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PREFACE

America’s investment markets are the most active and efficient in the world. These markets provide capital to more than 10,000 companies ranging from the tiniest venture-stage company to giant multinationals. Local, state, and national government agencies and a host of trusts, partnerships, and other special purpose entities also seek funds. To a degree strikingly different from most other countries that rely nearly exclusively on their banking system, the United States public securities market is the principal avenue for financing the broader United States economy.
Issuers offer securities ranging from traditional stocks and bonds to highly complex structured instruments and esoteric derivatives. Thousands of different mutual funds offer individual investors both diversification and professional management. For investors, this profusion of issuers represents a world of investment opportunity.
Investor choice in the American capital market extends beyond the type of instrument and the specific issuer to span the spectrum of risk. Under our system, investors have the right to take risks according to their own risk tolerance and to seek out extraordinary gain even at the risk of painful loss. With millions of individual decisions evaluating risk and reward, the market as a whole represents a distillation of economic judgment about risk that is far more accurate than any government body could ever hope to be.
If choice is the dominant characteristic of this extraordinary market, choice also complicates the task facing any particular investor. In Investment Gurus, Peter Tanous interviews many of the nation’s leading investment managers and some of the academics who have helped establish the intellectual underpinning for today’s investment strategies. These interviews present, in their own words, the strategies that some of the best-known professionals have brought to their investing.
These stars of the investment profession express many views on the relative merits of growth and value stocks and on different theories for producing above-average returns. As we listen to what the successful managers say, it becomes clear that choosing risk wisely in order to obtain higher than market returns is in many respects the name of the game. The managers that Peter Tanous interviews excel at that game. The level of return they will achieve - and the wealth they will thereby acquire - is dependent not on how well they avoid risk, but in how sensibly they take risk. The same is true for individual investors.
Some of the investment approaches discussed in Investment Gurus involve reviewing the available information concerning a company, its industry, and the overall economy and making accurate value judgments before the rest of the market figures out the same thing (and prices change accordingly!). Other approaches do not rely specifically on faster reactions to significant news developments, but do rely on high quality financial data to permit careful analysis of intrinsic value or likely earnings acceleration.
In the end, we discover that achieving consistent profit requires a wise understanding of risk and the ability to choose exposure to risk prudently. Any individual seeking greater success in the market must understand at the outset what could go wrong (as well as the theories of how to make things go right).
Naturally, both managers and investors tend to focus on the potential for profit through sound investment decisions. It remains a great and enduring hallmark of the United States equities market that astute investors (or very lucky ones) can realize significant profits from successful investing.
At present, I am serving as the trustee in bankruptcy of nine related companies that were the scene of one of history’s largest pyramid or “Ponzi scheme” frauds. In a six-year period, the Bennett Funding Group and its affiliates sold more than $2.1 billion in unregistered securities. Investors were told these fixed income notes were highly safe and that they were backed by both leases of office equipment to government agencies and private insurance. Unfortunately, many of these notes were backed by nothing more than hot air.
Most investors want to protect themselves against excessive risk, yet prove vulnerable to fast-talking sales personnel. Most investors want to achieve the best return they can get without becoming part of a banquet for con men or vultures. Unfortunately, many people do not have the skill needed to determine how much risk a particular investment or an entire investment strategy may represent. Up to a point, selecting a professional investment manager will help meet the need for understanding and managing risk. (Unfortunately, there have also been cases in recent years of managers becoming involved in frauds as well, so that is not a perfect solution.)
While the role of government efforts to oversee and regulate United States securities markets did not receive much attention in the interviews, the pivotal need investors have for reliable financial reports and other forms of disclosure was apparent. The quality of that information in the market and the mechanisms for maintaining an environment of what the SEC calls “full and fair disclosure” depends significantly on government encouragement and “regulation.” Happily, at least at the federal level, the United States regulatory system has for the most part seen its job over generations as combating the worst abuses in the market without trying to go too far in the direction of limiting the market’s ability to offer both low and high risk investment.
Those of us who have been on the regulatory side know that the SEC cannot do everything. We always sought to protect investors against fraud and market manipulation, but we also protect their inalienable right to lose money in pursuit of profit.
Readers of this book will be moved by a spirit of curiosity, of inquiry, and also one of skepticism, healthy characteristics to bring to the investment process. Investment Gurus demystifies that process while exposing investors to the highest level of investment competence and success.
Richard C. Breeden


FOREWORD

I called my broker to short Ascend Communications, one of the many Internet companies I know nothing about. I just knew it was divided into 110 million shares, each of which was selling for $38, up from $5 a few months earlier. That gave the whole pie about a $4 billion price ($38 a slice times 110 million slices) - which may have been cheap for all I knew. Maybe a fair valuation would really have been $10 billion. But it seemed like a lot for a young company with modest sales and earnings that had been priced under $600 million the previous year.
The point of all this is not to knock Ascend - believe me, I knew nothing about it. (When it got up to 65, I shorted some more.) Rather, the point is to tell you what my broker said when I asked him his thoughts on the stock.
“I don’t want you to think I’m stupid,” he said - he’s been my broker and friend for 22 years by now, so, no, I don’t think he’s stupid - “but I don’t look at the same kind of stuff you do.” Like earnings. “I like to buy stocks when they’re going up and short them when they’re going down.”
Ascend was going up, so, while he wished me luck, it wasn’t the sort of stock he would short. Indeed, now that I had brought this craziness to his attention, I knew he was silently contemplating purchase. What kind of nut would buy Ascend at prices like these? My broker, for one.
And do you know what? I’d guess he has done at least as well with his method as I have with mine. I have the self-righteous satisfaction of being “right” about some of these things - for example, I was “right” to short U.S. Surgical at 60 (only to watch it hit $134 before dropping back to $18), because it was overpriced. But he made a lot more money on U.S. Surgical than I did. It was going up, so he bought some.
