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To begin with, let me make several disclosures so that you will have an idea what my 
prejudices may be. First, I started in this business in 1951 with an affiliate of Scudder, 
Stevens & Clark. I have always been pretty much a traditional value investor with Warren 
Buffett as my model - even though Mr. Buffett had not yet been invented in 1951. I have 
spent the last five years - which might politely be called my declining years - as the 
manager of a commingled small cap portfolio. Furthermore, I am more than 70 years old, 
which is something of a problem in and of it. If you combine the plight of a value manager 
running a small cap portfolio in the last few years with the fact that there usually is a strong 
correlation between age and risk aversion, it is easy to see I may be a slightly warped 
human being. 

During the 1950s, most professional investors were perfectly happy with the idea of buying 
the shares of a good company and anticipating that dividends would account for probably 
two thirds of the total return over time. In today's world, if you own a stock and it doesn't 
go up in the first month that you own it, or if you're not the first guy to know that next 
quarter is going to be three cents light, you're a failure. It is no surprise to me that the term 
money manager has by and large replaced the term investment manager. There are damn 
few investors left in the professional money management business. I still have a dream 
of a miracle I hope to see one day, the likelihood of which is fast diminishing. It is depicted 
in a cartoon I have on my wall that shows an evening financial commentator of the kind 
seen on Nightly Business Report. He is saying, "there was no trading on the NYSE today. 
Everyone owned exactly what he wanted." 

After almost five decades, you would think I would have learned some "rules to live by" that 
would have helped me increase· my ratio of successes over failures. Sadly, most of the 
rules I have found worked like all other rules in this business. They work just fine until you 
discover them, then they never work again. However, there is one law I believe in, which 
I call elasticity. That is simply an intuitive non scientific term for the law of regression to the 
mean. What goes up does not have to come down, but what goes up a lot more than 
everything else, frequently has to lay fallow for a long time while much else catches up. . \ 

This observation logically leads me to some comments on today's stock market. We have 
managed to find ourselves in a wonderful environment where we have combined the 
"performance" and IPO madness of 1968 with the two tier markets of 1972. I have never 
in my career seen so many irrational things going on at the same time in the securities 
market. 

Long ago, I began to look at. the stock market as a kind of pendulum swinging back and 



forth with no discernible pattern or rhythm. It swings between three o'clock on one side 
and nine o'clock on the other. At three o'clock, fear takes over and it's full panic. At nine 
o'clock, greed takes over and it's full manic. At six o'clock there's a point where logic and 
balance exist and where valuations make a lot of sense to most rational people. 
Unfortunately, the pendulum doesn't spend much time at six o'clock. If you've been In this 
business 40 or 50 years you can probably look back on three or four months - an 
accumulation of a number of two or three week intervals - where it's six o'clock and prudent 
men seem to be in control. l am not sure that we are at full manic today, but we sure as 
heck are well past 8:30. 

In looking back over the years, I am shocked, but I guess not surprised, that every time the 
pendulum has swung over toward nine o'clock, the best and brightest minds in the 
business have focused on finding a rationalization or an explanation of why the mania of 
the moment really made sense. Today, of course, the mania of the moment is the Internet. 
Oddly, the strongest advocates of the Internet stocks are those who believe that the only 
way to investing success is to buy companies with the strongest possible earnings 
momentum. They don't seem to be particularly fazed by the fact that most of the Internet 
stocks have no earnings. Claims that the meteoric flight of the Internet stocks is the 
product of many, undisciplined, inexperienced day traders is a bunch of baloney. A recent 
"Wall Street Journal" article showed the degree to which Internet stocks have increasingly 
entered the portfolios of mutual funds. This increase has been dramatic over the past four 
to six quarters. I had to go lie down with a cold compress on my forehead when I read that 
over 20% of domestic equity mutual funds own America Online. No one would deny that 
the Internet and the world wide web are having and will continue to have a huge impact on 
the world's economy and on the life styles of everyone in it. However, I am not at all sure 
that it is greatly different than the development of the telephone or the television or the 
automobile or the transistor. All of these inventions caused dramatic change and huge 
growth but all in due course, as is true of most industries, ended up with at least ten 
failures for each success and with an oligopoly dominated by a handful of mature 
companies. 

