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 PREFACE

My first book, Stocks for the Long Run
 , was published in 1994 when the U.S. market was midway through its longest and strongest bull market in history. My research showed that over extended periods of time, stock returns not only dominate the returns on fixed-income assets, but they do so with lower risk when inflation is taken into account. These findings established that stocks should be the cornerstone of all long-term investors’ portfolios.

The book’s popularity led to many speaking engagements before audiences of individual and professional investors. After my presentations, two questions invariably came up: “Which
 stocks should I hold for the long run?” and “What will happen to my portfolio when the baby boomers retire and begin liquidating their portfolios?”

I wrote The Future for Investors
 to answer these questions.

The Great Bull Market of the 1990s

In Stocks for the Long Run
 , I recommended that investors link the equity portion of their portfolio to broad-based indexes of stocks, such as the S&P 500 Index or the Wilshire 5000. I had seen so many investors succumb to the temptation of trying to “time” the ups and downs of the market cycle that I believed a simple, disciplined, indexed approach was the best strategy. I did discuss some techniques that might improve on these indexed returns, but these suggestions were never central to the major thesis of the book.

Although indexation was a very good strategy for investors in the 1990s, by the end of the decade I became increasingly uncomfortable with the 
 valuations that were put on many stocks. I thought frequently of what Paul Samuelson, my graduate school mentor and first American Nobel prize winner in economics, wrote on the cover of Stocks for the Long Run:



Jeremy Siegel makes a persuasive case for a long-run, buy-and-hold investment strategy. Read it. Profit from it. And when short-run storms rock your ship, sleep well from a rational conviction that you have done the prudent thing. And if you are a practitioner of economic science like me, ponder as to when this new philosophy of prudence will self-destruct after Siegel’s readers come some day to be universally imitated.



When he wrote this in 1993, stock valuations were near their historical averages, and there was little danger that the market would “self-destruct.” But as the Dow Industrials crossed 10,000, and Nasdaq approached 5,000, stock prices relative to either earnings or dividends climbed to higher levels than they had ever reached before. I worried that stock prices had reached heights from which they would yield poor returns. It was tempting to urge investors to sell and wait for prices to come back down before going back into stocks.

But when I investigated the market in depth, I found that overvaluation infected only one sector—technology; the rest of the stocks were not unreasonably priced relative to their earnings. In April of 1999, I took a stand on the pricing of Internet stocks by publishing an op-ed piece in the Wall Street Journal
 entitled “Are Internet Stocks Overpriced? Are They Ever!” It was my first public warning about market valuations.

Shortly before that article appeared, I invited Warren Buffett to speak before the Wharton community. He had not been on campus since he left the Wharton undergraduate program in 1949. He spoke to an overflowing crowd of more than one thousand students, many of whom had waited hours in line to get an opportunity to hear his wisdom on stocks, the economy, and whatever else was on his mind.

I introduced Warren to the audience and detailed his extraordinary investment record. I was particularly honored when, in response to a question about Internet stocks, he urged the audience to read my Journal
 piece that had been published just a few days earlier.

His encouragement persuaded me to look deeper into the technology stocks that were selling at unprecedented valuations. At that time, technology 
 stocks were all the rage and not only had the market value of the technology sector reached almost one third of the entire S&P 500’s market value, but trading volume on Nasdaq for the first time in history eclipsed that on the New York Stock Exchange. I penned another article for the Journal
 in March 2000 entitled “Big Cap Tech Stocks Are a Sucker’s Bet.” I argued that stocks such as Cisco, AOL, Sun Microsystems, JDS Uniphase, Nortel, and others could not sustain their high prices and were heading for a severe decline.

If investors had avoided technology stocks during the bubble, their portfolios would have held up very well during the bear market. Indeed, the cumulative return of the 422 stocks in the S&P 500 Index that are not in the technology sector is higher than it was at the market peak in March 2000.

Long-term Performance of Individual Stocks

My interest in the long-term returns of individual stocks was piqued by the experience of one of my close friends, whose father had purchased AT&T fifty years earlier, reinvested the dividends, and held all the firms spun-off from Ma Bell. A modest initial investment had turned into a substantial bequest.

Similarly, much of Warren Buffett’s success was also attributable to holding good stocks over long periods of time. Buffett has remarked that his favorite holding period is forever. I was curious how investors’ portfolios would have performed if they did just that—bought a group of large capitalization stocks and held on to them for many decades.

Computing long-term, “buy-and-hold forever” returns seems like it would be an easy task. But the reality proved otherwise. The returns data on individual stocks available to academics and professionals assumed that all stock distributions and spin-offs were immediately sold and the proceeds reinvested in the parent firm. But this assumption did not match the behavior of many investors, such as my friend’s father who purchased AT&T around 1950.

I went back a half century and investigated the long-term returns of the twenty largest stocks trading on the New York Stock Exchange, assuming dividends were reinvested and all distributions were held. To reconstruct these buy-and-hold returns was a time-consuming but ultimately extremely 
 rewarding endeavor. To my amazement, the performance of the “Top Twenty,” as I called this group of stocks, beat the returns of an investor who indexed to the entire market, which included all the new firms and new industries.

After that preliminary investigation, I was determined to explore the returns on all the 500 firms that constituted the S&P 500 Index when it was first formulated in 1957. This project yielded the same surprising conclusion—the original firms outperformed the newcomers.

These results confirmed my feeling that investors overprice new stocks, many of which are in high technology industries, and ignore firms in less exciting industries that often provide investors superior returns. I coined the term “the growth trap” to describe the incorrect belief that the companies that lead in technological innovation and spearhead economic growth bring investors superior returns.

The more I investigated returns, the more I determined that the growth trap affected not just individual stocks, but also entire sectors of the market and even countries. The fastest-growing new firms, industries, and even foreign countries often suffered the worst return. I formulated the basic principle of investor return, which specifies that growth alone does not yield good returns, but only growth in excess of the often overly optimistic estimates that investors have built into the price of stock. It was clear that the growth trap was one of the most important barriers between investors and investment success.

The Coming Age Wave

Understanding which stocks did well over the last half century helped me address the first of the two questions that I was frequently asked. To address the other, it was necessary to examine the economic consequences of our rapidly aging population. Having been born in 1945, I long realized that I was at the leading edge of the surge of baby boomers that would soon become a tidal wave of retirees.

Investor interest in the impact of the population trends on stock prices was sparked by Harry Dent, whose 1993 best-seller, The Great Boom Ahead
 , provided a novel explanation of historical stock trends. Dent found that stock prices over the last century correlated well with the population between forty-five and fifty years of age, an age that corresponded to peak 
 consumer spending. On the basis of population projections, Dent predicted that the great bull market would extend to 2010 before crashing when the boomers entered retirement.

Harry Dent and I were invited to speak at many of the same conferences and conventions, although we rarely shared the same platform. I had never before used population trends to predict stock prices, preferring to use historical returns as the best estimate of future returns.

But the more I looked into demographics, the more I believed that population trends were critical to our economy and to investors. Although the United States, Europe, and Japan are getting older, most of the world is very young and these young economies are finally making their presence felt. Thanks to the superb technical ability of Wharton students, I was able to construct a model that integrated international demographic and productivity trends to forecast the future of the world economy.

The results were exciting and quite different from what Dent was forecasting. Rapid economic growth of the developing countries, if sustained, will have a significantly positive impact on the aging economies, mitigating the negative
 consequences of the age wave.

The more I studied the sources of growth, the more I believed that this growth can be sustained due to the communications revolution that enabled vast amounts of knowledge to become available to billions of people worldwide. For the first time, information that in the past could only be accessed at the great research centers of the world suddenly became accessible to anyone with an Internet connection.

The expansion of knowledge abroad had far-reaching consequences. As an academic, I had seen a dramatic increase in the number of talented students from outside the United States. In fact, the number of international students in our Ph.D. programs now clearly outnumbered the Americans. It was clear that in not too many years the West would no longer have a monopoly on knowledge and research. The diffusion of information around the globe had significant implications for investors everywhere.

New Approach to Investing

All these studies had a great impact on my approach to investing. I am often asked whether the bubble and subsequent collapse in the equity market over the past few years have caused me to shift my view of stocks. The 
 answer is yes, it has, but in such a way that makes me just as optimistic about the future for investors.

Irrational fluctuations in the market, instead of being a source of alarm, give investors the opportunity to do even better than the buy-and-hold returns available on indexed securities. And world economic growth will open new opportunities and new markets to globally oriented firms on an unprecedented scale.

I believe that to take full advantage of these developments, investors must expand the scope of their portfolios and avoid the common pitfalls that cause the returns of so many to lag the market. It is my goal to provide such guidance in The Future for Investors
 .
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Uncovering the Growth Trap





 
 CHAPTER ONE


The Growth Trap



The speculative public is incorrigible. It will buy anything, at any price, if there seems to be some “action” in progress. It will fall for any company identified with “franchising,” computers, electronics, science, technology, or what have you when the particular fashion is raging. Our readers, sensible investors all, are of course above such foolishness
 .

—Benjamin Graham, The Intelligent Investor
 , 1973




T
 he future for investors is bright. Our world today stands at the brink of the greatest burst of invention, discovery, and economic growth ever known. The pessimists, who proclaim that the retiring baby boomers will bankrupt Social Security, upend our private pension systems, and crash the financial markets, are wrong.

Fundamental demographic and economic forces are rapidly shifting the center of our global economy eastward. Soon the United States, Europe, and Japan will no longer hold center stage. By the middle of this century, the combined economies of China and India will be larger than the developed world’s.

How should you position your portfolio to take advantage of the dramatic changes and opportunities that will appear in the world markets?

To succeed in this rapidly changing environment, investors must grasp a very important and counterintuitive aspect of growth that I call the growth trap
 .

The growth trap seduces investors into overpaying for the very firms and industries that drive innovation and spearhead economic expansion. This relentless pursuit of growth—through buying hot stocks, seeking exciting new technologies, or investing in the fastest-growing countries—dooms investors to poor returns. In fact, history shows that many of the best-performing investments are instead found in shrinking industries and in slower-growing countries.

Ironically, the faster the world changes, the more important it is for 
 investors to heed the lessons of the past. Investors who are alert to the growth trap and learn the principles of successful investing revealed in this book will prosper during the unprecedented changes that will transform the world economy.

The Fruits of Technology

No one can deny the importance of technology. Its development has been the single greatest force in world history. Early advances in agriculture, metallurgy, and transportation spurred the growth of population and the formation of great empires. Throughout history, those who possessed technological superiority, such as steel, warships, gunpowder, airpower, and most recently nuclear weapons, have won the decisive battles that allowed them to rule over vast parts of the earth—or to stop others from doing so.

In time, the impact of technology spread far beyond the military sphere. Technology has allowed economies to produce more with less: more cloth with fewer weavers, more castings with fewer machines, and more food with less land. Technology was at the heart of the Industrial Revolution; it launched the world on a path of sustained productivity growth.

Today, the evidence of that growth is seen everywhere. In the developed world, only a small fraction of work is devoted to securing life’s necessities. Advancing productivity has allowed us to achieve better health, retire earlier, live longer, and enjoy vastly more leisure time. Even in the poorer regions of our globe, advances in technology during the past century have reduced the percentage of the world’s population faced with starvation and those living in extreme poverty.

Indeed, the invention of new technologies has enabled thousands of inventors and entrepreneurs—from Thomas Edison to Bill Gates—to become fabulously wealthy by forming public companies. The corporations that Edison and Gates founded—General Electric and, a century later, Microsoft Corp.—are now ranked number one and two in the world in market value, having a combined capitalization in excess of half a trillion dollars.

Because investors see the enormous wealth of innovators like Bill Gates, they assume they must seek out the new, innovative firms and avoid 
 the older firms that will eventually be upended by advancing technologies. Many of the firms that pioneered automobiles, radio, television, and then the computer and cell phone have not only contributed to economic growth, but also become very profitable. As a result, we set our investment strategies toward acquiring these ground-breaking firms that vanquished the older technologies, naturally assuming our fortunes will increase as these firms profit.

The Growth Trap

But all the assumptions behind these investment strategies prove false. In fact, my research shows that exactly the opposite is true: not only do new firms and new industries fail to deliver good returns for investors, but their returns are often inferior to those of companies established decades earlier.

Our fixation on growth is a snare, enticing us to place our assets in what we think will be the next big thing. But the most innovative companies are rarely the best place for investors. Technological innovation, which is blindly pursued by so many seeking to “beat the market,” turns out to be a double-edged sword that spurs economic growth while repeatedly disappointing investors.

Who Gains—and Who Loses?

How can this happen? How can these enormous economic gains made possible through the proper application of new technology translate into substantial investment losses? There’s one simple reason: in their enthusiasm to embrace the new, investors invariably pay too high a price for a piece of the action. The concept of growth is so avidly sought after that it lures investors into overpriced stocks in fast-changing and overly competitive industries, where the few big winners cannot begin to compensate for the myriad of losers.

I am not saying there are no gains to be reaped from the creative process. Indeed, there are many who become extremely wealthy from creating the new. If this were not so, there would be no motivation for entrepreneurs to develop pathbreaking technologies nor investors to finance them.

Yet the benefits of all this growth are funneled not to individual investors 
 but instead to the innovators and founders, the venture capitalists who fund the projects, the investment bankers who sell the shares, and ultimately to the consumer, who buys better products at lower prices. The individual investor, seeking a share of the fabulous growth that powers the world economy, inevitably loses out.

History’s Best Long-term Stocks

To illustrate the growth trap, imagine for a moment that we are investors capable of time travel, so we are in the remarkable position of being able to use hindsight to make our investment decisions. Let’s go back to 1950 and take a look at two companies with an eye toward buying the stock of one and holding it to the present day. Let’s choose between an old-economy company, Standard Oil of New Jersey (now ExxonMobil), and a new-economy juggernaut, IBM.

After making your selection and buying the stock, you instruct the firm to reinvest all cash dividends back into its shares, and you put your investment under lock and key. This is an investment that will be opened a half century later, the shares to be sold to fund your grandchild’s education, your favorite charity, or even your own retirement, if you make this choice when you are young.