There is more than one way to skin a cat
But most of us don’t want to skin cats at all. It’s nasty, unpleasant work. The truth is, neither my broker nor I does the kind of highly disciplined, time-consuming research a prudent man should before investing large sums of money. And neither do most investors. Instead, we tend to rely on the work of others - smart people interviewed in Barron’s, for example, offering the benefit of their research. Why reinvent the wheel?
(Sometimes we rely on the ideas of others we merely assume have done the work, or who are selling what they are recommending we buy.)
Of course, the sensible thing for almost everyone to do is not pick stocks themselves, but simply to make the basic decisions - how much to invest in the market at all, how much in U.S. versus foreign markets - and then do the actual investing through low-expense no-load mutual funds. Just by investing in one of the Vanguard index funds, because their expenses are so low, you are virtually certain over any meaningful stretch of time to outperform most of your friends and neighbors, most other mutual funds, most bank trust departments and pension funds.
Astounding, no? But true. And prudent.
If I weren’t so fascinated by this game - and if, pigeon-like, I were not occasionally rewarded with an out-size kernel of corn (I bought 25,000 shares of a Canadian oil company in 1994 at 87 cents that has some sort of deal going in Kuwait and today is $7.33 a share; have you any idea how thrilling that is?) - I would stick with mutual funds myself.
I am, vaguely, a “value” investor, not entirely unlike the first of my friend Peter Tanous’s interviewees in this book, Michael Price. Indeed, 20 years ago I invested my IRA in Price’s mutual fund, Mutual Shares, and have happily watched him and his late mentor, Max Heine, multiply it several times over.
My broker, by contrast, is more of a “momentum” investor, vaguely akin to Peter’s second interviewee, Richard Driehaus. I was bemused to learn from the interview that while I was shorting Ascend, Driehaus - who actually did know a lot about Ascend - was buying it. It is people like me who make opportunities for more serious investors like Driehaus. Why on Earth would someone like me, dabbling at it part-time, unwilling to spend the big bucks to get “First Call” on his computer screen or to spend all day staring at that screen, do as well as Driehaus?
“Everyone wants to be rich,” Driehaus tells Peter Tanous, “but few want to work for it.”
Peter Lynch, speaking in this book, makes a similar point but with a different twist. People are so persuaded they can’t beat the market that they don’t bother to try. They either do the sensible thing (mutual funds) or they just play around as if they were in a big casino, placing bets more or less blindly. It would be odd if there were no benefit to be had in opening your eyes.
That oddness is a basic paradox of investing. Most securities are priced more or less efficiently. A monkey throwing darts, it has been proven again and again, will outperform most Wall Street professionals.*
But not Peter Tanous’s interviewees. Most of them have handily beaten the monkey, and the explanation isn’t “chance.” It may be hard work and skill. It may be access to superior (or even “inside”) information. It may be self-fulfilling prophecy (as a lucky money manager becomes known and then followed by others, who bid up his stocks). It may be the ability to force management to pay greenmail or take some step to realize a higher stock price (when you own a million shares of a stock, you sometimes have that leverage). It may be various combinations of the above. But it isn’t random chance.
It’s true that in any given group of a thousand annual coin-tossers you will have a few “brilliant” ones “able” to toss heads year after year. Indeed, one of them, odds are, would toss heads ten years running. But that’s quite different from investors being able to significantly outperform their peers year after year. The people Peter interviewed, and others like them, have not just flipped heads eight or ten times in a row. They’ve been engaged in a competition where there are typically hundreds of tosses - buy/sell/hold decisions - each year.
If you had the same thousand coin-tossers tossing not once a year but, say, 500 times a year, guess what? All of them would perform almost identically. All would flip heads almost exactly 50% of the time. And the ones who did flip 52% heads one year would be absolutely no more likely than any of the others to do it again. You’d never find a coin-flipper hitting 55% or 60% consistently. But you do find that among a rare few investors.
Why?
The fascination of this book lies largely in trying to figure that out.
The practical benefit of this book is that it will give you a better sense of what you can and cannot achieve with your own investments, and provoke you to reassess your own strategy (or lack of one).
Chances are, you will conclude as I have that steady periodic investment in two or three no-load, low-expense mutual funds - very possibly some of those you’ll read about in this book - is your smartest bet. But maybe not. And in any event there’s no law that says you have to make the smartest bet. If you can afford it, you might want to have the fun and challenge of calling the shots yourself. At least one obstacle to do-it-yourself success has largely disappeared in recent years: with the advent of deep-discount brokers, “transaction costs” are no longer appreciably higher for retail investors like you and me than for the big money.** Indeed, sometimes trading just a few hundred shares you can get better prices than if you were trying to buy or unload tens of thousands.
Still, before you jump into the market as an active investor yourself, or choose to remain in, note this from Michael Steinhardt. When Steinhardt was running his famous hedge fund, he was asked to reveal the most important thing an average investor could learn from him. His answer: “That I’m their competition.”
Andrew Tobias
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PART ONE
THE LANDSCAPE



INTRODUCTION

I assume this is not the first investment book you ever read. You may have read some books about the stock market or even one of the recent bestsellers by Peter Lynch, the legendary fund manager who successfully managed the largest mutual fund in America, Fidelity Magellan. Perhaps you were intrigued enough to want to read more about phenomenal money managers and glean from their own stories what it is that makes them great. Perhaps you want to know if there are identifiable common traits or methods used by these top managers that allow them to succeed so brilliantly, and so consistently, while so many others fail or are destined to mediocrity? Well, if I guessed right, you won’t be disappointed. And I promise you a lot more.
Here’s what I consider it my mission to deliver:
• Informative, revealing, and sometimes passionate discussions with some of the greatest investment minds today.