It is my memory that virtually every bull market has had its equivalents of an America 
Online and a Yahoo. Some of my nominees for historical Internet equivalents will probably 
shock those of you under 50 years of age. Believe it or not, the Yahoo and AOL of the mid 
1950s were Superior Oil and Amerada Petroleum. The Magellan Fund of the day was a 
fund called One William Street managed by Lehman Brothers_. Its phenomenal record in 
the 1950s rested largely on the fact that it had over 15% of its portfolio in Amerada 
Petroleum. The same phenomenon was seen again a decade later with Dreyfus Fund and 
its oversized commitment to Polaroid. The list goes on. In the 1960-61 bull market the 
darlings of the moment were in financial services. The stocks that you absolutely had to 
own were Kansas City Life, U.S. Life,. Hugh W. Long and Hamilton Management. It's hard 
to believe that mutual fu~d management stocks were really hot stocks 40 years ago. 

' 
Dow Chemical had its turn. From 1963 to 1968 the stock was up five fold in an absolutely 
flat market. Here is an example on the flip side of the coin. Between the end of 1968 and 
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the end of 1980, Gillette's earnings per share substantially more than doubled. During the 
same period the price of the stock was down almost 55%. To highlight the wonderful logic 
of the market, between late 1980 and late 1987 the earnings per share of Gillette again 
slightly more than doubled. During this interval, the price of the stock was up six fold. The 
whole thing certainly goes to prove someone's sage observation that "timing is everything." 

1968 brought us the wildest IPO market I've ever seen until just lately. The darlings of the 
· moment, of course;·wefEHfie'fast ·f6od-comp·anies. The stocks you absolutely had to own 
were Kentucky Fried Chicken and Denny's. If you want to check out something close to 
a high water mark in foolishness, go back and look at Minnie Pearl's Fried Chicken. The 
company went public on the basis of having sold thousands of franchises. It achieved a 
market value of about $400 million before quietly going out of business having actually 
having built only two or three chicken stands. On we go to the two tier market of 1972 
where there were lots of stocks you absolutely had to own, but the list included such 
notables as Avon and Polaroid that 27 years later are nowhere near their highs of 1972. 

My point in all this is that the market is screwy most of the time. Today it is particularly 
screwy. If you are a money manager and you happen to share my point of view, what do 
you do about it? If you are an institutional money manager, the answer is "not much." 
Reducing your exposure to equities is just about prohibited. Institutions are well aware of 
the fact that any equity manager who has held an appreciable amount of cash for much 

_ time during the past 16 or 17 years has lost a lot of upside appreciation. Cash really hurts 
if you hold it very long in an equity market that is compounding at close to 20% per annum. 
Most of Capital Guardian's institutional clients have put on a maximum cash limitation of 
3% to 5%. Those that haven't, have pension fund consultants who quickly point out you·re 
not being paid to manage cash. 

In times like these, I yearn for my good old days at Scudder Stevens & Clark which ended 
in 1965 before the term "institutional investor" had been coined. Individual clients are 
wonderful in that they believe in absolutes. They care whether they actually make money 
or lose money. They care whether the income from their portfolio provides a living wage 
or not. Institutional money management is the only arena where you can be carried off the 
field on the shoulders of your clients after you've lost 25% of their capital in a given 
calender year. Of course, that event occurs only when the S&P 500 is off 30%. 

I presume that in this room there are a great many individuals whose primary responsibility 
is managing individual,portfolios. I also assume the old standard that applied 40 years ago 

at Scudder Stevens & Clark still applies today for individuals. Namely, you tell the client, 
"Our job is not to get you rich." You had to be reasonably rich to qualify to be a client. Our 
job is to preserve your principal and your income in real terms and perhaps do a little more 
if we can without assuming unreasonable risk. In looking back at my years at Scudder, I 
find that my main contributions to individual clients were not stocks that appreciated rapidly 
or beating the market, even on occasions when I was able to do those things. My main 
contribution was in risk assessment; in pointing out things that I thought involved undue 
risk. For social and sentimental reasons, people have a propensity to want to do really 



dumb things from time to time. I still remember one client who came to me to talk about 
investing a substantial amount of money in a winery that her son-in-law was going to start. 
He had a glowing business plan and her daughter thought it was a wonderful idea. The 
investment would have required her to liquidate half of her securities portfolio. I didn't win 
friends with anybody in the process of talking her out of it, at least until she realized what 
a mistake it would have been five years later. This is when you really earn your fee as an 
investment advisor. 

I think you have to be an undying optimist, and perhaps a Pollyanna to enjoy and to b~ 
successful at managing common stock portfolios over a long period of time. Therefore, 
I am really shocked today to look in the mirror while shaving and find Chicken Little looking 
back at me. My concern with today's market is not solely focused on the Internet stocks 
or the nutty IPO market or even the incredible schism that has developed between a 
handful of mega cap stocks and everything else. (Incidentally, it is interesting to note that 
during 1998 with the S&P 500 up 28.3%, the average stock on the NYSE declined 8.3%. 
Further, two-thirds of the S&P gain was accounted for by 5% of the stocks - the 25 largest.) 