Which firm should you buy? And why?

THE ECONOMY AT MIDCENTURY

The first question you might have asked back in 1950 is: which sector of the economy will grow faster over the second half of the twentieth century, technology or energy? Fortunately, a quick review of history readily provides the answer. Technology firms were poised for rapid growth.

Not unlike today, the world in 1950 stood at the edge of tremendous change. U.S. manufacturers had shifted from munitions to consumer products, with technology leading the way. In 1948 there were 148,000 television sets in American homes. By 1950 that number had risen to 4.4 million; two years later, the figure was 50 million. The speed of penetration of this new medium was phenomenal and far exceeded that of the personal computer in the 1980s or the Internet in the 1990s.

Innovation was transforming our society, and 1950 was a hallmark 
 year of invention. Papermate developed the first mass-produced, leak-proof ballpoint pen, and Haloid (later renamed Xerox) developed the first copy machine. The financial industry, already a heavy user of technology, was about to take a great leap forward as Diner’s Club introduced the first credit card in 1950. And Bell Telephone Laboratories, a branch of the largest corporation on earth, American Telephone & Telegraph, had just perfected the transistor, a critical milestone that led to the computer revolution.

The future looked so bright that the term “new economy,” so often bandied about during the 1990s technology boom, was also used to describe the economy fifty years earlier. Fortune
 magazine celebrated its twenty-fifth anniversary in 1955 with a special series devoted to “The New Economy” and the remarkable growth of productivity and income that America had achieved since the Great Depression.

IBM OR STANDARD OIL OF NEW JERSEY?

Let me give you some other information to help you make your decision. Look at Table 1.1, which compares the vital growth statistics of these two firms. IBM beat Standard Oil by wide margins in every
 growth measure that Wall Street uses to pick stocks: sales, earnings, dividends, and sector growth. IBM’s earnings per share, Wall Street’s favorite stock-picking criterion, grew more than three percentage points per year
 above the oil giant’s growth over the next fifty
 years. As information technology advanced and computers became far more important to our economy, the technology sector rose from 3 percent of the market to almost 18 percent.


TABLE 1.1: ANNUAL GROWTH RATES
 , 1950–2003
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 In contrast, the oil industry’s share of the market shrunk dramatically over this period. Oil stocks comprised about 20 percent of the market value of all U.S. stocks in 1950, but fell to less than 5 percent by year 2000. This shrinkage occurred despite the fact that nuclear power never attained the dominance expected by its advocates and the world continued to be powered by fossil fuels.

If a genie had whispered these facts in your ear in 1950, would you have placed your money in IBM or Standard Oil of New Jersey?

If you answered IBM, you have fallen victim to the growth trap.

Although both stocks did well, investors in Standard Oil earned 14.42 percent per year on their shares from 1950 through 2003, more than half a percentage point ahead of IBM’s 13.83 percent annual return. Although this difference is small, when you opened your lockbox fifty-three years later, the $1,000 you invested in the oil giant would be worth over $1,260,000 today, while $1,000 invested in IBM would be worth $961,000, 24 percent less.

WHY STANDARD OIL BEAT IBM: VALUATION VERSUS GROWTH

Why did Standard Oil beat IBM when it fell far short in every
 growth category? One simple reason: valuation
 , the price you pay for the earnings and dividends you receive.

The price investors paid for IBM stock was just too high. Even though the computer giant trumped Standard Oil on growth, Standard Oil trumped IBM on valuation, and valuation determines investor returns.

As you can see in Table 1.2, the average price-to-earnings ratio of Standard Oil, Wall Street’s fundamental yardstick of valuation, was less than 
 half of IBM’s ratio, and the oil company’s average dividend yield was more than three percentage points higher.


TABLE 1.2: AVERAGE VALUATION MEASURES
 , 1950–2003
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A very important reason that valuation matters so much is the reinvestment of dividends. Dividends are a critical factor driving investor returns. Because Standard Oil’s price was low and its dividend yield much higher, those who bought its stock and reinvested the oil company’s dividends accumulated almost fifteen times the number of shares they started out with, while investors in IBM who reinvested their dividends accumulated only three times their original shares.

Although the price of Standard Oil’s stock appreciated at a rate that was almost three percentage points a year lower than the price of IBM’s stock, its higher dividend yield made the oil giant the winner for investors. You can find the source of total returns to investors in IBM and Standard Oil of New Jersey in Table 1.3.

The basic principle of investor return that I explain in Chapter 3 states that the long-term return on a stock depends not
 on the actual growth of its earnings but on how those earnings compare to what investors expected. IBM did very well, but investors expected it to do very well, and its stock price was consistently high. Investors in Standard Oil had very modest expectations for earnings growth and this kept the price of its shares low, allowing investors to accumulate more shares through the reinvestment of dividends. The extra shares proved to be Standard Oil’s margin of victory.


TABLE 1.3: SOURCE OF RETURNS OF IBM AND STANDARD OIL OF NJ
 , 1950–2003
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 Stocks and Long-term Returns

Standard Oil of New Jersey is not the only “old economy” firm that proved a winning long-term investment.

In Table 1.4 you will find a list of the fifty largest American stocks trading in 1950, ranked by market value. These stocks constituted about half of the total value of all stocks traded on U.S. exchanges, which at that time dominated the world’s equity markets. If you had to pick the four best
 stocks to lock up for the next fifty years, which would you buy? Assume, as before, that you reinvest all dividends and hold all spin-offs and other stock distributions, never selling a single share. Your goal is to maximize your nest egg when you open up your lockbox half a century later.

Surprisingly, despite all our knowledge of what has transpired in the second half of the twentieth century, identifying the firms that have provided investors with the best returns is not an easy task. Most of those on that list were old-economy industrial firms that have either gone out of business or are in declining industries. In 1950 manufacturing accounted for almost 50 percent of the market value of the top fifty firms, while today it constitutes less than 10 percent.

Do you think Standard Oil of New Jersey or IBM made the top four? Or would you choose General Electric, the only firm of the original Dow Jones industrials that is still a member of this venerable index today? GE has kept abreast of the changing economy by diversifying out of manufacturing and developing the financial powerhouse GE Capital and the media giant NBC.

Or you might even choose the original American Telephone & Telegraph, recognizing that under the conditions of this exercise you would also own all of the fifteen firms that AT&T subsequently spun off. Back in 1950, Ma Bell, as the firm was affectionately called, was by far the most highly valued company on earth. Today, surprisingly, the aggregate market value of AT&T and all of its distributions—the huge Bell regional operating companies and all its wireless, broadband, and cable offshoots—would still exceed that of any other firm on earth.

But neither AT&T, GE, nor IBM makes the grade. The four firms with the best investor returns from 1950 through 2003, shown in Table 1.5, are National Dairy Products (later named Kraft Foods), followed by R.J. Reynolds Tobacco, Standard Oil of New Jersey, and Coca-Cola.


 TABLE 1.4: FIFTY LARGEST AMERICAN COMPANIES
 , 1950
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When the lockbox is opened fifty-three years later in December 2003, an investor who put $1,000 in each of these stocks would have accumulated nearly $6.3 million, almost six times the $1.1 million that would have accumulated if the same $4,000 were instead invested in a stock market index.

None of these top-returning stocks operated in a growth industry or at the cutting edge of the technological revolution. In fact, these four firms produce almost the identical goods that they turned out a half century ago. Their products include name-brand foods (Kraft, Nabisco, Post, Maxwell House), cigarettes (Camel, Salem, Winston), oil (Exxon), and soft drinks (Coca-Cola). Indeed, Coca-Cola prides itself on producing its flagship drink with the same ingredients it used more than 100 years ago, acknowledging that it failed when, in April 1985, it introduced “new Coke” and strayed from its tried-and-true formula.

Each of these firms has a management that focused on what they do well and concentrated on bringing a superior product into new markets. And these companies all went global; today each of them has international sales that exceed those in the United States.


TABLE 1.5: THE BEST-PERFORMING STOCKS FOR INVESTORS
 , 1950–2003
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 The Future for Investors

The more data I analyzed, the more I realized that my findings were not isolated observations but in fact representative of much deeper forces that prevail over far longer periods and over a much wider range of stocks.

In the most important and exhaustive research project I conducted for this book, I dissected the entire history of Standard & Poor’s famous S&P 500 Index, an index containing the largest firms headquartered in the United States and comprising more than 80 percent of the market value of all U.S. stocks. This index is replicated by more investors worldwide than any other, with more than $1 trillion in investment funds linked to its performance.

What I discovered completely overturned much of conventional wisdom that investors use to select stocks for their portfolios.


• The more than 900 new firms that have been added to the index since it was formulated in 1957 have, on average, underperformed
 the original 500 firms in the index. Continually replenishing the index with new, fast-growing firms while removing the older, slower-growing firms has actually lowered
 the returns to investors who link their returns to the S&P 500 Index.

• Long-term investors would have been better off had they bought the original S&P 500 firms in 1957 and never
 bought any new firms added to the index. By following this buy-and-never-sell approach, investors would have outperformed almost all mutual funds and money managers over the last half century.

• Dividends matter a lot. Reinvesting dividends is the
 critical factor giving the edge to most winning stocks in the long run. In contrast to skeptics who claim that high-dividend paying firms lack “growth opportunities,” the exact opposite is true. Portfolios invested in the highest-yielding stocks returned 3 percent per year more than the S&P 500 Index, while those in the lowest-yielding stocks lagged the market by almost 2 percent per year.

• The return on stocks depends not on earnings growth but solely on whether this earnings growth exceeds what investors expected, and those growth expectations are embodied in the price-to-earnings, 
 or P/E ratio. Portfolios invested in the lowest-P/E stocks in the S&P 500 Index returned almost 3 percent per year more than the S&P 500 Index, while those invested in high-P/E stocks fell 2 percent per year behind the index. The results were almost identical to those using dividend yields.

• The long-run performance of initial public offerings is dreadful, even if
 you are lucky enough to get the stock at the offering price. From 1968 through 2001, there were only 4 years when the long-term returns on a portfolio of IPOs bought at their offer price
 beat a comparable small stock index. Returns for investors who buy IPOs once they start trading do even worse.

• The growth trap holds for industry sectors as well as individual firms. The fastest-growing sector, the financials, has underperformed the benchmark S&P 500 Index, while the energy sector, which has shrunk almost 80 percent since 1957, beat this benchmark index. The lowly railroads, despite shrinking from 21 percent to less than 5 percent of the industrial sector, outperformed the S&P 500 Index over the last half century.

• The growth trap holds for countries as well. The fastest-growing country over the last decade has rewarded investors with the worst returns. China, the economic powerhouse of the 1990s, has painfully disappointed investors with its overpriced shares and falling stock prices.



The Upcoming Demographic Crisis

Will the important findings highlighted above hold true over the next fifty years?

Perhaps not, if the age wave that faces the United States, Europe, and Japan means that our future is bleak. And many believe that to be the case. There are 80 million baby boomers who own trillions
 of dollars in stocks and bonds that in the next several decades will have to be sold in order to fund their retirement. In Europe and Japan, the population is aging at an even more rapid rate than in the United States.

An overabundance of sellers could spell disaster for investors and retirees desperately attempting to convert their financial assets into cash that 
 will buy goods and services. Moreover, as the baby boomers retire, the looming shortage of workers in the United States is threatening to reduce the supply of the goods that the baby boomers must have in order to enjoy a comfortable retirement.

Respected voices such as Peter Peterson, author of Running on Empty
 , and Larry Kotlikoff, professor of economics at Boston University and author of The Coming Generational Wars
 , prophesy economic doom ahead. Peterson, Kotlikoff, and others warn that the aging of the population, woefully inadequate savings rates, and a shortage of future workers will cause an economic meltdown that will destroy the retirement of millions of Americans.

I, too, believe our future will be demographically driven. But after conducting my own research into the demographic realities we face, I disagree strongly with the pessimistic conclusions cast by Peterson, Kotlikoff, and others. My own model of demographic and productivity trends has convinced me that, instead of teetering on the edge of disaster, the world is poised for accelerating economic growth.

The information and communications revolution has enabled the developing nations of the world, such as China and India, to rapidly increase their economic growth, and they are on target to produce more than enough goods and services for the aging population of the developed world. I predict that by the middle of this century, China and India combined will produce more output than the United States, Europe, and Japan put together.

The two most critical questions facing the developed world are: who will produce the goods that we need and who will buy the assets that we sell? I have found the answer to both questions: the goods will be produced and the assets will be bought by the workers and investors of the developing world. I call this the global solution.

The Global Solution

The global solution will have vast implications for investors. The center of the economic world will move eastward. Chinese and Indian investors, as well as others from the world’s emerging nations, will eventually own most of the world’s capital, as tens of trillions of dollars of assets will be 
 transferred from the retirees of the United States, Japan, and Europe to the savers and producers of the emerging nations. The global solution also implies that the developed world will run large and increasing trade deficits with the developing world. The importation of foreign goods in exchange for our assets is an inevitable consequence of our demographically driven future.

Those firms that understand and take advantage of the growth of world markets will be the most successful. As the globalization of the equity markets accelerates in the years ahead, international firms will become increasingly important to investors’ portfolios.

Nevertheless, investors must be very mindful of the growth trap: the fastest-growing countries, just like the fastest-growing industries and firms, will not necessarily provide the best return. If investors get overly enthusiastic about the growth prospects of global firms and pay too high a price, their returns will be disappointing. The poor showing of those who put their funds in China, the world’s fastest-growing economy, attests to the power of the growth trap to sink investor returns.

A New Approach to Investing

The material contained in The Future for Investors
 is a natural extension of my last book, Stocks for the Long Run
 . That research established that over long periods of time not only do stock returns overwhelm fixed-income assets but, once inflation is taken into account, also do so with less risk.

My new research explores which stocks will outperform in the long run and shows that the traditional way that investors think about stocks, in terms of “international” firms and “domestic” firms, “value” and “growth” stocks, is outmoded. As globalization spreads, where companies are headquartered will fade in importance. Firms may be headquartered in several countries, produce in yet others, and sell their products worldwide.

