
makgr‘ ge has a 72 percent interest, could become a big money-
These subsidiaz.'y enterprises earned less than $1 a share in a bad
yedr (1991),_and it was not farfetched to assume they could earn as
much as $2 in a decent year. Assigning them a modest p/e ratio of
5-8,1 conciuded‘ they might be worth $10-$16 a share on their own.
The goid operations could be worth $5 a share to Phelps Dodge.

. I' qfien do %his sort of thumbnail appraisal of a company’s various
d;vzslfms, which may represent a sizable hidden asset. This is a useful
exer;:zse ;o pe;form on any sort of company whose shares vou might
want to buy. It’s not unusual to discover that the parts are
more than the whole. ' parts axe worth

‘i‘t’g easy enough to find out if a company has more than one
division—the annual report tells you that. It also gives you a break-
down of the earnings. If you take the earnings of each division and
mult?ply by a; generic p/e ratio (say, 810 for a cyclical on average
earnings, or 3~4 on peak earnings), you'll get at least ¢ i
of how much the division is worth. ¢ ) mugh e

TABLE 15-1. CONSOLIDATED BALANCE SHEE
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T PHELPS DODGE

CORPORATION
(dollars in thousands except per share values)

December 31, 1990 Decemnber 31, 1989

ASSETS
Current assets:
Cash and short-term ipvestments, at
cost
Receivables, less allowance for
doubtfn] accounts (199G-—
$16,579; 1989511 LAR4)
Inventories
Supplies
Prepatd expenses
Current assets

. Investments and long-term receivables

Property, plant and equipment, net
Other assets and deferred charges

LIABILITIES
Current Habilities:
Short-term debt
Current portion of long-term debt
Accounts pavable and accrued
eXpenses
Income taxes
Current labilities
Long-term debt
Deferred income (axes
Other Habilities and deferred credits

MINORITY INTEREST IN
SUBSIDIARIES

COMMON SHAREHOLDERS'
EQUITY

Common shares, per value $6.25;
100,064,000 shares authorized;
34,441,346 outstanding® (1989~
34,618,723} after deducting

3,152,955 shares (1989-— 2,975 578)

held in treasury
Capital in excess of par value
Retained earnings
Cummulative transtation adjustments
and other
Sharcholder equity

sﬁm,&@ 12,763
[ 307,65 146,892
256,843 238,691
95,181 84.283
o 1025 e 8,613
£38,954 691,242
R 79,917
| L {537,359
| 204400 196109
| 2827378 7 504,627
i
i
{ 92,623
: 13,142
307085
46197
{ 479,047
‘ 403 497 431,523
110,006 47,152
\ 116,235 156,743
C Lapse | L
_gaom | 20,066

!
K} A
§ 479 Moy

T PAMSLOL bawon
'ﬂ“ﬁ}m:, aggﬁ"ﬁzg Mitiiont

215,258 0y 215367
268729 281,381

1,269,094 W 917.848
I .

V{70,143

S s Wi—ém
= $2,504,627

$2.827.378

*Before recent 2-for-1 sphit.
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In the Phelps Dodge exercise, if the gold mine was worth §5 a
share, the other ancilliary divisions were worth $10-%16 a share, and
the stock was selling for $32, you were getting the copper business
for very little.

{ also looked at capital spending, which s the raination of so many
industrial companies. This didn’t appear 1o be a problem at Phelps
Dodge. In 1990 it spent $29¢ million to upgrade its plants and its
equipment, fess than half its cash flow.

Page 31 of the 1990 annual report (sce Table 15-2) shows a cash
flow of $633 million, which exceeded capital spending and dividend
payments combined, Even in a bad year, 1991, cash flow exceeded
capital spending. It's always a good sign when a company is taking
in more money than it spends. :

Phelps Dodge’s mines and other facilities were in excellent shape.
Unlike a computer company that must spend vast sums every year
on new product development or to cannibalize old products, Phelps
Dodge spends very little to maintain its mines. It’s aiso better off
than a steel company that invests a fortune on upgrading its plants,
only to be squeezed by foreign competitors who sell steel for less.

No matter what happens to capital spending or its various sub-
sidiaries, the fate of Phelps Dodge is tied to the price of copper.
The basic math is as follows. Phelps Dodge produces 1.1 bilion
pounds of copper a vear (it says so in the annual report), so a penny
increase in the price per pound creates an extra $11 million in pretax

earnings. With 70 million shares outstanding, the extra $11 million
- In earnings is ' worth 10 cents a share afterstaxes. Ergo, every time
the price of copper goes up a penny a pound, the earnings go up
10 cents, and if copper goes up 50 cents a pound, the earnings
improve by 85 a share.
if people know what the price of copper will be next year and the
year after that, then they automatically become geniuses on the
subject of when to buy and sell Phelps Dodge. 1 claim no such
prescience, but 1 thought copper was cheap in 1990-91 because of
the recession, and I imagined it wouldn't be cheap forever, and |
was cerfain that when it got more expensive the sharcholders of
Phelps Dodge would be the principal beneficiaries, All we have to
do is wait and be patient and continue to collect the dividend,

BEATING THE STREET 239

'“ —PHELPS
Table 15-2. CONSOLIDATED STATEMENT OF CASH FLOWS—P

DODGE CORPORATION ) o
190 1049 1958
#205,200
§ 444w T AR
OPERATING ACTIVITIES
Net income
Adtustrcuts to peconile st income 1o cush flow
o o i 132.96E 133487 116,862
Tatk jeplotion, dnd amo
— ) : 356 918 £53,6°00 ?;0;’,;:;
Treforrod oo taRes i o
[ 3,280 b
Undigtributed of equity [t > N o
15k i i Gther -
Trovision for RoRpOGLCInE S5801E Al -
( 633,499 TIZHTS A
Cash Bow fFom DpersticHs h
Adfpustments to reconcils cast Bow from oparations 10 net ousl
provided By oqperating HCHVIHE
Changes 0 Guirst a8sCis and Habiliios: o s .
{Encrease} deorgass in 1gceivables o m@} o A
flncreaie} dectoase it TvEROTies {9_.?13} o e
{Trerense] decrast in supphes {m‘qﬁs) s o
fingroase} decrease in propaid expamses ;933) sy .
Incroase {dectease} i interest sryabibe e st oty
Increase {dectease} i ather dECOMINS puyatie ;mz o g
Inereass feorease} i ineome HXES 2;538 s oo
in nth ey EXPETSES ¥
leresse (decrease) in other &0 . oy o
Cther adjusiments - e
ivith ol BT6 Ta, 158 .
Not eqsh provided by operating setivities 6 )
= L : ) , N
ENVESTING ACTIVITIE 2% 406} 207,407 (}?‘J,%’;’)
e §1.324% (F.529) i6 .32. 3
Capitakized in(ercsf N i v {252;31
Tnvestment in sebsidiaries o i e
Proveeds from assets sales o o — e
Met cash éfmide.d by investing artivities {393, § }
FINANCIAL ACTIVITIES . o0 am
N {95,184} {E14, 244} {33 048}
3,371}
pament ot {23,839% {E41,235F £34,
Pueschase of commn shares - st oo
profereed dividends o) st20m oo
Capmon dividends o o g
- 138 122,935
goomgy .. (L8 { }
Mot cash usad in financing activities .
2 CHEASE TASH AND SHORT-TERM
INCREASE (D!:,CRLA})L‘} M CASH - o 0
INVESTMENTS
T-1E ¥ IS AT ]
CASH AND SHORT-TERM HNVEETMEN e s sapes
BEGINNING OF YEAR ik LRSS L L
B ESTMENTS AT END OF J
CASH AND SHORT-FERM INVESTMENTS e s .

YEAR
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GENERAL MOTORS

j;l; he‘am‘os, often misidentified as bhue chips, are classic evelicals
i, ;gpn:g dl; zaato stock and putting it away for 25 years is like ﬁyirzg'
AC Alps—you may get something out of it, b ;
ver the ! $ ut not as
as_{thc hiker who experiences all the ups and do“:ns.' 7 much
; (.)éakiQtS;, I hreduceé ny %zoij::iings in Chrysler, Ford, and other auto
procks | ;;nigdt;?}ez; tr;:y biggest positions in the Magellan Fund
D% at the great car-buying spree that be int
early 1980s was about to end. But in - L i  estion.
. - But m 1991, a year into th i
with the auto stocks down 50 ? i bighe, and
ith th g s do percent from their recent highs, and
;;g:;li :1d§spre}3{i gloom in auto showrooms and car and tru{:f Ge,aiers
mochle to pass the ti ide i
play gp pass the time, I decided to give the autos another
Un_ul someone im{ents a reliable Hovercraft for home use, it’s a
(I:ertamty that‘cars will continue to be America’s most bciove’d cr
;ozzai ~pessessmn: Sooner or later, we all replace our cars ei’ﬁzer
’ egazzse \ive are tired of the old ones or because the brakes a;re shot
:nt “fel can see the road. through the rusted floorboards. I've held
Fu as long as I could with my 1977 AMC Concord, but even Oid
aithful is beginning to sputter. ?
Caﬁﬁz@lﬂtg{okf& b:l 2 ;;:)sit.ion in the autos in the eérly 1980s, annual
( ck sales in the U.S, had declined from 15.4 milli \ vehi
in 1977 to 10.5 million in 1982, 1 ble, of course. that sles
. . 1302, 1t was possible, of course, that sales
would fail further, but I knew th , ot T s
\ ey couldn’t go to zero. In most
i;}zttei;ecg;?ehave t;} E;{:-ass a yearly inspectiof1, which is another 1eas80n
can't keep their clunkers forever. Eventus :
clunkers will be barred from the road. ¢ rentually, these
" itasﬁ ;:}1;(:; dil:; afncw g;;miznicic may have retarded the rebound of
Ty from the iatest recession: the 60-month
_ $ : auto foan.
:_n tlize old days of th'é) 36-month auto foan, a car was paid off by the
er.mt-r the owner decided to get rid of it. Usually, there’d be some
7*?1“122} left in the car when it was driven onto the Iot for a trade-in
o;de ; imonth paper has changed all that. Many four- and fzve~year;
thcj:*:d;:v ire now wor;? less than the outstanding loan balances. and
- ers can’t afford to trade them i t
o oters can't 4 in. But eventually, these
Wi(ine useci;ul 1.nc§cator for when to buy auto stocks is used-car prices
°Rused-car dealers lower their prices, it ,
| used-car ¢ : > it means they're havin
trouble selling cars, and a lousy market for them is cvcnyiousier fo%
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the new-car dealers. But when used-car prices are on the rise, it’s
a sign of good times ahead for the automakers.

An even more reliable indicator is “units of pent-up demand.” I
located this telling statistic in a chart that’s published in a Chrysler
Corporation publication called Corporate Economist—another good
candidate for summer reading at the beach. (The chart appears here
as ‘Table 15.3)}

In the second column we find the actual car and truck sales,
arranging by calendar year, with cach number representing 1,000
vehicles. The third column,; called “Trend,” is an estimate of how
many cars and trucks should have been sold, based on demographics,
sales in previous years, the ages of cars on the road, and other
considerations. The difference between the two gives us the units
of pent-up demand.

In the four years from 1980 to 1983, when the economy was siug-
gish and people were trying to save money, actual car sales jagged
the trend by 7 million vehicles—7 million people who should have
bought cars and trucks had delayed their purchases. That told us to
expect a boom in auto sales. Sure enough, we had a boom from
1984 to 1989, years in which auto and truck sales exceeded the trend
by a combined 7.8 million units.

After four or five years when sales are under the trend, it takes
another four or five years of sales above the trend before the car
market can catch up to itself. If you didn’t know this, you might sell
your auto stocks too soon. For instance, after the boom year of 1983,
when car sales increased from 10.5 to 12.3 million vehicles, you
might have decided to take your profits in Ford or Chrysier stock
because the auto boom was over. But if you followed the trend, you
could see that there was still a pent-up demand for more than 7
million vehicles, which wasn’t exhausted until 1988.

A year to sell auto stocks was 1988, when the pent-up demand
from the early 1980s was all used up. The public had bought 74
million new vehicles in five years, and sales were more likely to go
down than up. Even though 1989 was a decent year for the economy
at large, auto sales fell by 1 million units, Auto stocks declined.

Starting in 1990, we've once again begun to build up a little pent-
up demand. We've had two years under tfrend, and if things continue
on their current course we'll build up 5.6 million units of pent-up
demand by the end of 1993, This should produce a boom in car sales

in 1994-96.
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Timing the auto cycles is only half the battle. The other half is
picking the companies that will gain the most on the upturn. If yoi're
right about the industry and wrong aboult the company, you can lose

Tabie 15-3. US. AUTO ANDT CTU
-3, 11.8. TRUCK INDUSTRY SALE
_ VERSUS TREND o ACTUAL
(in thousand units, by calendar year)

/g’::i ; Uni money just as easily as if vou're wrong about the industry. ‘
Year (Below) P:;;f of During the upturn that began in 1982, T concluded (1) that it was
Actual Trend Trend Dem ;:f; a good time to own auto stocks and {2) that Chrysler, Ford, and
1960 7,588 7,700 (12 Volvo had more to gain than General Motors. Since GM was the
1970 0270 ) {115 mumber-one :.:mtomgke-r, you would have thoughlt it would do the
9, 11,000 (1,621 (2,035) best, but it didn’t. f hat's E?ecazzsc QM’S reputation for excelience
1980 11,468 12.800 far exceeded any desire to live up to it. The company was arrogant,
’ (1,332} {1,336) myopic, and resting on its laurels, but other than that it was in great
1981 R 10,754 13,000 (2,206 ' shape. _
1082 | 246 {3,542 The filmmaker of Roger &_Me wasn't ﬁzc. only person who had
10,537 13,208 (2,663) (6.205 frouble getting into GM buildings. On one trip | was assigned to an
1983 12,310 13,480 ' N ) investor relazion_s guy who conldn’t fyad the r(?search-and-devciop-
’ {1,090} {7,295) ment center, which was roughly the size of a big college campus. Tt
1984 14,483 13,600 ogs took the two of us a couple of hours to figure out where it was.
1088 (6,412) ‘When the investor relations dcpgrtmcnt hasn’t read the locator map,
: 15,725 13,800 1,625 (4,487) you can assumce that the rest of the company is iust as lost,
1984 16.321 " ' ’ GM in the 1980s left a ‘bad impression among buyers of auto
) 000 2,321 (2,166) stocks. GM stock doubled in 10 years, but the people who bought
1987 15,189 14.260 Chrysler near the 1982 bottom made almost 50 times their money
’ 989 (117 in five years, and those who bought Ford made 17 times their money.
1988 : 15,788 14,400 1,388 o1 By the end of the decade, GM’s foibles were no secret. A man on
1989 ‘ 14,845 _ the street could tell you that America’s number-one automaker had
. 14,660 245 455 lost a war to the Japanese.
1950 14.147 14,500 But in the stock market it rarely pays to take yesterday’s news too
01 , (653} (197 seriously, or to hold an opinion too long. As GM was declining, the
: 12,541 1 . opular view on Wall Street was that this was a powerful compan
o (2459 &@ \?&frg} a profitable future. In 1991, the popuiar vic\f was that GMpwa{;
Estimates® - a weak company with a miserable future. Though § was no fan of
1992 13,312 (GM in the past, my hunch was that this latest popular opinion wouid
1993 14,300 2200 (1,858) prove to be as misguided as the last one.
i 13,400 (1,100) j ISt one. . _
You could almost take the old articles about Chrysier being the

stumbling giant of 1982 and switch the name Chrysier to General
Motors, and you’d have the same story ail over again. The only
' difference is that GM has a better balance sheet in 1992 than Chrys-
i ler did in 1982, The rest is the same; powerful enterprise forgets

how to make cars, loses the public’s confidence, lays off thousands
of workers, heads for the scrap heap of has-been corporations,

*Soﬁrlce: Chrysler Corporation
Estimates by Peter Lynch

E
ven thoa%?ti%{saies are above 1991 levels, we're still well under frend

and it wi our to fi
oo to five good years of auto and track sales to catch




244 Peter 1, ync}z

It was all.this negativity about GM that attracted me to it in 1991
A glance at the third-quarter 1990 report and I knew I was ént‘
somethz.ng. While most of the attention is focused on GM’s ﬂ;z ing
carqsaies in the U.S., it turns out that GM can sucéeeci wiﬁﬁm%
selling more cars in the U.S. Its most profitable businesses are itg
European operations, its financing arm (GMAQC), plus ughes Air-
craft, Delco, and Electronic Data Systems (thank you Réss Perot)
All of these other GM divisions are doing so wéii. ti;at if thf;
company can only break even on the U.S. auto business, it cbuid
earn $6-8 a share in 1993, Giving these earnings a ple ;z;tio of 8
thfﬂ stqckwshould sel for $48-$64, a big advance from the currenz:
;;n_f;e .hlf (;}M’s auto business improves beyond the break-even point
assih ;recfu when the economy revives, the company could earn $10
~ The closing of several plants will cost thousa § > i
jobs, bz’zz it will also enable GM to cut costs .i: {i:soif:z: rggor?i'::gr
enterprise. The company doesn™t need to win the war with Ja az
and recapture the American car buyer. GM is upset that its mariet
share has shrunk from 40 percent to 30 percent, but that's stjll bigeer
fhan the market share of al] the Japanese carmakers combined ngen
if GM gets only 25 percent of U.8. car buyers, its auto diﬁsio%zs can
:}frci:i agazg {:Oéztz‘z'_butehte earnings by scaling down their manufac-
1g and reducin i
i fg o oy £ ther expenses (3omcth1ng they have already
The very week that I'd arrived at this conclusion, the newspapers
reporzefi that several GM cars had won' major awaré:is inciudii pth
mucyh:d;sparaged Cadiliac, which once again had cha,rmed theg{:riﬁ
ics. The trucks looked good, the mid-sized cars !ookéd good, and
the company had plenty of cash. Since GM’s reputation could h;rdi
be worse, all the surprises should be happy ones, | ’

Stack Symbol Company V13192 Price
I(:;;J;{i ' General Motors. $31.00
. Phelps Dadge $32.50

SIXTEEN

NUKES IN DISTRESS
CMS Energy

Utility stocks were the great growth stocks of the 1950s, but since
then their main attraction bas been vield. For investors who need
income, buying wutility stocks has been more profitable in the long
rosn than buying CDs from the bapk. With a CD, you get the interest
plus your money back. With a utility stock you get the dividend,
which is hkely to be increased every year, plus a chance at a capital
gain.
Even in the recent era, when the demand for electricity has slowed
in most parts of the country and utilitics are no ionger regarded as
great growth stocks, there have been some big winners in the group,
including Southern Company (311 to $33 in five years), Oklahoma
Gas and Electric ($13 to $40), and Philadelphia Electric (89 to $26).

For brief periods at Magellan, 1 had 10 percent of the fund invested
in utilities. Usually this happened when interest rates were declining
and the economy was in a sputter. In other words, T treated the
utilities as interest-rate cyclicals, and tried to time my entrances and
my exits accordingly.