· I am not sure there has ever been another business like the investment management 
business. No profession (I use the term advisedly) has ever had the wind at its back so 
strong for so long. Since World War II the market has seen some bumps - a fairly painful 
decline in 1962, another in 1970, a much longer and more stressful setback in 1973 and 
1974, and a violent but very short hiccup in 1987. Otherwise, it has just been up up and 
away for the better part of a half century. For most of that period it has often been a simple 
case of the more risk you took, the more money you made. 

I remember being in Phoenix in the late 1950s and turning to the yellow pages under the 
heading "Investment Counselor." There were three firms listed and they were all located 
in Los Angeles. I'll bet that today in Phoenix under some heading like "Investment 
Advisors" you will find more listings than you will for pizza places. The number of people 
today making a living giving investment advice or managing other people's money must 
have increased at least 100 fold since that earlier date. And a lot of people who are doing 
it today are not just making a living. They are supporting a life style like King Farouk. 

In looking back, the thing that really astonishes me is that I don't think I can recall a single 
case of an entrepreneur in money management who has failed. It didn't seem to matter 
whether your experience had been as a dentist, a plumber or an accountant. If you could 
put together enough money to open an office and take out a quarter page in the yellow 
pages, you were abl~ to get a few clients and build your business from there. I have 

· known at least thirty or forty people who have split off from established larger investment 
management organizations to open their own shops. I cannot think of one of them who 
has not succeeded. Furthermore, many have succeeded to the point where they have 
recently sold their businepses at prices ranging well into nine figures. I'm not sure that God 
gives a fig about investment managers, but the Puritan in me feels that He never meant 
any group to have it that good for that long. The Bible teaches us that to achieve high 
goals, we must overcome adversity and struggle. My grandmother said the same thing. 
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So much for s·ages. One of the offers I had when I got out of business school was 
Assistant Treasurer of Southern California Gas Company. I am sure glad I went into the 
investment business. 

The biggest excess of the past ten years or more has been the investment business itself. 
A real equity cult has developed. Someone may soon ask us all to drink grape Kool-Aid. 
I am sure 90% of individuals investing in common stocks today really believe they are 
going to get compound rates of return in the high teens. The 1929 stories of taxi driver:s 
giving investment advice are being relived today. And why not? Look how easy and 
simple it has been to make high returns in the stock market in recent years. 

I have been lucky enough to have a wonderful window into the process. About two years 
ago I encouraged my wife to join an investment club consisting of 16 ladies living in 
Pasadena and San Marino. After about six months, she said she found the process boring 
and uninteresting and said she was going to quit the club. I asked her to ask the ladies if 
I could take her place. They were pretty concerned about the proposal, because they were 
afraid I might try to be the dominant force in investment decision making. When I promised 
that I would speak only when spoken to, they agreed to let me in. Last year our portfolio 
appreciated almost 40%. The appreciation was real, not like that of the Beardstown 
ladies. It would take any of you in the room about five minutes to write down at least half 
the stocks in their 25 stock portfolio. The club's rules of engagement are obvious and 
awesomely simple even though they've never been formalized. Rule one: Any stock that 
has tripled during the past 12 months is a serious purchase candidate. Rule two: Any 
stock that has been flat for the past month or two or (God forbid) has gone down is 
immediately sold. 

A couple of months ago I missed several meetings and discovered that they had 
purchased Earthlink. I asked them how they happened to make this investment decision. 
Their reasons were, (1) the company was located in Pasadena and they had good luck 
with several other Pasadena companies '. (2) two of the ladies used Earthlink and found 
it to be superior to America Online. And (3) one of the ladies (a Realtor) had sold the CEO 
his new house and found him to be "a very nice young man." I asked them if they knaw 
anything about the numbers and got fifteen quizzical looks in response. I pointed out that 
the company currently had a market capitalization of $1. 7 billion and that last year had 
revenues of $66 million and a loss of $12 million. They (not at all confused by irrelevant 
information) pointed out that the stock had gone from $25 to $54 in just a few months and 
promptly voted to buy_ another 100 shares. Since then, the stock has gone from $54 to 
$75. It is both sobering and humbling to stand back and contemplate for a moment just 
how well you could have done over the past three or four years if you had just followed 
these ladies' two simpl~ rules to investment success. 