Furthermore, the best long-term stocks will not fall clearly into a “value” or “growth” category. The best performers may be fast growers, but their valuations will always be reasonable relative to their growth. They will be run by managements that have built and maintained their reputations for quality products that are marketed on a worldwide basis.


 Plan of the Book

This book is organized into five parts. In Parts 1 and 2 you will learn about the growth trap and come to understand which investment characteristics you should seek and which you should avoid when buying stocks. In Part 3 you will learn why dividends are crucial to your success as an investor. In Part 4 you will see my vision of the future for our economy and financial markets, while Part 5 will tell you how to structure your portfolio to prepare for the changes that we shall encounter.

In a world that stands on the brink of a radical transformation, The Future for Investors
 establishes a consistent framework for understanding world markets and offers strategies designed to protect and enhance your long-term capital.



 CHAPTER TWO


Creative Destruction or Destruction of the Creative?



The fundamental impulse that sets and keeps the capitalist engine in motion comes from the new consumers’ goods, the new methods of production or transportation, the new markets, the new forms of industrial organization that capitalist enterprise creates.… This process of
 Creative Destruction is the essential fact about capitalism. It is what capitalism consists in and what every capitalist concern has got to live in
 .

—Joseph Schumpeter, Capitalism, Freedom, and Democracy
 , 1942



“Which Stocks Should I Buy and Hold?”

The research presented in this book concludes that many investors have been making investment decisions based on the wrong assumptions about what drives stock returns. The journey that changed my views of investing began with a question I received after one of my presentations to a group of investors.

“Professor Siegel?” A hand in the audience popped up, “You make a convincing case in your book Stocks for the Long Run
 that stocks represent the single best asset class over long periods of time. As a quote on the jacket of your book states, you have written the ‘buy-and-hold bible’ for investors. But I am still not certain what to do. Which
 specific stocks are you recommending that I buy and hold? Should I buy stock in, say, twenty large companies and just hold on to those shares forever?”

“Of course not,” I replied, having heard this question countless times before. “The returns that I quote in Stocks for the Long Run
 are identical to those used by academics and professionals and are derived from very broad indexes of common stocks, such as the S&P 500 Index or the Wilshire 5000. These indexes are continually replenished with new companies, and now it is easy for investors to match the returns of these 
 broad-based market indicators with indexed mutual and exchange-traded funds.

“New companies are important to your returns. Our economy is dynamic: new firms and industries continually appear while old ones die or are absorbed by other firms. This process of creative destruction is the essential fact about capitalism.

“Let me give you an example. The financial sector is the largest sector in the S&P 500 Index today. Yet in 1957, when the S&P 500 Index was founded, there was not a single commercial bank, brokerage firm, or investment bank traded on the New York Stock Exchange. In 1957 health care, which is now the second largest sector, was only about 1 percent of the market. The technology sector was not much larger.

“Today these three sectors—financial, health care, and technology, which were virtually nonexistent in 1957—add up to more than one-half of the market capitalization of the S&P 500. If you never replenished your portfolio, it would be full of dying industrial firms, mining companies, and railroads.”

Many in the auditorium nodded in agreement, and my questioner seemed very satisfied with my response. I was certain that the answer that I gave to his question would be approved by the vast majority of financial advisors and academics who studied historical stock market returns.

Before my research for this book, I recommended that a straightforward indexing strategy was the best way to accumulate wealth. Being fully indexed meant that as the new firms came to the market and were included in the popular indexes, investors would be able to capture their superior performance.

But over the last two years I have conducted significant and extensive research that has changed my thinking on this matter. The studies described in this chapter and the rest of the book, led me to realize that although indexing will still provide good returns, there is a better way to build wealth.

Creative Destruction in the Stock Markets

“Creative destruction” was the term that Joseph Schumpeter, the great Austrian-American economist, used to describe how new firms spearheaded economic progress by destroying older ones. Schumpeter claimed 
 that innovative technologies trigger the rise of new firms and organizational structures whose fortunes increase as the established order declines. Indeed, much of our economic growth has come from the expansion of technology, financial, and health care industries amid the decline of the manufacturing sector. But is Schumpeter’s concept of creative destruction applicable to the returns in the financial markets as well?

Yes, said Richard Foster and Sarah Kaplan, two partners at McKinsey & Co. In their 2001 best-seller, Creative Destruction: Why Companies That Are Built to Last Underperform the Market, and How to Successfully Transform Them
 , the authors wrote, “If today’s S&P 500 were made up of only those companies that were on the list when it was formed in 1957, the overall performance of the S&P 500 would have been about 20% less per year
 [emphasis in original] than it actually has been.”
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If their research was correct, replenishing one’s portfolio with new firms was critical to achieving good returns in the market. The difference they reported was huge. When the magic of compounding is taken into account over the next half century, they claimed that $1,000 invested in the original S&P 500 firms would grow to less than 40 percent of the sum that would have accumulated in an updated, continually replenished S&P 500 Index.

But something about Foster and Kaplan’s results deeply disturbed me. If the original “old” companies in the S&P 500 Index did so much worse than the overall index, then the newly added companies must have done much better. And if the difference between the returns on new and old companies was as large as Foster and Kaplan claimed, why wasn’t everyone just buying the new, selling the old, and substantially beating the S&P 500 Index? The overwhelming evidence was that most investors—indeed, most investment professionals—could not beat this benchmark.

Looking Back to Find the Answer

I decided that the best way to determine whether the concept of creative destruction applied to stock returns was to follow the performance of each of the original stocks in the S&P 500 Index. This would be a massive undertaking and the most data-intensive research I’d conducted since I first collected financial asset returns for Stocks for the Long Run
 . The analysis 
 would involve not only calculating the return on the founding 500 stocks in the index but also tracing the complex corporate histories of the hundreds of successive firms that were merged or distributed from these original firms. Nevertheless, such a project would provide definitive evidence about the returns of “old” and “new” firms in the stock market.
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Before we get into the details of the exhaustive study that changed my views of the best investment strategy, let us take a brief look at the history of the world’s most famous benchmark, the S&P 500 Index.

The History of the S&P 500 Index

Standard & Poor’s first developed industrywide stock price indexes in 1923 and three years later formulated the Composite Index, containing ninety stocks.
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 As the economy grew, these ninety stocks proved insufficient to be representative of the whole market, so S&P expanded the Composite Index to 500 stocks on March 1, 1957, and renamed it the S&P 500 Index.
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The index originally contained exactly 425 industrials, 25 railroads, and 50 utility firms. In 1988 Standard & Poor’s eliminated the fixed number of firms in each sector with the stated goal of maintaining a representative index that includes 500 “leading companies in leading industries of the economy.”
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 The S&P 500 Index is continually updated by adding new firms that meet Standard & Poor’s criteria for market value, earnings, and liquidity while deleting an equal number that fall below these standards.

The total number of new firms added to the S&P 500 Index from its inception in 1957 through 2003 was 917, an average of about twenty per year. The highest number of new firms added to the index in a single year occurred in 1976, when S&P added sixty firms, fifteen of which were banks and ten were insurance carriers. Until that year, the only financial stocks in the index in 1957 were consumer finance companies. Other financials were excluded because most were trading on the over-the-counter market, where timely price data were not available until the formation of Nasdaq in 1971.

In 2000, at the peak of the technology bubble, forty-nine new firms were added to the index, the second highest total. In 2003, near the bottom of the subsequent bear market, the number of additions fell to a record-tying low of eight.
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 These additions and deletions have profoundly changed the composition of the index over the past half century. Table 2.1 displays the twenty stocks with the greatest market capitalization in the index today and in 
 1957, when the index originated. Five of the top twenty firms today—Microsoft, Wal-Mart, Intel, Cisco, and Dell—were not even in existence in 1957. Nine of the top twenty in 1957 were oil producers, while only two 
 are today. Today the top twenty contains twelve firms in the technology, financial, and health care sectors, while in 1957 only IBM was in the top twenty.


TABLE 2.1: LARGEST STOCKS IN S&P 500 INDEX IN MARCH 1957 AND DECEMBER 2003
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TABLE 2.1: LARGEST STOCKS IN S&P 500 INDEX IN MARCH 1957 AND DECEMBER 2003
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Portfolios of Original S&P 500 Firms

To calculate the performance of the original S&P 500 firms, I formed three portfolios. All three portfolios start out holding the original five hundred stocks in proportion to their market value, a standard “value-weighted portfolio.” But over time these portfolios evolve differently depending on the assumptions we make about what investors would do when some of the original firms merge with other firms or distribute spin-offs.

The first portfolio is called the Survivors portfolio and assumes that when the original firms merge or go private, the shares are sold and the proceeds are reinvested in the surviving firms of the index. This portfolio ended up with 125 companies and included such winning firms as Philip Morris, Pfizer, Coca-Cola, General Electric, and IBM and losers such as Bethlehem Steel, United Airlines, and Kmart.

The second portfolio, called the Direct Descendants portfolio, included all merged firms, but it assumed, like the Survivors portfolio, that all corporate spin-offs were immediately sold and reinvested in the parent firm.
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The third portfolio, called the Total Descendants portfolio, assumed that investors held all the corporate spin-offs. No shares from this portfolio were ever sold, so this is the ultimate buy-and-hold, or “buy-and-forget,” portfolio. By the end of 2003, the Total Descendants portfolio held shares in 341 firms; its composition is described in Figure 2.1.

Long-term Returns

I constructed these three portfolios to show that no matter how you define the returns on the portfolio of original S&P 500 stocks, you come up with the same astounding result:



The returns on the original firms in the S&P 500 beat the returns on the standard, continually updated S&P 500 Index and did so with lower risk
 .





 FIGURE 2.1: FINAL PORTFOLIOS OF ORIGINAL S&P 500 FIRMS MARCH 1, 1957, TO DECEMBER 31, 2003
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From March 1, 1957, through December 31, 2003, money put in these original S&P 500 portfolios accumulated to between 21 and 26 percent more
 than would have accumulated in a standard S&P 500 Index fund. The results are summarized in Table 2.2.

It should be stressed that all these returns could be attained by investors buying the original S&P 500 firms in 1957 and holding them to the end of 2003. No advance knowledge of which firms survived and which did not was necessary to obtain these index-beating returns.

Let us put these results another way:



 TABLE 2.2: PERFORMANCE OF ORIGINAL S&P 500 PORTFOLIOS AND INDEX
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The shares of the original S&P 500 firms have, on average, outperformed the nearly 1,000 new firms that have been added to the index over the subsequent half century
 .



I do not deny that these new firms that have been added to the S&P 500 Index drive the creative destruction process that stimulates economic growth. But on the whole, these new firms did not serve investors well. Those who bought the original 500 firms and never sold any of them outperformed not only the world’s most famous benchmark stock index but also the performance of most money managers and actively managed equity funds.

Reasons for Underperformance of the S&P 500 Index

Why did this happen? How could the new companies that fueled our economic growth and made America the preeminent economy in the world underperform the older firms?

The answer is simple. Although the earnings, sales, and even market values of the new firms grew faster than those of the older firms, the price investors paid for these stocks was simply too high to generate good returns. These higher prices meant lower dividend yields and therefore fewer shares accumulated through reinvesting dividends.

Recall my analysis of Standard Oil of New Jersey and IBM in the first chapter. IBM was one of the most innovative and fastest-growing stocks of 
 the twentieth century, and it beat Standard Oil in every growth category imaginable. But IBM could not beat the oil company’s return to its investors. IBM’s share price was consistently too high to overcome the gains made by reinvesting the oil company’s dividends. This was the same fate that on average impacted the 917 new firms added to the S&P 500 Index over the past half century.

The overpricing, and resultant underperformance, of the new firms in the index is not the fault of Standard & Poor’s or the members of its Index Committee, which chooses the stocks in its indexes. In fact, S&P wisely resisted adding a number of Internet and technology firms to the index in the late 1990s, although some of these stocks attained market values far in excess of minimum requirement to belong to the index.

As I shall show numerous times throughout the book, overpricing of new stocks is common throughout the entire market and is indicative of the growth trap. When euphoria strikes a particular sector of the market, as it did with technology in the late 1990s or oil and gas exploration firms twenty years earlier, it is impossible for S&P to avoid including some of these stocks in its index. In order for the S&P 500 or any other index to remain representative, it must admit firms whether or not it considers them overvalued.

Yahoo!

Another reason the new firms added to the S&P 500 Index underperform involves the very success of the index. It has been estimated that more than $1 trillion of investor capital is committed to funds that are linked to the S&P 500 Index. This means that when the S&P adds a firm to its index, there will be a huge and automatic increase in the demand for that stock, pushing up its price and hence lowering the return of indexed investors.
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A perfect example of an overvalued stock that became even more overvalued was Yahoo!, the leading Internet portal company. On November 30, 1999, near the peak of the Internet boom, Standard & Poor’s announced that Yahoo! would be added to its index on December 8. Up to that date, AOL, which had been admitted in January 1999, was the only Internet stock in the index.

The next morning, a flood of buy orders, prompted by the recognition that index funds would soon have to purchase substantial blocks of this stock, pushed Yahoo! up almost $9 at the opening of trading. The stock 
 continued to rise until it closed at $174 per share on December 7. In just five trading days, the stock soared $68, or 64 percent above the price it was trading at before the S&P announcement. On December 7, the last day index funds had to buy the stock, volume hit 132 million shares, representing $22 billion of Yahoo! stock traded.

Now, I believed Yahoo! was grossly overvalued when it was selling at $106 a share, before Standard & Poor’s added the firm to its index. As I will discuss in Chapter 5, I included Yahoo! as one of the nine most overvalued large-cap stocks in an article that I published in the Wall Street Journal
 in March 2000. At that time Yahoo!’s market value was more than $90 billion, and the stock was selling at about 500 times earnings, more than twenty times the average for the S&P 500 Index.

Holding a substantial position in an S&P 500 Index fund at the time, I was quite distressed with the surge in Yahoo!’s price. It was clear to me that Yahoo! would drag down the future returns of the index and that this would not be the last time such an incident occurred.