But the utilities with which I've done the best have been the
troubled ones. At Fidehlity, we made a bundle for our shareholders
on General Public Utilities after the Three Mile Island disaster, and
more bundies on Public Service of New Hampshire bonds, Long
Island Lighting, Gulf States Utilities, and the old Middie South
Utilities, which has changed its name to Entergy. This brings us to
Peter’s Principle #20:
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Corporations, like people, change their names for
one of two reasons: either they’ve gotten married,
or they’ve been involved in some fiasco that they hope
the public will forget.

Each of the troubled utilities mentioned above had problems with
nuke plants or the financing of nuke plants that never got builf, and
the nuke fears depressed the stock prices.

The reason my record with troubled utilities is better than with
troubled companies in general is that utilities are regulated by the
government. A utility may declare bankruptcy and/or eliminate its
dividend, but as fong as people need electricity, a way must be found
for the utility to continue to function.

The regulatory sysiem determines what prices the utility can
charge for the electricity or gas, what profit it’s allowed to make,
and whether the costs of jts mistakes can be passed along to the
customey. Since the state government has a vested interest in the
survival of the enterprise, the odds are overwhelming that the trou-
bled utility will be given the wherewithal to overcome its probiems.

Recently, the work of three analysts at the NatWest Investment
Banking Group (Kathleen Lally, John Kellenyi, and Philip Smyth)

was brought to my attention. Kellenyl Pve known for years. He’s an -

excellent analyst,

These utiiity watchers have identified what they called “the trou-
bled utility cycle,” and they give four examples of companies that
have lived through it: Consolidated Edisop, which faced a cash crisis
after the surge in oil prices during the 1973 embargo; Entergy Cor-
poration, which was. saddled with a lavish nuke plant it couldn’t
afford; Long Island Lighting, which built a nuke plant and then

couldn’t get a license for it; and General Public Utilities, the owner

of Three Mile Island Unit Two, which had a famous accident.

The stocks of all four of these utilities in distress fell so far and
so fast that their shareholders also were left in distress, and those
who sold in the panic have been even more distressed to sec the
prices quadruple or quintuple on the rebound. Meanwhile, the buy-
ers of these downtrodden shares are celebrating their good fortune,
which proves once again that one person’s distress is another’s
opportunity. You had a long time to profit from each of these four
recoveries, which, according to the three analysts, proceeded
through four recognizable stages.

In the first stage, disaster strikes. The utility is faced with a sudden
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loss of earnings, either because some huge cost (the increase in fuel
prices in Con Ed’s case} cannot be passed along to customers, or
because a huge asset (usually the nuke plant} is mothbalied and
removed from the rate base. The stock suffers accordingly and loses
anywhere from 40 percent to 80 percent of its value in a one- to
two-year period: Con Ed dropped from $6 to $1.50 in 1974, Entergy
from $16.75 to $9.25 in 1983-84, General Public Utilities from $9
o $3.88 in 197981, and Long Island Lighting from $17.50 to $3.75
in 1983--84. These drops are horrifying to people who regard utilities
as safe and stable investments.

Soon enough, the distressed utility is trading at 20-30 percent of
its book value. The stock has taken this drubbing because Wall Street
is worried that the damage to the company may be fatal, especially
when a multibillion-dollar nuke plant has been shut down. How long
it takes to reverse this impression varies from disaster to disaster.
With Long Island Lighting, the threat of bankruptey kept the stock
selling at 30 percent of book value for four years.

In the second stage, which our trio of experts calls “crisis man-
agement,” the utility attempts to respond to the disaster by cutting -
capital spending and adopting an austerity budget. As part of the
austerity, the dividend on the stock is reduced or eliminated. 1t is
beginning to look as if the company will survive its difficulties, but
the stock price doesn’t reflect the improved prospects.

In the third stage, “financial stabilization,” management has suc-
ceeded in cutting costs to the point that the utility can operate on
the cash it receives from its bill-paying customers. The capital mar-
kets may be unwiiling to lend it money for any new projects, and
the utility is still not earning anything for its sharcholders, but sur-
vival is no longer in doubt. The stock price has recovered somewhat,
and the shares are now selling at 6070 percent of book value. People
who bought the stock in stages one or two have doubled their money,

In stage four, “recovery at last!,” the utility once again is capable
of earning something for the shareholders, and Wall Street has rea-
son to expect improved earnings and the reinstatement of the div-
idend. The shares now sel at book value, How things progress from
here depends on two factors; (1) the reception from the capital
markets, because without capital the utility cannot expand its rate
base, and (2} the support, or nonsupport, of the regulators, i.e.,
how many costs they allow the utility to pass along to the customers
in the form of higher rates.
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Figures 16-1, 16-2, 16-3, and 16-4 show a stock price history for
each of our four examples. As you can see, vou didne’t have to rush
into these troubled utilities to make substantial profits, In each in-
stance, you could have waited until the crisis had abated and the
doomsayers were proven wrong, and still you could have doubled,
tripled, or quadrupled your money in a relatively short period.

Buy on the omission of the dividend and wait for the good news.
Or, buy when the first good news has arrived in the second stage.
The problem that some people have with this is that if the stock falls
to $4 and then rises to $8, they think they have missed it. A troubled
nuke has a long way to go, and you have to forget about the fact
that you missed the bottom. There’s a need here to apply some
psychological Wite-Out.

The difference between a troubled nuke and an opera is that the
troubled nuke is more likely to have a happy ending. This suggests
a simple way 0 make a nice living from troubled utilities: buy them e aiass I REeie s ;
when the dividend is omitted and hold on to them until the dividend e aks S NRERAR SHRENNUR SN SRS ENRERNRSRNR Y|
is restored. This is a strategy with a terrific SUCCLSS Tatio. : M bt ;

In the summer of 1991, the experts at NatWest identified five more of | FHAE e e
distressed utilities (Gulf States, Illinois Power, Niagara Mohawk, L
Pinnacle West, and Public Service Company of New Mexico) in
various stages of recovery, all selling below their book values, But
I had another idea for a Barron’s recommendation: CMS Energy.

This used to be the old Consumers Power of Michigan. It changed
its name after it buiit the Midland nuclear plant—something it hoped
the shareholders would forget. The stdck had been sailing along in
the $20s and then sank to $4.50 in less than a year, hitting bottom
soon after the dividend was omitted in October 1984,

CMS, né Consumers Power, was the latest 10-bagger in the
wrong direction, and the latest atility to have designed and con-
structed an expensive nuke plant on the foolish presumption that
the regulators who approved the project throughout its develop-
ment would allow it to operate in the end. Like Lucy with the
football, state utility commissions across the land got into the
habit of supporting nuke plants until their owners were fully
committed and it was too late for them to reverse direction.
Then, at the last minute, the public agencies would snatch away
the projects and watch the utilities fall flat on their backs.

When this happened to Consumers Power, the company was forced
to take a hefty write-off of $4 billion to cover the costs of building
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the nuke plant it wasn’t allowed to use. As Wall Street saw it, bank-
ruptey was not far from the doosstep.

But CMS did not go bankrupt, and by the end of the 1980s it had
made the best of a bad situation by converting the unusable nuclear
plant to natural gas. This conversion {carried out with the help of
Dow Chemical, CMS’s biggest customer) was expensive, but not as

expensive as watching a $4 billion investment go to waste. The con-

verted plant was opened in March of 1990, at a cost of $1,600 per
kilowatt, which was somewhat under budget, and the plant seemed
to be working fine, The stock had come all the way back and then
some, to $36 a share, for a ninefold gain in five years. But then a
couple of unfavorable rate decisions by the Michigan Public Service
Commission drove the price down to 817, which is where it was when
I stumbled onto it. :

The story came to me through Danny Frank, manager of Fidelity’s
Special Situations Fund, who had brought several of the troubled
nukes to Fidelity’s attention. Frank had thoroughly investigated the
situation at CMS. He indicated that CMS’s latest problems, which
mostly had to do with an unfriendly commission, did not justify the
50 percent devaluation in the price of the stock.

On Januvary 6, 1992, I talked to CMS’s new president, Victor
Fryling, whom I'd met years earlier when he worked for the en-
ergy/pipeline company Coastal. Fryling mentioned a couple of pos-
itive developments. The first was that the Midland plant, converted
to gas, was producing electricity at a cost of 6 cents per kilowatt, as
compared to the 9.2 cents It normally costs to produce electricity
from a new coal plant and the 13.3 cents from a nuke. Midiand was
a low-cost operation, the kind I like.

The second was that demand for electricity in Michigan was on
the rise. It had grown 12 years in a row. Even in the recession of
1991, the region consumed 1 percent more electricity than it did in
the prior year. On peak days for electricity use, CMS had only 19.6
percent in extra generating capacity held in reserve, which in utility
circles is considered a very thin margin. There were few new plants
coming on line in the Midwest to satisfy the growing demand, and
it takes 6-12 years to build one from scratch. Even some old ones
were being retired. From Economics 101 you learn that when de-
mand grows faster than supply, higher prices result. Higher prices
produce more profits. :

CMS’s balance sheet still had a lot of debt left over from the
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nuclear fiasco. It sold $1 billion worth of bonds to finance Midland’s
conversion to gas. {I noted that bondholders must have had faith in
these bonds, because the price had increased since the initial offer-
ing.) CMS had also sold $500 million worth of senjor notes, which
1 was glad to see were not callable for 10 years. When a company
is deeply indebted, you want it to be a debt that doesn’t have to be
paid in full anytime soon.

CMS had enough cash flow to pay the interest to its lenders, and
then some. { assured myself of that by reading the balance sheet, |
took the earnings and added those to the depreciation, then divided
by the number of shares and came up with a cash flow of $6 a share.
Since most of CMS’s generating equipment was new, the company
was not forced fo spend a 1ot of money on repairs. What was set
aside for depreciation could be used for other purposes. The com-
pany could (a) buy back its own stock, {(b) make acquisitions, or {¢)
increase the dividend, all of which would eventually benefit the
sharcholders. My prefercnce was for (a) and (¢).

I asked Fryling about CMS’s plans for the cash. He said CMS was
going to use it to expand the gas plant and o improve the efficiency
of the transmission lines, both of which would add to the company’s gen-
erating capacity. When a utility adds, say, 10 percent to capacity, it
automatically adds 10 percent to its earnings, based on the formula that
is applied by the regulators who set the rates. Tt is a wonderful thing
for shareholders when a utility builds a new plant {(on¢ that gets a
license to operate, at least) or takes other steps to increase capacity.
When capacity grows, so does the rate bdse, and so do the earnings.

Fryling and 1 also discussed the recent oil discovery in Ecuador, on
land that CMS owns jointly with Conoco. Production is scheduled to
begin in 1993, and if this goes according to plan, CMS will recetve $25

million in annual profits by 1995, This 325 million will add 20 cent |

a share to carnings. Fryling also informed me that the so-called Power
Group, a CMS subsidiary that owns several small cogeneration
plants and has been losing money of late, could turn a profit by 1993,

CMS had hoped to go to Long Island and help Long Island Light-
ing convert its Shoreham nuke plant, idled by politics, o natural
gas. This collaboration feli apart in 199]. But the greatest ongoing
disappointment was with the regulators.

A utility in the final stages of recovery depends on regulators to
treat it gently and pass along the costs of is mistakes, but the Mich-
Igan commission was uncooperative. It had handed down three un-~
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favorable rate decisions in & row and had refused to let CMS charge
its customers the full price of the natural gas burned at the Midiand
plant.

Apparently, the company had reason to believe that a recent ap-
pointee to the commission would be more accommodating, i.c., only
mildly hostile. Mildly hostile would be an improvement over the
commission’s traditional attitude. The commission’s own staff had
produced a study that favored certain concessions to CMS, and the
full commission would soon be voting on these concessions.

If CMS got a reasonable decision from the company’s point of
view, it would be allowed to earn $2 a share in the upcoming year,
as opposed to the $1.30 that Wall Street was expecting, and the
earnings could grow steadily thereafter. This possibility was much
on my mind when I recommended the stock in Barron’s.

1 also thought CMS was more than just a gamble on Michigan
regulatory politics. In the long run, I expected the company to thrive
with or without an accommodative public service commission. Its
powerful cash flow would enable it to reenter the ranks of the strong
utilities, and when that happened it could once again borrow money
at lower interest rates.

If all items were resolved in the company’s favor, CMS would be
allowed to earn $2.20, and if not, it would earn in the neighborhood
of $1.50, but either way it would prosper in the long run. 1f the
regulators restricted its earnings, it could plow the cash back into
more generating capacity and grow the business internally. With the
stock selling at $18, and below book value, 1 saw a lot of potential
reward without much risk.

Tf you don’t like CMS Energy, you can always look into the hapless
Public Service Company of New Mexico or the more hapless Tucson
Electric. You can be sure that the investor relations person won't
be too busy to talk to you.

Stock Symbol Company 1113192 Price
CMS CMS Energy $18.58




SEVENTEEN

UNCLE SAM’S GARAGE
SALE

Allied Capital 1T

When Uncle Sam or the Queen of England is having a garage sale,
i aiways try fo atiend, Not-So-Great Britain is way ahead of us in
sponsoring these events, having sold everything from the waterworks
to the airlines, but if our own deficit spending continues af the
present rate, someday we may have to privatize the national parks,
the Kennedy Space Center, and even the White House Rose Garden
just to pay the inferest on our national debt.

Privatization is a strange concept. You take something that's
owned by the public and then sell it back to the public, and from
then on, it’s private. From a practical standpoint, what’s useful to
know about this is that whenever the Americans or the British have
privatized something by selling shares in it, it's usually been a good
deal for the buyers. _

The reason is not hard to imagine. In the democratic countries,
the buyers of privatized industries are also voters, and governments
have enough trouble getting reelected without having to contend
with a mass of disgruntied investors who've Jost money on the tele-
phone company or the gasworks.

The British learned this lesson in 1983, after two of their carliest
privatizations, Brifoil and Amersham International, came out over-
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priced, creating widespread il will when the prices declined. Since
then, the British have structured their offers so it's been uplikely
that investors would lose, at least in the early going. British Telecom
doubled in price in one day. Three million Brits snapped up the
shares. No wonder the Tories are still in office. This leads us to
Peter’s Principle #21:

Whatever the queen is selling, buy it.

A few years ago, I was introduced to a tempting proposition from
a British contingent that showed up in our offices at Fidelity. They
introduced each other as Lord So-and-So and Sir So-and-So. They
brought along a large bound volume which proved 10 be a prospectus
for a group of British water utilities that were about to be privatized.
The prospectus was numbered like the limited edition of a rare print.
On the cover were the names and the corporate logos of the new
companies—Northumbrian Water, Severn Trent, Yorkshire Water,
Welsh Water PL.C, etc.

Even though Magelian had already taken part in the bonanzas of
British Telecom (the largest public flotation the world had ever seen
at the time-—~3$4 billion} and British Airways, 1 was unprepared for
the benefits that were built into these waterworks deals. They were
monopolics, just as water ufilities everywhere tend to be——it’s always
nice to own a monopoly. The British government, before setting
them {ree, had absorbed most of the prior debt,

These companies were coming out debt free, with extra capital
provided by the government, which had given them a “green dowry”
to get them off on the right foot. They agreed to embark on a 10-
year program of upgrading the water systems, an effort that would
be partially subsidized by the green dowry, with the rest paid for
by an increase in water bills. _

In our conversation in my office, the water lords told me that water
bills in England were so low (100 pounds a year) that even i these
prices doubled the customers would not resent it. fiven if they did
resent it, there was nothing they could do about it except stop using
water, which was unlikely. Water demand in England was growing
at | percent a year.

These new water shares could be bought on the installment plan,
just like cars or stereos or rugs. You could put 40 percent down and
pay the rest in fwo easy installments, one due in 12 months and the
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other in 20 months. The British had offered the same sort of deal,
which they called “partially paid shares,” on British Telecom. When
British Telecom came public at $30, all the buyer had to pay was $6
down. Then, when the share price rose to $36, the buyer who paid
$6 could sell and double his money,

The implications of this partial-paid concept I failed to appreciate
with British Telecom. I thought the stock price was going up too
fast, but when I finally understood the benefits of the partial-paid

feature, 1 could see that the buying frenzy was justified. The same

sort of deal was offered with the water companies, as follows.

In addition to aliowing you to buy shares on the instaliment plan,
the water companies paid an § percent dividend, beginning imme-
diately. For at least a year, you got this 8 percent dividend on the
full value of shares you acquired at 40 percent down. That gave you
a 20 percent return on your investment in the first 12 months—even
if the stock price stayed flat.

The British water shares were understandably quite popular. Before
the initial public offering, 1J.8. fund managers and other institational
investors were given an aliotment. For Magellan, 1 took everything
I wag allotted, and then bought more shares in the aftermarket, as
they began to trade on the London Stock Exchange. A portfolio of
all five of the water utilities doubled in value in three years.

The other British companies soid to the public have done just as
well or better in the six months to one year after the offerings. This
brings us to another what-if fund, the Queen’s Garage Sale Fund,
Any U.S. investor could have put together a portfolio of the stocks
shown in Table 17-1 and gotten the resulis shown there.

Every time a telephone company has been privatized, in whatever
couniry——the Philippines, Mexico, Spain—the shareholders have
reaped once-in-a-lifetime rewards. Politicians around the world are
dedicated to improving phone service, and in the developing coun-
tries there is such a hunger for phones that these companies are
growing at 2030 percent a year. What you’ve got here is the growth
rate of a small growth company, the size and stability of a biue chip,
and the guaranteed success of a monopoly. If you missed AT&T in
1910, yvou could have made up for it with Spanish and Mexican
telephones in the late 1980s.

Magellan shareholders made a lot of money on Mexican tele-
phones. You didn’t need to visit the Mexican telephone company
to see that a bonanza was coming. The country knew it had to
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Teble 17-1. QUEEN'S GARAGE SALE FUND

Compuany Name Shares Issued On % Increase
One Year Later

British Adrways ' 281 183.0
British (Gas 12/86 1046
British Steel 12/88 116.8
British Telecom 11/84 0.0
Northembrian Water 12/89 75,9_
Severn Trent ' 12/89 : 546
Welsh Water 128G 76,9
Yorkshire Water 12/8% 74.4

Source; DataStream
Based on price of shares sold in U.8. market.

improve the phone service before the rest of the economy could
expand. Phones were as important as roads. The country also knew
that it couldn’t have a good phone system without a well-capitalized,
well-managed pbone company. And it couldn’t attract the capital
without allowing shareholders to make a decent profit,

Here’s another great what-if portfolio, Telephones of the Emerg-
ing Nations:

Table 17-2. TELEPHONES OF EMERGING NATIONS

Company Name %o Increase Time Period
Compaiifa de Teléfonos de Chile 215.0 HIG-GY2
Tel¢fonos de México 774.8 7909192
. Hong Keng Telecommunications $.id. 2.3 12/88-9142
Telefénica de Espafia 100.9 61879192
Phitippine Long Distance 565.0 1496992

Based on prices of shares sold in U.S. market, in doflars.