Another very sobering tabor is the surge in public participation in the stock market during 
the past decade or so. On one hand, a broad ownership of American companies by 
individual investors is a very positive thing. On the other, if that participation is based 
solely on grossly unrealistic expectations or as an alternative to a night in Las Vegas, it is 



potentially a big __ neg~tive._ Tqday _prpbably nearly 50% of American households own 
common stocks either directly or through mutual funds. This combined with the fact that 
the market has compounded at almost 20% over the past decade brings us to an unusual 
situation where American households' ownership of common stocks at about $11.7 trillion 
exceeds the ownership of real estate at $10.2 trillion for the first time in memory. 

This "wealth effect" has created such a feeling of well being on ·the part of Americans that 
for several years the growth in consumption has exceeded the growth in earnings, and the 
savings rate stays pretty close to zero. We are in one of those marvelous periods that 
occur from time to time where the less experience you have had in managing a common 
stock portfolio, the more money you are likely to make. Sadly, that observation applies 
about as well to professional investors as it does to amateurs. A recent "Wall Street 
Journal" article described a new Internet mutual fund sponsored by an investment 
management organization that I have never heard of before. The fund, managed by a 29-
year-old portfolio manager, surged from about $12 million in assets to $286 million in 
assets in three and a half months. The investment management organization may be 
unknown but it is not unintelligent, because it closed the fund to new investors at that point. 

Another "Wall Street Journal" article quoted a young portfolio manager who proudly 
announced that he had finally "thrown in the towel" on America Online. He finally added 
it to his portfolio and saw it double in about six months. His incredible quote to the 
interviewing reporter was, "You simply have to throw out all the traditional measures of 
value to be able to invest in these stocks." I am sure some Dutchman said something 
similar about tulip bulbs 400 years ago. I am not picking on AOL. It could easily end up 
as the Microsoft of ten years from now. However, I am absolutely sure that 50 other 
Internet stocks are not going to end up as the Microsofts of the new millennium. 

When I was coming over here on the airplane, I sat next to a guy who was reading the Wall 
Street Journal. After a while he turned to me and said, "My God, do you know that 
somebody paid $2,000 for a rare Beany Baby?" I appropriately expressed great surprise. 
Then he turned to me and said, "Do you know the difference between buying a rare beany 
baby for $2,000 and paying a $10 billion market cap for Priceline.com?" When I asked 
the answer, he said, "four or five years from now you will still have an old beany baby." 

If I were. the CEO of an Internet company and really interested in the welfare ·of my 
shareholders, I woulcJ never go into the office. I would spend all my time with my 
investment bankers, doing road shows for secondary stock offerings. The arithmetic is 
incredible. Take your typical lntern~t company. It has 10 million shares outstanding at 
$200 per share, or a market capitalization of $2 billion. In the last 12 months it had 
revenues of $100 millioh and lost $20 million. It has a book value of $5 per share. 

If you do a secondary of a million shares (10% dilution) that raises $200 million. That sum, 
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invested in investment grade corporate bonds, would produce an annual income of $14 
million, or about $1.25 for each of the then outstanding shares. As long as Internet 
euphoria continued unabated, you could do another secondary and another secondary. 
By the time you've done four or five, you would have raised the book value per share to 
almost $100 and you would have created pre-tax earnings of $4-$5 per share. When you 
arrived at these numbers it wouldn't matter a heck of a lot whether your Internet scheme 
actually worked or not. You'd have it made. 

But let me not harp on Internet stocks. As I said before, I think the great excess of today 
is in the investment business itself. Hedge funds abound. 401 K plans are sweeping the 
country. Internet stock day trading is rampant. We are probably closing in on the 
existence of ten thousand mutual funds, at least the majority of which are not viable 
economically. They exist "on the come" so to speak against the hope that the fund will hit 
a hot performance streak to create a surge in asset growth or the market just keeps 
compounding at 25% to grow assets past the break-even point. 

I am afraid that the whole investment environment, professional or amateur, is fraught with 
unrealistic expectations. Very few participants are factoring in the possibility that they 
could lose money in common stocks, and maybe lose a lot over an extended period of 
time. Everyone has learned over the past fifteen years that the only suckers were those 
who held cash or those who sold their common stocks after a 10% or 20% decline in tile 
market. After all, after every decline the market bounces back after a few months and 
continues on its great ascent to new highs. 

