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Preface







WHEN Beating the Dow was first published ten years ago, I knew its simple and obvious strategy, based on the resilience of temporarily out-of-favor Dow stocks, would win converts. As a money manager, I had used high dividend yield as a contrarian strategy in all kinds of markets, and its record of consistently outperforming the Dow and most mutual funds was impressive.

At the same time, I expected the simplicity of the strategy would meet with skepticism in a financial community addicted to the notion that anything as important as managing money had to be complicated. There was also the simple fact that contrarianism—buying when others were selling—runs against human nature. And even if individuals could be persuaded that Dow stocks had more resilience than risk, the full-service brokerage establishment would certainly be inhospitable to a formula system that rendered its advisory services unnecessary.

To my own astonishment, and to the credit of my colleagues in the professional financial community, Beating the Dow became the investment discovery of the nineties:


	Average investors moved in droves into a system that featured household names like General Electric and Eastman Kodak. Books and articles began appearing that embraced the system and expanded the underlying research.

	Enterprising financial web sites took the idea and added their own variations.

	A consortium of leading brokerage firms, adapting a legal vehicle traditionally associated with municipal bonds,created the first equity unit investment trusts. Called defined asset funds, they began by holding Beating the Dow portfolios. Then they expanded on the concept, using foreign stock indexes and other portfolios comprising high-capitalization stocks not in the Dow. Equity unit trusts have now become an important industry, led by companies like Merrill Lynch and Nike Securities L.P., with its First Trust products for regional brokers nationwide.

	Mutual funds also began appearing, combining Beating the Dow portfolios with other investments such as SPDRS and zero-coupon bonds.

	The popular newsletter Beating the Dow was a direct outgrowth of the book.

	the Dow Jones business and financial weekly newspaper, began following the system on a regular basis, popularizing the term “Dogs of the Dow.”



Ironically, 1990, the year Beating the Dow was first released, became the first year in our twenty-six-year research period that the system had a significant negative return. Saddam Hussein’s invasion of Kuwait and the prospect of war in the Persian Gulf caused a temporary market plunge affecting cyclical stocks in particular. But the following year, 1991, was the second best year in the system’s history, led by a 61.9 percent total return for the Beating the Dow Five-stock portfolio.

It is equally ironic that as this revision is about to go to press nearly a decade after the first edition, the system seems headed for its second significant off-year. The problem is not too much popularity. Overly widespread use of the system would cause the Beating the Dow stocks to move as a group and there is no evidence this has happened. In 1998, for example, three of the Beating the Dow five stocks outperformed the Dow, one significantly underperformed and another had a negative return. The reason for a lackluster 1999 is that a superannuated bull market, supported by steady economic growth and low inflation, has relegated “value stocks” to the sidelines while high-capitalizationgrowth stocks, especially those in computer technology, have been bid up to dangerously overpriced levels.

Prolonged bull markets breed complacency, spawn “new era” theories that support overvaluation, and make value stocks—stocks that are temporarily depressed because of cyclical earnings or other problems—less attractive than stocks with momentum.

Beginning in 1995, we have been witness to a two-tiered market. The “blue chip” indexes and averages, especially the price-weighted Dow, have been elevated to unprecedented heights by a handful of overpriced and unduly risky stocks, while the rest, on average, have underperformed.

In 1998, for example, the Dow Jones Industrial Average had a total return of 17.9 percent, led by four stocks: IBM, with a closing price of $185, gained 77 percent. Merck closed at $147 and gained 41 percent. General Electric, priced at $102, gained 40 percent. Wal-Mart, at $89, gained 107 percent. Those four stocks had price-earnings ratios of 30, 36, 38, and 44, respectively. The Dow’s historical price-earnings ratio prior to this bull market was 15.

Another bull market phenomenon has made it more difficult to identify out-of-favor stocks using the high-yield criterion. Combined with the lower long-term capital gains rates provided by the Taxpayer Relief Act of 1997, the extended bull market has made it tax efficient for companies to remunerate shareholders by repurchasing their own stock. With earnings per share spread over a reduced number of shares, share prices rise on the wave of the bull market, giving shareholders favorably taxed capital gains instead of fully taxable dividends.