By 1990, sales of privatized companies worldwide had reached
$200 billion, with more to come. The French have sold their electric
utilities and their trains, Scotland has sold its hydroelectric plants,
the Spaniards and the Argentinians have parceled out their oil com-
panies, the Mexicans their airlines. Britain may someday seli is
railways and its ports, Japan its bullet trains, Korea its state-run
bank, Thailand its airline, Greece a cement company, and Portugal
its telephones. _

In the U.S. there hasn’t been as much privatizing as we've seen
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abr(‘}ad, because there isn’t as much to privatize here. Qur oil com-
panies, phone companies, and electric companies were private to
begin with. The biggest recent deal was Coarail, or, more formalily
the Consolidated Rail Corporation, which was assembled from the;
wreckage of Penn Central and five other bankrupt lines in the North-
east. For several vears the government ran Conrail at a deficit, uniil
the Reagan administration decided that taking Conrail private was
the only way to stop it from seeking more government handouts
which already had exceeded $7 billion. ,

Some political factions favored selling Conrail to an existing rail-
road, with Norfolk Southern the most likely buyer, but after much
co_n.gressionai wrangling, a plan to sell it to the public prevailed. In
March 1987, Conrail became the largest public offering in 1.5,
history, $1.6 billion. The government spent a fortune gold-plating
this railroad, upgrading the rails and equipment, and pumping in
money. The initial price was $10 a share, and as of this writing that
same share is worth $46.

z_&t & gathering to celebrate the Conrail deal, President Reagan
quipped: “OK, when do we seill the TVA?” Of course, no serious
attempt has e¢ver been made to privatize the Tennessee Valley Au-
thority, but if it bappened, I'd be standing in line for the prospectus.
There was talk, once, of privatizing Amtrak, and also the naval
petroleum reserves in California and Wyoming, and I'd stand in line
for those prospectuses, too, Maybe someday they'll sell off the Na-
tional Gallery or the Marine Band or Niagara Falls.

As it was, there were no exciting new privatizations coming to
market at the time I was looking for stocks for the Barron’s panel.
The old ones that I {ollow, such as the Mexican telephone company
{the original Taco Bell) and the Spanish telephone company (Fla-
menco Bell), had made big gains in the prior year and seemed to
be getting ahead of themselves, Did this mean there was no way for
an investor to profit from government giveaways in 19927 Not as
long as we’ve got a Resolution Trust Corporation.

We've already discussed ope way to take advantage of the S&L
mess—buying shares in the healthy S&Ls that are acquiring the
branches and the deposits of their {ailed brethren. Another way was
to buy stock in a company called Allied Capital 1.

Allied Capitalis one of the few venture capital firms that is publicly
traded. It lends money, mostly to small companies, and in return
gets a relatively high rate of interest plus a “kicker” (stock options,
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warrants, etc.) that gives Allied a stake in the profits if the venture
succeeds. This strategy has been so productive that a person who
invested $10,000 in Allied Capital T when it came public in 1960 is
sitting on a $1.5 million nest egg today.

One tangible result of an Allied Capital start-up loan is the air

. purifier that sits in our bedroom in Marblehead. This arnazing picce

of equipment removes 50 much grit from the air that our bedroom
has the air quality rating of a genetic engineering lab. I've given one
of these units to my mother-in-law and one to my secretary so they,
too, can rid their lives of dust. The machine is made by Envirocare,
a high-tech firm in which Allied Capital now has a large equity
interest to go along with its loan,

Recently, the people from Allied Capital decided to perform an
encore. They created a second pool of money ($92 million) by seiling
shares in Allied Capital I1, which now trades on the over-the-counter
market. The basic idea was the same as for the first Allied. The
company borrows against its pool of money, in this case $92 million,
to raise another $92 million. Now it has a pool of $184 million. It
uses this $184 million to buy loans that pay, say, 10 percent interest.

If Allied IP's own cost of borrowing is, say 8 percent, and it
acquires a portfolio of loans that pay 10 percent, it can make a
comfortable spread for its shareholders, plus the occasional equity
“kicker” as described above. The company has few employees and
few expenses.

The key to Allied’s success has been the management’s ability to
get its money back. Unlike bankers, the lenders at Allied have been
very picky about who can borrow the money, and very stringent
about how much collateral the borrowers must put up. Allied Capital
I1, ’d heard, was using a portion of its pool of money to buy loans
from the Resolution Trust Corporation. _

We normally think of the Resolution Trust Corporation as selling
condos, golf courses, gold-plated flatware, overpriced artwork, and
corporate jets once flown by the owners of the bankrupt 8&l.s. But
the RTC also sells loans that were made by those wild and crazy
guys. Among the many bum loans in these S&l. portfolios, there
are actually some good ones advanced to reputable borrowers with
solid collateral.

Wall Street investment houses and the big banks have bought up
many such loans in the multimillion-doflar category, but the loans
of §1 million or less have not been so easy for the RTC to unload.




262 Peter Lynch

It's here that Allied Capital I had planned to enter the auction.

1 called the company to assure myself that the same team that ran
the original Allied Capital was also making the decisions at Allied
Capital I1. It was. Shares in Allied 1] were selling for $19, witha 6
percent dividend. Investing in Allied IT seemed like a simple way {0
turn the S&L fiasco into something advantageous, Here was a chance

to make back some of the taxes we all have to pay to finance the
S&L bailout.

Stock Symbol Company 113192 Price

ALIL Allied Capital $15.00
Corporatios 1T

EIGHTEEN

MY FANNIE MAE DIARY

Every year since 1986, I've recommended Fannie Mac to the Bar-
ron's pancl. {U's getting to be boring. I touted it in 1986 as the “best
business, literally, in Arnerica,” noting that Fannie Mae had a
quarter of the employees of Fidelity and 10 times the profits. I touted
it in 1987 as the “‘ultimate savings and loan.” In 1988, I said it was
“a much better company than it was a vear ago, and the stock is
eight points lower.” In 1989, when Alan Abelson asked, “What is
your favorite stock?” I answered, “A company that you have heard
of before, the Federal National Mortgage Association,”

1t’s no accident that there’s a snapshot of Fannie Mae headquarters
alongside the family photographs on the memento shelf in my office.
It warms my heart to think of the place. The stock has been so great
they ought to retire the symbol.

During my final three years at Magellan, Fanmie Mae was the
biggest position in the fund—half a billion doHars” worth, Other
Fidelity funds also loaded up on Fanniec Mae. Between the stock
and the warrants {options to buy more shares at a certain price},
Fidelity and its clients made more than $1 billion in profits on Fannie
Mage in the 1980s,

{’m submitting this result to the Guinness Book of World Records:
most money ever made by one mutual-fund group on one stock in
the history of finance.

Was Fannie Mae an cobvious winner? In hindsight, yes, but a
company does not tell you to buy it. There is always something to
worry about. There are always respected investors who say that
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you're wrong. You have to know the story better than they do, and
have faith in what you know. )

_Fm* a stock to do better than expected, the company has to be
wadciy. underestimated. Otherwise, it would sell for a higher price
to begin with. When the prevailing opinion is more negative than
yours, you have to constantly check and recheck the facts, to reassure
yourself that you're not being foolishly optimistic.

The story keeps changing, for either better or worse, and you
have to follow those changes and act accordingly. With Faimie Mae
Wall Street was ignoring the changes. The old Fannie Mae had m.adé
such a powerful impression that people had a hard time seeing the
new Fannie Mae emerging in front of their eves. T saw it, but not
1'1giz§r away. Not right away was still soon enough to make a sixfold
profit ont a $20¢ million investment. This is my Fannie Mae diary.

1977

1 took my first position in this $5 stock. What did 1 know about the
company? It was founded in 1938 as a government-owned enterprise
and ‘t%zerz was privatized in the 1960s, Its function in life was to
pm\_f}de liguidity in the mortgage market, which it accomplished by.
buying mortgages from banks and S&Ls. Hs motto was “Borrow
short and lend long.” Fannie Mae borrowed money at cheap rates
used the money to buy long-term mortgages that paid higher ﬁxe{i
rates, and pocketed the differcnce. |

This strategy worked OK in periods when interest rates were going
down. Fannie Mae carncd a lot of money during such times, because
the cost of its borrowing decreased while the proceeds from its
portfolio of fixed-rate mortgages stayed constant. When interest
rates went up, the cost of borrowing increased, and Fannie Mae lost
a lot of money.

1 sold the stock a few months after 1 bought i, for a small profit
I saw that intcrest rates were going up. ‘

1981

Fanzz%c Mae kad giot in comumon with the heroine of The Perils of
Pauline: it was trying to avert the latest calamity. All the long-term
mortgages it had bought in the mid-70s were paying from & to 10
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percent. Meanwhile, short-term rates had skyrocketed to 18-20 per-
cent. You can’t get very far by borrowing at 18 to make 9. Investors
knew this, which is why the stock, which sold for as much as $9 a
share in 1974, fell to a historic low of §2.

This was one of those rare periods when a homeowner could say:
“My house is OK, but my morigage is beautiful.” Out the window
there might be a slag heap, but people didn’t want 10 move. They
were staying put for the sake of their beautiful mortgages. This was
bad for the banks, and terrible for Fannie Mae. There were rumors
the company would go out of business. '

1982

Under my nose, Fannie Mae was about to undergo & major person-
ality change. Some people noticed. Eiliot Schneider of Gruntal &
Co., an analyst who was known as the world’s most dedicated Fannic
watcher, predicted to his clients: “Fannie Mae will become the kind
of gitl you bring home to mother.”

The company we all thought we understood as an intercst-rate
play, losing millions one year, making millions the next, was trying
to reinvent itself. A guy named David Maxwell was brought in.
Maxwell was a lawyer and former insurance commissioner of Penn-
sylvania who earlier had started his own mortgage insurance com-
pany and made a success of it. . He knew the industry.

Maxwell was determined to put a stop to Fannie Mae’s wild swings.
He wanted to turn the company into & stable, mature enterprise
with reliable earnings. This he hoped to accomplish in two ways:
(1) by putting an end to borrow short—lend long and (2) by imitating
Freddie Mac,

Freddie Mac, formally known as the Federal Home Loan Mort-
gage Corporation, was also started by the federal government, Its
mission was to purchase mortgages exclusively from S&Ls. Freddie
Mac became a publicly traded company in 1976, In addition to simply
buying mortgages and holding them, Freddie Mac had stumbled
onto the newfangled idea of packaging mortgages. :

The idea was simple: buy a bunch of mortgages, bundle them
together, and sell the bundle to banks, S&Ls, insyrance companics,
college or charitable endowments, ¢te.

Fannie Mae copied the Freddie Mac idea and began packaging
mortgages in 1982, Let’s say you had a mortgage on your house that
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came from Bank X. Bank X would sell your mortgage to Fannie
Mae. Fannie Mae would hump it together with other mortgages to
create 8 “‘mortgage-backed security.” It could then sell the mort-
gage-backed security to anybody, even back to the banks that had
originated the mortgages in the package.

Fannie Mae got a nice fee for doing this. And by selling mortgages
that it used {o hold in #s own portfolio, it passed the interest-rate
risk on to new buyers.

This packaging service was very popular in banking circles. Before
m?rtgage-backed securities came along, banks and S&Ls were stuck
with owning thousands of little mortgages. It was hard to keep track
of them, and it was hard to sell them in a pinch. Now the banks
could sell all their little mortgages to Fannie Mae and use the pro-
ceeds to make more mortgages, so their money wasn’t tied up. I
they still wanted to own mortgages, they could buy a few mortgage-
backed securities from that same Fannie Mae,

Socn there was a market for the mortgage-backed securities, and
they could be traded instantly, like a stock or a bond or a bottle of
vodka in Moscow. Mortgages by the thousands, and later by the
millions, were converted into packages. This little invention, if you
couid even call it that, was destined to become a $300-billion-a-vear
industry, bigger than Big Steel or Big Coal or Big Oil.

But in 1982, I was still looking at Fannie Mae as an interest-rate
play. I bought the stock for the second time in my career, as interest
rates were falling. In the notes T took after calling the company on
November 23, 1982, T wrote: ©. . . I figure they’ll make $5 a share.”
That vear the stock rebounded in typical Fannie Mae fashion, from
$2 to $9. This is what happens with cyclicals: the compaay’ loses
money in 1982 and the stock increases fourfold, as investors antic-
ipate the next golden age.

1983

When ] called in February, the company was doing $1 billion a month
in these new mortgage-backed securities. It occwrred to me that
Fannie Mae was like a bank, but also had major advantages over a
bank. Banks had 2-3 percent overhead. Fannie Mae could pay its
EXPENses On & .2 percent overhead. It didn’t have a blimp. It didn't
give away toaster ovens. It didn’t pay Phil Rizzuto to advertise mortgage-
backed securities on TV. Tts entire payroll was around 1,300 people,
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spread out in four offices located in four different cities. The Bank
of America had as many branches as Fannie Mae had employees.

Thanks to its status as a quasigovernmental agency, Fannie Mae
could borrow money more cheaply than any bank, more cheaply than
IBM or General Motors or thousands of other companies. It could,
for instance, borrow money for 15 years at 8 percent, use the money
to buy a 15-year mortgage at 9 percent, and earn a 1 percent spread.

No bank, S&L., or other financial company in America could make
a profit on a 1 percent spread. It doesn’t sound like much, butal
percent spread on $100 biltion worth of loans is still 51 billion.

Fannie Mae had begun to chip away at what it called the “block
of granite”—the portfolio of long-term mortgages it had acquired
in the mid-1970s at unfavorable rates. This was a slow process. The
mortgages would roll over and Fannie Mae would replace them with
mortgages that paid higher rates of interest. Still it owned $60 billion
worth, yielding a collective 9.24 percent, when the average cost of
its debt was 11.87 percent.

The company had gotten the attention of Thomas Hearns at Mer-
rill Lynch, Mark Alpert at Bear Stearns, and Thomas Klingenstein
at Wertheim. A lot of analysts were saying good things about it.
They saw that further declines in interest rates would, as one of
them said, “explode the carnings.”

After eight straight quarters of losses, Fannie Mae actually posted
a profit in 1983. The stock went nowhere.

1984

My commitment to the stock was a whopping .1 percent of Magel-
tan’s assets. But even a small position enabled me to keep in touch.
I increased it, gingerly, to .37 percent by the end of the year. The
stock fell in half again, from $9 to $4, and in typical old Fannie Mae
style—interest rates rose and earnings fell. The benefits of mort-
gage-backed securities were still outweighed by the block of granite.

To avoid this predicament in the future, Fannie Mae had begun
to “match” its borrowing to its lending. Instead of borrowing short-
term money at the cheapest rates, it was offering 3-, 5, and 10-year
bonds at higher rates. This increased Fannie Mae's cost of money,
penalizing carnings in the short term. But in the long run it made
the company less valnerable to the swings in rates that had been its
bugaboo in the past.
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1985

"The potential of these thin 5 beginni
164 gs was beginning to dawn on me. Mort-
gage-backeq securities could be a huge industry—Fannie Affac ?:;s
giw packaging $23 billion of these a year, twice the number in 1983~
M: Big pieces from the block of granite were being chipped ﬁw&y
.dnagfsmfm now talked about *the old portfolio” and “the m-:\.\;
fﬁo{;‘rtfoim. Tgeren were two different businesses here: packaging
e es . : . - r‘ . [} i -
mor )gt gemc.m selling them, and originating mortgages and holding
A new fear crept in: not interest rat ! '
. 1 10 s, but Texas. Crazy S&L
q(};’;ﬁ there had ybeen lending money in the oil-patch boom.,yPeopE:
in Houston w‘ho d gotten mortgages with 5 percent down were leav-
12g.the keys in the dqor and walking away from their houses and
t ?r_mortgage.s. Fannie Mae owned a lot of these mortgages
" 5 ng, H v1szzed_ the company in Washington and spoke to i}avid
N Zx:;fe . Several important competitors in the mortgage business
g;ge ﬁzgped o;zt. With fewer competitors buying and selling mort-
s, the profit margins on loans had widen¢ i .
Eoonte Mo aaiar ns had widened, This wonid boost
I must have been impressed with Fanni
] ‘annie Mae’s progress. 1 bought
more stock-—enough to make Fannie Mae 2 pérceng% of the f:ﬁd
On]f; of my top 10 holdings. ,
eginning in July, I called Paul Paquin at the ivest i
| stor relat
i&iia;r;mem f(;r regular updates. The two numbers that app;{;:;
st frequently on my office phone bills ' i
my house in Marblehead. ere for Fannfe Ma and
Here's the key question to ask about a ri i
 H ‘ 8 a risky vet promisi ks
11;.2 things £o r;gh%, how much can I earn? What's thg rewz;?:‘lgs?g:z
the equation? I figured that if Fannie Mae could pay for its overhead
on thf: proc?,lcds from mer_tgage—backed securities and then make 1
.?Ae{r;:c,nt on its own $100 billion portfolio, it could carn $7 a share
A 355 p;*zc;:{s, I:hat gave the stock a pfe ratio of 1. When a com?an};
- a rn a " z : ¥ ? .
can K the price of its stock in one year, you've found a good
At first, T took pages and p: - '
first, nd pages of rotes on my conversations with
Fannie Mae, but now I knew the company so well I could jot d‘;;n
th?«" new developments on a single sheet.
Fannie Mae lost 87 cents a share in 1984 b
¢ me "
1985. The stock rebounded from $4 to $9. - v made 32 cents in
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1986

i retreated a bit. Now only 1.8 percent of the fund was invested in
Fannie Mae. Wall Street was still worrying about Texas and the keys
in the doors. Here in my notes of May 19 was a more important
development: Fannie Mae had just sold $10 billion of its block of
granite, and only $30 billion of these unfavorable loans remained.
For the first time, I told myseli; ““This stock is a buy on the mortgage-
backed securities alone!”

Another new card that turned up: Fannie Mae was tightening its
fending standards on new mortgages. This turned out fo be a very
smart move, because it protected Fannie Mae in the next recession.
‘While banks like Citicorp were making it easier to get mortgages
with little documentation—no-doc mortgages, low-doc mortgages,
call-the-doc mortgages—Fannie Mae was making it harder. Fannie
Mae did not want to repeat the Texas mistake. In that state, it was
promoting the no-way-José morigage.

The blemishes on Fannie Mae were obscuring the beauty of the
morigage-backed securities. This business was sure to grow, as re-
financing turned into the national pastime. Fven if new houses
weren't selling, the mortgage business would grow. Old peopie
would move out of old houses and new people would buy the oid
houses, and new mortgages would have to be written, Many of these
would end up in Fannie Mae’s packages, and Fannie Mae would get
more fees.

The company had remade itself, and was on the verge of the great
explosion that Thomas Klingenstein foresaw in 1983, yet most an-
alysts were now skeptical. Montgomery Securitics told its clients
‘that “Fannie Mae is overvalaed refative to the average thrift in our
coverage.” Was this really an average thrift? *“The significant recent
drop in oil prices,” Montgomery continued, “could negatively im-
pact the firm’s $18.5 billion in mortgages exposed to the [Southwest]
region.” '

Fannie Mae was chipping away at the block of granite. It sold
another $10 billion of its old mortgages that carried interest rates
unfavorabie to Fannie Mae. .