Subsequent events confirmed my fears. What happened to Yahoo! was also happening to other firms added to the S&P 500 Index. In the year 2000, King Pharmaceuticals jumped 21 percent from its announcement dates to its inclusion in the S&P 500, CIT Group rose 22 percent, JDS Uniphase increased by 27 percent, Medimmune jumped 31 percent, Power One rose over 35 percent, and Broadvision rocketed up 50 percent.

All these price jumps meant that the return to popular index products could be subject to a downward bias over time. Standard & Poor’s is very aware of this situation, and in March 2004 it announced steps to reduce the price impact of being added to or deleted from the index.
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 Nevertheless, it is likely there will always be a premium on S&P 500 stocks as long as the index retains its popularity.
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The Confusion Between Market Value and Investor Return

Where did Foster and Kaplan go wrong when they concluded that it was the new firms that drove the S&P 500 returns? They incorrectly used changes in the market value of a stock as a measure of investor return. Market value, which is often called market capitalization or market cap, is the product of the number of shares outstanding for a company and the 
 price per share. For example, in 2004 there were approximately 11 billion shares of Microsoft stock outstanding. At Microsoft’s price per share of $27, Microsoft had a market capitalization of approximately $300 billion. This market cap can change if either the price of Microsoft’s stock changes or the number of shares changes.

Investor return is a very different concept. It is equal to change in the price per share plus the dividend, if there is any. The return on Microsoft will change if either the price of Microsoft stock changes or the dividend changes. The only common factor in both definitions is the price of the stock. Dividends and changes in the number of shares outstanding have a very different impact on investor returns.

Confusing investor return and market capitalization is a mistake that many other investors and even professionals make. Market value and return are indeed very tightly linked in the short run. Day to day or week to week, there is nearly a perfect correlation between the two concepts. But as the period lengthens, the correlation becomes much weaker. For a long-term investor, dividends become the primary source of investor return.

THE IMPORTANCE OF REINVESTING DIVIDENDS

Recall that the price of IBM’s shares increased at over 11 percent per year, almost three percentage points above that of Standard Oil of New Jersey, but Standard Oil’s return surpassed that of IBM. Standard Oil’s high dividend yield made a huge difference in boosting its return. The price of Standard Oil increased by a factor of about 120 from 1950 through 2003, while IBM’s price increased almost 300-fold. But shareholders who bought Standard Oil (now ExxonMobil) in 1950 and reinvested their dividends would have over fifteen times the number of shares they started with, while shareholders in IBM would only have three times the number of shares.

Many investors and advisors fail to realize the impact of reinvesting dividends on long-term performance. This neglect occurs because investors focus excessively on short-term price appreciation when they should focus on long-term returns. This is yet another manifestation of the growth trap. Investors must be patient and understand that accumulating extra shares through dividend reinvestment increases their returns. A crucial lesson for long-term investors, a lesson that will be emphasized 
 in Part 3 of this book, is that the reinvestment of dividends matters—and it matters a lot.

FALLING MARKET VALUE AND RISING RETURNS

There are other reasons for the disconnect between market value and return. Take AT&T, which was the most valuable company in the world when the S&P 500 was founded in 1957. By the end of 1983, its market capitalization had grown to almost $60 billion. When the Justice Department ordered AT&T to divest all of its Baby Bells (regional Bell operating companies), AT&T shareholders received additional shares of seven separate companies.
11



This restructuring caused AT&T’s market capitalization to plunge from $60 billion to $20 billion by the end of 1984. Yet when taking into account the divestitures, the investor return on AT&T was positive. Instead of the 66 percent decline in market value, investors who held their spin-offs saw their wealth grow by 30 percent that year.

RISING MARKET VALUE, FALLING RETURNS

But the reverse can also occur: market values can rise while returns fall. This happens when a company issues shares to finance a new project or, frequently, arranges to merge with another firm.

The largest all-stock merger in history occurred when AOL merged with Time Warner in 2000 at the peak of the technology boom. AOL issued Time Warner shareholders 1.5 shares of AOL for each Time Warner share, creating the world’s largest media company. Each AOL shareholder’s slice of the total pie shrank when these new shares were issued, but the entire pie grew larger because the two companies became one.

When the merger was complete, AOL had increased its market capitalization from $109 billion to $192 billion, making it one of the largest corporations in the world. Unfortunately for Time Warner shareholders, they were given AOL’s stock at the very peak of the market and suffered dreadful returns in the following years. By 2003, AOL Time Warner dropped the AOL name, perhaps trying to erase the bad memory of a deal gone sour.

There is also a substantial difference between the return and market value of the original and updated firms in the S&P 500 Index. The market value of the S&P 500 Index increased from $172 billion in 1957 to $10.3 trillion 
 by December 31, 2003, a 9.13 percent annual rate. In contrast, the market value of the original firms in the index has grown at a lower 6.44 percent annual rate, reaching only $3.2 trillion by the end of 2003.

The important point is that while the market value of the survivors grew at a far lower rate than the market value of the S&P 500 Index, the return on the portfolio of survivors exceeded the return on the index. The market value of the S&P 500 increased more rapidly because all the new companies added to the index increased its market value, but these additions did not increase its return. This is where Foster and Kaplan went wrong in their research and why the pursuit of growth is often the wrong investment strategy.

Should Investors Hold or Sell Spin-offs?

The historical analysis of the S&P 500 Index also sheds some light on whether investors should hold spin-offs and other stock distributions or sell them and redeploy the funds elsewhere. The difference between holding and not holding the spin-offs can be found by examining the returns on the Total Descendants portfolio and the Direct Descendants portfolio.

Solely on the basis of risk and return, there is not much to choose between them. Sometimes the spin-offs did better than the parent firm, sometimes they did not. For example, investors would have been much better off holding AT&T’s Baby Bells, whose returns were almost three percentage points per year more than those of AT&T itself. Similarly, Morgan Stanley and Allstate outperformed their parent, Sears, Roebuck. On the other hand, Praxair, a natural gas producer, failed to match the return on its parent, Union Carbide, as did the energy and gold properties spun off by Atchison, Topeka & Santa Fe Railway.

But from a tax and transaction costs standpoint, holding the spin-offs is likely to be very advantageous. By holding the Total Descendants portfolio, no shares are ever sold in the open market, and the only shares purchased arise from the receipt of dividends and other cash distributions, so that trading costs are minimized.
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 Moreover, with very few exceptions, no capital gains are realized on this portfolio, as no shares are ever sold.
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Investors should not take these cost savings lightly. One of the most serious drags on investor returns comes from the transaction costs and taxes 
 incurred by trading too much. Although the returns on these portfolios do not take these costs into account, the Total Descendants portfolio incurs lower costs than investors would in S&P 500 mutual or exchange-traded funds. The cost savings alone implies that investors would do well by holding on to all spin-offs they receive.

Lessons for Investors

Schumpeter’s concept of creative destruction fittingly describes the way capitalist economies function. New firms upstage old firms, forcing change, driving growth, and overthrowing the status quo. But the process of creative destruction works very differently in the capital markets. It is investors in the firms deemed “creative” who get hammered by paying prices for their shares that are too high.

What do these findings mean for investors? Should one just buy a portfolio of stocks such as the S&P 500 and hold it forever? The short answer is no. As we will learn in subsequent chapters, there are opportunities for investors to do even better than the returns on the portfolios of original S&P 500 firms reported here.

But the research contained in this chapter destroys the myth that updating one’s portfolio is essential to obtain superior returns. In fact, extremely popular indexes, such as the S&P 500, can lead to overpricing of newly admitted firms and lower future performance. Furthermore, “buy-and-hold” portfolios are very tax efficient and lower transaction costs and are an attractive way to build wealth in the long run.

The next chapter identifies the firms that have powered these original S&P portfolios ahead of the market.



 CHAPTER THREE


The Tried and True:

FINDING CORPORATE EL DORADOS




But how, you will ask, does one decide what [stocks are] “attractive”? Most analysts feel they must choose between two approaches customarily thought to be in opposition: “value” and “growth.” … We view that as fuzzy thinking.… Growth is always a component of value [and] the very term “value investing” is redundant
 .

—Warren Buffett, Berkshire Hathaway annual report, 1992




T
 he last chapter summarized the long-term returns to portfolios of the original firms in the S&P 500 Index. In the appendix to this book, you will find a record of the transformation and returns of each of the original S&P 500 firms, including a detailed description of the twenty best-performing stocks from the Total Descendants portfolio and the performance of the twenty largest firms, which accounted for almost half of the market value of the index when it was founded in 1957.

These lists, including the ones described in this chapter on the best-performing surviving companies, give you an appreciation of the tremendous changes that have taken place in corporate America over the past five decades and go a long way toward answering the following questions: What firms give the best returns? What industries are they from? And most important, what characteristics make a stock a successful long-term investment?

The Corporate El Dorado: The Number-One-Performing Stock

In Creative Destruction: Why Companies That Are Built to Last Underperform the Market, and How to Successfully Transform Them
 , Richard Foster and Sarah Kaplan commented, “[Our] long-term studies of corporate birth, survival, and death in America clearly show that the corporate 
 equivalent of El Dorado, the golden company that continually performs better than the markets, has never existed
 [emphasis in original]. It is a myth.”
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On the contrary, my research shows that not only does the corporate equivalent of El Dorado exist, but in fact there are many corporate El Dorados. Finding these firms can make a huge difference to your portfolio.

In the last chapter I showed that $1,000 placed in an S&P 500 Index fund on February 28, 1957, would have grown, with dividends reinvested, to almost $125,000 by December 31, 2003. But $1,000 placed in the top-performing company from the original S&P 500 firms would have grown to almost $4.6 million. What was this golden company that beat the market by 9 percent per year over the last half century and left every other firm far behind in the race to be number one?

It was Philip Morris, which in 2003 changed its name to Altria Group.
2

 Philip Morris introduced the world to the Marlboro Man, one of the world’s most recognized icons, two years before the formulation of the S&P 500 Index. Marlboro subsequently became the world’s best-selling cigarette brand and propelled Philip Morris stock upward.

Philip Morris’s outstanding performance does not just date from midcentury. Philip Morris was also the best-performing company since 1925, the date when comprehensive returns on individual stocks were first compiled. From the end of 1925 through the end of 2003, Philip Morris delivered a 17 percent compound annual return, 7.3 percent greater than the market indexes. An initial $1,000 invested in this firm in 1925, with dividends reinvested, would now be worth over a quarter of a billion dollars!

Philip Morris’s bounty did not only extend to its own stockholders. As the appendix describes in detail, Philip Morris eventually became the owner of nine other original S&P 500 firms. Many investors in such little-known companies as Thatcher Glass became enormously wealthy because their shares were exchanged for successful companies such as Philip Morris and its predecessors. Riding on the coattails of such winners is an unexpected, but not uncommon gift for investors.

How Bad News for the Firm Becomes Good News for Investors

Some readers may be surprised that Philip Morris is a top performer for investors in the face of the onslaught of governmental restrictions and 
 legal actions that have cost the firm tens of billions of dollars and threaten the cigarette manufacturer with bankruptcy.

But in the capital markets, bad news for the firm often is transformed into good news for investors. Many shun the stock in the company and fear that its legal liability for producing a dangerous product—cigarettes—will eventually crush the firm. This aversion to the firm pushes down the price of Philip Morris shares and raises the return to investors who stick with the stock.

As long as the firm survives and continues to be very profitable, paying out a good fraction of its earnings in the form of dividends, investors will continue to do extraordinarily well. With the price of its stock so low and its profits so high, Philip Morris’s dividend yield is one of the highest in the market. Those reinvested dividends have turned its stock into a pile of gold for investors who have stayed with the company. The power of Philip Morris’s high dividend to propel its higher returns is discussed in Chapter 10.

The superb returns in Philip Morris illustrate an extremely important principle of investing: what counts is not just the growth rate of earnings but the growth of earnings relative to the market’s expectation. One reason investors had low expectations for Philip Morris’s growth because of its potential liabilities. But its growth has continued apace. The low expectations combined with high growth and a high dividend yield provide the perfect environment for superb investor returns.

Later in this chapter I will state and explain the basic principle of investor return, which will enable you to find the winning stocks. But before I do so, let us take a look at the original S&P 500 firms and determine which have performed best for investors. Once we study their characteristics, we shall be able to identify the true corporate El Dorados.

The Top-Performing S&P 500 Survivor Firms

Table 3.1 indicates the twenty best-performing surviving firms of the original S&P 500 Index in 1957. These are firms whose corporate structure remained intact, as they have not been merged into any other firms. The shareholder return on each of these companies has beaten the return on the S&P 500 Index by at least two and three-quarters percentage points per year since the index was founded in 1957, and some have beaten the index by much wider margins. This means that an investment in any of these 
 stocks has accumulated anywhere from three to thirty-seven times the accumulation of the S&P 500 Index.


TABLE 3.1: TOP-TWENTY PERFORMING SURVIVORS, 1957–2003
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What strikes one immediately is the dominance of two industries: well-known 
 consumer brand companies and large, well-known pharmaceutical firms. All these firms have built wide name recognition and consumer trust. They have survived and prospered over the past half century through significant changes in the economic and political climates, and virtually all have expanded aggressively into international markets. The success of these firms is what I call the triumph of the tried and true.

THE POWER OF CONSUMER BRAND NAMES

Philip Morris is one of many firms with a strong brand name that has made it to the top of the pack. In fact, eleven of the top twenty are well-known consumer brand stocks.

As the medical, legal, and popular assault on smoking has accelerated, Philip Morris (as well as the other giant tobacco manufacturer, R.J. Reynolds) has diversified into brand-name food products. In 1985 Philip Morris purchased General Foods, and in 1988 the company purchased Kraft Foods for $13.5 billion. It completed its food acquisitions with Nabisco Holdings in 2001. Currently, Philip Morris receives more than 40 percent of its revenues and 30 percent of its profits from food products.

The tobacco manufacturers are among the few successful long-term companies that have ventured outside their original specialty—the manufacture and sale of tobacco products. We take a closer look at the corporate evolution of Philip Morris in the appendix, where we will find that the company’s shares end up in the portfolios of investors in ten of the original S&P 500 firms, all of which beat the S&P 500 Index. But first let us take a look at some of the other consumer brand name firms on the best-performing list.