The effect of stock repurchases has been to reduce dividend yields and force them into a tighter range. This has made the dividend itself a less important part of the total return, and with stocks differentiated by fractional differences in dividend yield, it has become harder to separate the companies that are out of favor from those that may be using their cash in other ways.

Actual stock repurchases under formalized stock-buyback programs can be treated as dividend equivalents, but not all stockbuybacks are designed to compensate shareholders and considerable analysis is often required to quantify those that are.

Finally, the Dow itself has become more growth stock–oriented. In November 1999 we saw the deletion of four yield stocks—Chevron, Goodyear, Sears, and Union Carbide—and the substitution of one, SBC Communications, Inc. Of the other three substitutions, Microsoft, pays no dividend and Home Depot and Intel Corp. have a nominal payout. This makes the overall Dow harder to beat with dividend paying stocks.

So for all the above reasons, what has been a simple way of beating the Dow over many years has temporarily become less clear-cut. But the operative word is temporarily.

Dividends will be back. They are a corporation’s way of competing for equity capital and will be paid again when companies run out of excess stock to buy and when the end of this remarkable bull run makes capital gains harder to come by.

Value stocks will be back in vogue when complacent investors are reminded that high price-to-earnings ratios represent unacceptable risk. As this is being written, Janus Funds, one of the most successful mutual fund groups in the last few years, has just announced two new value funds.

And in the constant evolving of the business environment, which is reflected in the Dow, growth stocks become mature companies, cyclical companies diversify, and diversified companies return to basics, becoming cyclicals again and even growth companies.

Floyd Norris of the New York Times has always been a wise observer of the markets. In September 1999, he wrote a piece titled “1968 Redux: New Issues Are Hot, Value Stocks Are Not,” which is particularly relevant. Here’s part of it:

Over the last 18 months, an investor who carefully went through the stock market and chose a portfolio that was balanced among sectors and focused on the 10 percent of stocks with the lowest ratios of prices to earnings—in other words, a value investor—would have lost money.

But somebody who took the opposite strategy, buying only the stocks that were losing money or had the highest ratios of prices to earnings—in other words, the kind of companies that seem overpriced to begin with—would have a portfolio that rose 34 percent.  The only other time that value stocks trailed by so much was in the 18 months that ended in June 1968.

There are differences between now and 1968. Then inflation was rising, and the Vietnam quagmire was worsening. In the stock market, the expensive stocks that were flying high were generally smaller technology stocks with no profits but lots of hype.

But the similarities may be more significant. In 1968 the stock market had been rising, with only minor interruptions, for two decades, and the last recession, in 1961, was a distant memory. Many hot initial public offerings doubled the first day they traded. American households had a record 23.7 percent of their assets in stocks—a figure not exceeded until 1998, when it hit 24.3 percent.

The lesson is that long bull markets and prolonged expansions breed complacency. In 1968, there was talk that central bankers could “fine tune” the economy to prevent recessions indefinitely. Now there is a “new paradigm” in which technological progress assures inflationless growth.

Those who profited in 1968 were destined to suffer later, as the leading stocks of that market crumbled. The laggards of that era held up better, but virtually every stock was devastated in the 1973–74 bear market.

It is tempting to note that in 1973–74, when the Dow was down 36.2 percent, the Beating the Dow Five-stock portfolio gained 15.8 percent.

Beating the Dow is based on simple logic that will produce exceptional returns in any rational market and until excessive popularity turns contrarianism into conventional wisdom. The most effective preventative of that unlikely oxymoron is an occasional off year, like the one we’re now putting behind us.

Michael B. O’Higgins

John Downes


Introduction







I ENTERED the investment business in 1971 as an institutional research salesman for Spencer Trask and Company, one of Wall Street’s oldest and most prestigious “research boutiques.” My job was to convince banks, insurance companies, and other institutional investors that our research analysts, by virtue of their experience, analysis and insight, could help them beat the Dow. If they liked my pitch, we signed them up for our highly regarded research service at a price of over $50,000 a year.

In 1973 we were in the middle of a bear market. One day I sat talking with a bank investment manager I knew to be something of a market guru. Spread out in front of him was his bank’s “approved list,” a lengthy roster of top-quality common stocks that had received his investment committee’s blessing as suitable for an institution entrusted with public funds.