In the last five months of 1986, the stock rose from §8 to $12. The

company carned $1.44 for the year.
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1987

Between 2 and 2.3 percent of Magellan was invested in Fannie Mae
throughout the year. The stock seesawed from $12 to $16 back to
$}2, bac;i{ to $16, and then suffered a setback to $8 in tE’tC Great
{,o_l:rectron‘ of October. Wiggle watchers were befuddied. '
I'm gettiz*fg ahead of myself. In February, I talked to four Fannie
Mae €xecutives on a conference call. 1 learned that foreclosures on
houses with Fannie Mae morigages were still on the rise. Fannie
Mae _had taken back so many houses in Texas that it had ‘becom
thf: b‘zggcst‘ real-estate mogul in Texas, literally by default ’
I‘hzrty—ezgh‘t Fannie Mae employees were working in ‘H{mston
alone to get rid of these houses. The company had to spend millions
on foreclosure actions, and millions more 1o cut the grass and ainlt
the stoops and otherwise maintain the abandoned housés uhtilﬁ)
ers couid bi? found. At the moment, buyers were scarce. v

The hg}zzsm.g market in Alaska had also deteriorated Fortunatel
fo_r Fannie 'Mae, the Alaska housing market is very sm'ali ’

In my mind, these negatives were overshadowed by thr;; amazin
success of mortgage-backed securitics—$100 billion worth packa e§
i this single year. Also, Fannie Mae had solved the problem of%
and downs, E no longer qualified as a cyclical, It was beginnin ﬁf
reser_nbfe Brzstol;Myers or General Electric, a steady grower \%izh
predictable earnings. But it was growing much faster than Bristol-
Myers. Its caraings had jumped from 83 cents to $1.55.

On Octobfzr 13, days before the Great Correction, 1 called the
company agam. David Maxwell, the CEO, made an z‘ntetresting state-
ment that confirmed my suppositions: if interest rates were t(; rise
3 percent, he said, Fannie Mae’s carnings would decline by onl 5(}
cents, Neyer could such a thing have been said about .the oid i*‘arj:nie
Mae. This was a watershed—the company was telling us that th
transformation had succeeded. ¢ e

Along with the rest of the stocks, Fannie Mae got clobbered on
October 19. Investors were panicky and commentators predicted the
end f)f the world, 1 was comforted by the fact that whereas Fannie
Ma_e s faz:eclosuze rate was still rising, its 90-day delinguencies were
falling. Since delinquencies lead to foreclosures, this fall in the de-
li Rquency rate suggested that Fanniec Mae had already seen the worst

1 mm;nded myself of the Even Bigger Picture, that Stocks in goocé
companies are worth owning. I was convinced Fannie Mae was a
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good company-—what was the worst thing that could happen to it?
A recession that turned into a depression? In that situation, interest
rates would drop, and Fannie Mae would benefit by refinancing its
debt at fower short-term rates. As long as people were paying on
their mortgages, Fannie Mae would be the most lucrative business
left on the planet,

As the end of the world approached and people stopped paying
their mortgages, Fannic Mae would go down with the banking system
and all the other systems, but it wouldn’t happen overnight. The
last thing people would give up on (except in Houston, apparently)
would be their houses. I couldn’t imagine a better place to be in-
vested in the twilight of civilization than Fannie Mae stock.

Fannie Mae must have agreed with me. In the aftermath of the
Great Correction, the company announced it was buying back up
to 5 million shares.

1988

There are different shades of buys. There's the “What else 1 am
going to buy?” buy. There’s the “Maybe this will work out” buy.
There’s the “Buy now and sell later” buy. There’s the “buy for your
mother-in-law” buy. There’s the “Buy for your mother-in-law and
all the aunts, uncles, and cousins” buy. There’s the “Sell the house
and put the money into this” buy. There’s the “Sell the house, the
boat, the cars, and the barbecue and put the money into this” buy.
There’s the “Scll the house, hoat, cars, and barbecue, and 1insist
your mother-in-law, aunts, uncles, and cousins do the same” buy.
That’s what Fannie Mac was becoming,.

I boosted Magellan’s holding to 3 percent throughout most of
1988. The company earned $2.14, up from $1.55. Sixty percent of
its mortgage portfolio had been acquired under the new, tougher
standards. :

Fannic Mae's foreclosures had dropped for the first time since 1984,

In addition, the government had new accounting rules on the
mortgage business. Heretofore, mortgage commitment fees were
“booked” as income as soon as Fannie Mae received them. The
company might receive $100 million in fees one quarter and $10
million the next. This accounting system caused severe fluctuations
in Fannie Mae’s quarterly earnings. It was not uncommon for Fannie
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Mae to report 2 “down” qus |

quarter, which would scare inves :
create a sell-off in the stock, tors and
hU{:der the new rules, commitment fees had to be amortized over
the life of each‘zzew mortgage loan. Fannie Mae has not suffered a
down quarter since these rules went into effect.

1989

I noted that great investor Warren Buffett owned 2.2 million shares.
1 talked to the company several times. July showed a major im-
provement i nonperforming assets. There was a small probiem witiz
defal}lts i Colorado, F)ut the Texas problem was going away. Miracle
of {‘mrac!es: house prices were on the rise in Houston.

‘I~mm the National Delinquency Survey, my latest bedside enter-
tamment, I learned that Fannie Mae’s 90-day delinquency rate had
dropped agaff}, from I.1 percent in 1988 to .6 percent in 1989. 1 also
Z:;atc;:e& the “price of the median house™ statistic to reassure myself

ome prices weren't collapsing. They werent. T

ihat o psing y weren't. They were rising,
_ This was the year I backed up the truck. “Backing up the truck”
is a technical Wall Street term for buying as many shares as vou can
;;ford. Now 4 percent of Magellan’s assets were invested in Tannic
Mae, and toward the end of the year I reached my 3 percent limit
it was my largest position by far. o

banr{zc Mae was now packaging $225 billion worth of new mort-
gag&baa%wd securities. It would now earn $400 million a year from
a ;?ac,kagmg business that didn’t exist in 1981, Not an S&I in the
umverse wanted to own a mortgage now. They shi . :

v _ . shipped them :
to Freddie Mac or Fannie Mae, Yo em eltof

Finaily, _WaII Street was catching on to the idea that this company
g;:ould continue to grow at a 15-20 percent rate. The stock rose from
Ijét ;0 $f2, ka two;candwa-haif-bagger in one year. As so often happens

€ StOCK market, several years® worth of natience 5 '
in the y - of patience was rewarded

_Z-Eveﬁl at this highfj:r price, Fannie Mae was still undervalued, with
a ?fc of 10. A,ncgatm: article on the housing market, called “Crum-
Ehng C&sti.es,‘- appeared in Barron’s in December. The tag line read:
The Recession in Real Estate Has Ominous Implications.” The
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illustration showed a two-story house with a sign in the front yard
that pleaded: “For Rent, for Sale, for Anything!”

If it weren’t for the housing fear that refused to die, Fannie Mae
would have been a §100 stock,

1999

1 tried to maintain the 5 percent limit, the maximum aliowed by the
SEC. Fannie Mae’s shares had increased in price to the point that
for a short period the holding actually represented 6 percent of the
value of the fund, This was OK, as long as the 5 percent limit had
been exceeded because the stock price had gone up, and not because
1'd bought more shares.

In the summer and fall, T watched with fascination as more week-
end worrying sank this stock just when everything in the company
was going right. Saddam Hussein had invaded Kuwait, and we had
invaded Saddam. The worry this time was that the Gulf War would
produce a national depression in real estate, a coast-to-coast version
of the Texas calamity. Hundreds of thousands of people would be
walking away from their homes and sending the keys to Fannie Mae.
Fannie Mae would become the nation’s landlord, wasting all ifs
biltions on paint, for-sale signs, and lawyers’ biils.

Never in all my years of seeing worthy companies get clobbered
for no good reason had I seen one that deserved it less. Fannie Mae’s
delinquency problems were now minuscule, but still it suffered from
fear by association. In November 1990, The Wall Street Journal
published an article entitled “Citicorp Lenders Lament,” which de-
scribed how that bank’s loan delinquencies had increased from 2.4
percent to 3.5 percent. This had nothing to do with Fannie Mae,
but the price of Fannie Mae stock {(along with that of many mortgage-
related issucs) fell in sympathy.

What a pity for the shareholders who paid attention to the big
global picture instead of the goings-on at the company and sold their
shares because of the coming depression in housing. Except for the
fat-cat houses, there was no coming depression in housing. The

National Association of Realtors subsequently reported that in 1990,
and again in 1991, the price of an average house increased in value.

If you kept up with the story, you knew that Fannie Mae hadn’t
written any fat-cat mortgages above $202,000, so it wasn’t involved
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in the trophy-house market. Its average mortgage was $90,000. You
knew it had tightened its underwriting standards, and no longer
made Texas-style loans on 5 percent down. You knew that the mort-
gage-backed securities business was still growing at a fast chip.

Fannie Mae stock fell from $42 to $24 in the Saddam Sell-off , and
then promptly rose again to $38.

1991

Twas gone from Magellan. It was up fo my successor, Morris Smith,
to keep tabs on Fannie Mae, He did and the stock remained the
number-one holding. The price rose again from $38 to $60. The
company had record earnings of $1.1 billion.

1992

For the sixth year in a row, I recommended Fannie Mae in Barron’s.
The stock was selling for $69 and earning $6, giving it a p/e ratio of
11, which compared very favorably with the market’s p/e of 23.

Once again, the underlying story had improved. Fannic Mae was
reducing its interest-rate risk by issuing callable debt. Callable debt
gave Fannie Mae the right to buy back its bonds when such a move
would be favorable to the company, especially when interest rates
fell and it could borrow more cheaply. :

It now suffers a short-term penalty for issuing callable debt, since
it must pay a higher rate of interest to attract borrowers who other-
wise wouldn’t want to own callable bonds. But in the long run, this
is another way that Fannie Mae can protect its earnings no matter
what happens to rates.

Fannie Mae was still a 1215 percent grower and stiff undervalued,
just as it had been for the past eight years. Some things never change.

Stock Symbol Company 113192 Price

FNM Federal National Mortgage Association $68.75

NINETEEN

TREASURE IN THE
BACKYARD

The Colonial Group of Mutual Funds

Yor several vears, ¥ missed one of the best-performing groups on
Wall Street, the mutual-fund industry. Like the mall manager who
neglected to buy the Gap as the sales results passed tmde_r his nose,
1 neglected to buy Dreyfus, Franklin Resources, Colonial Group,
T. Rowe Price, State Street Bank, Alliance Capital Management,
and Eaton Vance. 1 don’t know why, really, Perhaps 1 couldn’t sce
the trees for the forest. The only one I did buy was United Asset
Management, a company that had 30-40 fund managers under con-
fract and hired them out lo other institutions,

These companies are so-called direct mutual-fund plays, as op-
posed to, say, Putnam, which is a subsidiary of Marsh»McLezman,
or Kemper, which has a fund business but mostly sells insurance.
All eight did well in 1988 and 1989, as the fear of the collapse of
the mutual-fund industry after the Great Correction of 1987 turned
out to have been exaggerated,

That corrgction gave me the chance to buy these feliow mu*gual-
fund companies, which I had overiooked before, and at low prices.
Here is another of my favorite what-if portfolios: if you had divided
your money equally among these eight stocks and held them from
the beginning of 1988 to the end of 1989, you woz}ld have outper-
formed 99 percent of the funds that these companies promote.
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Pruring periods when mutual fands are popular, investing in the

f:{)mpmies that scll the funds is likely to be more rewarding than
investing in their products. I'm reminded that in the Gold Rush the
people who sold picks and shovels did better than the prospectors.

When intercst rates are declining, the bond and equity funds tend
to attract the most cash, and the companies that specialize in such
funds (Eaton Vance and Colonial, for instance) are exceptionally
Proﬁzabie. Direyfus manages a Jot of money-market assets, so when
interest rates are going up and people are getting out of the stock
market and out of long-term bonds, Dreyfus prospers, Alliance
Capital manages money for institutional clients, and also manages
mutual funds that are soid to individuals through brokers. It’s been
a public company since 1988. The stock price took a slight dip in
1994, and then headed straight for the attic.

Given the billions of dollars that recently have been pouring into
bonds, stocks, and money-market mutual funds, it should be no

_surprise that these mutuai-fund companies have outperformed the
market. If there’s any surprise here, it’s that nobody has yet launched
the Muteai-Fund Company Mutual Fand,
The information about who is getting in and out of which kind of
f‘a.nd is published by the industry, and professionals and amateurs
alike have an opportunity to take advantage of it. If you didn’t buy
these stocks after the last big correction, you could have bought
them during the Saddam Sell-off at the end of 1990, which left Eaton
Vance with a one-year decline of 30 percent, Dreyfus with a decline
of 18.86 percent, and the others with smalier but nonetheless sig-
nificant declines as well.
Once again, rumors of the collapse of this industry proved 1o be
unfounded. All you had to do to dispel the latest fear was $o look
at the sales figures for mutuat funds in December 1990 and Ja.nuar.y
1951 Yet i spite of my determination not to revert to my old habits,
1 was canght napping once again, and failed to recommend a single
mutual-fand company to the 1991 Barror’s panel. The fans of
Lynch’s predictions (if there are any, besides ndy wife) missed the
rebound in Franklin (a 75 percent gain in 1991}, Dreyfus {55 per-
cent), T. Rowe Price {116 percent), United Asset Management (80
percent}, Colosial Group (40 percent), and State Street Bank (81.77
percent). Our mythical Mutual-Fand Company Mutual Fund port-
folio nearly doubled in value that year,

_ ..E‘n my defense, Your Honor, [ hope I'm allowed io mention that
1 did recommend Kemper, an insurance company with a sizable stake
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in the mutual-fund business via the $50 billion worth of funds i
manages. This was not the sole reason 1 picked Kemper—its insur-
ance business was starting to furn around, and so were its brokerage
subsidiaries, including Prescott, Ball, and Turben. Kemper's stock
also doubled in value in 1991, so to that extent maybe 'm redeemed.

At the onset of 1992, I reminded myself not to make the same 98-
take I'd made prior to 1987 and again in 1991. This time, 1 ook a
very close look at the fund situation. With interest rates dropping, and
$200 billion in certificates of deposit maturing every month, a great
tide of capital was emptying out of the banks and rofling into all man-
ner of funds. This, certainly, was bullish for the big seven mentioned
ahove. On the other hand, after huge gains in 1991, most of these
stocks seemed overpriced, The one that didn’t was Colonial Group,

In spite of the 40 percent appreciation in the stock in 1991, Co-
lonial Group was selling for the same $17 it soid for in 1985, at its
initial public offering. Back then, Colonial managed $5-86 billion
worth of mutual fupds and eamned $1 a sharve. Now, it managed $9
billion worth of mutual funds and was earning $1.55 a share, plus
it had amassed $4 a share in cash and had bought back 7 percent
of its stock. So six years after the offering, a much stronger company
could be purchased for the same price, and i{ you subiracted the $4
in cash, you were getting it for $4 less than m 1985, The company
had no debt. No Wall Street analyst had uttered a word about
Colonial Group in two years.

The technigue of finding the undervalued stock within an attractive
group is one ['ve often employed with good results. T. Rowe Price
was selling for 20 times earnings, Franklin was scliing for 20 times
carnings, but Colonial Group was selling for only 10 times earnings.
Of course, you had to ask yoursel{ why Cotonial was undervatued.

One reason might have been that those earnings had stayed flat
for four years. Colonial had nearly doubled its assets under manpage-
ment, but this was only a trickle in the great tide of capital that had
moved into funds in general. People had heard of Dreyfus, T. Rowe
Price, and Eaton Vance, but Colonial was not a household word.

But did this mean that Colonial deserved to be valued at half the
going rate of its competitors? couldn’t see why. The company was
making money. It had 'a habit of raising its dividend and buying
back shares. It could use future profits to do more of the same.

1 talked to the corporaie treasuser, Pavey Scoon, on January 3.
Y said that business had improved, especially in the muni bond
funds. Colonial has several of these, so it will benefit from the rising




popularity of munis as an escape from higher taxes. It had launched
some interesting new funds, such as a utility fund.

I learned long ago that if you make 10 inquiries at 10 different
companies, you are going to discover at least 1 unexpected devel-
opment. Unexpected developments are what make stocks go up and
down, and Scoon had an interesting one to relate. The Colonial
Group had just been chosen by the State Street Bank to market
some new funds that State Street had concocted. '

State Strect is a commercial bank that does the paperwork, also
known as the “back office” work, for most of the mutual-fund in-
dustry. This back office function {customer service, recording of pur-
chases and sales, keeping up with who owns what) has been very
tucrative for the bank. State Street stock had an 81 percent gain in 1991,

When Scoon mentioned State Street, it reminded me of a mistake
F'd made with my mother-in-law. Some years ago, when it appeared
that money-market assets were on the decline, 1 talked my mother-in-
taw into selling her State Strect shares, on the grounds that (1) the com-
pany’s earnings were likely to drop and (2) she’d doubled her money
in the stock already. Since she took this brilliant advice, State Street
stock has tripled again, a sad fact that has been hidden in her con-
fusion over State Street’s three-for-one stock split. When she looks
in the paper, it appears that the stock price has gone nowhere since
I gave the sell signal. She often congratulates me for this savvy call,
and until now 1 haven’t had the courage to confess the truth.

Stock splits can be a pain in the neck, but one of the good things
about them is that they enable the stockpicker to cover up the mistake
of having sold too soon, at least from friends or relatives who don’t
follow the market.

In any event, State Street’s experience in the back office with
other people’s mutual funds led it to consider starting its own mutual
funds, to get in on the front end of this bonanza. But State Street
did not want to anger its clients by competing against them directly,
which is why it decided to camouflage the State Street funds by
hiring the Colonial Group to market them. This extra bit of business
will benefit Colonial.

Stock Symbol Company L1392 Price
COGRA Colontal Group $17.38

TWENTY

THE RESTAURANT

STOCKS
Putting Your Money Where Your Mouth Is

In 1992 1 didn’t recommend any restavrant stocks, but Ishould have.
Every year, it scems, a new crop appears at the airports or the
shopping malls, or off the exits of the turnpikes. Since the 1960s,
when fast food became an accessory to the antomobile and people
learned to eat their lunches, then breakfasts, and finally dinners on
the road, restaurant chains have become great growth companies,
with new ones forever taking over where the old ones left off.

The potential for restaurants was proven to me in 1966, early in
my cayeer as a Fidelity analyst, when one of the first companies
brought to my attention was Kentucky Fried Chicken. Kentucky
¥ried Chicken was created out of desperation after a superhighway
diverted traffic from Colonel Sanders’s country restaurant. Facing
bankruptcy due to a shortage of customers, this enterprising 66-
year-old took to the road in his battered Cadiliac, offering his
chicken recipe to better-situated restaurants in exchange for royal-
ties. He wore a dark suit, not the white planter’s costume that later
became his trademark.

KFC stock went on sale in 1965. Before that, Dunkin’ Donuts had
come public in Massachusetts (it’s had 32 years of continuous up earn-
ings since}, and Howard Johnson, the pioneer of the turnpike eatery,




280 Peter Lynch

had traded on the New York Stock Exchange since 1961. Bob Evans
Farms, famous in the Midwest, followed in 1963, and by the mid-
60s, McDonald's and Shoney’s also made their stock-market debuts.
Hundreds of thousands of customers who could see that these places
were very profitable had a chance to profit from the observation.