• An analysis of the investment skills and attributes of the Gurus as we attempt to zero in on what works in stock market investing and, equally importantly, what doesn’t.
• A timely and revealing look at the latest, state-of-the-art techniques that we investment consultants use to find and track investment genius and how to use these same techniques in your own investment program.
• An investment program you can use to either choose stocks yourself or select your own Guru to do it for you. Again, we will focus on what works.
• One last promise: we will clear the air of some of the annoying noise that is often promulgated under the guise of investment advice. You don’t have time for that. I don’t either.

This is a mission of financial discovery. We are not only going to talk to great money managers, but also to great academics whose work will help us understand just how investment markets work and what we can realistically expect from them. We will ask the managers tough questions about how they do what they do, and we are going to try to find out not just how, but why they succeed. We will delve into the different characteristics of these Gurus and try to isolate those traits that appear to contribute to their success. We will discover if, in fact, there are traits common to all of them, or simply an assortment of characteristics and talents that makes this group of people so successful. In the end, once we identify these special attributes, we will see if it is possible to emulate them in some way to help us in our own investment decisions.
Investment Gurus focuses on one type of investing: common stocks. That’s because common stocks are what most of us understand and invest in because they are the best investment over time. I don’t want to dazzle you with exotic investment techniques that you will have no use for in your own investing life. (I confess, I’ve made one exception just to give you a glimpse into the future of investing.) But, in general I take it for granted that you are too busy to spend a lot of time reading about techniques you can’t use.
My goal is for you to emerge from the time you spend with me a much better investor. Therefore, you will not find interviews with hedge fund managers, currency traders, arbitrageurs, derivatives specialists, and the like. That’s because there is nothing that you and I can learn from those people that we can apply to our own investment strategies. Trust me, you will not learn how to trade currencies like Paul Tudor Jones or do Yen/Deutsche Mark swaps like George Soros by reading a book, but you can learn something from managers who buy and sell stocks and do it superbly. That’s not to say that some of our Gurus don’t use exotic techniques on occasion. A few of them do, and you will end up understanding most of their practices and why they use them.
You may be wondering why I am eager to write this book. As a professional investment consultant, I spend most of my waking hours analyzing investment manager performance as well as manager traits and characteristics. Obviously, of the 20,000 or so registered investment advisors only a handful can be truly great, and I was curious to see what those few were really like. What do they have in common, if anything? What is it about them that propels them to the top of their class? And, most importantly, what can we learn from them?
My firm, Lynx Investment Advisory, Inc., unlike other registered investment advisors, does not manage money. We are part of a small group of advisors who are hired as investment consultants by individuals and institutions, to find and monitor the best money managers in the business. Large institutions hire consultants so they don’t have to listen to hundreds of sales pitches from brokers and money managers. Besides, they figure, the really great managers, the Gurus, if you will, are not likely to be out hustling new business. They don’t need to!
Why have I been successful at picking managers and making investment decisions, and why do I think I can help you do it, too? Well, I began my career supervising institutional salesmen as head of the international division of Smith Barney; later, as CEO of a New York Stock Exchange investment banking firm, I realized that true investment genius was rare indeed. In starting Lynx, I made it my life’s work to analyze and identify the true Gurus, those great investment minds that stand apart from the thousands who offer investment advice to others. Today, my firm advises dozens of institutions, large and small, as well as individuals, some of whose names you would recognize, in creating long term investment strategies.
The investment consulting business has become quite sophisticated. Frequently, new tools appear that help make analysis of risk, returns, and how these important factors interact easier. The Nobel committee has seen fit to recognize these achievements by offering the Nobel Prize to economists in investment disciplines. Two of our Gurus are among the recipients of the Nobel Prize in economics. I want to share some of these tools with you so that you may profit from these advances in our business to enhance your own wealth.
Oh, yes, there is something else. After over thirty years in the financial services business, I have become extremely annoyed at the type of investment advice that is promulgated to the public. There are a number of things that I find difficult to understand and even more difficult to accept. For example, why is it that so many books and articles are intent on misleading investors about the time tested, acknowledged paths to investment success? Why is it that publishers and writers prey on an unsuspecting public by giving them the equivalent of get-rich-quick schemes for making money in stocks? Yes, I’d love to own “Ten Stocks to Double in Three Years,” or “The Hottest Growth Stocks for the Nineties.” I only wish it were so easy.
How about the books of advice from so-called successful investors? There’s a 17 year old whiz kid who wrote an investment book. Is that where you expect to find great investment wisdom? How about investment advice from a barber or a dancer? They’ve got books on investing out there, too. Let me ask you something: if you heard that a young kid, or maybe a plumber, had come up with a neat way to perform appendectomies, would you buy his book and give it a try? Or would you stick with a medical doctor? Why is it that when it comes to investing, anyone who is a bit successful thinks he or she can tell you how to do it better than the professionals who devote their lives to it? Do you really believe that there is some sort of investment voodoo out there that the millions of professionals who have been working in the field just happened to overlook? Beats me.
In Investment Gurus, I will expose you to the greatest minds in investments today and show you how to get rich the safest way possible: with common stocks. You will hear the voices of these great masters and learn from them. I do not want you to fall prey to silly advice. I will teach you to distinguish lucky investors from those with true investment wisdom. We will clear the air of all this nonsense, I promise. I will take you on an excursion to visit the greatest investment minds of the century and then show you how to apply their collective wisdom to insure your own investment success. You will also learn some state-of-the-art techniques now being used to analyze risk and return in stock market investing. At the end, I will offer some specific investment advice using the techniques we have learned from the Gurus.
Common stocks are the single best investment over time in American history. Period. The key phrase is “over time.” Since the early twenties, no asset class has performed better than common stocks, including the effects of the 1929 crash, the Great Depression, and more recent calamities like the Crash of 1987.