Number four on this list is a most unlikely winner—a small manufacturer originally named the Sweets Company of America. This company has outperformed the market by 5 percent a year since the index was formulated. The founder of this firm, an Austrian immigrant, named its product after his five-year-old daughter’s nickname, Tootsie. The Sweets Company of America changed its name to Tootsie Roll Industries in 1966.
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In 2002, Tootsie celebrated its 100th year of listing on the New York Stock Exchange. The company produces over 60 million Tootsie Rolls and 20 million lollipops per day, making it the world’s largest lollipop supplier. Remarkably, the company’s Web site proudly proclaims that the price of its flagship product (the single wrapped Tootsie Roll) has remained unchanged at one penny for the past 107 years (although I’m sure that its size has shrunk).


 The surviving company with the sixth highest return produces a product today with the exact same formula as it did over 100 years ago, much like Tootsie Roll. This company was highlighted in Chapter 1 as one of the four best-performing of the largest fifty firms from 1950. Although the company keeps the formula for its drinks secret, it is no secret that Coca-Cola has been one of the best companies you could have owned over the last half century.

What about Coke’s well-known rival, Pepsi, which also was on the list of the original S&P 500 firms? Pepsi also delivered superb returns to its shareholders, coming in at number eight and beating the market by over 4 percent a year.

Two others of the twenty best-performing stocks also manufacture products virtually unchanged over the past 100 years: the William Wrigley Jr. Company and Hershey Foods. Wrigley came in at number twelve, beating the market by almost 4 percent a year, whereas Hershey came in at seventeen, beating the market by 3 percent a year.

Wrigley is the largest gum manufacturer in the world, commanding an almost 50 percent share in the global market and selling in approximately 100 countries. Hershey is currently the number-one U.S.-based publicly traded candy maker (Mars, a private firm, is number one, followed by Swiss-based Nestlé).

Founded by Milton Hershey in 1905, Hershey Foods did not advertise its products until 1970, maintaining that its high quality would speak for itself. For years Hershey’s success showed that strong brands can be sold through word of mouth.

Heinz is another strong brand name, one that is virtually synonymous with ketchup. Each year, Heinz sells 650 million bottles of ketchup and makes 11 billion packets of ketchup and salad dressings—almost two packets for every person on earth. But Heinz is just not a ketchup producer, and it does not restrict its focus to the United States. It has the number-one or -two branded business in fifty different countries, with products such as Indonesia’s ABC soy sauce (the second-largest-selling soy sauce in the world) and Honig dry soup, the best-selling soup brand in the Netherlands.
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Colgate-Palmolive also makes the list, coming in at number nine. Colgate’s products include Colgate toothpastes, Speed Stick deodorant, Irish Spring soaps, antibacterial Softsoap, and household cleaning products such as Palmolive and Ajax.


 No surprise that Colgate’s rival, Procter & Gamble, makes this list as well, at number sixteen. Procter & Gamble began as a small, family-operated soap and candle company in Cincinnati, Ohio, in 1837. Today, P&G sells three hundred products, including Crest, Mr. Clean, Tide, and Tampax, to more than five billion consumers in 140 countries.

Fortune Brands started off as a tobacco giant, American Tobacco. After it gained control of almost the entire cigarette industry, it was dissolved in an antitrust suit in 1911. The major companies that emerged from it were American Tobacco, R.J. Reynolds, Liggett & Myers, Lorillard, and British American Tobacco.

Two of the most popular brands that remained with American Tobacco were Lucky Strike and Pall Mall. In the 1990s the company divested all tobacco products, selling its large tobacco brands privately to British American Tobacco and divesting its large stake in Gallaher Group, another British tobacco company that it had purchased earlier. Today, American Brands, renamed Fortune Brands in 1997, sells branded products such as Titleist golf balls and Jim Beam spirits.

Number twenty on the list is General Mills, another company with strong brands, which include Betty Crocker, introduced in 1921, Wheaties (the “Breakfast of Champions”), Cheerios, Lucky Charms, Cinnamon Toast Crunch, Hamburger Helper, and Yoplait yogurt.

What is true about all these firms is that their success came through developing strong brands not only in the United States but all over the world. A well-respected brand name gives the firm the ability to price its product above the competition and deliver more profits to investors.

THE PHARMACEUTICALS

Besides the strong consumer brands firms, the pharmaceuticals had a prominent place on the list of best-performing companies. It is noteworthy that there were only six health care companies in the original S&P 500 that survive to today in their original corporate form, and all six made it onto the list of best performers. All of these firms not only sold prescription drugs but also were very successful in marketing brand-name over-the-counter treatments to consumers, very much like the brand-name consumer staples stocks that we have reviewed.

The top-performing pharmaceutical firm for investors was Abbott Laboratories, coming in second and beating the market by more than 5.5 percent 
 per year. Since 1957, Abbott turned each $1,000 invested into $1.2 million by the end of 2003. Abbott went public in 1929 and is a leading producer of antiviral drugs, particularly those used to treat HIV/AIDS, as well as treatments for epilepsy, high cholesterol, and arthritis. In the consumer division, the company has succeeded with such nutritional supplements as Similac and Ensure as well as the best-selling acid reflux remedy, Prevacid.

The next three successful pharmaceuticals, Bristol-Myers Squibb, Pfizer, and Merck, came in third, fifth, and seventh on the list of best-returning survivor firms. All would have turned $1,000 into roughly $1 million.

Bristol-Myers was founded more than a century ago and in 1989 purchased Squibb, a New York drug firm that dates back to the mid-1850s. Bristol-Myers Squibb has such household name over-the-counter drugs as Excedrin and Bufferin, as well as nutritional products for children through its Mead Johnson subsidiary. Its prescription blockbusters include Prava-chol for cholesterol and the platelet inhibitor Plavix.

Pfizer, formed in 1900, discovered such blockbuster antibiotics as Ter-ramycin, was the producer of the Salk and Sabin polio vaccines in the 1950s, and pioneered Viagra and the cholesterol-reducing, best-selling drug of all time, Lipitor. Its consumer division features such brand names as Listerine, Benadryl, Rolaids, Ben-Gay, and many others.

Rounding out the top twenty are Schering (later Schering-Plough) and American Home Products (renamed Wyeth in 2002), ranking number fifteen and number eighteen, respectively. Schering was a German firm seized by the U.S. government in the Second World War and then privatized in 1952. Schering pioneered antihistamines, such as Coricidin, and has had success with Tinactin, Afrin, and Coppertone, and Di-Gel from its merger with Plough in 1971.

American Home Products developed Preparation H in the 1930s, bought Anacin, and produces such well-known over-the-counter products as Advil, Centrum, Robitussin, and others. In the pharmaceutical area, its antidepressant Effexor and sleep aid Sonata have been profitable.

The prices of Bristol-Myers Squibb and Schering-Plough stock have declined nearly three-quarters by the end of 2003 from their peak three or four years earlier as a result of the loss of patents on some key pharmaceuticals (such as Claritin for Schering-Plough). Had these firms maintained 
 their value, they would have ranked number two and three, right behind Philip Morris.

When these six pharmaceuticals are added to the eleven name-brand consumer firms, seventeen, or 85 percent, of the twenty top-performing firms from the original S&P 500 Index, feature well-known consumer brand names.
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Except for the cigarette manufacturers, which vigorously expanded into foods as cigarette consumption declined, each of these firms, with rare exceptions, was run by a management that stuck with the products it knew best and was committed to maintaining quality and expanding their markets abroad.

Finding Corporate El Dorados: The Basic Principle of Investor Returns

How do you find these great firms? The first step is to understand a concept called the basic principle of investor return, or BPIR. Before I formally define this principle, consider the following question. Suppose I give you the following facts. Firm A will deliver a 10 percent earnings growth rate over the next ten years, while firm B will deliver 3 percent growth. Which firm would you choose to buy?

Many would say firm A, the one with the higher earnings growth rate. But you cannot answer the question without one more piece of critical information: what growth rate do investors expect
 from these two companies?

If investors expected firm A to grow at 15 percent over the next decade while firm B was only expected to grow at 1 percent per year, you should buy firm B, not firm A. This is because firms with high growth expectations carry a high price that drags down their future returns, while firms with low growth expectations have prices low enough so that even moderate growth can lead to very good returns.

The basic principle of investor return states:



The long-term return on a stock depends not on the actual growth of its earnings, but on the
 difference between its actual earnings growth and the growth that investors expected
 .




 Investors will receive a superior return only when earnings grow at a rate higher than expected, no matter whether that growth rate is high or low.

Recall the case of IBM and Standard Oil of New Jersey, discussed in Chapter 1. IBM’s earnings grew rapidly, but investors expected them to grow rapidly. Standard Oil’s earnings did not grow nearly as fast as IBM’s earnings did, but its investors had far more modest expectations, allowing Standard Oil to deliver higher returns than IBM.

To find the corporate El Dorados and earn superior returns, your ultimate goal is to find stocks whose growth will be high relative to expectations. The best way to determine those expectations is by looking at the price-to-earnings (P/E) ratio of a stock. High P/E ratios mean that investors expect above-average earnings growth, while low P/E ratios indicate below-average growth expectations.

VALUATION MATTERS—ALWAYS

Expectations are so important that without even knowing how fast a firm’s earnings actually grow, the data confirm that investors are too optimistic about fast-growing companies and too pessimistic about slow-growing companies. This is just one more confirmation of the growth trap.

Since price-to-earnings ratios are the best way to measure the growth expectations already incorporated in the price of a stock, I computed the P/E ratio on all 500 firms in the S&P 500 Index on December 31 of each year by dividing the last twelve months of earnings by the end-of-year price. I then sorted these firms by P/E ratios into five groups, or quintiles, and computed the returns of each group over the next twelve months.
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Figure 3.1 displays the results of this research. High-P/E stocks are, on average, overvalued by the market and lead to lower returns. A $1,000 investment in 1957 in a portfolio of the highest-priced stocks accumulated to only $56,661, earning an annual return of 9.17 percent. This accumulation was less than half of the approximately $130,768 that would have accumulated in the benchmark S&P 500, which delivered an 11.18 percent annual return.

By contrast, the lowest-priced stocks accumulated to a sum that was over three and a half times greater than the wealth accumulated in the market, earning an extraordinary 14.07 percent annual return and doing so with less risk than the S&P 500 Index.

These results show that investors must always look at price relative to 
 earnings when deciding what to buy. Investing by looking at growth prospects alone will trap investors into poor returns.


FIGURE 3.1: CUMULATIVE RETURNS TO S&P 500, SORTED BY P/E RATIOS (SOURCE: COMPUSTAT®)
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VITAL STATISTICS

Interestingly, most of the corporate El Dorados listed in Table 3.1 do not
 come from the lowest-P/E stocks. Table 3.2 reports the return, the average earnings per share growth and P/E ratio, and the dividend yield on the top twenty survivor companies over the period from 1957 through 2003.

There was no question that the earnings of these winning firms grew rapidly, far faster than the earnings of the S&P 500 Index. But the average valuation of these firms, measured by the price-to-earnings ratio, was only slightly above the average stock in the index. This indicates that investors expected these firms’ earnings to grow only slightly faster than the earnings of the average stock in the S&P 500 index. The fact that the average 
 earnings of these firms grew almost four percentage points per year above the average firm in the S&P 500 Index over nearly half a century explains their superior returns.

Table 3.2 shows why Philip Morris beat the competition so decidedly. Its P/E ratio was among the lowest on the list, indicating expectations of low earnings growth, while its actual earnings growth was the highest. The gap between Philip Morris’s actual growth and expectations of growth was the greatest and enabled the cigarette manufacturer to produce the highest rate of return.

DIVIDENDS MAGNIFY EFFECT

So far we have ignored the dividend paid by the firm. But dividends are far from unimportant. In fact,



The power of the basic principle of investor return is magnified when the stock pays a dividend
 .



Consider this. If earnings are better than expected, that means that the stock is underpriced and purchasing more shares through dividend reinvestment will enhance your returns even more.
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 All the firms in Table 3.2 were underpriced, so their dividend yields further enhanced their returns.

We have now found a second reason why Philip Morris was the best-returning stock in the market. Not only was the difference between actual and expected earnings growth the highest among these twenty best-performing stocks, but the cigarette manufacturer had the fourth highest dividend yield. The high dividend yield enabled investors to purchase even more shares of Philip Morris stock. Each time Philip Morris paid its ever-rising quarterly dividend (Philip Morris has never lowered its dividend), investors were accumulating more shares of an undervalued stock.

PEG RATIOS AND GROWTH AT ANY PRICE (GARP)

One of the biggest advocates of searching for growth stocks at reasonable prices is Peter Lynch, the legendary stock picker for Fidelity’s Magellan Fund from 1977 through 1990. During those years his fund outperformed the market by an incredible 13 percent per year.

In his best-seller One Up on Wall Street
 Lynch advocated a simple strategy for choosing stocks. He instructed readers to “[f]ind the long-term growth rate … add the dividend yield … and divide by the p/e ratio.… Less than a 1 is poor, and 1.5 is okay, but what you’re really looking for is a 2 or better.”
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 TABLE 3.2: VITAL STATISTICS ON THE TOP-TWENTY SURVIVORS
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 Others have advocated a similar strategy called GARP, or growth at a reasonable price. Advocates here compute a very similar statistic called the PEG ratio, or price-to-earnings ratio divided by the growth rate of earnings. The PEG ratio is essentially the inverse of the ratio that Peter Lynch recommended in his book, assuming you add the dividend yield to the growth rate. The lower the PEG ratio, the more attractively priced a firm is with respect to its projected earnings growth. According to Lynch’s criteria, you would be looking for firms with lower PEG ratios, preferably 0.5 or less, but certainly less than 1.

But the days of getting those wonderfully low PEG ratios may be gone for good. A look at Table 3.2 shows none of these corporate El Dorados would have qualified as a buy according to Lynch’s rules, and only Philip Morris had a PEG ratio less than 1. Yet all of these firms did extremely well for their shareholders. Their secret: above-average earnings growth for a long period needs only a small growth advantage to do fabulously in the long run. Persistence of good earnings growth is better than transience of superb growth.