At the time, Wall Strect would have scoffed at the idea that a
bunch of donut shops and hamburger oints could compete with the
famous Nifty Fifty stocks, mostly technology issues that proved to
be highly overrated, while Shoney’s became a 168-bagger (rising
from 22 cents a share, adjusted for splits, to a high of $36%4), Bob

- Evans Farms an 83-bagger, and McDonald’s a 400-bagger. Howard
Johnson was a 40-bagger by the time it was taken private, and Ken-
tucky Fried Chicken a 27% bagger when it was acquired by PepsiCo,

If you invested $10,000 in these five issues, putting your money where
your mouth was, by the end of the 1980s you would have become
a millionaire at least two times over, and vou would have become 2
millionaire four times over had you put the entire $10,000 into
McDonald’s alone. McDonald’s has been one of the most rewarding
stock-market performers in modern history, due to its refusal to rest
on its laurels and its constant restructuring of its menu with new
McDishes, as well as its practice of ‘exporting its golden arches.

Hamburger joints, cafeterias (Luby’s, Morrison’s), family steak
houses (Ponderosa, Bonanza), all-purpose eateries (Denny’s, Sho-
_p{:y’s), ice cream places, yogurt places, domestic food restaurants,
international food restaurants, coffee bars, pizza parlors, smorgas-
bords, and buffets have each produced one or more gigantic winners
in the stock market, under the noses of an entire nation of investors.
We all know which places are popular and well maintained, which
are disheveled and passé, which have reached the saturation point
and which have room to grow,

I you missed the restaurants in the 1960s, when the baby boomers
were getting their first drivers’ licenses and turning their cars into
portable lunch counters, you could have made up for it in the 1970s
by buying International Dairy Queen, Wendy’s, Luby’s, Taco Bell,
Pizza Hut, and Jerrico when Long John Silver appeared on the scene.
You would have done especially well had you invested after the bear
market of 1972, when solid franchises were selling for a pittance.
Taco Bell, which had never had a disappointing quarter, dropped to
$1 & share, promptly rebounded to $40, and then was acquired by
PepsiCo, which likes to own food companies because they help sell
Pepsi’s soft drinks.,
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In the 1980s you might have discovered Cracker Barrel, with its
popular gift shop and delicious seafood and biscuits; or Chili’s, which
came public in 1984 and 1 foolishly ignored; or Sbarro (1985), Ryan’s
Family Steak Houses (1982), and Uno Restaurants (1987). Chi-Chi’s
was another rewarding investment—ceventually it was bought out.

Every region of the country has been the incubator for one or
more of these small-town successes that went on to capture the
stomachs and wallets of the country: Luby's, Ryar’s, and Chilt’s in
the Southwest, McDonald’s in the Midwest, Chi-Chi's and Inter-
national Dairy Queen in Minneapolis, Sbarro in New York, Dunkin’
Donuts in New England, Shoney’s and Cracker Barrel in the Deep
South, Sizzler and Taco Bell in the Far West.

A yestaurant chain, like a retailer, has 15-20 years of fast growth
ahead of it as it expands. This is supposed to be a cutthroat business,
but the fledgling restaurant company is protected from competition
in & way that an clectronics company or a shoe company is not. If
there’s a new fish-and-chips chain in California and a better one in
New York, what's the impact of the New York chain on the California
chain? Zero.

It takes a long time for a restaurant company to work its way
across the country, and meanwhile there’s no competition from
abroad. Denny’s or Pizza Hut never has to worry about fow-cost
Korean imports.

What continues 1o separate the triumphs from the flops among
the restaurant chains is capable management, adequate financing,
and a methodical approach to expansion. Slow but steady may not
win the Indianapolis 500, but it wins this kind of race.

The tale of two hamburger franchises, Chili's and Foddrucker’s,
is instructive. Both started in Texas (Chili's in Dallas, Fuddrucker’s
in San Antonio). Both featured the gourmet burger. Both created
pleasant and distinctive surroundings, although Chili’s had table

service and Fuddrucker’s was cafeteria style. One became famous
and lost a fortune, while the other achieved both fame and fortune.

Why? One reason was that Chili’s diversified #ts menu as ham-
burger went out of style, while Fuddrucker’s stuck with the burgers.
But the key difference is that Fuddrucker’s expanded too rapidly.
When a company tries to open more than 100 new units a year, it’s
likely to run into problems. In its rush to glory it can pick the wrong
sites or the wrong managers, pay too much for the real estate, and
fail to properiy train the employees.

Fuddrucker’s fell into this trap and went the way of Flakey Jake's,
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Winners, and TGI Friday’s, all of which moved too fast and suffered
for it. Chik’s, on the other hand, has maintained a sensible pace of
adding 30-35 new units a year. Revenues, sales, and net income
have grown steadily under the experienced eye of Norman Brinker,

founder of this chain as well as Steak & Ale and Bennigan's. Chili's

expects to reach a ceiling of 400450 restauranis in 1996--98, which
it hopes will produce $1 billion in sales.

There are several ways a restaurant chain can increase is earnings.
It can add more restaurants, as Chili's is doing, or it can improve
its existing operations, as Wendy’s has done. Some restaurants make
money with high turnover at the tables and low-priced meals
{Cracker Barrel, Shoney’s, and McDonald’s fit this category), while
others have low turnover and higher-priced meais {Qutback Steak-
house and Chart House are recent examples). Some make their
biggest profits on food sales, and some have gift shops (Cracker
Barrel). Some have high profit margins because their food is made
from inexpensive ingredients {Spaghetti Warchouse), others because
their operating costs are low.

For a restaurant company to break even, the sales have to equal
the amount of capital invested in the operation. You foliow a res-
taurant story the same way you follow a retailer. The key elements
are growth rate, debt, and same-store sales. You'd like to see the
same-store sales increasing every guarter. The growth rate should
not be too fast—above 100 new outlets a year, the company is in 3
potential danger zone. Debt should be low to nonexistent, if possible.

Montgomery Securities in California keeps regular tabs on the
entire restaurant group and produces excelient reports. Its latest
analysis is that hamburger joints such as McDonaid’s and Wendy’s
are suffering from overexposure (the top five chains have 24,000
locations in the U.8.}, and that the baby boomer generation is turn-
ing away from fast food. The momentum has shifted to niche res-
taurants such as Au Bon Pain and Spaghetti Warchouse, and
medium-priced family restaurants that offer a varied menu.

If you had bought the top eight stocks on Montgomery Securities’
recommended restaurant list at the beginning of 1991, you would have
doubied your money by December. These winners were as follows:

Bertucci’s
Cracker Barrel
Brinker International (Chili’s)
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Spaghetti Warehouse
Shoney’s

Raliv's

Applebee’s

QOutback Steakhouse

Several of these stocks may be overpriced as of this writing, with
ple ratios of 30 or higher, but it’s worth keeping in touch. The

_restaurant group as a whole is growing at only 4 percent a year {soon

this will be another nongrowth industry), but the superior operators
with strong balance sheets will prosper in the future, as they always
have in the past. As long as Americans continue to eat 50 percent
of their meals outside the home, there will be new 20-baggers show-
ing up in the food courts at the malls and in our neighborhoods,
and the observant diner will be able to spot them.

Au Bon Pain is one I've spotted—where else? In the Burlington
Mall. It started in my own neighborhood, Boston, in 1977 and went
public in 1991 at §10 a share. [ can’t pronounce it correctly, but it’s
a great concept. You may have seen an Au Bon Pain in an airport
or at a food court. Tt’s a croissant and coffee shop that managed to
combine French sensibility with U.S. efficiency.

Here you can get a plain croissant for hreakfast, or & ham-and-
cheese-filled croissant for lunch, or a chocolate-filled croissant for
dessert, all in less than three minutes. The bread is made at one
central location and is sent uncooked to the outlets, where it rises
and is shoved in the ovens so it comes out hot and fresh baked.

Lately, Au Bon Pain has introduced fresh orange juice and fruit
salad, and it's about to launch the state-of-the-art bagel. If it's a
choice between investing in the state-of-the-art computer chip and
the state-of-the-art bagel, I'll take the bagel any time.

By carly 1992, the stock had doubled in price and carried a p/e
ratio of 40 ( based on expected 1992 earnings), which is why [ decided
not to recommend it. But nine months later, the price had fallen to
$14, or less than 20 times 1993 earnings. Any time you can find a

© 25 percent grower selling for 20 times earnings, it's a buy. I the

price dropped any further, I'd back up the truck. This company is
doing well in a recession and can grow for a long time without
running into itself. It has a lot of potential overscas as well.




TWENTY-ONE

THE SIX-MONTH CHECKUP

A healthy portfolio requires a regular checkup—perhaps every six
months or so. Even with the blue chips, the big names, the top
companies in the Fortune 500, the buy-and-forget strategy can be
unproductive and downright dangerous. Fgures 21-1, 21.2, and 21~
3 illustrate the point. Investors who bought and forgot IBM, Sears,
and Eastman Kodak are sorry that they did.

The six-month checkup is not simply a matter of looking up the
stock price in the newspaper, an exercise that often passes for Wall
Street research. As a stockpicker, you can’t assume anything. You've
got to follow the stories. You are trying to get answers to two basic
questions: (1) is the stock stiil attractively priced relative to earn-

ings, and (2) what is happening in the company to make the earnings

go up?

Here you can reach one of three conclusions: {1) the story has
gotien better, in which case you might want to increase your in-
vestment, (2) the story has gotten worse, in which case you can
decrease your investment, or (3) the story’s unchanged, in which
case you can either stick with your investment or put the money into
another company with more exciting prospects.

With this in mind, in July 1992 1.did a six-month checkup on the
21 selections I made in Barron’s in January. As a group, these 21
had performed extremely well in 2 so-so market. The “portfolic”
had increased in value by 19.2 percent, while the S&P 500 had
returned only 1.64 percent. (I've adjusted all these numbers for the
various stock splits, special dividends, etc., that were declared in
this six-month period.)
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I read the latest quarterly reports from all 21 companies, and |
called most of them. Some stories had gone flat, while others were
more exciting than before, and in a few cases my resecarch led me
to other companies that I liked better than the ones I'd recom-
mended. That’s how it is with stocks. It’s a fluid situation in which
nothing is abselutely certain, I proceeded as follows:

THE BODY SHOP

Back in January, I determined that the Body Shop was a wonderful
company, but overpriced relative to current earnings. I was looking
for a drop in price as a chance to buy more. It didn’t take long to
get one—by fuly the stock had fallen 12.3 percent, from 325 pence
to 263 pence. The Body Shop was now selling for 20 times the
estimated 1993 earnings. I don’t mind paying 20 times for earnings
in a company that’s growing at a 25 percent annual rate. As of this
writing, the entire New York Stock Exchange was selling at 20 times
earnings, for companies that on average were growing at a 8-10
percent rate,

The Body Shop is a British stock. British stocks had taken a
terrible beating in recent months, and the Body Shop had gotten
some bad publicity. A chieftain from the Kayapd Indian tribe, which
the Body Shop had hired to produce Brazil nut hair conditioner,
was arrested in London and charged with raping the Portuguese
napny for some of his numerous children. No matter how hard you
try to imagine the next event that wiil make trouble for & company,
it’s usually something you haven’t thought of.

Checking the price history of this stock, I noticed it had suffered
two major setbacks, one in 1987 and the other in 1990, both in spite
of the fact that the company was perking along with no sign of a
ietup. [ attribute these exaggerated sell-offs to the fact that British
sharcholders are not as familiar with small growth companies as we
are, and therefore abandon them more readily in a market crisis.
Also, since the Body Shop is a global venture, British investors may
equate it with several notable failures at expanding abroad, e.g.,
Marks & Spencez.

Even if you bought shares in the Bedy Shop after the 1990 setback,
you had to be prepared for further declines, when you might consider
buying more. But the fondamentals stili had to be favorable, which
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‘fable 21-1. STOCKS SELECTED FOR 1992 BARRON'S ROUNDTABLE:
' SIX-MONTH CHECKU?P

1713/92 Price Six-Month Return

Company {through 7/13/92)
£
Altied Capital Corporation I $19.08 M}gg(l}/}:
ke !
Cotonisl O - $17.38 18.27
Cotonial Group .
i * 38.23
Fagle Financial - $i8.g§ . e
Federal National Mortgage Association $68.}3 ?9..59
First Essex Bancorp 2 %.75 1{;:}5 :
Generat Host 331.{}(} o
General Motors 24.50 o
Germantowsn Savings $id. :
40.91
Glacier Bancorp $1{i}.é{2)* o
[awrence Savings Bank $ bi](} S
People’s Savings Financial $13§.2 o 48:%
Phelps Dodge ﬁ g‘g() 3‘.31
Pier 1 Imports .
. ' 14.50
Sovereign Bancorp $ 422 62‘95
Sup Distributors L3, Class B k3 2.25# . .74
Sun Television & Appliances $ Z.zs _3(}.. "
Sunbeit Nursery $ 6.2: P
Supercuts $11.33 T
.00
Tenera LB § 238
2%
Lyach Portfolio 23‘54 ;?}
S&P 500 649
Dow Jones Industrials {DITA) B (;%{é c,f;
NASDAQ e

Value Line

*Because these prices have been adjusted for splits through 4730493, some are different from
prices given earlier in the hook. :
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Tabie 21-2.
Stock Performance Update Story Action
(as of 7113192}
Allicd Capital Corpora-  up slightly anchanged bu
tion 11 ’
Body Shop down slightly slightly worse hold/buy
CMS Energy down slightly fuzzy wait
Colonial Group up better- buy
Eagle Financial up sharply anchanged hoid
Federal National Mort-  down slightly : anchanged buy
gage Association .
First Essex Bancorp up sharply better hoid/buy
General Host up slightly anchanged hold/buy
General Motors wp sharply slightly worse switch
o
‘ Chrysl
Germantown Savings up sharply slightly h{};dys “
. better
(Hacier Banco_rg: up sharply unchanged hold
if;awr;:zzce Savings Bank up sharply slightly worse  hold
cople’s Savings up ange
ople’s Sz unchanged hoid
Phelps BDodge up sharply unchanged hoid
Pier 1 ?m{:orts ug shghtly unchanged tuy
Sovereign Bancorp up sharply stightly hoid
Sun Distributors L. i o
Distributors LB, up slightly h
R vachanged buy
Sun Television & down by
_ ette
Applie, er strong buy
Sunbelt Nursery down sharply WOrse hold/buy
’Sﬁupercms flat betier buy
fenera LR . fiat shightly buy
better

was the point of the checkup., 1 called the company. Jeremy Kett
chief financial officer, teld me that same-store sales and earning;
had both increased In 1991, a considerable achievement given the
fact that the Body Shop’s four major markets are England, Australia
Canada, and the U.S.—all countries struggling with rec,ession. ,

Anothfir promising card had turned over. The company was using
some of its cash to buy up suppliers of various potions and lotions.
This would cut the cost of the merchandise down the line, and
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improve the profit margin. "This was the technique that helped Shaw
Industries become the low-cost carpet maker. :

I talked to Cathy Stephenson, my old friend from the Fidelity
{ibrary who owns the Body Shop at the Burlington Mall plus the
one in Harvard Square. She reported a 6 percent gain in sales over
the previous year's results at Buriington and said it was too early to
tell about Harvard Square, Her customers were flocking to several
new products, including Complete Color {or cyes, cheeks, and hips;
tinted face moisturizer with sunscreen; pumice foot scrub; and
mango body butter, which she couldn’t seem to keep on the shelf—
“Who knows what they’re doing with it?” :

The market for lotions, potions, and bath oil is still vast, with
plenty of room to grow. The Body Shop was sticking to its expansion
plan—40 new outlets in the 1.8, in 1993, 50 more in 1994, 50 per
year in Europe, an equal number in the Far East. T placed the
company in the attractive mid-life phase—the second decade of 30
years of growth.

PIER 1 IMPORITS

Pier 1 Imports had made a nice run, from $8 1o $9.50, then promptly
reverted. This is an example of Wall Street’s being deaf to good
news. The analysts had pegged Pier 1’s first-quarter earnings at 18-
20 cents, Pier 1 actually earned 17 cents, and the stock got clobbered.
The company was expected to earn 70 cents for the year, and this
in a wallet-hugging environment.

Pier 1 had strengthened its balance sheet by selling $75 million
worth of convertible debentures and using the proceeds to retire
debt. Long-term debt, which aiready had been reduced, was pared
down even further.

Pier 1 had cut debt, reduced inventory, and continued to expand.
Its major competitors, the department stores, were geting out of
the home furnishings business. The longer this recession lasted, the
more competitors would drop by the wayside. When the recovery
comes, Pier 1 may have a virtual monopoly on wicker side tables,
Scandinavian place settings, and Oriental room dividers.

It didn’t take much wishful thinking to foresce Pier 1 earning 80
cents a share from its own stores, plus an additional 10-15 cents
from a revived and dried-off Sunbelt Nursery, a company in which
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Pi;iir i cgﬁtinues t0 hold a substantial stake. That’s a buck a share
which, given a reasonable p/e ratio of 14, makes Pier 1 a $14 stock’

GENERAL HOST, SUNBELT NURSERY

Geper&f Host is another stock that rose up and then drifted back
0 just above w_here I'd recommended it. Nimbie sellers had ot?c
& 30 percent gain, while long-term investors saw paper profit gd in-
die from $2 a share to 50 cents. P PO
A dzsappe%nting card had turned over. In April, the compa
issued $65 million worth of a new convertible prcfe;red stock " Itl}z
?;:aiﬂ ({)erceni yield, This was exactly what Pier 1 had done, ex:,"ve:pt
that éi?i.iang?i; I.wd to pay a higher interest rate due to its shakier
Sharcholders in convertible stock or debentures have the right t
z_rade ‘zhese in for shares in the common stock at a fixed price f 0
time in the futare. This creates more shares of comzﬁon Ol:[’lei;
dz%ut_es the earnings for the existing shareholciers; of thé C(;m“z;l -
Eax_‘iler, Generai_ Hest had bought back some of its common sha::;.
which was a positive move, and now it had reversed itself by issui ,
the convertible, which was a negative move. v
g Whereas Picr 1 had usec? th§ proceeds from its convertible sale
o pay off debt, thus reducing interest expense, General Host wi
using its proceeds to further renovate its Franic’s Nursery sto .
This was a _chancicr proposition, with no immediate beneﬁyt =
. Meanwhile, sales at the Frank’s nurseries were sluggish £0 mo
fbtmd, as the revival in the housing market had begun to fizzle. B ( ri;
in January, when the stock was selling for $7.75, the com “azlz a{j
fexpected 10 earn 68 cents for the year, but now ’it was anp$8 it::rdii
in a company that was expected to carn 45 cents. noe
.Stzli, General Host had a strong cash flow, its dividead had b
raised for the 14th year in a row, the stock was selling for less {;311
lf:):ook value,‘and the expansion was proceeding according ta.:) piat?zn
;c:;;} punching up GH on my Quo?ron, 1 learned that Mario Gabeii;
a ought a million shares for his value-oriented fund. I
this stock as a hold. nd. 1 counted
Szmbe_iz, my other recommendation from the nursery, had lost
money since January. More rain in the Southwest wherey’Sunbei? ;
located, had dampened people’s enthusiasm for w,orking in the gaﬁ
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den. What had been an $8.50 stock at its initial public offering in
1991 was now a $4.50 stock, and this for a capable company with
$1.50 a share in cash. If you bought Sunbelt now, you weie getting
all the garden outlets for $3, and someday, when the rains abate
and people rediscover flowets, they will have a sunpier disposition
toward Sunbelt shares as well.