If you have any doubts about this, take a look at the chart below. Ibbotson Associates calls this chart: “Wealth Indices of Investments in the U.S. Capital Markets.” I call it: “The Chart that Hungry Stockbrokers Consider the Greatest Chart in the World.” It tracks the performance of Small Company Stocks, Large Company Stocks, Long Term Government Bonds and Treasury Bills back to 1925. It also throws in the Consumer Price Index figure which is a good gauge of inflation. In a nutshell, this chart tells you that if you had invested one single dollar in these different asset classes way back then, this is what you would have at the end of 1995.
[image: ]
Source: © Computed using data from Stocks, Bonds, Bills, and Inflation 1996 Yearbook™, Ibbotson Associates, Chicago (annually updates work by Roger G. Ibbotson and Rex A. Sinquefield). Used with permission. All rights reserved.
Figure 1
To make this exercise a little more interesting, let’s assume that Grandpa and Grandma had decided to invest $2,000 for you in 1925. Grandma wanted to invest the money in stocks, because she figured those big companies would keep on growing. Grandpa had a different notion. He was somewhat of a visionary, you see, and he foretold the crash of 1929, which would occur in just a few years, and he even predicted the depression, so the last thing he wanted to do with his grandchild’s money was risk it in stocks. No, the only way to assure there would be something left was to put the kid’s nest egg in safe U.S. Government Treasury bills. After all, a company could go broke, but the U.S. government wasn’t likely to. So, not being able to agree on a course of action, Grandpa and Grandma compromised (which, incidentally, is why they stayed married so long). They decided to split the money: $1,000 to stocks and $1,000 to T-bills. The chart tells you what happened. Grandpa’s $1,000 grew to $12,870, at the end of 1995, barely outpacing inflation since the equivalent CPI ending value over the same period was $8,580. Grandma’s stocks grew your $1,000 to $1,113,920. So you are now a millionaire. Bless her soul. (Yes, I know the chart shows that if your $1,000 nest egg had been invested in small company stocks, you would now have over $3.8 million, but let’s not push the example that far.) You can see why stock brokers and mutual fund salesmen just love this chart.
A couple of postscripts. Grandma’s wisdom notwithstanding, she only made one decision and let it rest for 70 years. You and I aren’t that patient. We want to do well, and we want to do well a lot faster than that. What’s more, Grandma didn’t have any gurus to guide her in her investment strategy. She let the market do all the work, and you are about to hear some very convincing voices who think that Grandma had the right idea all along. But you will also see that most of our Gurus do much better than the market as a whole, and that is what we are going to strive to do as well.
Many of the techniques we use in my investment consulting business to select investment managers for our clients will be disclosed in this book. Indeed, we will put them to work in the process of interviewing the different investment talent. You will learn important risk measures used to analyze the risk investment managers take to achieve their returns, and you will also hear about the importance of style in investing in common stocks. To set the stage, here are the criteria we used to select the Gurus:
An Investment Approach That Makes Sense
That sounds obvious, doesn’t it? But so many of the newer approaches in investing may sound good, and even foolproof, but they somehow flunk the test of logic and reason. (I was educated by the Jesuits so this is important to me.) I’m not talking about what the experts think. Is this investment approach sensible for our money? I expect that from the Gurus. I don’t have to understand every detail of their complex investing procedures, but it had better make basic good sense to me.
Outstanding Investment Performance Over Time
You will not find any hotshot, young wizards in this work. I really am baffled by people who think that novices with relatively short track records can be great investors by anything other than luck. In this book, you will find only seasoned pros. Great beginners didn’t make the cut. This is not a book about individuals who lucked out with two or three great years in a bull market. What can you learn from that?
Low Relative Standard Deviation
If you don’t know what standard deviation is, you will soon, but the short explanation is that it is a tool we use to measure the volatility of a portfolio. By comparing a specific portfolio’s volatility to, say, that of the market as a whole, we can assess the relative risk of the portfolio relative to the market. The theory here is that if your portfolio’s volatility - how wide the range of ups and downs in price is over time - is high, your portfolio is riskier than one with lower volatility.
High Sharpe Ratio
This is a relatively new tool used in our profession to measure risk adjusted return. It is named after its creator, Professor William Sharpe, who won the Nobel Prize in economics and is one of our Gurus. In plain English, the Sharpe ratio measures how much extra return you get for the risk you were willing to take. The theory is that if you are prepared to take extra risks, it is because you want extra returns. The Sharpe ratio measures how good a job you or your investment manager did in achieving that goal.
Multi-Disciplines
We looked at managers who use different styles and size attributes. You’ll learn the importance of style in investment management, if you don’t know it already. You’ll also learn why it is important to look at the size of companies you invest in. Simply put, some managers specialize in small companies, others medium-sized, and, still others, large companies.
These are the criteria used to select the Gurus. We often refer to these criteria as “screens.” The analogy is to a screen which sifts data, or particles, or gold for that matter, so that you end up with only those results that conform to the criteria you set. I have purposely not created a mechanical selection environment, one which, for example, might have ruled out managers who had not had an annualized return of, say, 20%. Anyone can do that. We are delving deeper into the risk-adjusted performance of great managers over time. We are searching for the roots of investment genius, the traits and attributes that contribute to greatness, to Guruhood.
You might also be wondering how much prior investment knowledge you will need to enjoy and profit from this book. The answer is not very much. The fact that you have Investment Gurus in your hands suggests at the very least you must be interested in investing. I expect that you have probably read one or two other investment books at some point. If you haven’t, the best place to start is by reading The Only Investment Guide You’ll Ever Need, by Andrew Tobias. That’s one of the best investment books I have ever read and I turn purple with envy over Andy’s writing ability. Like-wise, Peter Lynch’s books.