An approved list is hardly where you’d go looking for excitement, but this respected professional had written something in the margin that made me intensely curious. Reading upside-down, my eye caught a little square box he had drawn in black ink. In it, he had jotted some numbers. Sure I must be onto something, I crossed my fingers and asked him for just a hint. What arcane investment wisdom did that mysterious box contain? His answer, given without hesitation, changed the course of my professional life.

The little black box, he explained almost apologetically, contained nothing mysterious at all; quite the contrary. It listed 30 of the most widely held and popularly followed stocks in the world—the 30 companies making up the Dow Jones Industrial Average. “If it were up to me,” I can still hear him saying, “I would throw out the rest of the list and stick just with the 30 Dow Industrials.”

This seasoned veteran of the investment wars, over a period encompassing many market cycles, had determined that it wasn’t necessary to attempt, as most professional investors do, to follow hundreds of stocks in order to outperform the averages. Rather, by concentrating on these 30 very important companies, higher, steadier returns were available with relatively little risk and minimal effort.

Being a newcomer to the complex and often intimidating world of investments, the idea that an approach so simple and so safe could result in superior investment returns intrigued me. In any given period there would be Dow stocks that doubled and Dow stocks that went down, I reasoned, so why couldn’t I look at the outperformers as a group, figure out what they had in common, and translate that into an investment strategy that beat the market as a whole—the goal of every money manager?

I started spending nights and weekends on research. Eventually I concluded that by periodically applying a few simple criteria to this small group of 30 top blue chips, I could achieve better results with less risk than the majority of independent money managers and mutual funds with their complex investment strategies.

And the idea that it could all be kept simple suited me just fine.

EARLY IN my career I made an observation about human nature and money—that people tend to complicate something in direct proportion to its importance. I’m sure I’m not the first person to observe this, but it’s been such an important part of my life that as a private joke I call it O’Higgins’ Law.

O’Higgins’ Law helps explain why over two-thirds of professional investors fail to beat the market averages even though they spend heavily on research, employ economists, follow hundreds of companies, have sophisticated computer models and use techniques like program trading to try to enhance returns and limit losses.

In fairness to my fellow money managers, handling large corporate and institutional portfolios inevitably requires more complicated strategies than personal investing with smaller amounts of money. But most people, professionals included, make it more complicated than it has to be, which usually means making it more expensive and less profitable.

Investing can be too complicated. There are more economic variables and other imponderables involved in forecasting corporate earnings (which ultimately determine relative stock prices) and in anticipating market conditions (which move prices in general up and down) than analysts can possibly process with accuracy and consistency. Yet as long as there are computers, professionals will try to anticipate prices and markets. Some will succeed, most will fail, and that’s enough to guarantee investment opportunities for personal investors who can see the forest for the trees.

Beating the Dow will show you how to see the forest for the trees.

I’m a contrarian. That means I look at how the majority is thinking. Then I do the opposite. In a market influenced by psychological factors, I usually win. When everybody moves to one side of the boat, I don’t spend a lot of time trying to figure out what they’re looking at; I know to move to the other side to keep dry.

What I’m saying would be simplistic rather than just simple if it weren’t for the following premises basic to Beating the Dow:



	Common stocks are the smartest investment alternative.

	The Dow stocks are solid blue chip companies of enormous economic importance. All are good long-term investments.

	A portfolio of out-of-favor Dow stocks has outperformed the Dow Jones Industrial Average on an annual basis, an achievement that has eluded the majority of professional money managers.





In later chapters I will show you step-by-step how to structure and manage your own portfolio of five or ten out-of-favor stocks. Because they are Dow stocks, both portfolios are conservative, but a ten-stock portfolio offers greater safety. For the more adventuresome, I will also describe a one-stock strategy.

I am also going to prove that these portfolios have outperformed the Dow on an annual basis by margins that are not only impressive but often amazing.

The stock selection methods we’ll use are time-tested, take only minutes, and cost the price of a newspaper.

Fair enough?


PART I


INTRODUCING

THE DOW

STOCK SYSTEM




CHAPTER 1

Keep It Simple!

IN 1985 Texaco, America’s third largest oil company, was ordered to pay Pennzoil Company a huge $10.3 billion judgment. In 1987 Texaco filed for bankruptcy. Its stock plunged 28 percent to $27 a share. In 1989, with the legal claim settled, a postbankruptcy share of a restructured Texaco sold at nearly $60, a new all-time high. Although it would be deleted from the Dow in 1997, Texaco was selling ten years later at more than twice that value, and that was after a two-for-one stock split!