What keeps me from backing up the truck and buying more Sun-
belt is Calioway's. You may recall that Calloway’s was regarded as
the class of the industry, which 1 hadn’t recommended the first time
around because Sunbelt was cheaper. But while checking up on
Sunbelt, T discovered that Calloway’s stock also had fallen in half in
the rain. '

To find out more, 1 called Calloway’s to talk to Dan Reynolds,
the investment relations person. He told me there were 20 employees
in the administrative office, alt of them sharing the same 2,000 feet
of floor space. I could hear them the background. Obviously, there
is no communications gap in this company—to get the management’s
attention, all you have to do is stand up and yell.

Calloway’s has 13 nurseries, phus 30 cents per ghare in cash, and
is expected to earn 50 cents in 1993. This gives the stock a pfe ratio
of 10. Calloway’s has no followers on Wall Street, and the company
is buying back its own shares.

When the best company in an industry is selling at a bargain price,
it often pays to buy that one, as opposed to investing in a lesser
competitor that may be selling at a lower price. I'd rather have owned
Toys “R” Us than Child World, Home Depot than Builder’s Square,
or Nucor than Bethlehem Steel. 1 still like Sunbelt, but at this point
I think I like Calloway’s slightly better:

SUPERCUTS

Adter a strong run and a three-for-two stock split, Supercats, t00,
has reverted to its January price. "Two lousy cards have turned over.
The first is the fact that Ed Faber, the expert from Compaterland
who knew how to roll out a franchise, has left the company. The
word is that Faber wants to devote himself to managing his own
Supercuts salon. This explanation is not entirely convincing.

The second lousy card 15 something 1 noticed in the proxy state-
ment. 1 must have overlooked it eartier. A group called Carlton
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Investments owns 2.2 million shares of Supercuts stock. it turps out
that Carlton is part of Drexel Burnham Lambert, the bankrupt Wail
Stn_eet firm. Drexel’s creditors will surely demand Carlton’s lgui-
dation, which means that along with everything else, the 2.2 million
shares of Supercuts will be sold. This will cause the price to fall. In
f.acf, the price may already have fallen on fears of this “overhang,”
which is what Wall Street calls a big block of shares that’s about ;0
be dumped on the market.

The‘cozgzpany itself is baving a good year. Supercuts was named

“Official Hair Salon Services Supplier for the Olympics,” s0 maybe
thff same woman who snipped off my sideburns got to shave the
swimmers’ beads. The all-important same-store sales are up 6.9
percent in the first quarter of 1992, Several new Supercuts have
opened in upstate New York, where the mayor of Rochester goé a
free ceremonial haircut.
. As long as same-store sales improve and the company succeeds
i new markets, I'll add to my pesition, although U'm beginning to
worry that the company may expand too fast. Between 80 and 100
new franchises are planned for 1993. |

I've already seen several promising franchises, from Color Tile to
Fuddrucker’s to Bildner’s, ruined by Overeager corporate conquis-
~ tadores, “‘If you have a choice between reaching your goal in fifteen
years or in five years, fifteen is better,” T advised the CEO of Su-
percuts in July,

THE SEVEN S&LS

So_fa?, the best performers of my 21 Barron's picks are the S&Ls.
This is no accident. Take the industry that’s surrounded with the
most doom and gloom, and if the fundamentals are positive, you'li
find some big winners. With interest rates falling, it’s been a,happy
year for financial institutions in general. They're making huge earn-
ings thanks to the spreads between the interest rates they charge
?J{r) mortgage loans and the rates they pay on savings accounts and
"Ds. '

, Smce; I recommended it, Germantown Savings is up 59 percent

Sovereign has declared two 10 percent stock dividends and also i;
up 645 percent, Eagle Financial has advanced from $11 to $16

G_iacmr Bancorp has climbed over 40 percent, and People’s Savixlx.gs,
Financial is up 26 percent,
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Of my two long-shot S&Ls, Lawrence is up 37 percent and First
Essex is up 70 percent, proving that the riskiest stocks often carry
the greatest rewards. I called CEQO Leonard Wilson at First Essex
to see how things are going. This is the man who earlier described
his predicament as “bottom fishing with a six-hundred-foot line,”
but by late spring he had reduced the length of the line to 60 feet.

Wilson reported improvements on several fronts: foreclosed prop-
erties are selling, nonperforming loans are down, and the mortgage
market is picking up. Not only has First Essex managed to break
even in the first quarter, it actually dared to make a new construction
loan. Though [ normally dislike construction loans, the fact that
First Fssex feels optimistic enough to make one afier having been
driven close 10 the poorhouse means that somebody thinks this
region has a future.

Wilson is considerably cheered by the news that Shawmut Bank,
his biggest competitor in the area, also has recovered enough to
escape the financial intensive care unit. First Essex still has a book
value of $7, and the stock is selling for $3%. If the real-estate market
continues to improve, First Essex could eventually earn $1 a share,
Then the stock will be worth $7-§10.

Lawrence Savings, the other S&L with warts, I contacted in Aprid
and again in Jupe. In April, the CEO, Paul Miller, reported that
seven pages of nonperforming loans had been reduced 0 one and
that new morigage business was strong. He sounded optimistic. In
June, he sounded discouraged.

At this point, Lawrence still had $55 million in commercial real
estate loans outstanding, and its net worth was down to 521 million.
# half of these commercial loans go sour, Lawrence will be wiped
out.

This is the biggest difference between Lawrence and First Essex.
First Essex had $46 million in net worth and $56 milion in com-
mercial loans outstanding, so if half of its commercial loans default,
First Essex may manage to survive. Lawrence is in a more precarious
position. If the recession gets worse and there is another wave of
defaults, Lawrence will disappear.

First Federal of Michigan

Six months later, 1 counted six of the seven S&Ls I'd picked in
Barron’s as holds, mostly because they'd already gone up in price.
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Also, a better buying opportunity had entered the picture: First
Federal of Michigan (FFOM). :

FFOM was brought to my attention by Dave Ellison, Fidelity’s
S&L. analyst, during a plane ride to New York we shared back in
January. It was too late to do the homework then, so I put the idea
aside. I'm glad 1 did, because while all these other S&Ls had in-
creased in value, FFOM hadn’t budged,

1f all stocks went up at the same rate, there would be nothing left
to buy and stockpickers everywhere would be out of business. For-
tunately, this is not the case. There is always a laggard to fall back
on once you've sold a stock that has gotten ahead of itself. As of
July 1992, FFOM was just such a stock.

This is a $9 billion Jimmmy Stewart thrift that has avoided com-
mercial lending and has minimal operating costs. It is being held
back by two negative factors: the money it borrowed from the Fed-
eral Home Loan Bank (FHLB), and some unfavorable interest rate
futures contracts.

Most S&Ls have benefited from the falling interest rates in recent
vears, but not FFOM. That’s because FFOM financed its operations
in part with loans from FHLB, and these loans carry a fixed rate.
FFOM must continue to pay FHLB 8-10 percent through 1994,
when all this high-priced paper comes due. Meanwhile, its own
borrowers are refinancing their mortgages at Jower and lower rates,
This has put the squeeze on FFOM.

When you own mortgages that pay you 8-10 per cent, and you've
borrowed money at the same level of interest, you won’'t make much
of a profit. This is a painful lesson that FFOM has had to learn. Tts
operations in general are profitable, but the FHLB “block of gran-
ite” has been holding down the earnings.

This unfortunate situation will reverse itself once the FHLB debt
is retired and the interest rate futures contracts expire. Then
FFOM’s earnings will explode. The resolution of these two problems
has the potential of adding more than $2 a share to earnings in 1994
96. On current earnings of $2 a share, this is a $12 stock, so imagine
what will happen if the company earns $4.

Moreover, FFOM has a book value of more than $26 a share.
Back in 1989, it was a touch-and-go operation with an equity-1o-
asscts ratio of only 3.81, Since then, it has crossed the magic thresh-
old of 5. It reinstated the dividend in early 1992 and then proceeded
to raise it. ts nonperforming loans are less than 1 pereent of assets.
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If short-term rates continue to decline, the stock might well fall
below $10, but investors who know the story will be prepared io buy
it on the way down. There’s no coverage from the major brokerage _
houses,

COLONIAL GROUP

An article published in The Wall Street Journal on Junc 30 reminded
me that billions of dollars were pouring into the bond funds. The
Colonial Group specializes in bond funds, particularly tl'.xe tax-cx-
empt and limited maturity U.S. government funds, which enjoy
widespread popularity these days, Only 9 percent of the money it
manages is invested in stock funds. If we have a bear market, as
many people now predict, investors who are scared out of stocks
will retreat into bond funds, and Colonial Group wiil become even
more profitable than it already is. _

Dravey Scoon, the treasurer, tells me that sales of Colenial Group
funds are up 58 percent in the recent quarter. It now manages $9.5
billion worth of assets, as opposed 1o the $8.1 billion it managed a
year earlier. There is $4 a share in cash, with the stock now sc]lkir}.g
for around $20. Subtracting the cash, this becomes a $i6 stock in a
company that is expected to ¢arn at least $1.80 in 1992, To add to
the good news, the company has announced a $10 million stock
buyback.

CMS ENERGY

Stock in this Michigan utility bobbed up into the $20s on Tumors
that the public service commission would accept a rate COmMpromise
that was somewhat favorable to the company. After the commission
rejected the compromise, the stock sank back to $16 ti.ien rose
slightly to $17.75. And with no agreement currently Jin sight,
Moody's has lowered its rating on CMS bonds to speculative levels,

This is always the issue with distressed utilities on the rebound-—
how much latitude will the governing bodies allow? Absent an
equitable ruling from the state commission, CMS will take a write-
off against earnings to pay for some of the costs it can’t pass along
to customers. The stock might fall to §10. Unless vou're prepared
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in advance to respond to such a drop by buying more shares, it’s
best not to own CMS during this uncertain stage.

In the long run, I'm convinced CMS will do well. The company
i making plenty of money, and its excess cash flow eventually will
lead to higher earnings. Energy demand is growing in the Midwest,
and few if any new plants are being built to meet it. With reduced
supply and increased demand, you know what will happen to elec-
tricity prices.

SUN TELEVISION & APPLIANCES

As with several other stocks on our list, the price of Sun TV moved
higher at first, and then settled back to below where I recommended
it, I called Bob Oyster, the CEQ, on June 5. He reminded me that
Sun TV has only $4 million in total debt. This is a very strong
company, and its weaker competitors continue to disappear. Since
January, one competitor has closed all his stores in the Ohio area,
and another has gone completely out of business.

Sun TV is making money in spite of the recession. It might have
made more except that cold weather in the spring and early summer
hurt air conditioner sales. People who are freezing do not buy air
conditioners. But they are still buying refrigerators and television
sets, and Sun TV is sticking to its plan to open four to six new stores
in 1993.

Mr. Oyster noted that Sun TV has the wherewithal to pay for
several years” worth of expansion without selling more stock or
taking on more debt,

THE MASTER LIMITED PARTNERSHIPS: SUN
DISTRIBUTORS, TENERA '

Lou Cissone, Sun’s vice-president of finance, went down the list of
the various divisions. His report sounded so pessimistic that T was
surprised the company as a whole had a profitable first quarter. The
big issue is still the debt, $22 million of which is due in February
1993. Sun has been preparing for this payment the same way you
and I would-—cutting costs and repressing the instinct to go shop-
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ping. Sun continned to refrain from making any new acquisitions.
This was oo bad, according to Cissone, because many companies
in Sun’s line of business—glass, hydraulics, and auto parts—could
be bought at bargain prices.

The story here, as you may recall, is that the Class A shareholders
get back 810 a share in 1997, whereas the Class B shareholders get
the remaining assets. If the economy improves, I figure that the
Class B shares could be worth $5-88 apiece; in the current market
they continue to sell for $3.

Meanwhile, I remind mysel that if the cconomy gets worse, Sun
can easily sell off any number of its previously acquired divisions {o
raise the cash to cover its debt payments, These valuable franchises
give the company some disaster protection. .

Tenera, the nuclear consuiting firm in distress, is another victim
of good news. The company announced two new contracts, one with
Martin Marietia and one with Commonwealth Edison, the largest
operator of nuclear power plants in the U.S. This proved that Te-
nera’s consulting business is still viable——otherwise, why would Mar-
tin Marietta and Commonwealth Edison be wasting time with these
peopie? Then the company announced it was close to a settlement
of a class action suit, which is going to cost less than some investors
had feared, and on top of that it broke even in the first quarter. The
stock responded by going nowhere. '

1 remmember what attracted me to lenera in the first place—the
company had no debt and a valuable consuiting business, even
though the software division was in shambles, anrd the stock was $2.
If Tenera can make just $40 million in annual revenues, which seems
more likely now than i did in January, the company could earn 40
cents a share. This is a long shot for which the story is getting better
and the price has stayed the same. That puts it on the buy list.

Cedar Fair

I can’t review one or two master limited partnerships without check-
ing in on a few of the others that 1 have owned and recommended
in the past. The high yieids and the tax advantages make this a very
attractive group. This time, I found two more fo clevate to the buy
list: Cedar Fair and Unimar.

Cedar Fair runs the Cedar Point amusement park on the shores
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of Lake Erie. My family and I go there to ride the roller coasters
in early August. This is my favorite summer research.

Cedar Fair has just made an important announcement: it is ac-
quiring Dorney Park, a big amusement palace outside of Allentown,
and another place to do summer research. This company hasn't
adopted the stock symbol FUN f{or nothing.

What stopped me from recommending Cedar Fair at the beginning

of 1992 was that I couldn’t see how the company was going to boost

its earnings. The Dorney Park acquisition is the answer. Cedar Fair
will take over Dorney Park, add new rides, use the proven Cedar
Fair techniques to attract more customers, and cut costs.

Whereas 45 million people live within driving distance of Cedar
Point on Lake Erie, 20 million can reach Dorney Park in Iess than
three hours.

The Cedar Fair people aren’t exactly acquisition happy-—this is °

the second they’ve made in 20 years. The math looks very favorable.
The purchase price for Dormey is $48 million. Since Dorney earned
neatly $4 million in the prior year, the p/e of the acquisition is 12,

Cedar Fair is not paying all cash, It is paymg $27 million in cash,
financed by debt, and the balance in a million Cedar Fair shares, to
be given to the owners of Dorney Park.

Here’s how I analyze the deal. Cedar Fair was earning $1.80 a
share prior to the purchase. With a million new shares on the books,
it will have to come up with an extra $1.8 million in earnings to
maintain the status quo. It will also have to pay $1.7 million in
interest on the $27 million it borrowed to make the acquisition,

Where will Cedar Fair get this $3.5 million in extra earnings plus
mterest payments? From Dorney Park’s estimated $4 million annual
earnings. On the face of it, this deal adds to Cedar Fair’s earnings.

So what happened when the Dorney Park sale was announced?
Cedar Fair’s stock didn’t budge from $19 for weeks. You don’t have
to be an nsider to get in on this deal. You can read about it in the
newspapers, take your time analyzing the sifuation, and still buy
Cedar Fair stock at a predeal price.

Unimar

Unimar has no employees. The payroll is nonexistent. This is a
holding company with a simple job: collecting the proceeds from
the sale of liquid natural gas that comes from Indonesia. These
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proceeds are distributed guarterly to sharcholders as a big dividend,
which recently has been running at a nice 20 pereent a year,

in the third quarter of 1999, the contract that Unimar has with
Indonesia oil and gas producers will dissolve, and the stock will be
worthless, This is a race against time—how much gas can be ex-
tracted and soid, and how many dividends will be paid, for the
remaining six and a half years before the contract runs out,

As 1 write this, Unimar stock is selling for $6. If by 1999 the
sharcholder receives $6 worth of dividends, then Unimar has not
been much of an investment. If he or she receives $10 worth of
dividends, it will be a decent investment, and at $12 in dividends
Unimar begins to get exciting.

- The size of the dividend depends on two factors: how much natural
gas Unimar can extract from the Indonesian fields (recently, the
company has expanded the output, which adds to the atiractiveness
of this stock) and at what price it can sell the gas. If oil and gas
prices go up, Unimar's payout goes up: if prices decline, so does
the payout.

Unimar offers investors a chance o profit from a future increase
in oil prices, and receive a handsome dividend along the way. This
beats buying oil and gas Tutures, which is an expepsive and more
dangerous game.

FANNIE MAY

Another bobble m the stock price gives investors the nmpteenth
chance to pick up shares in this remarkable company at a discount.
The stock has falien to the mid-$50s because legislation favorable
to Fannie Mae has stalled in Congress.

Meanwhile, the company has enjoyed a good first quarter and a
good second quarter and the mortgage-backed sccurities portfolio

“has grown to $413 billion. In the midst of a housing recession, Fannie

Mae’s loan delinquencics are a minuscule six tenths of 1 percent,
half the level of five years earlier. The company will earn $6 in 1992
and $6.75 in 1993, it is maintaining its double-digit growth rate, and
still was selling at a p/e of 10,

I called Janet Point, a corporate spokesperson, on June 23, 1992,
to get the scoop on this stalled legislation. She assures me it'’s a
nonevent, A bill that defines the roles of Fannie Mae, Freddie Mac,
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efc., is almost sure to get throngh Congress, but whether it does or
it doesn't is of little consequence to Fannie Mae, which can get along
perfectly well without it. '

ALLIED CAPITAL I}

These are the people who make venture capital loans in return for
a stake in the companies that borrow the money. What attracted me
to Allied Capital 1 was its plan to acquire some of the beiter loans
that originally were made by failed S&Is. These loans were being
auctioned off by Resolution Trust, often at a discount.

Since I recommended Allied Capital 11, an eatirely new Allied
fund, Allied Capital Commercial, has been launched to purchase
different types of loans, There are now five funds in the Allied
family. This proliferation has gotten me wnterested in Allied Capital
Advisors, a separate company that gets the management fees from
the other Allied ventures. Allied Capital Advisors is also publicly

traded, and this is where the executives who have created the five

funds will reap their rewards.