The portfolio manager's remark bothers me a lot. "You have to abandon all traditional 
measures of value to own most of today's most rewarding stocks." In a number or cases 
you don't have to worry about price earnings ratios, because there aren't any earnings and 
won't be for some time. As we climb up to the top of the valuation ladder and intensify our 
search for reasons to justify it, I am waiting for the return of a phenomenon that almost 
came into existence in 1972. It is one thing to focus on a company's growth rate, which 
often is not a growth rate at all but just how much next quarter's earnings are going to be 
above last quarter's. The next Holy Grail is to determine the growth rate of the price 
earnings ratio. I have not seen any in depth research study on this phenomenon yet but 
I think I can see the shadows of it lurking out there on the periphery. It will be a 
breakthrough concept that will earn some young analyst a feature article in the "Journal of 
Portfolio Managemen~" 

The headlines will ring out. "If you only know the future growth rate of earnings you have 
barely half the answer. Knowing the growth rate of the price earnings ratio is probably 
more important!" Let us look at some examples. Ten years ago in the first quarter of 1989 
the following price earnings ratios agpHed times traifing twelve month earnings: for General 
Electric 13x, for Giliette, 14x, for Coca Cola 13.Sx and for Pfizer 14x. Today the trailing 
twelve month multiples for those stocks are respectively 40x, 48x, 46x, and ?Ox. If we pull 
out our hand held calculators, we can quickly calculate that the growth of the price earnings 



ratio for these companies over the past decade has ranged from 11.5% to about 13%. 
Indeed, the growth of the P/E ratio was just as important in contributing investment rewards 
as has the growth in earnings per share. Having made this discovery, maybe I should be 
the one to write the report on the growth rate of price earnings ratios and earn my fifteen 
minutes of fame. 

When I gave talks back in 1972 and 1973 I used to blame the fact that I was on the wrong 
tier of the two tier market on the tooth fairy. Capital Guardian Trust Company almost went 
out of business before we finally broke her spell and chased her away. I was never naive 
enough to believe she was gone forever. She has indeed come back in spades during the 
last few years. The tooth fairy has carried us off to the kingdom of Oz in so many aspects 
of the market that it is hard to count them all. This is the first time that the Standard & 
Poor's 400 Stock Index has ever sold above 40x earnings. Microsoft has a market value 
in excess of the entire Russell 2000 Index. Yahoo (not yet grammar school age) has 
greater market value than the entire airline industry. It wouldn't be at all surprising to find 
that by mid-year, with another 100 Internet IPOs, the total value of all Internet stocks 

. exceeds the market value of all the European stock markets. Warren Buffett is alleged to 
have said that if he were teaching a class in investments at a graduate business school 
and gave an assignment to develop the approach for evaluating Internet stocks, anyone 
who completed the assignment would flunk. 

Back in the-almost equally crazy days of 1968, I think it was Jerry Goodman (under the 
noms de plume Adam Smith) who came up with the solution on how to make money in that 
market. He said that your only hope was to tum your portfolio over to a portfolio manager 
who was under 25 years of age. Hire a kid. I'm afraid the same is true today. In any 
event, I'm sure that you certainly shouldn't hire me, an admitted chronic under performer -
not always, but lately. The following is the most blatant sour grapes statement you have 
ever heard in your life, but I will say it anyway. If I were responsible for an endowment or 
a pension fund with all the attendant fiduciary overtones, and I had a manager who was 
up 40% or 45% last year, I would fire him. That guy would have no concept of risk at all. 
He undoubtedly would be a mountain climber or a sky diver on weekends. 

I will freely admit that I am fearful about the vulnerability of this market. However, one thing 
that gives me cause to re examine my concerns is that I find a great many experienced, 
successful investors whom I respect feeling the same way I dp. One thing all of us know 
for sure is that the stock market doesn't go down just because a lot of folks think that it has 
entered the heart of looney land. It is with sweaty palms that I contemplate looking myself 
in the mirror a couple years from now and asking, "Why on earth did you stand up in public 
and say all that crazy stuff?" I could easily be the Sewell Avery of the next century. 
Probably 95% of you in the room n.ever heard of Sewell Avery. It might be a valuable 
research exercise for you to go look him up. 

I would like to conclude this by describing another cartoon I have hanging in my office that 
describes fully everything I have learned about the Stock market over the past 48 years. 
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It shows another television financial commentator who is saying, "The market suffered a 
sharp sinking spell this morning when scientists at M.I.T. identified a huge meteor heading 
for earth that would destroy all life when it collided in mid-September. However, there was 
a brisk rally later in the session as rumors developed that the Fed was about to lower the 
discount rate." 

When I was asked to give this talk, my assigne'd topic was "Professional Money 
Management In The Next Millennium." The best advice I can think to give professional 
money managers at this point in time is the same advice the duty sergeant gave the cops 
in thei~ morning briefing on the TV show "Hill Street Blues." His parting advice when they 
went out on the job·was always, "Be careful out there." 
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