Before we blast off on our journey of discovery, we’ll start with a little “flight training.” To get the most out of these interviews, you need to understand how and why the different managers were chosen and what sort of questions we will be asking them. To make sure we’re all talking the same language, I’ll take you through a little primer of up-to-date investment terminology complete with examples. So, Part One includes some ground rules and a few definitions. Some of this information will be familiar, but you may not be sure exactly what it all means. I’ll provide a refresher and an introduction to some really interesting techniques now being used by consultants and other professionals to analyze returns and risk. There have been great strides in this area, and I think you’ll be impressed. I want to quickly add that this is not a book for techies. It is important to me that this book be in English as you and I know it. Throughout this book, we will explain complex and arcane investment terminology in plain English.
In Part Two, get your ticket and grab your pencil and pad. We’re off to the first interview. The interviews are really conversations with some of the greatest investment minds of our century, those investment managers who stand out from the crowd and display true investment genius. We will also be speaking with some of the greatest academic investment minds, people who have contributed enormously to the art and science of investments in common stocks. We need to hear these voices to understand the present state of investment thought. As we move from one interview to the next, we will keep in the back of our mind what we have already learned and we will correlate the information we learn from our practitioners and the academics, in our search for clues that lead to the secret of true investment success.
In Part Three, we’ll lay our notes out on the table and sift through the data. We will discuss the key points gleaned from our interviews and analyze the results. The questions we seek answers to include:
	Is investing in stocks the most intelligent path to wealth for most of us?
	If we invest in stocks, are we better off doing it ourselves or letting someone else do it for us?
	Is it possible to consistently beat the market?
	Which style of investing is best?
	What are the key characteristics of investment geniuses?
	bull; What did we learn from the Gurus that we can use in our own investment program?
	How can we replicate the Gurus’ success?

Having heard what the Gurus have to say, we embark on our mission of discovery, in full possession of the information we have acquired. Have the academics and top money managers discovered the ultimate formula for wealth in common stock investing? Do the precepts of the investment science of today correlate with the actions and behavior of the most successful practicing money managers? If so, we’re on to something. Next we’ll ask, how can each of us use this information to maximize our own wealth.
One of the key things we will seek to learn is how to avoid mistakes. We will see how to reduce our risk by avoiding dumb investment moves. On the positive side, we will consider investment alternatives, investment styles, and, how to practically apply what we have learned. We will determine what the right investment strategy is for each of us. We will also consider the possibility of having one or more of these (or other) Gurus manage our money for us. We’ll examine how professional consultants (like me) select investment talent and put them to work, and how you can put these techniques to use in your own investment program. We will conclude with some specific investment advice and sample portfolios you can actually use, based on the techniques we will have uncovered in the course of our interviews.
One thing I have learned in thirty years: there are very few true investment geniuses. Perhaps that’s why so few money managers ever beat the market as a whole for extended periods of time. So unless we throw away all the books and buy an index fund, we had better be very, very careful, and very, very clever in our selection of investment talent or in our own selection of stocks.
By now, you know that I want more than anything for you to emerge from our time together a much wiser investor. Often people think they can be as good an investor as Peter Lynch just by reading his books. Really! (Where are the readers’ yachts?) Please don’t expect that overnight you will become as good as our Gurus, but you can count on being exposed to some of the greatest talent investing in stocks and bonds, and stocks and bonds are what you and I buy most of the time. Some of the Gurus manage mutual funds we can buy, others have high minimums most of us can’t reach. All have something to say that will help us enhance our own knowledge and wealth.
Thanks for coming along.


TOOLS OF THE TRADE

In this chapter, I will review some selected techniques and terminology that will help us communicate with one another and with the managers we interview. Don’t worry, this isn’t school and you won’t have to memorize any of it. In fact, you may know some of this already, but browse through anyway, it will refresh your memory. I’ve also included some newer techniques which we consultants, and some institutional investors, use to construct portfolios and manage risk. As a bonus, I’ll conclude with a little performance measurement trick, which I promise you won’t forget, and which will change the way you look at mutual fund performance results from now on.
First, some basics.
Active Versus Passive Investing
Your most important decision, after you have decided to invest in stocks, is this: should you try to do better than the market, or should you simply settle for the returns the market has traditionally offered.
Active Investing[image: ]Active investing refers to the practice of picking stocks because you think they will do well, for whatever reason. Obviously, to be successful, active management must beat the market on some level. Either we will strive to have greater returns than the market, or we will do as well as the market, but with less risk. Most of the Gurus in this book are active managers who consistently beat the market. But it was important to me to include proponents of passive management, and watch the two sides fight it out.
Passive Investing[image: ]In passive investing, you are basically buying the market. This is the domain of the index funds, those funds that emulate the performance of the market indexes. Most of the academic Gurus in the book are proponents of passive investing; they simply do not believe that you can beat the market consistently by anything other than luck. Tell that to Peter Lynch and Mario Gabelli! (We will.)
Passive investing has gotten a lot more complex. Firms like Dimensional Fund Advisors use a variety of index funds in different allocations to provide risks and returns that have stood the test of time. Rex Sinquefield will expound on the merits of this type of investing as will Nobel Prize winners Bill Sharpe and Merton Miller and the acclaimed economist Eugene Fama.
Should you invest passively or actively? You and I will take in the arguments on both sides. I will share my conclusions at the end of the book after we hear all of the arguments.
Measuring Risk
In trying to evaluate investment performance on a level playing field, we must take into account the amount of risk a manager takes in delivering his or her results. Some of us are more comfortable with risk than others. For that reason, we must be aware of the level of risk we are being exposed to. This stands the test of reason since a higher than average return usually entails a higher degree of risk. Put another way, if I told you I could double your money, you might be willing to listen to what I had to say. But if I added that the “risk” in this proposition is that you could lose it all, you would probably think twice. In fact, that is precisely what we do if we go to a casino and bet a wad on the color red at the roulette wheel. If we’re right, we double our money; if we are wrong, it’s all gone. And the chances are roughly 50/50, forgetting the house percentage. Few of us want to gamble like that with our nest egg.