THE CYCLICALS: PHELPS DODGE AND GENERAL
MOTORS

You can’t hold on to a cyclical stock the way you hold on to a retailer
in the midst of expansion. Phelps Dodge was up 50 percent in six
months. 1t is one of the biggest winners of my 21 selections, but |
fear that ali the easy money has already been made. It was extremely
cheap at the beginning of 1992, based on 1992 earnings, but its future
prosperity depends on what happens to copper prices in 1993,

I talked to Doug Yearly, the CEQ, who noted that as the price
of the stock rose, the Wall Street analysts increased their carnings
estimates for the company. This is an example of tailoring the means
to fit the ends. Since nobody can predict whether copper prices will
go higher or lower, it might as well be soothsayers who are making
the estimates. I wouldn’t be buying Phelps Dodge at this price. I"d
rather be putting my money into Pier 1, Sun TV, or First Federal
of Michigan. '

General Motors advanced 37 percent from the January price, then
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began giving up part of the gains. With car sales stili several million
under trend, I foresee some good years ahead for the autos. Demand
ought to be high, and the lower dollar and the problems in Japan
will help the U.S. automakers win back a larger share of the market.

I ike GM and Ford, but my most recent inquiries have convinced
me to put Chrysler back on the top of my list. I'm doing this in spite

_of the fact that Chrysler’s stock already doubled in price i 1992,

outperforming the other two automakers. 1 am surprised by this
result.

Rejecting a stock because the price has doubled, tripled, or even
quadrupled in the recent past can be a big mistake. Whether a million
investors made or lost money on Chrysler iast month has no bearing
on what will happen next month, 1 try to treat each potential -
vestment as if it had no history—the “be here now™ approach.
Whatever occurred earlier is irrelevant. The important thing is
whether the stock is cheap or expensive today at $21-822, based on
its earnings potential of §5 to $7 a share, _

On that score, the latest news from Chrysler was exciting. While
this company has been skating on the edge of bankruptey, it has
managed to amass $3.6 billion in cash, encugh to pay off its long-
term debt of $3.7 billion. The Chrysler financial crisis is now over-
rated. With the company in better shape than before, its finance
subsidiary, Chrysler Financial, will be able to borrow money at
decent rates, This will improve Chrysler’s earnings.

The revamped Jeep Cherokee is so popular that Chrysler has no
trouble selling it without the rebate. The company makes several
thousand dollars on each Jeep and also on each minivan. These two
products alone bring in $4 billion a year in a difficult car market.

The T300 full-sized pickup, which car buffs are calling the “off-
the-road BMW,” gives Chrysler its first strong challenge in the truck
market, where Ford and GM have made their biggest profits. Chrys-

- ler never had a full-sized truck before. Its mediocre small-car lines,

the Sundance and Shadow, are being phased out. It has introduced
the first really new basic car design in a decade, the LH system.

The LH cars—FEagle Vision, Chrysier Concorde, and Plymouth
Intrepid-—are all priced high enough fo return a decent profit. If
they turn out to be as popular as the Saturn or the Taurus have
been, they will have a huge impact on Chrysler’s earnings.

If anything holds Chrysler back, it’s the millions of shares the
comparty has had to sell in recent years to raise cash. In 1986, there
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were 217 million shares outstanding; now there are 340 million. But
if Chrysler lives up to its promise, the higher earnings in 1993-95
will be more than enough to offset the burden of extra shares.

I was back on “Wall Street Week with Louis Rukeyser” in Sep-
tember. This was the 10th anniversary of my initial appearance on
that show, and another chance to recommend a new passel of stocks.
I did several weeks of homework, just as I do for Barron’s, and was
ready to share the results with Lou’s millions of viewers.

On “Wall Street Week” you have no idea what they're going to
ask, and you have a limited time to respond. If they’d let me, 1 could
go on for an entire half hour with my latest picks, the same way
grandparents go on about their grandchildren. As it was, 1 spent so
much time struggling to pronounce Au Bon Pain that 1 didn’t get
to mention Fannie Mae, or First Federal of Michigan, or several
other of my favorite S&Ls.

I managed to get in a good word about Ford and also Chrysler,
a stock I recommended the first time 1 was on “Wall Street Week”—

against the advice of several colleagues. 1 guess we've come full
circle. '

25 GOLDEN RULES

Before I turn off my word processor, 1 can’t resist this last chance
to summarize the most important lessons I've learned from two
decades of investing, many of which have been discussed in this book
and eisewhere. This is my version of the St. Agnes good-bye chorus:

« Investing is fun, exciting, and dangerous i you don’t do any
work.

+ Your investor's edge is pot something you get from Wall Street
experts. It’s something you already have. You can outperform the
experts if you use your edge by investing int companies or industries
you already understand.

» Over the past three decades, the stock market has come to be
dominated by a herd of professional investors. Contrary to popular
belief, this makes it easier for the amateur investor. You can beat
the market by ignoring the herd.

+ Behind every stock is a company. Find out what it’s doing.

» Often, there is no correlation between the success of a com-
pany’s operations and the success of its stock over a few months or
even a few years. In the long term, there is a 100 percent correlation
between the success of the company and the success of its stock.,
This disparity is the key to making money; it pays to be patient,
and to own successful companies.

* You have to know what you own, and why you own it. “This
baby is a cinch to go up!” doesn’t count.

+ Long shots almost always miss the mark.

» Owning stocks is like having children—don’t get involved with
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more than you can handle. The part-time stockpicker probably has
time to follow 8~12 companies, and to buy and sell shares as con-
ditions warrant. There don’t have to be more than 5 companies in
the portfolio at any one time.

o If you can’t find any companies that you think are attractive,
put your money in the bank until you discover some.

e Never invest in a company without understanding its finances.
The biggest losses in stocks come from companies with poor balance
sheets. Always ook at the balance sheet to see if a company is
solvent before you risk your money on it. '

» Avoid hot stocks in hot industries. Great companies in cold,
nongrowth industries are consistent big winners.

 With small companies, you're better off to wait until they turn
a profit before you invest.

» If you're thinking about investing in a troubled industry, buy
the companies with staying power. Also, wait for the industry to
show signs of revival. Buggy whips and radio tubes were troubled
industries that never came back.

¢ If you invest §1,000 in a stock, all you can lose is $1,000, but
you stand to gain $10,000 or even $50,000 over time if you're patient.
The average person can concentrate on a few good companies, while
the fund manager is forced to diversify. By owning too many stocks,
you lose this advantage of concentration. It only takes a handful of
big winners to make a lifetime of investing worthwhile.

+ In every industry and every region of the country, the observant
a;matetzr can find great growth companies long before the profes-
stonals have discovered them,

* A stock-market decline is as routine as a January blizzard in
Colorade. If you're prepared, it can’t hurt you. A decline is a great
opportunity to pick up the bargains left behind by investors who are
fleeing the storm in panic.

¢ Everyone has the brainpower fo make money in stocks. Not
everyone has the stomach. If you are susceptible to selling everything
in a panic, you ought to avoid stocks and stock mutual funds
altogether.

« There is always something to worry about. Avoid weekend think-
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ing and ignore the latest dire predictions of the newscasters, Seil a
stock because the company’s fundamentals deteriorate, not because
the sky is falling.

s Nobody can predict interest rates, the future direction of the
economy, or the stock market. Dismiss all such forecasts and con-
centrate on what's actually happening to the companies in which -

© you've invested.

» Tf you study 10 companies, you’ll find 1 for which the story is
better than expected. If you study 50, you'll find 5, There are always
pleasant surprises to be found in the stock market—companies
whose achievements are being overlooked on Wall Street.

» If you don’t study any companies, you have the same success
buying stocks as you do in a poker game if you bet without looking
at your cards.

« Time is on your side when you own shares of superior compa-
nies. You can afford to be patient—even if you missed Wal-Mart in
the first five years, it was a great stock to own in the next five years.
Time is against you when you own options.

« If you have the stomach for stocks, but neither the time nor the
inclination to do the homework, invest in equity mutual funds. Here,
it’s a good idea to diversify. You should own a few different kinds
of funds, with managers who pursue different styles of investing:
growth, value, small companies, large companies, etc. Iovesting in
six of the same kind of fund is not diversification.

The capital-gains tax penalizes investors who do too much switch-
ing from one mutual fund to another. If you've invested in one fund
or several funds that have done well, don’t abandon them capri-
ciously. Stick with them.

« Among the major stock markets of the world, the U.S. market
ranks eighth in total return over the past decade. You can take
advantage of the faster-growing economies by investing some portion
of your assets in an overseas fund with a good record.

« In the long run, a portfolio of well-chosen stocks and/or equity
mutual funds will always outperform a portfoho of bonds or a
money-market account. In the long run, a portfolio of poorly chosen
stocks won’t outperform the money left under the mattress.
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Stockpicking is a dynamic exercise, and a lot has happened since 1
Fnade my selections for the 1992 Barron’s Roundtable, as described
in the foregoing text. For starters, I participated in the 1993 Barron’s
. Roundtable by selecting a new group of stocks, mcluding cight re-
peaters from the 1992 Roundtable. By the time you read this, I will
already have done my research for 1994, ’

My routine is always the same. I search for companies that are
undervalued, and I usually find them in sectors or industries that
are out of favor. For two years running, I found no bargains among
the blue-chip growth stocks, a group that includes Merck, Abbott
Labs, Wal-Mart, and Procter & Gamble. The poor performance of
the‘se popular issues is proof that the chart-reading technique de-
scribed on page 142 actually works.

By looking at the long-term charts of these companies in 1991
92, you would have seen-that their stock prices had strayed far
beyo;zd their earnings, a danger signal that told us to back off for
a while from the Mercks, Wal-Marts, and similar growth companies
that were the star performers of the late 1980s, but lately have
faltered.

Whenever a popular stock suffers.a big drop in price, especially
a stock that is widely held by pension funds and mutual funds, Wall
Street has to make up a reason for the decline that gets the fund
managers off the hook for owning it. Recently we’ve heard that the
drug company stocks declined because Wall Street was nervous
_about the Clinton health plan, and Coca-Cola declined because
investors were worried about the effect of a stronger dollar on Coca-
_Col.a’s earnings, and Home Depot declined because of sluggishness
in the housing market. The real reason these stocks declined is that
they had gotten terrifically overpriced relative to current carnings.
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What usually happens to an overpriced blue-chip growth stock is
that the stock price will fall or move sideways for a couple of years
as the corporate earnings continue to grow as usual, and eventually
the price and the earnings will come back into balance. When that
occurs, the price line and the earnings line will converge on the
c¢hart, as they did for Abbott Labs in late 1993, (See the illustration
on page 144.) Perhaps the blue-chip growth sector has had its cor-
rection, and some of these stocks can be recommended in 1994-95.

In my experience, the price of a stock, the “'p” in the p/e equation,
cannot run too far ahead of the earnings, the “e” in the equation,
without something having to give.

While some of the larger growth stocks were bid up too high and
then stumbled, many bargains could still be found among the smaller
growth stocks. The New Horizons indicator described on pages 66—
67 has continued to show the smaller stocks at the bottom of their
price range relative to the S&P 500. (See the chart on page 66.) As
long as the small companies remain cheap compared to their larger
counterparts, there’s a good chance they will outperform the larger

~ companies, at least until the New Horizons indicator turns porth.

Another interesting development in 1993 was that the natural gas
business had revived to the point that energy and energy service
companies could do well. These sorts of enterprises had been in the
doldrums for as long as I could remember, but years of cost-cutting
and consolidating and shutting down the drilling rigs had produced
a promising situation for the survivors.

The risk/reward ratio was excellent in these companies. Many a
natural gas stock had been thrashed so thoroughly that they could
hardly be beaten down much further, and the odds were favorable
that some of them would rise and shine. So I recommended five
energy companies i 1993: two service companies and three
producers.

Based on the pent-up demand indicator described on pages 241
242, 1 also thought that the auto industry would sell more cars and
trucks than a lot of people were predicting. After a down cycle 1n
autos, it normally takes five to six years of an up cycle before the
pent-up demand is satisficd, and we were entering only the third
year of the latest up cycle. With that in mind, I recommended three
automakers plus Farman International, which supplies car sterco
equipment to the automakers.

In my discussions with various analysts and also with executives




Table PS-1. EYNCH'S 1993 BARRON'S PORTFOLIO

Ticker Company Name Total Return Price Price
V1193- V1193 1253193
ABBK Abington Savings Bank e
tngton Savings Ban 27.718%

AMX  AMAX, Inc. (through 11/15/93) a7 $122£ W
AHC  Amerada Hess Corporation” 3.78 4400 4513
APA  Apache Corporation 33.12 1775 2338
AS Armco, Inc. — 577 6,50 6:13
»»— Body Shop 37.20 i64p  225p
Br British Petroleum: PLC-ADR 46.81 4488 #4400
BST  British Steel PLC-ADR 97.81 950 18.50
(E Chrysler Corporation 49.00 36.25  53.25
CCI  Citicorp ' 71.51 2150 36.88
CMS  CMS Energy Corporation 39,30 18,50 2513
CSA  Coast Savings Financial, Inc. 34.12 10.63 1425
DBREY De Beers Consolidated Mines—ADR 84.64 13.75 ﬁ4.25
DME  Dime Savings Bank of New York 20.37 6,75 8‘23
FDX Federal Express Corporation 27.99 55.38 7{}:88
ENM  Federal Naticnal Mortgage Association 3.66 7156 78.50
FFOM  Firstfed Michigan Corporation 62.24 16.08  25.50
FOFF  50-Off Stores, Inc. 4271 1200 688
F Ford Motor Company 4737 4513 64.50
GH  General Host Corporation ~18.38 9.00  7.00
GM General Motors Corporation 63.26 34.25 54‘88
GLM  (lobal Marine, Inc. 65,60 2.50 4.'23
GGUY Good Guys, Inc. 18.18 100 13.00
HWG  Hallwood Group, Inc. ~8.89 563 513
HAR  Harman International Industries 94.92 ]4.7‘5 ZébTS
AHM  H. F. Ahmanson & Co. 11.07 1850 19.63
HPBC Home Port Bancorp, Inc. 66,46 738 1175
IAD Intand Steel Indastrics, Inc. 51,43 21,88 33'15
MAXC Maxco, Inc. 106.06 413 850
MSEL  Merisel, nc. 67.05 .00 1838
NSBK  North Side Savings Bank, Bronx, NY  39.67 1333 18.50
NSSB  Norwich Financial Corporation 62.44 575 9.00
PXRE Phoenix RE Corporation 80.16 1525 27.25
RLM  Regnolds Metals Company —13.65 53.88  45.38
SERF  Service Fracturing Company 16.9¢ 3.31 3.%38
SBN  Sunbelt Nursery GRP/DE —40.21 $75 344
SDEB  Sun Distributors, L.P. 25.26 350 425
CUTS  Supercuts, Inc. 2.62 1450 1488
TLE Tenera, L.P 4.72 I:E’:I 2‘38

Lynch’s 1993 Portfolio Tofat Return 35.39% "

S&P 300 Stock Index 11.23

NASDAQ Composite Index 13.83

Value Line Composite Index New 18.31

*AMAX' z<>ze_z§ retusn refiects the 11/15/93 merger/spin-off in which T share of AMAX became
aconlw;iembie mtor 5 shares ALUMAX, .5 shares Cyprus AMAX, and .245 shares of AMAX
Gidl,
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of various companies that buy and self steel, I learned that steel
prices were starting to firm. Moreover, the U.S. steelmakers were
expecting the government to take action to protect them against the
“dumping” of cheap steel by foreign producers in our markets. (As
it turns out, they didn’t get the protection they wanted.) I was also
hearing that several of the old and mnefficient steel plants in Burope,
which for decades were run with massive government-subsidized
losses in order to give tens of thousands of workers unproductive
jobs, would be closed. Privatization would accelerate this process
even further. This would be bullish for steel prices worldwide.
ended up recommending three steel companies and two other metal
companies as well.

So my 1993 Barron’s lineup was heavy on the cyclicals, aithough
I didn’t start out with the idea of buying cyclicals because that’s
what you're supposed to buy in the early stages of an economic
recovery. it jusi happened that in the companies and industries I
investigated, the biggest bargains were in cyclicals, and that’s where
earnings were on the move. .

The seven S&Ls I recommended in 1992 all moved up. In 1993,
I recommended eight new ones. I continue to be amazed at the
performance of this entire group—doubles, triples, quadruples in
dozens of issues that have come public since 1991, and hardly a dog
in the bunch. :

Many of the S&I1.s have been doing well for several years, so this
is not a situation in which you have to get in and get out. And there
are still great opportunities as I'm writing this. If there’s another
part of the market where so many solid franchises are selling for
less than book value and have good earnings growth, with the hke-
lihood that sooner or later they’ll be bought out by larger banks or
S&Ls at a premium, I haven’t discovered it.

The conventional worry on Wall Street is that the S&L party will
come to an abrupt end as soon as the economy gets moving and
interest rates begin to rise, thus wiping out the profits that S&Ls
are making on the current and favorable interest rate “spread.” 1
disagree. A very speedy economy with double-digit inflation could
hurt the S&Ls, but an economy that lopes along at a reasonable
pace would not.

In fact, the S&l.s wiil benefit from a steady economic improve-
ment, because in a better real-estate market they can unload their
foreciosed real estate more quickly and at higher prices, and they
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will suffer fewer defaults and delinquencies and thus fewer new
fOI’{E:CZOSﬂICS. This will strengthen their balance sheets and boost
their earnings, because they won't have to set aside as much money
to cover their loan losses. Also, as the economy improves, these
Fhrifts can increase their lending to creditworthy borrowers, which
i turn will add to their earning power.

Finally, I began to take an interest in California companies in

1993. This was because California was in a deep recession and the
press reports were so negative you would have thought the entire
state was going out of business. New England, my own home region,
was in precisely. the same predicament in 1990, and the headlines
were Just as gloomy, but if you managed to ignore the headlines and
buy shares in depressed New England companies, particularly banks
and S&Ls but also a few retailers, you've been well rewarded to
date.
. Taking the optimistic view that California would somehow survive
its recession the way we New Englanders have survived ours {(so far,
we've done it with no job growth!), I put three California companies
on my 1993 recommended list: Coast Savings Financial, Inc.; H. F
Ahmanson & Co., the nation’s largest thrift holding company; and
the Good Guys, Inc., a retail chain that sells TVs, stereos, and
related clectronic devices. T also recommended Fannie Maé, my
long-term favorite company, which owns and packages mortgages.
its stoc_:k price was depressed because 25 percent of its mortgages
are written on California real estate.

THE 24-MONTH CHECKUP

To the six-month checkup of the Lynch portfolio that appears on
pages 284-304, we can now add the 24-month checkup. With so
oruch aftention given to the ups and downs of stock prices, it's casy
to forget that owning a stock is owning a piece of a company. You
wouldn’t own a rental building without checking every once in a
whi.ie to see that the units are well maintained and the place isn't
falling apart, and likewise, when you own a piece of a company you
must stay in tune and watch for new developments.

After doing my lastest round of homework on the companies
described in the text, I can report the following:

Allied Capital Corporation Il has been a short-term disappoint-
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ment, as reflected in the stock price. Through no fault of the com-
pany, what T hoped would happen in 24 months is going to take
much longer. The company had all its equity ready to invest in loans,
but it hase’t been able to put all its money to work. Part of its plan
was to buy loans from the Resolution Trust Corporation out of the
portfolios of S&Ls that were taken over by the government. The
idea was to invest in creditworthy borrowers, who were paying 10~
11 percent interest.