COMMON CHARACTERISTICS OF THE CORPORATE EL DORADOS

The characteristics of these winning firms have become clear. The corporate El Dorados had earnings growth expectations that were only slightly above the market average, but they delivered considerably faster earnings growth, especially when viewed over a forty-six-year period. None of these firms had an average P/E ratio above 27, and virtually all paid consistent and rising dividends, with a dividend yield near the market average. Because of their higher-than-expected earnings growth, the reinvestment of dividends at undervalued prices magnified the returns of these companies, just as it did for Philip Morris.

The overwhelming number of these firms have developed high-quality, branded consumer products that have been marketed successfully not only in the United States but around the world. Trust in the product quality is of paramount importance to their success, allowing the firms to charge a higher price than the competition and attain higher profit margins.

Charlie Munger, Warren Buffett’s long-time partner at Berkshire Hathaway, hit the nail on the head when he described why some companies are able to charge higher prices:



 If I go to some remote place, I may see Wrigley chewing gum alongside Glotz’s chewing gum. Well, I know that Wrigley is a satisfactory product, whereas I don’t know anything about Glotz’s. So if one is 40 cents and the other is 30 cents, am I going to take something I don’t know and put it in my mouth, which is a pretty personal place after all, for a lousy dime?
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Those “lousy dimes,” summed over billions of dollars of sales, can add up to a pretty penny.

Corporate El Dorados of the Past: The Nifty Fifty of the 1970s

This is not the first time I noticed these corporate El Dorados. In the early 1990s I did a study of a set of stocks that gained notoriety in the early 1970s and were referred to as the “Nifty Fifty.”
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 These were a group of premier stocks, such as Philip Morris, Pfizer, Bristol-Myers, PepsiCo, Coca-Cola, General Electric, Merck, Heublein, Gillettte, Xerox, IBM, Polaroid, and Digital Equipment, that had excellent growth records over the past decade and had become widely sought by institutional investors. Some analysts called these firms “one-decision stocks,” as they urged investors to buy but never sell.

These stocks hit a peak in December 1972, when their average P/E ratio exceeded a then unheard-of 40. They were crushed in the 1973–74 bear market and held up as examples of unwarranted optimism about the ability of growth stocks to continue to generate rapid and sustained earnings growth. Yet buy-and-hold proved to be a good decision for many of these stocks—as long as you were careful not to buy those with the highest growth expectations and prices.

The twenty-five Nifty Fifty stocks with the highest P/E ratios, which in 1972 averaged a stunning 54, returned more than three percentage points less
 than the twenty-five stocks with the lowest P/E ratios, which averaged a more reasonable 30. Johnson & Johnson was the only
 stock with a P/E above 50 in the original Nifty Fifty that subsequently outperformed the S&P 500 Index, and Polaroid, the stock with the highest P/E ratio and highest expectations, delivered the absolute worst returns.


 It is remarkable that not a single technology or telecommunication stock in the Nifty Fifty performed well for investors: not IBM, Digital Equipment, Xerox, Burroughs, or ITT. All of these technology firms lagged the market, some by very wide margins. There is also no technology or telecommunication stock on any
 of the top-twenty lists that we generated in this chapter. This is because investors generally expect the technology firms to have very strong earnings growth, so even when these firms do prosper, these optimistic expectations were already built into their prices.

Peter Lynch summed up the seductive allure and empty promises made by the technology companies well in his 1993 best-seller Beating the Street
 ,


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

This research suggests that investors should be willing to pay twenty or thirty times earnings for these corporate El Dorados. But don’t be dazzled by newcomers whose long-term prospects are yet to be tested. The research of the past half century showed that the tried and true clearly triumphed over the bold and new.

What are the most important lessons that can be taken from this chapter?


• The best-performing firms for investors have been those with strong brand names in the consumer staples and pharmaceutical industries. As Warren Buffett rightly claimed, “The products or services that have wide, sustainable moats around them are the ones that deliver rewards to investors.”
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 The familiar brand-name firms that have achieved such superior returns for their shareholders are what I call the triumph of the tried and true.

• The basic principle of investor return states that stockholder returns 
 are driven by the difference between actual and expected earnings growth, and the impact of this difference is magnified by dividends.

• The majority of best-performing firms have had (1) slightly higher-than-average P/E ratios, (2) average dividend yields, but (3) much higher-than-average long-term earnings growth. None of the best-performing stocks had an average P/E over 27. These are the characteristics of the corporate El Dorados.

• No technology or telecommunications firm made the list of best-performing stocks.

• Portfolios invested in the lowest-P/E stocks—in other words, those with modest expectations for growth—far outperformed those with higher valuations and expectations.

• Be ready to pay up for good stocks (as you would for good wine), but there is no such thing as a “buy at any price.”



Now that I have specified the principles of choosing superior individual stocks, I will shift to one of the hottest trends in the investment business: investment by industry or sector. In the next chapter I will explore how sector investing impacts your portfolio.



 CHAPTER FOUR


Growth Is Not Return:

THE TRAP OF INVESTING IN HIGH-GROWTH SECTORS




Obvious prospects for physical growth in a business do not translate into obvious profits for investors
 .

—Benjamin Graham, The Intelligent Investor
 , 1973




S
 ector-based investment strategies that are based on industries rather than geographical location or valuation are rapidly gaining popularity.

In June 2004, Morgan Stanley’s quantitative analytics team concluded that there was “no basis for the traditional methodology of global asset allocation, namely ‘regional first, then sector.’ ” Instead, Morgan Stanley believes investors ought to focus their asset allocation strategies more prominently on industry groups.
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 Industry-based strategies are becoming so important that global investment banking firm Goldman Sachs recently created a new equity research group that focuses only on sector strategies.
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Investors frequently ask me, “What are the next fast-growing industries that I should invest in?” There is the near-universal belief that the fastest-growing industries will yield the best returns.

But the reality differs from this perception.

Of the ten major industries, the financial sector has gained the largest share of market value since the S&P 500 Index was founded in 1957. Financial firms went from less than 1 percent of the index to over 20 percent in 2003, while the energy sector has shrunk from over 21 percent to less than 6 percent over the same period. Had you been looking for the fastest-growing sector, you would have sunk your money in financial stocks and sold your oil stocks.

But if you did so, you would have fallen into the growth trap. Since 1957, the returns on financial stocks have actually fallen behind the S&P 
 500 Index, while energy stocks have outperformed over the same period. For the long-term investor, the strategy of seeking out the fastest-growing sector is misguided.

What is going on here is identical to what we have already learned: growth in market value and investor returns, especially in the long run, can move in very different directions. This chapter shows that the same holds true for entire industries as well as individual firms.

The Global Industrial Classification Standard (GICS)

Our current sector classification system was reformulated in 1999 when Standard & Poor’s joined Morgan Stanley to create the Global Industrial Classification Standard, or GICS. This system arose from earlier classification standards, devised by the U.S. government, that had grown less suited to our service-based economy.
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 GICS breaks the U.S. and world economy down into ten sectors: materials, industrials, energy, utilities, telecommunication services, consumer discretionary, consumer staples, health care, financial, and information technology.

We have gone back and classified each of the original S&P 500 firms and their successors into the current GICS system. Table 4.1 summarizes the returns of these sectors as well as the change in market share of each industry since the S&P 500 was first formulated in 1957.

You can see that there is no strong correspondence between the expansion or shrinkage of the sector and the returns to investors. The two sectors that expanded the most, financial and information technology, experienced only mediocre returns. Furthermore, the original 1957 firms in each sector except one outperformed the new firms that were added to that sector.

These data confirm my basic thesis: the underperformance of new firms is not confined to one industry, such as technology, but extends to the entire market. New firms are overvalued by investors in virtually every sector of the market.

The change in market share of some of the sectors has been dramatic. The materials and energy sectors, which in 1957 were the largest sectors, have by 2003 become among the smallest sectors, making up less than 10 percent of the index. In contrast, the three smallest sectors in 1957, the financial, health care, and technology sectors, today account for more than half of the market value of the index.



 TABLE 4.1: MARKET SHARE AND RETURNS, 1957–2003
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Figure 4.1 shows the change in market weights over time. One can see the jump in financial market share in 1976 when, as noted in Chapter 2, Standard and Poor’s added twenty-five banks and insurance companies to the index. The surges in the energy share in the late 1970s and the technology share in the late 1990s are also visible.

It is important to remember that the rising or falling market weights are not the same as rising or falling investor returns, especially in the long run. As noted earlier, even though the financial and technology sectors show pronounced market value expansion over the past half century, their returns were no better than average.

In the rest of the chapter, I will go through each of the ten sectors, describing its transformation, why new firms underperformed the older firms, and what this means for investors.



 FIGURE 4.1
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Bubble Sectors: Oil and Technology

Figure 4.2 shows how the share of the market value of the energy and technology sectors has changed from 1957 through 2003. What jumps out is that both sectors experienced sharp surges in market value that quickly subsided.

These spikes—or bubbles, as I will call them—are strikingly similar and separated by almost exactly twenty years. The oil sector was driven by fear in the late 1970s that the world would soon run out of oil and the price of oil stocks, especially those connected with oil and gas exploration, surged. In the technology sector, a rush of spending on Y2K and excitement about the Internet sent technology stocks sharply higher in the late 1990s. Both of these sectors hit their peak at just over 30 percent of the total value of the S&P 500.

The behavior of energy and technology suggests that investors should sell if a sector becomes this large. But that is not necessarily the case. There is a difference between sectors whose weights are rising on a long-term basis, such as financial or health care, and those, like energy and technology, that suddenly surge to a higher level. It is the latter that should worry investors.



 FIGURE 4.2: THE ENERGY AND INFORMATION TECHNOLOGY BUBBLES
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One clear indication of a bubble is the rapidity of the price rise. Although there are occasions when sharp increases in the price of individual stocks are justified, this has never been true of market sectors. Fundamentals do not change rapidly enough to justify the sudden increase in the market share of major sectors, such as oil and technology experienced. The causes of the oil and technology bubbles will be described in great detail in Part 2.

While both the energy and technology sectors experienced bubbles, their market shares have been moving in opposite directions—technology upward and energy downward.

Nevertheless, investors would have far preferred to link their fortunes to the falling share of energy stocks rather than to the rising share of technology stocks. The return on the original firms of the shrinking energy sector far surpassed that of the expanding tech sector, just as the return on Standard Oil of New Jersey surpassed that of IBM. The fast-paced technology 
 sector, clearly responsible for much of our economic growth, could not keep up with the slow-growing but high-returning oil companies.

ENERGY

Why did the energy sector perform so well? The oil firms concentrated on what they did best: extracting oil at the cheapest possible price and returning profits to the shareholders in the form of dividends. Furthermore investors had low expectations for the growth of energy firms, so these stocks were priced modestly. The low valuations combined with high dividends contributed to superior investor returns.

Nevertheless, even in the shrinking energy sector, the growth trap ensnared many investors. The sharp rise in energy prices during the 1970s caused investors to rush to buy many new oil and gas exploration firms, sending their price upward.

In August 1980, right at the peak of the oil bubble, Standard & Poor’s put out an oil industry survey entitled “Shares Have Long-term Appeal,” in which they predicted that profits would continue to grow. They singled out five firms, Baker International, Global Marine, Hughes Tool, Schlumberger, and Western Co. of North America, noting:


These very favorable incentives [high oil prices] have not been lost to the investor, and most of the stocks in the oil well equipment and services and offshore drilling sectors are selling at hefty P-E premiums to the general market. But it is hard to argue with the favorable prospects for the group, and we recommend the issues on a long-range basis.
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Unfortunately, these analysts violated a fundamental rule of investing: never buy stocks, especially large-cap stocks, selling at “hefty P-E premiums to the general market,” particularly for the long run. These oil services and oil exploration stocks flamed out in the 1982 worldwide recession. Oil prices plummeted, and drilling activity abruptly came to a halt. Global Marine and Western Co. of North America went bankrupt, and the other three firms seriously underperformed the market. In fact, twelve of the thirteen energy stocks that were added to the S&P 500 during the late 1970s and early 1980s did not subsequently match the performance of either the energy sector or the S&P 500 Index.


 TECHNOLOGY

Many investors assume that firms that have developed path-breaking technologies rank among the best long-term investments. But the spectacular gains in Microsoft, Cisco, Intel, Dell, and others are overshadowed by the dreadful losses in innovative firms such as Digital Equipment (minicomputers), Sperry Rand (Univac, first computer), Xerox (first copier), and Burroughs (first electronic calculating machines). As a result, the technology sector barely managed to match the S&P 500 Index and would have dropped below the index if not for the superior performance of IBM from 1957 through the early 1960s when it monopolized the computer market.

The technology companies consistently commanded high valuations. In the early 1960s the tech sector, fueled by expectations of rapid growth of computers, sported a P/E ratio of 56, more than two and a half times that of the market. From 1957 through 2003, the average P/E of the technology sector was 26, a full ten points higher than the overall market. There was only one stretch in the last forty-five years when expectations for earnings growth in the technology sector were below that for the overall market, and that was in the early 1990s, after three consecutive years of large losses by IBM. Although many technology firms experienced rapid earnings growth, investors typically had even higher
 growth expectations built into share prices, resulting in poor investment returns.

About 30 percent of the 125 firms that have been added to the technology sector of the S&P 500 since 1957 were done so in 1999 and 2000. Those added in 1999 subsequently underperformed the technology sector by 4 percent per year, while those admitted in 2000 underperformed by a whopping 12 percent per year. Furthermore the technology sector itself greatly underperformed the market from 1999 onward. Many newly added S&P technology stocks, such as Broadvision, Vitesse Semiconductor, Palm, and JDS Uniphase, fell by 95 percent or more.

Despite their similarities, the energy and technology bubbles displayed some important differences. In the technology bubble, the P/E ratios rocketed to extreme levels because of overly optimistic expectations of future earnings growth. In the oil sector, valuations never reached such extreme levels because the price of oil stocks rose along with earnings. In fact, the large integrated oil producers that dominated the sector sold at lower P/E 
 ratios than the rest of the market at the peak of the bubble. The oil bubble centered on the oil drillers and explorers that sold at large premiums to the market.