But how do you measure risk in investments? There is no perfect way. The best the industry has come up with is volatility. In investment parlance, high volatility equates to high risk, low volatility to low risk. Volatility, in this case, is the range of price or value movement in a stock, a portfolio, or the market as a whole. As the theory goes, the wider the range of price movement, the higher your risk.
Beta[image: ]Beta measures a stock or portfolio’s volatility compared to the market as a whole. In most cases, the Standard & Poor’s 500 index is used as the benchmark for measuring the beta of a stock or fund. Thus, if the benchmark is 1.0, a beta of 1.1 indicates that your stock is 10% more volatile than the market. A beta of .85 indicates that your stock’s volatility is less than the market’s and so forth. You get the idea.
Standard Deviation[image: ]There is another way to measure investment risk. Beta is relative, measuring volatility of the portfolio to the volatility of the market. To measure the volatility of a portfolio, we use standard deviation, which measures the price performance of your portfolio against itself. A low standard deviation means that the month-to-month price performance will fall within a very small range. A high standard deviation indicates that the value of your portfolio may vary greatly from month to month. Here again, that volatility translates into risk. Sounds pretty simple, right?
Maybe, but standard deviation is probably the most misunderstood investment concept out there. Here’s one reason: Standard deviation is defined as the square root of the population variance. The second reason is the formula:
[image: ]
Okay. Let’s try to explain this in the kind of language most of us understand. The notion is that the wider the fluctuations in your portfolio, the greater the potential risk. Standard deviation measures the fluctuation, or variance, over time. Possibly the most intelligible explanation I have heard for standard deviation is the following: Suppose you are planning a vacation and, quite naturally, you want to be sure the weather is going to be good. You’re traveling next February. You ask for the median (the midpoint between the high and the low) year round temperature in several places and you settle on two: Honolulu and Minneapolis. Honolulu’s historic median temperature is 73.5 degrees and Minneapolis’ is 75 degrees. Both seem good candidates if you didn’t know any better. But if you picked Minneapolis for your February vacation, you would be in for a nasty surprise.
That’s where standard deviation comes in. Honolulu’s weather standard deviation is very low; Minneapolis’ is very high. The very low standard deviation for Honolulu’s climate is due to the fact that the temperature in Honolulu has historically ranged from a low of 53 to a high of 94. Minneapolis’ temperature, on the other hand, covers a much wider range and has varied between a low of -34 and a high of 105. Yet both cities have median full year temperatures of about 74. Get the picture? (I am indebted to Katherine Burr, president of Hanseatic Advisory Corp. in Albuquerque, for this example.)
By the way, if you think this example is stupid, NBC reported that the Atlanta Olympic Committee told the International Olympic Committee organizers that the average temperature in their lovely city is 70 degrees. That tells you two things: the organizers didn’t know much about standard deviation, and they obviously hadn’t been to Atlanta in July.
Measuring Return Against Risk
If we want to define the ideal investment strategy, it is probably to achieve the highest return with the lowest risk. But that’s like going to Heaven: it’s something we all want to do, but we’re not real sure how to get there. After all, if I were pretty sure that by taking more risk, I could make more money, then it would be an easy choice. On the other hand, if the risk wasn’t real, it wouldn’t be risk.
This problem leads people like us to try to analyze the amount of risk we are taking and measure it against the rewards we expect to get and actually achieve. Standard deviation tells us that the higher the standard deviation, the higher the volatility, and the higher the risk that we will lose or make significant amounts of money. What it doesn’t tell us is which managers are likely to give us that great combination of a high return and low risk. But never despair: we have tools to measure that, too.
Alpha[image: ]We already know that beta measures the volatility of a stock compared to the volatility of the market as a whole. If we want to analyze performance, it would be awfully nice to know how much of our return was simply due to the market as a whole, and how much was due to our (or our manager’s) brilliant ability to select stocks. That’s what alpha does. Simply stated, it measures the return that is not attributable to the market. In other words, it is the added value the manager achieved over and above the results of the market. Thus, an alpha above 0 indicates that the manager has added value. An alpha below 0 indicates he subtracted value.
Sharpe Ratio[image: ]A fairly recent measure of risk versus return is the Sharpe ratio, named for economist and Nobel laureate, Bill Sharpe who is interviewed on page 89. The Sharpe ratio measures the risk of the returns in your portfolio. It divides the return earned above the risk-free rate of return (usually what you could have earned if you had put your money in Treasury Bills) by the standard deviation for a given period of time. The resulting number measures excess return per unit of risk.
Did I hear you ask about the difference between alpha and the Sharpe ratio? Remember, alpha measures the portfolio’s return above the market return after adjusting for the portfolio’s beta. For example, assume a portfolio beta of 1.0 (which means that its volatility is the same as the market’s), a portfolio return of 11%, and a market return of 10%. In that case, the alpha is 1%, which is 11%- 10%. That, of course, shows that the manager added value. But how much risk did he take to get that extra return? The Sharpe ratio measures how much risk he took.
The Sharpe ratio is interesting because it gives us the ability to determine how much excess return a particular manager can give us for the increase in risk we are taking. Here are a few examples of actual managers’ returns, standard deviations and Sharpe ratios for the five year period ended 3/31/96.
[image: ]
Courtesy: David B. McGrouther, Dean Witter, Palo Alto, California
The first thing you notice about the chart is that the standard deviations of the managers are all over the lot. So you wouldn’t necessarily pick a manager by that benchmark alone. The Sharpe ratio number is more consistent. The higher the number, the more return you get for the risk you took, no matter how high or low the risk.