The unforeseen problem was that a lot of other investors, inclading
banks and the so-called vuiture funds, were also trying to buy these
toans. Allied couldn’t get the ones it wanted, and it wasn't about
to lower its standards and purchase the riskier variety. So it sat on
its cash, getting 3 percent in the money market. This was not a
productive situation for shareholders, who were paying Allied Cap-
ital an annual 2 percent management fee.

Allied Capital II is gradually buying loans, but at a slower pace
than anyone expected. Meanwhile, the best investment has been the
company that manages the Allied funds, Allied Corporation, whose
share price has doubled in a year.

Speaking of management companies, Colonial Group had a gain
of 69.7 percent in 24 months. Once again, when billions of dollars
are pouring into mutual funds, as they have in recent years, it pays
to invest in the folks who own and operate the mutual funds.

My passion for the nursery companies {General Host, Sunbelt,
and Calloway’s) was a big mistake. I deluded myself about the entire
matter. T was so impressed with the fact that consumers were buying
plants, rakes, shovels, mulich, etc., in record numbers and that gar-
dening would be to the 90s what cooking was to the 80s that |
overlooked the fierce competition among the gardening stores. It's
as fierce in plants and flowers as it is in the airlines.

Much of the traffic has gone to the discount centers at K mart,
Home Depot, etc., which sell a minor assortment of greenery and
huge quantities of fertilizer, mulch, pesticides, and gardening tools
that otherwise might be sold by Sunbelt or General Host. I under-
estimated the impact of the discounters and also the perseverance
of the moms and pops in small gardening centers, who are toughing
it out and lowering their prices to compete with the discounters.
The chain store nurseries are being squeezed at both ends. The
extreme weather that we've had—deluges, droughts, etc.——hasn't
done them much good either.
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Calloway's, a company that made a favorable impression on me
when the stock was selling at 88, sold for $3.00 at the end of 1993,
and what looked like a growth opportunity a fow months ago is now
a potential turnaround. It's also a potential asset play, with $1.30 in
cash, no debt, and 17 buildings in the Dallas area.

1 thought of Sanbelt as a possible takeover candidate, and sure

-enough, it was taken over by General Host. Alas, the stock was
selling for $6.25 when I recommended it, and the buyout price was
$5. This was a Pyrrhic victory. :

If you still believe in Sunbelt, you can continue to own a piece of

it by buying shares of General Host. This hasn’t been such a hot
prospect either. The sales at its Frank’s Nursery & Crafts outlets
have been disappointing. Overall, 1993 was a terrible vear for
Frank’s. We’ve had record heat waves across the country, causing a
lot of people to stay indoors and avoid the garden.
‘ General Host may turn around and prosper in the future, but as
in the case of Allied Capital, it’s going to take longer than I expected.
~ Pier I Imports is also part of the nursery story—it owned a ma-
fority interest in Sunbelt before Sunbeit was bought out by General
Host. Pier 1 has struggled with the sluggish economy, but i continues
to gain market share from the neighborhood furniture stores. I'd
say the company is definitely on target.

The immediate future of CMS Energy was riding on a judicious
sertlement of its rate case with the Michigan Public Service Com-
mission, and I had no clue what the outcome would be, T understood
the company well enough to know that at $18.50 a share, the stock
was a decent buy even if the company got a lousy settlement. So
the risk/reward ratio was favorable.

In March 1993, the Michigan PSC made its ruling, which wasn’t

terrific from the CMS point of view, but was favorable enough to -

cause the stock price to advance to the mid-820s. At this level, it
became a hold,

Phelps Dodge had a prosperous 1992 because of cost-cutting and
because copper prices went up. A softer copper market in 1993
cags;d the company, and the stock, to stall. If you own shares in a
mining company, you'd betier keep tabs on the market for whatever
is coming out of the mine,

Body Shop is a case where the company did not perform well in
1992, but the fundamentals improved in 1993, When I recommended
the stock, it was selling for 325 British pence, and | suggested that
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investors take a small position that could be increased if the price
went down. Did it ever. In February 1993, it hit a low of 140 pencel
T never imagined it would fall that far, but one can never predict
how far a price may fall. If you own enough stocks, one of them is
bound to suffer a similar decline.

When that happens, it’s time to review the story. If the story is
still good, then you're happy the stock price feil 50 percent, because
you can buy more at a bargain level. So the important issue was not
that Body Shop had fallen, but why it had falien.

I called the company and got caught up on the story. Body Shop
still had no debt and was continning to expand into new markets.
This was alf positive. On the other hand, the company was hurt by
the terrible sales in Britain, its home market. Apparently, the British
recession had caused people to cut back on soaps and shampoos,
an unfortunate development for the crowds in the underground. Or
maybe they were buying normal shampoo and not spending 4 pounds
on seaweed-and-birch shampoo or Rhassoul mud shampoo from the
Body Shop. '

Three of the four countries with the most Body Shops, Canada,
Britain, and Australia, were all in recessions. And in the U.S,,
several competitors had appeared with their own lotion-and-potion
stores. But the Body Shop will get most of its future growth from
other countries, such as France and Japan, where its stores have
opened without competition. I see this as a global enterprise in the
second decade of a three-decade story. If anything, the story has
gotten better than it was when I started following it in 1992. 've
checked with my friend the ex-librarian, and she’s so delighted with
her Body Shop franchises that she’s bought one more. 1 recom-
mended Body Shop again in January 1993 at less than half the price
I first bought it at in 1992.

At Sun Distributors, a major development occurred four years
ahead of schedule. In September 1993, the company announced that
it was considering a plan to sell off its various divisions. Investors
expected that such a sale might occur, but not until 1997, the last
year Sun Distributors will enjoy the tax advantages of being 2 master
limited partpership.

After the company is sold, the owners of Sun’s Class A stock will
get $10 apiece for their shares, and the owners of the Class B stock
will get whatever is left from the proceeds of the sales. I recom-~
mended Class B in Barron’s in 1992 and 1993.
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Sun Distributors had been working to maximize the value of the
B shares by reducing debt and reducing costs. Several months before
the company announced that it was putting itself up for potential
sale, it completed a deal to refinance its long-term debt. Because
the company’s debt problem was a potential overhang, this was
exciting news; and you could have read about it in the annual report.
Moreover, its annual carnings had increased steadily, even during
the recession, and it continued to bring in $1 per share per year in
free cash flow. Theoretically, this meant $1 per year was added to
the intrinsic value of each share of Class B.

This was another casc of the company doing well and the share
price going nowhere. Class B had been selling in the $2.50-83 range
for more than two years, and then if jumped to $4.40 in September
1993, the month when the possible sale was announced. The stock
market can test your patience, but if you believe in a company, you
hold on until your patience is rewarded.

The Class B shares might have fetched $8 a share or even more
if the company had stayed intact until 1997, 1 fcel the same way
about the potential sale as 1 felt about Taco Bell being acquired by
PepsiCo in the late 1970s. Taco Bell shareholders made a quick
profit, but the ongoing enterprise had the potem;ai to be 10 times
as rewarding,.

Tenera, my limited partnership in recovery, has not fuliy re-
covered. If it weren’t for the debt-free balance sheet, Tenera would
have been a goner long ago. Before you invest in a company that’s
clinging to life, make sure it has the cash to pay the medical bills,

The stock price rose and then fell, and as of this writing the price
is about half of what it was when F recommended the stock in January
1992, and about the same as it was in Japuary 1993 when I rec-
ommended the stock again. The company has a new COO and $2
miilion in the bank, which it has used to buy back some of its own
shares. It has attracted new clients for its utility management ser-
vices, and its problem projects are reduced from six to two, The
contract dispute with the government is not vet resolved, but the
company has set aside enough money to cover itself if it loses. A
win would be a bonus,

The way [ see it, if the company never recovers, the liquidation
value is 31 per share, and if it does recover, the stock goes to $4.

Two other master limited partnerships 1 continue to follow but
didn’t recommend in 1992 are worth mentioning. Cedar Fair, the
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Table PS-2. EYNCH'S 1992 BARRON'S PORTFOLIO: 24-MONTH UPDATE

Total Price* Price
ieker Compay Return  HI3/92 123193
V1392
12/31/93
AITI  Allied Capital Corperation 11 -14,11% $19.00 %1;.25
o Body Shep —36.17 325{; 2 {I;i}
COGRA Colonial Group—Class A 69.70 17..53 25,13
CMS CMS Energy Corporation 43.36 ig.{” 20._5{}
EAG Eagle Financial Corporation® 161,81 68‘75 "ﬁ; %
FNM Federal National Mortgage 16.34 . )
Association
FESX  First Essex Bancorp, Inc. 222 .68 2% g'é(s}
GH General Host Corporation - 1.32 3’{.00 5‘{83
GM General Motors Corporation 87.45 kd.s{} 541?5
GSRK  (ermantown Savings 287.15 1 .12 2}.00
GRCI  Glacier Bancorp, lne” 17.37 20.% 3.25
LSBX  Lawrence Savings Bank 225.00 1;.90 1.3’ =
PBNB  People’s Savings Financiat Corporation  85.42 32. 0 48.75
D Phelps Dodge Corporation* 60.97 : 8.6{} 9.7.5
PIR Pier 1 Imports, Inc.—DEL 23.53 3~83 23.}3
SVRN  Sovereign Bancorp, Inc.” 250.90 ‘25 3,44
SBN Sunbelt Nursery Group/DE —44.59 g > 4. i
SDPS  Sun Distributors, LB 63.87 9. = 2}‘25
INTV  Sun Television & Apphances, Tae.* 136.48 }1.33 14‘85
CUTS  Supercuts, Ine” ié%? 2‘ - ;:38
TLP Tenera, L. —42. .
Tynch’s 1992 Portfolie “Total Return 80.43
$&P 500 Stock Index 19.19
NASDAL Composite Index 25.77
Value Line Composite Index New 33.07

*Split adjusted.
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amusement park company, has continned to thrive after its acqui-
sition of the Dorney Park amusement complex near Philadelphia
which I visited with my family in 1993, It has one of the highes;
s?iash rides in the world. More to the point, the stock has a 6 percent
y‘zeid with certain tax advantages until 1997, and the company con-
tinues to grow by adding new rides and making acquisitions. 1t could

- become an acquisition target itself. 1 can think of a lot of buyers
out there, particularly the entertainment giants, which might want
their own amusement parks with Bart Simpson rides or Arsenio
Hall of Fame rides or whatever. Disney has already bought a hockey
team and named it the Mighty Ducks, so imagine how well it might
do if it bought an amusement it knew something about. It counid
turn Dorney Park into Buena Vista World.

EQK Green Acres, the partnership that owns the shopping center
on Long Island, completed a refinancing of most of the debt that
was hanging over the company. Two other bits of posttive news were
reported in 1993: (1) Home Depot’s acquisition of a piece of EQK
property, which helped reduce debt; and (2) the purchase by the
principal shareholder and CEO of 56,000 additional shares for him-
self, as moted in a quarterly message to shareholders.

The stock price of EQK rose after the announcement of the
lreﬁnancing, but not right away. This is another example of how
investors don’t need inside information to profit from good news.
Even after good news is made public, Wall Street can be slow to
react.

. BQK also has announced thai it may converi to a real-estate
investment trust (REIT). This will strengthen the balance sheet and

ensbie the company to borrow money at lower rates, In the con- -

version, the company would have to compensate its major partner
the Equitable, by giving it shares in the new REIT. But the ﬁev:r
structure would aliow EQK to use its financial clout to buy additional
shopping centers, the way Cedar Fair has bought other amusement
parks.

Supercuts has made a startling announcement: It will open 200
gc%dit'zoz}ai outlets in New York, to be owned by the company in a
joint venture with another pariner. The company is borrowing
money {0 pay for this expansion, and this will penalize its 1993--94
carnings. Whereas analysts expected Supercuts to earn 80 cents in
1994, it is likely 1o earn less.

For the longer term, the new stores will accelerate the growth rate
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of the company. The stock continues at a p/e ratio that’s below the
market multipte, In today’s market, investors are paying a ot more
for companies that are growing more slowly and aren’t industry
leaders, which is what Supercuts bas become. Customers continue
to line up for the Supercuts shampoo and trim. The all-important
same-store sales increased 4-5 percent over the past year, without
any increase in prices.

A recent quarterly report includes a coupon good for a $3 discount
on a haircut, which may be another reason to own the stock, but
after my shearing in Boston, I'm declining the offer.

Sun Television & Appliances, the Ohio retailer, has had a mem-
orable year. In 1993, same-store sales were up 15.2 percent and the
company had opened 11 new stores in the past two years. After its
triumph in local markets, Sun TV is on the march to Pittsburgh,
Cleveland, and Rochester and soon it will enter Ruffalo and Syra-
cuse. By deploying its forces from one end of the Great Lakes to
the other, Sun TV makes it more difficult for competitors to establish
themselves in between. The company is growing at 20 percent and
selling at less than 20 times 1994 earnings, and the stock price has
more than doubled in 24 months. If the price gets hit in a stock-
market correction, [’d be inclined 1o buy more.

General Motors has been the least-admired of the Big Three, but
it may be the best performer over the next few years. Although i
recommended all three automakers at the beginning of 1993, and
Chrysler has had a great year to date, a reason 1o like GM is that
it sells a lot of cars overseas. GM will benefit when Europe comes
out of its recession.

Before the end of the current upswing in car buying in the U.S.
(there’s still a pent-up demand, as described on pages 241-242),
GM also has a decent shot at turping a profit on its domestic car
business. With a 30 percent share of the market, it ought to be able
to make a profit—TFord makes money with 20 percent and Chrysler
with 10. GM has already turned the corner on trucks, and its non-

automotive divisions are doing well, so even if the company only
manages o break even on cars in the U.S., it could earn $10 or
more per share.

This is a different sort of turnaround from, say, IBM’s. For 1IBM
to recover, it has to make money in the U.S. computer market, but
GM can recover without making money in the U.S. auto market.

Fannie Mae is still underappreciated on Wall Street, and undes-
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valued as well. This company 1s as close 10 a sure winner as you'li
find. It has a growing share of a booming business. At the end of
1993, the stock price was only slightly higher for the year, despite
the company’s three strong quarters,

 Fannie Mae has only 3,000 emplovees and it makes $2 billion in
profits. Few businesses are more predictable or measurable. Wall
Street is always looking for predictable, consistent growers—what’s
the matter with this one?

The lastest worry about Fannie Mae is that low interest rates wili
clobber the earnings as millions of homeowners refinance their mort-
gages. A few years ago, people were worried about high interest
rates. Fannie Mae doesn’t care what the interest rates are. Because
much of its debt is ““callable,” when interest rates decline Fannie
Mae can reduce the cost of its borrowing. The savings on the debt
will offset the losses in revenue from the refinanced mortgages. The
profits are locked in.

A second worry is that Fannie Mae will be undone by the recession
in California, because 25 percent of the mortgages it owns or guar-
antees are on California real estate. Fannie Mae did get hurt by the
Texas recession a few years ago, but that’s old news. It has tightened
its underwriting standards, The average Fannie Mae mortgage is for
$100,000 or less, and in California its mortgages have a loan-to-value
ratio of 68 percent, the highest of any lender in the state. Its loan
delinguency rate has fallen for seven vears in a row, even during the
national recession, and currently stands st .6 percent, a historic fow.,
This is not inside information. Fannie Mae mails it out t¢ any share-
holder who asks for if.

A third worry is that Fannie Mac is related to Sallie Mae, the
comparny that handles student loans. Sallie Mae got blasted by Pres-
ident Clinton and by Congress, both of whom said the government
could do a better job. This is a doubtful assertion, given the record
of the post office, but no matter. The politicians were determined
10 set up a government competitor to Sallie Mae, and they are getting
their wish.

Nevertheless, Fanpie Mae has nothing to do with Sallie Mae. Last
year, Congress passed a bil redefining government-sponsored cor-
porations, and Fannie Mae was left intact. Earnings were up nearly
15 percent in 1993 and projected to be up another 16--15 percent
in 1994. Give Fannie Mae a normal valuation in today’s market, and
it’s a $120 stock.

Postseript . 321

I’ve already brought you up-to-date on the S&Ls—Eagle, Glacier,
First Essex, Germantown, Lawrence, People’s Savings Fingncial, and
Sovereign. About the wisdom of investing in mutual savings banks
as they come public, I couldn’t be more emphatic.

There are 1,372 mutual savings banks and thrifts that may yet
convert to public ownership. If there Is one in your neighbprhood,
open a savings account there, If you have $50,000 and deposit $1,000
in 50 different thrifts that aren't yet public, you will improve your
chances for participating in a conversion. As the number of Zezzd%ng
institutions continues to be reduced by takeovers and buyouts, it’s
a good bet that ali the mutual savings banks and S&Ls will eventually
convert,

NEWS FLASH!

As we put this edition to bed, the govcmm‘em’s Office of ’Z‘_hrift
Supervision has slapped a moratorium on savings bank conversions.
The problem is that some officers and directors have been taking
advantage of these deals by giving themselves options to buy shares
at reduced prices. A few have gotten shares for free. The government
wants to stop this profiteering by insiders. Hearings are underway
in Congress, and the whole process is being reviewed, _

Pm all for that, Meanwhile, only two percent of the depositors
nationwide have taken advantage of their opportunity to buy shares
at the favorable initial prices. So 98 percent have turned their bgcks
on these superb deals at their own local thrifts in their own mf:lgh-
borhoods. My guess is that once the rules are changed so that insiders
can’t reward themselves with freebies, the conversions will be ?11~
towed to proceed. This is one case where it will pay to keep up with
current events.
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Personal Finance

Develop a Winning Investment Strategy
—with Expert Advice from

“The Nation’s #1 Money Manager”
[ e S RO

Peter Lynch’s “invest in what you know™ strategy has made him a
household name with investors both big and 5111(1]]

An important key to investing, Lynch says, is to remember that
stocks are not Iottery tickets. There’s a company behind every stock
and a reason companies—and their stocks—perform the way they do.
In this book, newly revised and updated for the ])deI’bd( k edition,
Peter Lynch shows you how you can become an expert in a company
and how you can build a pro[llab]v investment portfolio, based on
your own experience and insights and on straightforward do-it-your-
self research. There’s no reason the individual investor can’t match
wits with the experts, and this book will show you how:

In Beating the Street, Lynch for the first time:

e Explains how to devise a mutual fund strategy

e Shows how he goes about picking stocks, step- -by-step

e Describes how the individual investor can improve his or her
investment performance to rival that of the experts of the
investment clubs.

During PETER LYNCH’S thirteen successful years as manager of the Fidelity
\Lwel]dn Fund, it was the top- ranked general t*qmt\ mutual fun(] in the nation. One
thousand dollars invested in Magellan in 1977 was worth $28,000 when he hand-
ed over the reins of Magellan on May 31, 1990.

Since his retirement from the Magellan Fund, Lynch continues as a member of the
board of trustees of the Fidelity Gr oup of funds and writes a column for Worth mag-
azine. He lives with his wife, (Adl()l\ll and three daughters in the suburbs of Boston
and is the author of the investment classic, One Up on Wall Street.

JOHN ROTHCHILD is the coauthor of One Up on Wall Street. He is the author of
several highly acclaimed books on business and finance, among them A Fool and
His Uom* and Going for Broke. He lives in Miami Beach.
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