Financial and Health Care: Expanding Industries

Health care and financial are the two sectors with the most pronounced expansion in market share. In 1957 they were the two smallest sectors, responsible for a total of 1.9 percent of the market value. By the end of 2003, they were the largest sectors, together accounting for 34 percent of the value of the S&P 500 Index.

But these two sectors experienced very different returns. At 14.19 percent per year, health care had the best return of all ten sectors of the S&P 500 Index, averaging more than three percentage points per year above the S&P 500 Index. But the financial sector, which expanded more than any other sector in the economy, had returns that fell behind the index.

FINANCIAL

The financial sector experienced mediocre returns, despite the rapid expansion of its share, because much of its growth has come from the addition of new firms to the index. I noted in Chapter 2 that Standard & Poor’s put a large number of banks in the index in 1976, and this explains the jump in the sector weight in Figure 4.1. Currently the financial sector is now dominated by such giant firms as Citigroup, AIG, Bank of America, Wells Fargo, and J.P. Morgan Chase that were not in the Index in 1957.

Some of the financial sector’s growth is attributable to the privatization of the government-sponsored enterprises Fannie Mae and Freddie Mac, which were added to the S&P 500 Index in 1988 and 1992. These two firms together accounted for 5 percent of the market value of this sector at the end of 2003.

Further fueling growth in market share was the addition of brokerage houses and investment banks. Virtually all brokerage firms were private partnerships until 1970, when Donaldson, Lufkin, and Jenrette (DLJ) went public. Later Merrill Lynch, Dean Witter, Schwab, Lehman Brothers, Bear Sterns, T. Rowe Price, and others subsequently went public and were admitted to the S&P 500 Index. Finally, real estate investment trusts, or REITs, 
 were added to the sector in 2001. I shall speak more of REITs and other dividend-rich companies in Chapter 9.

The tremendous growth in financial products has spurred the growth of many new firms. This has caused a steady increase in the market share of the financial sector, but competition has kept the returns on financial stocks close to average over the whole period.

HEALTH CARE

The health care sector, like the financial sector, has steadily increased its share over the past half century. The increase in market value has gone hand in hand with the dramatic increase in health care expenditures. In 1950, 4.5 percent of our GDP was devoted to health care. Today the percentage is 15 percent and growing rapidly.

Many of the firms that dominate the health care sector today, such as Pfizer, Johnson and Johnson, and Merck, have long and distinguished histories. These firms have been joined by biotechnology firms such as Amgen and Genentech, health care providers such as UnitedHealth and Cardinal Health, and medical equipment companies such as Guidant.

Although on the whole investors in the health care sector were richly rewarded, they would have done even better without the newcomers. In an industry where research leads to continuous, well-publicized breakthroughs, investor excitement had led to higher prices and disappointing returns.

Of the eleven health services companies added to the health care sector since 1957, nine of them subsequently underperformed the sector, and some, such as Beverly Enterprises, Community Psychiatric Centers, and HealthSouth, have lagged dramatically. American Hospital Supply, Baxter Travenol (now Baxter International), and Becton Dickinson, three medical equipment providers that were added to the index in 1972, have also underperformed the sector. Bausch & Lomb, added to the S&P 500 in 1986, underperformed the health care sector by 9 percent per year. The tried and true trumped the new in this sector as it did in others.

The Consumer Sectors: Discretionary and Staples

Both the consumer staples and consumer discretionary sectors target the consumer, but that is where the similarity between these sectors ends. The 
 firms in the discretionary sector have gone through much turmoil while the staples sector has nurtured the best tried-and-true companies. Staples
 refers to products described as necessities, whose sales are less prone to economic cycles, and include food, beverages, tobacco, soap, toiletries, and groceries. The consumer discretionary sector, which includes goods and services not viewed as necessities, are purchased relatively infrequently and are more dependent on consumers’ discretionary income. This includes automobiles, restaurants, department stores, and entertainment.

To some extent, this division is arbitrary—what is one man’s necessity is another’s indulgence. The arbitrariness was illustrated when Standard & Poor’s switched Wal-Mart from the consumer discretionary sector to the consumer staples sector in April 2003 as the retailing giant successfully entered the food market.

However defined, there has been a world of difference between the performance of firms in these two sectors. The consumer staples sector has been marked by unusual stability. Most of the largest firms in this sector (excepting the recent addition of Wal-Mart) have been around for fifty years or more and provided investors with superb returns. We have already noted the superior long-term performance of such companies as Coca-Cola, Philip Morris, Procter & Gamble, PepsiCo, and others. Twelve of the top twenty surviving stocks of the original S&P 500 firms came from the consumer staples sector.

In contrast, the consumer discretionary sector has been marked by tumult. The sector was once dominated by the auto manufacturers (GM, Chrysler, and then Ford), their suppliers (Firestone and Goodyear), and large retailers (Sears, J.C. Penney, and Woolworth). All these companies fared very poorly.

The old-line retailers were pushed aside by Wal-Mart and Home Depot, and the auto manufacturers were shellacked by foreign imports and high labor costs. Today, four out of the five largest firms in the sector are in entertainment: Time Warner, Comcast, Viacom, and Disney. It is amazing that one has to go down to the eleventh
 largest firm in the current S&P consumer discretionary sector to find a firm (Ford Motor) that was a member of the original S&P 500 Index.

The consumer discretionary sector is the only one of the ten sectors where the original firms in the S&P 500 Index did not outperform the new ones that were added. The dreadful performance of GM, an original S&P 
 500 firm, and the superior performance of newcomer Wal-Mart is the prime reason for this difference.

The fate of the autos and retailers in the consumer discretionary sector and the rise of Home Depot, Wal-Mart, and the new entertainment companies is consistent with the creative destruction theory of stock selection: old, dying companies eclipsed by young, vigorous firms. What is noteworthy is that this is the only
 sector where the principle of creative destruction actually worked for investors, as the new firms did outperform the old.

Two questions come to mind: why did the discretionary sector experience so much upheaval, and why did the returns of the consumer staples sector far outstrip returns of the consumer discretionary sector?

This was a most unexpected outcome on the basis of economic trends. Over the past half century, one would have never expected the staples sector to outperform the discretionary sector. The last fifty years have witnessed a dramatic rise in discretionary income (after which the sector is named), as prosperity enabled millions of Americans to expand their purchases beyond basic necessities.

But the discretionary sector did not prosper. The firms in this sector were unable to maintain quality and foster consumer loyalty. And they ignored the growing threat of foreign competition, particularly from the Japanese, whose emphasis on quality quickly won over consumers.

In contrast, firms in the staples sector marketed their products internationally, maintaining and capitalizing on their reputation for high quality. They fully understood that trust and reliability were their most sought-after products and rewarded investors accordingly. In Chapter 17 I shall explain why I think the consumer staples sector will continue to give investors superior returns.

INDUSTRIAL SECTOR

The industrial sector includes industrial conglomerates, transportation, and defense firms. The heavyweight in this sector, General Electric, was the largest firm in the industrial sector when the S&P 500 Index was founded, and it remains so today.

But GE’s dominating size is about the only aspect of this sector that remains unchanged. Although 3M (formerly Minnesota Mining and Manufacturing), United Technologies (formerly United Aircraft), and Boeing 
 were members of the original S&P 500 Index, none of the five airlines (American, Eastern, United, Pan Am, and TWA) that was in the 1957 index is still there today.
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As of this writing, General Electric had the highest market capitalization of any firm in the United States. Its legendry former chairman, Jack Welch, took over the reins of the company in 1981 and transformed GE into one of the most dynamic and well-respected companies in the world. The “GE Way,” promoted by Welch, demanded excellence in every business the firm entered and has contributed much to the company’s success. Welch’s strategy concentrated on the core competencies of the firm; if a division was not profitable, GE sold it.

Although General Electric has recently moved into the entertainment industry (with NBC and now Universal), its prize division is financial, which includes consumer and commercial financing as well as insurance, and provides almost half of the company’s revenues and profits. GE Capital, would be, if divested from the parent, one of the largest financial institutions in the world.

The iconic status of GE and Jack Welch encouraged investors to push the price of GE stock to unsustainable levels during the great bull market of the 1990s. In 2000, GE reached a price-to-earnings ratio of 50—an unheard-of and, unfortunately, unsustainable level for an industrial firm.

GE’s stock price subsequently declined by two-thirds, and its return from 1957 has since been eclipsed by 3M, one of the few industrial firms that has not been buffeted by the economic, financial, and legal storms that have rocked such companies as Boeing, Honeywell, Caterpillar, and more recently Tyco.

The railroad firms in this sector shrunk dramatically in size relative to the rest of the market, declining from 21 percent of the market value of the industrial sector to less than 5 percent today. The railroad industry is a good illustration of how creative destruction gets turned on its head when applied to investors. The industry was already in decline in the mid-1950s when it was hit with a one-two punch. First, the completion of the interstate highway system created severe competition from the trucking industry and reduced rail passenger travel. Many railroads, such as Penn Central, Reading, and Erie Lackawanna, were forced into bankruptcy. Second, the airlines took almost all long-haul passengers away from the railroads.


 Nevertheless, since 1957 railroad stocks have surprisingly outperformed not only the airlines and trucking industries but even the S&P 500 Index itself.

How did this happen? How could the lowly railroad industry outperform one of the world’s hardest to beat market indexes? Again, it’s all about expectations. The bankruptcies and other problems the rail companies faced dramatically lowered investor expectations. Only a small improvement was necessary for these companies to subsequently beat this dim outlook.

And better times were coming. In 1980 there was a major deregulation of the railroads that spurred consolidation and greatly increased their efficiency. Despite falling revenues, rail productivity has tripled since 1980, generating healthy profits for the carriers. Burlington Northern Santa Fe, the star performer of the four major surviving railroads, has achieved an astounding 17 percent annual return since 1980, more than 4 percentage points higher than the S&P 500 Index.

The railways offer an important lesson for investors: an industry that has been in a long decline can provide stockholders with excellent returns. This is because investor expectations are so low. If the firm halts its decline and becomes profitable—particularly if management can pay dividends—then these shares can provide excellent forward-looking returns. Who would have thought thirty years ago that investors would do so well in the dying railroad industry and do so badly with soaring airlines?

MATERIALS SECTOR

The materials sector consists of manufacturing firms producing basic commodities, such as chemicals, steel, and paper. This sector has experienced the greatest erosion in market share and the lowest returns.

In 1957, when the S&P 500 Index was formulated, materials was the largest sector in the index, responsible for over 25 percent of the market value of all S&P 500 firms. Chemical and steel companies led this sector, which included such behemoths as United States Steel and Bethlehem Steel and large chemical companies such as DuPont, Union Carbide, and Dow Chemical. These five firms dominated the U.S. industrial landscape in the late nineteenth century and the first half of the twentieth century and were 10 percent of the S&P 500’s market value when the index was formulated.

But in the last fifty years, these great firms witnessed a rapid decline, and the materials sector’s share fell by almost 90 percent. The combined 
 market valuation of those five big steel and chemical firms declined to less than 1 percent of the index today.

The decline can be traced to international competition and the economic shift from manufacturing to services. Through the 1970s and 1980s production from Japan and then the rest of Asia made these industries vulnerable to lower-cost producers. These old-line manufacturing firms, saddled with high labor costs and crushing pension benefits that were negotiated when profits were high, have seen their shares decimated. Some, such as Dow Chemical, the best performer of the lot, were almost brought down by litigation, in Dow’s case over silicone implants.

THE TELECOMMUNICATIONS SECTOR

The telecommunications sector, which includes AT&T, once the world’s largest firm, has seen its share of the index cut in half, falling from 7.5 to 3.5 percent over the past half century. Telecom experienced a brief surge in the late 1990s when it soared to over 11 percent of the index as the excitement of the Internet fueled expectations of vastly increased profits. But oversupply, plunging prices, and expanding debt incurred to build huge fiber-optic networks caused telecom stocks to collapse.

The telecommunications industry sadly illustrates how rapid productivity growth can be devastating to both firms and investors; its story will be featured in Chapter 8. This industry, which laid the foundation for the productivity revolution that will sweep the world in the coming decades, is a prime example of how firms operating at the forefront of Schumpeter’s creative destruction process can themselves be destroyed by their own inventiveness.

Like energy in the 1980s and tech in the late 1990s, telecommunications demonstrates how outsized expectations during a boom increase the number of firms in the sector and how these new firms subsequently underperform. The telecom sector added virtually no new firms from 1957 through the early 1990s. But in the late 1990s, new firms, such as WorldCom, Global Crossing, and Qwest Communications, entered the index with great fanfare, only to collapse afterward.

In June 1999 WorldCom constituted over 16 percent of the telecom sector’s market value, but the firm subsequently lost 97.9 percent of its value by the time it was deleted from the index in May 2002. Global Crossing fell more than 98 percent before it was deleted from the index in October 2001, 
 and Qwest lost over 90 percent of its value since its admission in July 2000. These overpriced new firms significantly underperformed the original firms in the telecom sector.

THE UTILITY SECTOR

The utility sector also experienced a sharply declining market share. One source of the decline is the fall in the real price of energy as the generation and consumption of electricity became more efficient.
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 The U.S. economy can produce almost twice as much GDP per unit of fossil fuel now as it did in the early 1970s.

But a more important source of utilities’ troubles was the deregulation of the energy industry, which has removed these firms from the protected monopolist status that they enjoyed during most of their history. Until the mid-1980s regulators would routinely allow utilities to pass on any increase in costs directly to the consumers, who had no choice but to buy energy from these monopoly producers and distributors. But consumers balked at accepting the mammoth cost overruns of nuclear power generation, and when communities were able to obtain cheaper power from more distant sources, utility profits plummeted. Only recently have some of these firms begun to learn to deal with a deregulated environment, raising hopes for better returns.

Utility firms do have high dividend yields, which, as I noted, is an important factor in generating good long-term returns. However, there is not enough history to be certain how these firms will continue to perform in a deregulated environment.