When deadly gas leaked from a pesticide plant in Bhopal, India, in 1984, killing over 3,300 people and injuring thousands more, Union Carbide Corporation, America’s third largest chemical company and owner of 51 percent of the plant, was sued for over $3 billion. Its stock sank 21 percent to $11, but it bounced back in 1985. In 1989, the Bhopal litigation settled. Union Carbide shares hit an adjusted all-time high of $33. A decade later, having spun off its industrial gases division in a transaction that gave shareholders a 70 percent return in 1992, a significantly downsized Union Carbide, since acquired by Dow Chemical (no relation to Dow Jones) and dropped from the Dow Jones Industrial Average, was trading at over $60.

Early in 1989 the tanker Exxon Valdez, owned by America’s third largest industrial corporation, ran aground in the pristine waters of Alaska’s Prince William Sound. In a tragedy that inspired T-shirts reading “Tanker from Hell,” it spilled enough crude oil to cover the state of Rhode Island. Exxon stock dropped 7 percent on the news but quickly rebounded to over $40. In mid-1999, on the eve of its merger with Mobil and after splitting two-for-one in 1997, Exxon was selling at over $80.

I’ve made three long stories short, but these anecdotes—and I could cite many more—have a common lesson:


By virtue of sheer size and strength—call it raw staying power—blue chip companies tend to be survivors. The old adage “the bigger they are, the harder they fall” doesn’t hold when you’re talking about corporate giants. Blue chip stocks are usually safer investments than other kinds of stocks.



The investing public invariably overreacts to unfavorable developments. This creates special opportunities when you’re dealing with blue chips: bad news is good news because it makes strong stocks cheap.



Here’s another fact about today’s financial markets:


Contrary to popular belief, large institutional investors, who dominate market volume and cause sharp volatility through program trading, have created more opportunities than disadvantages for personal investors.



Many individual investors turn to mutual funds as a solution to volatility, but the funds are actually part of the problem. Seventy-five percent of them fail to match, much less beat, the Dow and other market indexes. Their flexibility is seriously constrained by size, competitive pressures, liquidity responsibilities and diversification requirements. Together, these factors lower investment returns, increase transaction costs and necessitate trading practices that cause wide price swings, many of which are merely technical.

You can use the flexibility you have and that the mutual funds and institutional investors lack to actually capitalize on the volatility they create. Beating the Dow will show how you can outperform the pros, simply and conservatively, with your own portfolio of common stocks.

When it comes to accumulating wealth, common stocks historically have been unrivaled by any other investment alternative, including real estate and gold.

The uniquely simple system revealed in Beating the Dow has with remarkable consistency outperformed the Dow Jones Industrial Average (DJIA). I make the 30 Dow industrial stocks—all leading blue chips—your total investment universe, and I identify the laggards and potential winners within it.

My approach to common stock investing is so simple anybody can use it and have fun doing it. It is a direct outgrowth of my personal philosophy, which I learned as a young broker before I became a professional money manager—keep it simple.

Within the small Dow stock universe there are dramatic profit opportunities for individual investors. The key is that in relation to each other, there are always Dow stocks that are doubling, moving sideways, or going down. Beating the Dow shows how to identify the winners when they are out-of-favor and can be bought at bargain prices.

The companies that make up the Dow are household names that are among the most publicized, analyzed, and widely held stocks. Their immense asset values, financial resources, and economic importance give them strength, adaptability and resilience. As a group, they include the most viable business enterprises on earth.

Part II of Beating the Dow includes profiles of the individual Dow stocks, showing how each has adapted to the modern economy and how each is positioned with reference to the megatrends evident currently. Although all of the Dow stocks are solid long-term investments, Beating the Dow does not involve a “buy and hold” strategy. As John Maynard Keynes once said, “In the long-term we’re all dead.” I don’t know about you, but I prefer a shorter investment horizon.

Part IV of Beating the Dow provides a step-by-step guide to structuring a portfolio of either one, five, or ten Dow stocks (depending on your preference). Your individual portfolio can be self-managed with a minimum of time and expense and has an amazing history of beating the Dow Jones Industrial Average on an annual return basis.