In our example, Private Capital Management had a relatively low standard deviation and a high Sharpe ratio which tells us that this manager gave us the best returns for the risk we took. Now look at Bennett Lawrence. That manager had a high standard deviation and a relatively high Sharpe ratio. A look at the return figures show that we made more money with Bennett Lawrence, whose performance was an exceptional 32.6% over the five year period. But Private Capital Management’s higher Sharpe ratio tells us that they did the best job on a risk adjusted basis, even though the return was less. Note that all of these managers did better than the market (again on a risk adjusted basis).
Another way to look at risk is demonstrated in Figure 1, perhaps one of the most widely used charts in our business. Here, we plot the returns and risk of various managers on a graph. We can then compare returns and betas against a benchmark, usually the Standard & Poor’s 500 Index.
In Figure 1, Risk (beta, in this case, but we could also use standard deviation) is measured on the horizontal axis and Return on the vertical. The intersection of the lines is the benchmark, in this case the S&P 500 (including dividends), which is, for all practical purposes, the market as a whole. The dots represent the performance of six different money managers over a five year period. You will meet the Gurus from all six of these firms in this book.
[image: ]
Courtesy: David B. McGrouther, Dean Witter, Palo Alto, California
Figure 1
You may have heard of the term “Northwest Quadrant.” To a money manager, that is the Promised Land. A glance at Figure 1 tells you why. A dot in the Northwest Quadrant means that over the measured period, the manager achieved a higher return than the market, but with lower risk. And that, of course, is precisely what we all want to do. Note that three of the managers on the chart are in the Northwest Quadrant. Three other managers gave us a higher return than the market, but with higher volatility, or risk.
Does this mean that all we need to do is find out who those Northwest Quadrant managers are and put our money with them? Not exactly. (You must have known it wouldn’t be that easy.) Unfortunately, some managers do well for specified periods of time for a variety of reasons. Perhaps they were very good at a particular style of investing which was itself in vogue for some years. Or perhaps a manager specialized in a particular industry group that did quite well. In fact, consultants often refer to the practice of selecting managers just because they are in the Northwest Quadrant as “chasing dots.”
A word about volatility: Managers with high volatility will argue (convincingly, I think) that high volatility is perfectly okay as long as the high volatility is on the upside. In other words, there is nothing wrong with high volatility that results in higher returns. To them, using volatility as a measure of risk is not meaningful unless the discussion is paired with an analysis of the volatility on the way up and the volatility on the way down. We will talk about this subject with Guru Richard Driehaus, whose style is volatile, but whose results are phenomenal.
Not all of the managers we interview will be Northwest Quadrant managers. Some will offer much higher returns than the market, but they will ask you to take more risk in the process. Fair enough. In the course of our interviews, we will raise the issue of risk with the various managers to learn the role risk plays in their investment strategies and how we can apply what we learn to our own investment decisions.
Investment Style
Most of us road warriors who travel a lot use CNN as our beacon from exotic locations around the world. Mention the word “style” and we instantly think of Elsa Klensch and her worldwide fashion show featuring slinky models baring as much as the censors will allow.
To investment professionals charged with the asset allocation of investment portfolios, the word “style” has a very precise meaning and the importance of style is increasing every year. In a word, style refers to the particular type of stocks that a manager chooses to invest in. These, in turn, are distinguished by a set of characteristics that the manager looks for, and is comfortable with.
In this section, we will look at some of the predominant styles of investment and discuss the merits of each. At the outset, let me quickly caution you not to be looking for the “best” investment style. You can make money using any of these styles, if you know what you are doing. Many investment managers diversify their portfolio in their quest for performance results, allocating funds to be managed in each of several investment styles. We will be interviewing outstanding managers who are practitioners of many different investment styles.
While there are a number of different styles, two styles dominate the field and are used and talked about more often than any of the others. These are growth and value, and we will start with them.
Growth[image: ]We will be interviewing a number of growth managers, including the legendary Peter Lynch, Foster Friess of the Brandywine Fund, John Ballen who runs the MFS Emerging Growth Fund, Van Schreiber, as well as some momentum growth managers I will tell you about in a few minutes.
In seeking stocks to buy, growth managers seek a strong trend in the growth of sales and earnings in the companies in which they are investing. Growth managers generally seek investment vehicles in industries showing strong sustained growth trends as well. This also means that few of these managers would be interested in buying a fast growing company in an otherwise sleepy industry.
What constitutes growth? Well, that’s like asking how high is up? Most growth managers agree that growth, at a minimum, must exceed the growth rate of the economy. By how much is the question.
Then there’s the question of price. How much can you afford to pay for growth? Companies with high rates of growth sell at high price/earnings ratios, reflecting the expectation that their growth will continue and “catch up” with the high valuations. Sometimes they do, and sometimes they don’t, but, hey, that’s show business.
One thing is certain: if you buy growth stocks and pay a correspondingly high price for the privilege, if something goes wrong, you are going to suffer swiftly and painfully. A high price-earnings ratio has little tolerance for disappointment. That’s why a disappointing earnings report from a growth company often causes a precipitous stock price decline. Investors in growth stocks had better be very sure of their earnings projections. That is why many of the growth stock investors have a habit of staying in constant touch with the managements of the companies they own. If the president of the company has a headache, the portfolio manager may check him into the hospital.
To sum up, here are the principal features of companies that growth managers look for:
	Attractive industry fundamentals
	High rate of earnings and sales growth
	Reasonable price-earnings ratio (but a high price-earnings ratio is okay if everything else is right)
	Strong management

Value[image: ]Value stock managers are like the people you find at Filene’s Basement - forever looking for bargains. Fun, to them, is a going-out-of-business sale. And that’s how they manage their portfolios.