My Beating the Dow-Basic Method incorporates my strategy in its simplest form. Requiring minimal investment, these income-producing portfolios have outperformed the Dow year in and year out. Even in 1987, when October’s Black Monday saw a 508-point drop in the Dow Jones Industrial Average, an all-time record in percentage terms, the Beating the Dow-Basic Method made money for the year with an annual return nearly double that of the average as a whole.

My Beating the Dow-Advanced Method is designed for personal investors with a yen for more than vanilla. It covers more sophisticated strategies and shows the results of combining different selection tools with seasonal market timing techniques to produce outperforming returns, often with reduced risk.

Keep it simple—and make a bundle with Beating the Dow!


CHAPTER 2

Why Common Stocks Are the Best Investment for Accumulating Wealth

BUSINESS IS about risks and rewards. Since stocks represent shares of ownership in a business, you, as a shareholder, share those risks—and those rewards. But business is also about growth. Profitable companies, by retaining what they don’t pay out in dividends, grow bigger. With more capital, they are able to generate increased sales and profits. Over time, the value of shares grows as the business grows. This is just as true of General Motors as it is of a smaller business. It’s easy to forget that the world’s major corporations, with their mind-boggling size and diversity, are businesses.

For these simple reasons, equities—stocks—have historically far outperformed bonds and other fixed-income securities.

One hundred dollars invested in common stocks (as represented by Standard & Poor’s index of 500 stocks) in 1925 would have returned $234,989. Invested in riskier small stocks, it would have grown by $511,565. The same investment in United States government bonds would have earned $4,318 and in Treasury bills (an indication of what a money market fund would have yielded) $1,394. Inflation alone would have increased the value to $814.

With an annual inflation rate averaging 3 percent and an annual total return on the S&P 500 of 12 percent the resultant real return of 9 percent (before income taxes) is impressive evidence of the value of common stocks as a long-term inflation hedge.

A particular stock is as risky as a particular business, but even as most of the best stocks trend upward, they fluctuate in value. The word for that, of course, is volatility, and if you buy high and sell low you can lose money. Combine chronic bad corporate management with bad luck and stocks can become worthless.



STOCKS VS. BONDS AND TREASURY SECURITIES







A given company’s bonds carry less risk than that same company’s stock. I put it that way rather than categorically because it’s safer to own General Motors stock than Fly-By-Night Bahamian Airline’s junk bonds.

Whereas stock represents ownership and the risks that go with it, bondholders are creditors. If a company goes out of business and sells or otherwise liquidates its assets, it first repays its creditors, then the stockholders get whatever, if anything, is left over.

Stockholders, if they receive income at all, get dividends paid out of surplus earnings. Bondholders get interest, which is a contractual obligation of the company.

Bonds are subject to market risk, like stocks but to a more limited extent. General interest rate levels are always changing; the market prices of fixed-income securities go up or down to adjust the yield (the interest rate as a percentage of the market price) to market rate levels. Bond prices are also affected by supply and demand and by changes in credit quality. But, assuming the issuer is solvent, bonds repay their face value at maturity.

So bonds are generally safer than stocks, but in terms of total return—capital gains plus income—the wealth-building potential of stocks is infinitely greater.



INFLATION






Inflation is a major argument for owning stocks. Severe enough inflation can cause stocks to lose value, but over the long haul equities have outpaced the inflation rate. Having reached double-digit levels in the 1970s and early 1980s, inflation has been brought under control and currently exists at a nominal rate. Some economists think we could even see a period of deflation. While serious deflation would reduce output and employment and be bad for stocks, a small amount of deflation can actually benefit stocks. That’s because wages tend to remain stable and translate into more spending as prices for goods and services decline.

Bonds and Treasury bills, once issued, do not gain value with inflation. Although inflation expectations are taken into account when the rate of interest is originally determined, these investments become vulnerable to erosion of the dollar’s purchasing power if inflation exceeds expectations. Conversely, marked deflation would benefit bondholders.



REAL ESTATE AND GOLD






Real estate and gold have traditionally been viewed as inflation protection—"inflation-sensitive” is the buzzword—and are frequently touted as investments offering superior returns to common stocks.

Let’s take real estate first. There are numerous ways to invest in it, from owning it physically to limited partnerships, to real estate investment trusts, to ordinary common stock in companies with real estate activities of various sorts.

I’m not going to say there’s anything inherently wrong with investing in real estate. Immense fortunes have been made (and lost) in real estate. It can be an excellent place to put money if you know what you’re doing and understand the tax ramifications of owning real estate in different ways.

But the charts and graphs you see around that show total returns of real estate investments outperforming common stock deserve another look. They have a special credibility because so many of us are sitting with homes we bought in the 1960s and 1970s that have increased manyfold. What the promoters of real estate investments understandably don’t point out is that the 30 years between the 1960s and the 1990s were an aberration; the major factor in the real estate boom has been the baby boom.

The baby boom has moved through our economic system like a beach ball swallowed by a snake. The “baby boom babies” James Taylor sings about were born after World War II and married and formed families in the sixties and seventies, which is when the real estate boom started. As they gained upward mobility and upgraded their homes during the 1970s to mid-1980s, the boom escalated to a peak. As the nineties got underway, they were midfortyish and starting to think in terms of retirement planning. That this bulging population chose stocks with their record of outperforming other investment alternatives has been the driving force behind the record bull market that is still going strong as the twentieth century draws to a close.

Real estate, continuing a historical pattern, underperformed common stocks between 1960 and the early 1970s, then outperformed common stocks until the late 1980s when the traditional relationships resumed.

Real estate is not a better long-term investment than common stocks.

Gold has always been a popular doomsday hedge, the theory being that it is a store of absolute value whereas securities and currencies have relative value and are subject to loss. It has been true historically that when inflation or other anxieties have dominated market psychology, the price of gold has risen.

Like real estate, gold can be held in various physical forms, as well as by way of mutual funds and other securities.

The performance of gold was most dramatic in January 1980, when high international inflation led by rising oil prices, tension surrounding the American hostage crisis in Iran and civil disorder in oil-rich Saudi Arabia combined to drive the price per ounce to $887.50 before calmer times returned and gold stabilized at lower levels. It was a memorable lesson in how volatile this store of value can be.

[image: ]

FIGURE 1

In terms of total return compared with common stocks, however, forget it. Gold, including the common stocks of gold miningcompanies, has not provided total returns anywhere near those of general common stocks.



SHOULD YOU OWN COMMON STOCKS?






No other investment alternative rivals common stocks as a way of accumulating wealth. Unless you’re flat broke, reading this from your death bed, and have no heirs, there will be a time in your life when it will make sense to hold common stocks.

How much of your money should you put in stocks? I suggest putting yourself to the lifestyle test. You shouldn’t invest any more in common stocks than you can afford to forgo without significantly changing your lifestyle. I don’t mean to imply that putting money in stocks—particularly in Dow stocks—necessarily means risking a permanent and total loss of capital. All I’m saying is that stocks can go down as well as up, particularly in the short term, and some patience may be required at times to recoup losses. If that means you might need to do something as drastic as giving up your paramour, you might be better off in a money market fund or another investment that offers lower return and more short-term safety.

Beating the Dow assumes you have at least $5,000 to set aside for common stocks.


CHAPTER 3

Why Invest in the Dow Industrials?

FOR MOST of the last decade, the Dow Jones Industrial Average and the Standard & Poor’s 500 stock index, both dominated by large companies and driven by burgeoning mutual fund investment, have led the overall market and outperformed indexes of smaller stocks by a wide margin. Today’s institution-dominated marketplace favors blue chip, high-capitalization stocks, and the Dow is the purest and most prominent blue chip index.

As the most popular indicator of market activity, the Dow is itself an influential barometer of market and economic conditions. Individually, the 30 stocks that make up the Dow industrials are among the most widely held, widely analyzed, and widely publicized in the world. They are also among the biggest and the strongest. Combined, the 30 Dow components have assets of around 2.5 trillion dollars, nearly five million employees, and sales that exceed the gross national products of every country in the world except China, Germany, India, Japan, and the United States.

These prime companies may gain, lose, spin off, acquire, merge, rename themselves, reorganize, even drop out of the Dow, but they are an integral and vital part of our economic system, and in one form or another they are here to stay.