The classic definition of a value stock is a stock with a low “BtM,” or Book to Market ratio. That means that the stock is trading at a low price compared to its book value. Book value is defined as the company’s assets on its balance sheet, less its liabilities. Book value is often figured on a per share basis. So, if a company has a book value of, say, $15 per share, and the stock is trading at $12 per share, it may be perceived as a bargain.
Over time, the definition of value has changed and we will encounter different ways to approach value with our Gurus who specialize in this style. (Our academic Gurus also refer to Value stocks as “distress” stocks, indicating that the underlying companies have some problems.) Among the value managers we interviewed are Wall Street legends like Michael Price and Mario Gabelli; Laura Sloate, and Bruce Sherman. Eric Ryback of the renowned Lindner Fund, who seeks high income from his investments, is another value manager.
Growth is not a big deal to a value stock manager. What value managers are looking for is not the Prom Queen but rather the homely wallflower nobody wants to dance with. Yet there is hidden beauty in this young lady: her character, her values, her future. Indeed, the value manager seeks those companies whose stocks have fallen on hard times, who have been forgotten by the fickle market, but whose future is brighter than many think. Why? Perhaps because the stock is selling at a discount to the company’s break-up value. Or, perhaps, the stock trades at below book value. Historically, when this occurs, the market will in time recognize a bargain and the shares will be bid up. Better to get in early, when no one is looking.
One of the problems with value investing is timing. Once you identify one of these forgotten heroines, it is tough to figure out when her fortunes are going to turn around, or if and when others are going to follow you and bid the stock price up. As a result, value investing often takes patience. In our interviews with Mario Gabelli and Laura Sloate, you will discover how these two Gurus arrived at a similar method to address the timing issue.
You might also think that value investing is less risky than other styles. You remember we discussed what happens when a growth stock suffers bad news - you get hurt deep and quick. With value stocks, the bad news is already there, and presumably is reflected in the price. So, if you have done your homework, you are probably buying at or near the bottom. Right? Well, maybe not. Read on.
Here are the key characteristics of value stocks:
	Low price-earnings ratio
	Left behind by the market
	Sells at a discount to book value
	Has hidden assets

Growth Versus Value[image: ]Which style is better, value or growth? That’s the 64 Dollar Question that I would have preferred you not ask. That question is addressed at some length in the book. Briefly, studies have shown that at least in the past fifty years or so, value stocks have provided higher returns than growth stocks. I realize that this probably surprises you. What’s the trade-off? You will hear Guru Rex Sinquefield, the Chairman of Dimensional Fund Advisors, claim that the reason value stocks have outperformed growth stocks is that value stocks are riskier than growth stocks. The theory is that you get paid for the risk you take: if you buy a riskier type of security, you expect both higher risk and higher returns. Some of our Gurus from the academic community agree with him. Thus, if value stocks are riskier than growth stocks, the returns on value stocks ought to be higher.
But is it true that value stocks are riskier than growth stocks? Get ready for a fight on this subject. Sinquefield insists they are. Another of our Gurus, Nobel Prize winning economist Merton Miller, isn’t so sure. Neither is Nobel Prize winner Bill Sharpe. An often cited study by Josef Lakonishok, Andre Shleifer, and Robert Vishny (“Contrarian Investment, Extrapolation, and Risk,” The Journal of Finance, vol. XLIX, No. 5, December, 1994) claims that over the last fifty years, value stocks have not proven to be riskier than growth stocks.
Value and growth stocks tend to behave differently. There are periods when value stocks outperform growth stocks, and, conversely, there are periods when growth stocks outperform value stocks. That’s why we consultants try not to take sides on this issue. We want both styles in most portfolios since that will tend to even out performance over time. When one group is underperforming the market, the other is likely to be outperforming the market.
Momentum Investing[image: ]This style has been quite popular lately and in the right market environment, the returns can be spectacular. In essence, these managers ride trends, and when the momentum is in their favor, they hop on board. Naturally, in good markets these managers can do very well if they are particularly skillful. Two of our Gurus, Richard Driehaus and Robert Gillam, are momentum managers. Driehaus is a paradigm of momentum investing. We will visit Richard in his mansion in Chicago and Bob Gillam in the scenic surroundings of his home office in Anchorage, Alaska.
Interestingly, some managers shy away from being called momentum managers, including Gillam and another of our Gurus, Scott Johnston. There is, after all, a gunslinger aura about the fellows who employ this technique. Back in the sixties “gunslinger” was the term we used for those managers who bought and sold very aggressively. By nature, in fact, momentum managers must be quick on the draw. When we speak with Gillam, he’ll give an example of a conference call on technology stocks which caused him to liquidate a large position before the call was even over.
In essence, momentum managers are avid proponents of Newton’s first law of motion which holds that objects in motion tend to stay in motion until another force intervenes. To put it simplistically, to momentum managers, stocks that are hitting new highs are more interesting buys than stocks that are hitting new lows. There are variations and refinements to the approach that you will encounter in the book, but basically, the momentum proponents are interested in a stock with strong upward price momentum.
Before we conclude our little primer, here are two more definitions that come up in the book. They relate, too, to style of investing:
Top Down Investing[image: ]This style of investing refers to an approach used by the manager in finding a particular stock he wants to buy. The top down manager looks at the big picture first. What’s the economy like? Is this a good time to be buying stocks? Then, what industries are attractive to buy now? Having selected the industries, what stocks are attractive within those industries, and so forth. You see how the process works.
Bottom up InvestingThis is, of course, the opposite of the top down approach. Here, the analyst looks first at the company, identifying it usually because it is so attractively priced on its own merits. Value investors almost invariably use this approach. In essence, they say, I don’t care if the world is coming to an end, I know for sure that at this price this stock is a screaming buy, so don’t bore
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