The Dow companies and their products and services are household names to most people. Here is the present list, with some recent name changes noted:


Aluminum Company of America (Alcoa)
American Express Company
American Telephone & Telegraph Company (AT&T)
The Boeing Company
Caterpillar, Inc.
Citigroup (formerly Travelers Group
The Coca-Cola Company
The Walt Disney Company
E.I. du Pont de Nemours and Company
Eastman Kodak Company
Exxon/Mobil
General Electric Company
General Motors Corporation
Hewlett-Packard
Home Depot, Inc.
Honeywell International (formerly AlliedSignal)
Intel Corp.
International Business Machines Corporation (IBM)
International Paper Company
Johnson & Johnson
McDonald’s Corporation
Merck & Co., Inc.
Microsoft Corp.
Minnesota Mining and Manufacturing Company (3M)
J.P. Morgan & Co. Incorporated
Philip Morris Companies
Procter & Gamble Company
SBC Communications, Inc.
United Technologies Corporation
Wal-Mart



As we will see in Part II of Beating the Dow, the individual Dow companies have evolved in response to an ever-changing business environment. Their internal dynamism, together with mergers and substitutions, have made the current Dow Jones Industrial Average representative of virtually all important sectors of the American economy.

Multinational without exception, the Dow companies in their different ways are positioned to benefit from current megatrends—globalization of markets; cleaning up the environment; repairing the infrastructure; depletion of energy sources; revival of manufacturing; increased literacy rate; aging of the population; expansion of the free world.

Most important, however, our discussions of the individual companies will examine the kinds of problems these stalwart companies have encountered over the years—and solved. That even major corporations make mistakes and suffer from unforeseen adversity is a fact of life and always will be. That the investing public will always overreact to bad news is just as certain. The resilience the Dow companies have because of their immense financial, legal and human resources makes a portfolio of Dow stocks a conservative investment risk.

With companies of Dow stock caliber, there is more opportunity than risk. Bad news is usually good news because it makes strong stocks cheap.



FINDING BARGAINS IN THE DOW

Although I keep an eye on fundamentals, which is easy when you’re holding stocks that Wall Street is constantly watching and that are in the news every day, as a contrarian I look for Dow stocks that are out of favor and selling at bargain prices.

Sooner rather than later, stocks that are “victims” of overreaction, whether to a news development or a business cycle, will regain a value appropriately reflecting their actual risk. Cyclical stocks, by definition, are subject to good news and bad news and, by the same definition, to times when they’re cheap and times when they’re expensive.

In Part III, you’ll learn how to identify Dow stocks when they are out of favor and most likely to outperform the average as a whole. Buy cheap, sell dear. Same old story, but this time with a twist in your favor. We’re not dealing here with obscure, neglected, or emerging companies. These stocks are in the limelight all the time.

Which begins to answer some questions you were probably about to ask.

What if the stocks are cheap because the companies have real problems? Can’t actual risks be important, even with Dow stocks?

The answer is yes, but because the Dow stocks are so highly visible and widely analyzed, the possibility of major adverse financial developments coming as a surprise is minimal. Even surprises with financial implications—Union Carbide’s Bhopal disaster or Exxon’s Valdez oil spill, to cite recent examples—were taken in stride financially (although the stocks dropped temporarily, providing an opportunity for contrarians).

In a worst-case scenario, such as a bankruptcy or near-bankruptcy, Dow stocks historically have become “turnaround situations,” ultimately rewarding their holders with handsome, sometimes astonishing gains.

Have there been some exceptions? Yes, but they are very few and far between and more than offset by the diversification provided by the Dow portfolio. We’ll be looking at actual cases in later chapters.

WHY HASN’T the world caught on to something this obvious? Won’t the music stop once this book gets around? I asked these questions when Beating the Dow was first published, and my answer ten years later is basically the same, despite the book’s great success and the widespread popularity the system has enjoyed.

My colleague owns a Saab 900, which were advertised as the “most intelligent cars ever built.” When you open the hood and stand to the side, the oil stick, which in most cars is down among the belts and hoses, is located smack front and center and attached to a cap that is three inches in diameter, bright red in color, and marked (in English) “Motor Oil.” He tells me that 100 miles outside the New York metropolitan area, the chances are better than even a station attendant will come around to say he can’t for the life of him find the oil stick. The car may be intelligent
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