Sector Shifts and Sector Returns

The returns of these ten great sectors tell an important story. In Chapter 2 I explained why market value does not necessarily correlate with investor returns. This chapter shows that it holds true for the returns to market sectors as well as individual firms. Figure 4.3 summarizes the data. It plots the return on each sector in the S&P 500 Index against the change in the sector’s weight over the entire period from 1957 through 2003.

Both the financial and health care sectors experienced strong growth. The health care sector delivered, by a wide margin, the highest returns of 
 all the sectors, but the financial sector had below-average returns. The reason is that the growth in market capitalization of the financial sector was mostly fueled by the entrance of new firms, a factor far less important in the health care sector.

Information technology had the second highest gain in market share but only slightly above-average returns. The single reason why the sector outperformed the S&P 500 Index was IBM’s performance from 1957 to 1962. On average, the other technology firms gave investors below-average returns despite their critical importance to the economy.

On the opposite side of the ledger, the materials sector had the greatest loss in market value share, as well as the lowest return. But not all contracting sectors experienced poor returns. The energy sector had the second largest contraction but, as we noted earlier, experienced above-average returns.

The overall relation between the change in sector weights and returns is only weakly positive. A statistical regression shows that less than one-third 
 of each sector’s return can be attributed to changes in the sector’s share of the market, while two-thirds is attributed to other factors, such as valuation, the reinvestment of dividends, and the entry of new firms.


FIGURE 4.3: RELATION BETWEEN CHANGE IN GICS SECTOR SHARE AND RETURN FOR EACH SECTOR


[image: ]


The fact that less than one-third of a sector’s returns comes from the expansion or shrinkage of the sector shows why so many investors fall into the growth trap. They fail to realize that the addition of new firms causes industry expansion, while often leading to poor returns.

Sector Strategies

The data show that three sectors emerge as long-term winners. They are health care, consumer staples, and energy. Health care and consumer staples comprise 90 percent of the twenty best-performing surviving firms of the S&P 500 Index. These two sectors have the highest proportion of firms where management is focused on bringing quality products to the market and expanding brand-name recognition on a global basis.

The energy sector has delivered above-average returns despite experiencing a significant contraction of its market share. The excellent returns in this sector are a result of two factors: the relatively low growth expectations of investors (excepting the oil and gas extractors during the late 1970s) and the high level of dividends. In Chapter 17 I will discuss sector strategies and list the global firms that play an increasing role in these industries.

Lessons for Investors

At the beginning of this chapter I pointed out that most investors want to know what the next hot sector is going to be. If you are a short-term trader, that is the right question to ask, since returns and market values are highly correlated in the short run. But if you are a long-term investor, chasing hot sectors will lead to very cold returns.

The important conclusions from the historical research on sector performance are:


• Rapid sector growth does not necessarily mean good investor returns. The financial and technology sectors expanded greatly over 
 the past years yet gave mediocre to poor returns. The energy sector contracted sharply yet outperformed the S&P 500 Index.

• Over the long run, less than one-third of sector returns can be attributed to expansion or contraction of that sector. This means that over two-thirds of the return can be attributed to other factors, such as new firms and dividends.

• Two sectors, energy and information technology, experienced almost identical bubbles separated by twenty years. Both bubbles popped when their sector weighting reached 30 percent of the value of the S&P 500 Index. The rapid increase in the weighting of a particular sector is a warning signal to investors to reduce their allocations to that sector.

• New firms that were added to the S&P 500 Index generated lower returns than the original firms in nine of the ten economic sectors. New firms that are added when the sector is expanding rapidly generate particularly poor returns for investors.
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Overvaluing the Very New





 
 CHAPTER FIVE


The Bubble Trap:

HOW TO SPOT AND AVOID MARKET EUPHORIA




The meaning of life is creative love, loving creativity. And loving creativity may explain why tech stocks are high and going higher. The Internet revolution is allowing for creativity like never before, perhaps putting more of us in touch with the meaning of life
 .

—Merrill Lynch, Global Fundamental Equity Research Department, February 14, 2000




I
 n the last chapter I described the oil and technology bubbles. Investors lose more money during bubbles and their nasty aftermath than during any other period of the market cycle. For many, losses are so severe that they forsake stocks forever and cling tightly to their remaining savings in low-yielding money funds and bank CDs.

Is there a way to avoid these episodes of market euphoria? Can investors identify bubbles and avoid being trapped by their enticing promises?

Alan Greenspan, chairman of the Federal Reserve, who received much heat for not popping the Internet bubble, is skeptical. In a speech in August 2002 he commented, “It was very difficult to definitely identify a bubble until after the fact—that is, when its bursting confirmed its existence.”
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But I respectfully disagree. Read the quotation at the head of this chapter. It was written by one of the best research departments on Wall Street at the top of the market. When “new age” thinking grips even these sophisticated analysts, you know you are in a bubble.

This chapter will teach you how to look for the telltale symptoms of a bubble. But once you have identified one, it does not mean that you’ve found a road to easy profits. Bubbles last much longer than anyone expects, defying the skeptics and boosting the believers. Once the bubble starts expanding, no one knows when it will pop.


 When you have identified a bubble, step back and stop investing in the companies or sectors involved. If you should be so lucky as to hold some of the stocks that are caught in the frenzy, cash in your profits and don’t look back. The stocks you sold will probably rise further before they collapse, but in the long run, you will come out way ahead.

The Internet and Technology Bubble

Bubbles usually form after long periods of financial prosperity. This was exactly the setting at the end of the twentieth century, as the United States was well into the longest and strongest bull market in its history. The Internet enabled online trading, which made buying and selling stocks easy and inexpensive. A casino-like atmosphere attracted thousands who would not otherwise have invested in financial markets. Fear of Y2K—the anticipated breakdown of computer systems when we entered the year 2000—pumped capital spending and led to a surge of profits for technology firms.

Investor excitement centered on the belief that the Internet would change the way the world did business. This excitement caused a sharp increase in media coverage of Internet firms and the stock market. There was a sense, amply reported in the media, that there was about to be a significant shift in the paradigm governing buying, selling, and marketing of all goods and services.

As my good friend Bob Shiller of Yale University reported in his book Irrational Exuberance
 , “Although the news media … present themselves as detached observers of market events, they are themselves an integral part of these events. [Speculative bubbles] generally occur only if there is similar thinking among large groups of people, and the news media are essential vehicles for the spread of ideas.”
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Since the Internet allowed huge markets to be accessed at minimal cost, the prevailing opinion was that the convenience afforded by online shopping would likely dominate all other forms of marketing. “Clicks over bricks” was the rallying cry of the Internet enthusiasts, who foresaw the new medium threatening the very existence of retail firms.

As the media spread the word, more and more investors, many of whom had never before invested in individual stocks, began to play the 
 market. Prices skyrocketed. In April 1999, after an astonishing 4,800 percent price increase in less than two years, Amazon.com, the online book retailer, had a market value over $30 billion. This was almost ten times the combined market value of its two greatest bricks-and-mortar competitors, Barnes and Noble and Borders, which operated over 1,000 bookstores worldwide apiece. Ironically, Amazon had never up to that point made a profit; in fact, it had losses that year of over $600 million.

In October 1999 the market value of eToys, an online toy retailer, was more than double the value of Toys “R” Us, the world’s largest bricks-and-mortar toy retailer, which owned more than 1,600 stores worldwide. In that same month Priceline.com, a company that sells cheap airline tickets over the Web, had a peak market value that was more than half the equity of the entire U.S. airline industry. It was only a matter of time before the bubble burst.

Have Investors Learned Their Lesson?

I used to think it would take many years before investors’ appetites for such speculation returned. But recent evidence suggests otherwise.

Fast-forward just a few years to 2003. The biggest gains in the stock market are coming from companies specializing in nanotechnology, the supposed next great innovation that will lead to dramatic changes in our world. Nanotechnology promises “to make supercomputers that fit on the head of a pin and fleets of medical nanorobots smaller than a human cell able to eliminate cancer, infections, clogged arteries, and even old age.”
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As a Wall Street Journal
 article reported, nanotech firms such as Nanogen, Nanophase Technologies, and Veeco Instruments all at least doubled or tripled in the prior year. Not one of them had any earnings and Nanogen and Nanophase had little to no revenue.
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 Nanogen, a company with a sparse $1.7 million in revenue per quarter and losses of over $7 million per quarter, was trading at $1 per share in March of 2003. But the company’s scant vital statistics did not deter speculators from climbing on board. By early 2004, the company shot up to a high of $14.95, giving it a market value of almost $400 million.

Just as companies rushed to associate the term dot-com
 with their names in the late 1990s, companies raced to capitalize on the nanotech 
 craze. One company, U.S. Global Aerospace, changed its name to US Global Nanospace. The company’s stock, which a year earlier was selling at a nickel, shot up to $1.66 after its name change.

To be sure, the nanotech boomlet was a shadow of the huge Internet bubble that occurred a few years earlier. What is so surprising is that this type of speculation occurred with memories of the last debacle still so fresh.

But the excitement of the new can obliterate the memories of the old. It is likely that new technologies will be appearing with increasing frequency in the coming decades. As I will detail in Chapter 15, the Internet revolution is likely to accelerate the rate of discovery all across the globe. There will be profound advances in all types of new products and new companies that will have tremendous growth opportunities. But buyers beware. Most of these new companies and new technologies will be over-hyped and overpriced.

Lesson One: Valuations Are Critical

AMERICA ONLINE


Before the Internet mania hit its peak in 1999, I warned in a Wall Street Journal
 article entitled “Are Internet Stocks Overvalued? Are They Ever” about the unprecedented developments taking place in the markets.
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 Using AOL as an example, I showed that the Internet stocks could not possibly be worth the price that investors were paying for them.

The day my piece appeared, April 19, 1999, the prices of Internet stocks collapsed. AOL fell from $139.75 on the previous Friday to close at $115.88, slicing about $22 billion from its market value. Other Internet stocks were also hit: Yahoo! slid from $189 to $165, and the dot-com index fell from 670 to 560, a drop of almost 17 percent.

I was shocked at the responses this article received. I traveled from Philadelphia to Chicago that morning, and I was thankful I wasn’t traveling to Silicon Valley. I was sure my article was not the only factor causing the price decline, but all the major television networks, CNBC, CNN, National Public Radio, and the print media wanted to discuss my views.
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That evening I found myself face-to-face with Henry Blodget, Merrill Lynch’s Internet cheerleader, on Lou Dobbs’s Moneyline
 . Lou started the interview bluntly: “What in the world—Jeremy, if I may ask, you write one 
 article in the Wall Street Journal
 , and see what you did! Why did you do that?”

I explained my reasoning, and Lou then turned to Blodget, who responded that my arguments had been made many times before. In a show of rare candor, he claimed, “These stocks have always been expensive by classical measures; there’s no question about that. Really, our argument has always been that nobody knows what they’re worth.”

Do not be fooled by Blodget’s response. A firm pioneering a new technology can be priced with the same valuation tools that had priced IBM and other technology giants in the past, and I did so that day in my article.

I chose to look at AOL, the “blue chip” Internet stock—the only Internet firm in the S&P 500 at the time—and a firm that was making a profit. When I wrote the article, AOL’s market value of $200 billion placed it among the ten largest companies in the United States.

Yet in the prior year, AOL’s sales ranked only 415th in the country, and its profits ranked 311th. If AOL’s market value ranking was in line with its sales or profits rankings, its market cap would have been closer to $4.5 billion.

Moreover, AOL’s price-to-earnings ratio, the critical measure of valuation that I discussed in Chapter 3, was over 700 based on its prior twelve months’ earnings and 450 based on projected current-year earnings. For large firms, these valuations were absolutely unprecedented.

The average P/E ratio of the stock market has been only 17 over the last forty-five years. Chapter 3 showed that the best-performing stocks over the past fifty years had much higher earnings growth than the average stock, but their valuation ratios were only slightly higher than the market’s. Certainly those stocks could have stood a higher valuation than they received, but AOL’s price was out of the ballpark. A subsequent fall in AOL stock was inevitable.

Lesson Number Two: Never Fall in Love with Your Stocks

There is another sign that tells investors when stocks are in a bubble. One of the cardinal rules in investing is to never fall in love with your stocks. You must at all times be objective: if the fundamentals do not justify the price, you should sell, notwithstanding how optimistic you are or how much money you’ve made or lost on the stock.

I soon realized that thousands of investors had fallen in love with 
 “their” AOL. After my article appeared in the Wall Street Journal
 questioning AOL’s valuation, I received scores of angry e-mails from people claiming that AOL was in fact undervalued and that I was completely out of touch with reality. Quite a number forwarded me a response article, published by Kevin Prigel of StreetAdvisor.com, who claimed my piece “was the most flawed piece of literature the Journal
 has ever run.”

Many e-mails were sent to the dean’s office of the Wharton School recommending that I should not be teaching at Wharton—or at any other business school, for that matter. One wrote, “Not only is this guy a dinosaur, but he knows absolutely nothing about Y2K and forward business models.… I hope that he may soon retire from dear old Wharton … or to the funny farm—whichever comes first. He is nuts, period, and should have a muzzle.” Another wrote, “My regard for your school has lessened. Siegel needs to retire. Ultimately it is the school that suffers when it harbors this sort of individual. Check out the article from StreetAdvisor.com.”

But the cake goes to the following e-mail, forwarded to me by Kirsten Speckman, a spokesperson for Wharton Public Affairs, who told me they had been getting a number of messages similar to this one at their general public affairs e-mail address.


Good morning, Mr. Siegel. I hope you’re happy. You cost me $14,000.00 for no reason! What do you have against this mammoth company? Are you jealous because you didn’t get in on the run-up? Did you want to buy in cheaper? You have no business making decisions like this. After all, you’re still a child when it comes to Internet knowledge. You’re a preschooler in diapers when it comes to recognizing opportunities. By the way, when was the last time you got laid? You’re a party pooper. Thanks a lot, jerk. I suggest you go to the StreetAdvisor.com to read about why you’re so wrong, idiot. Do you even know how to get to a Web site, you child?



I recently checked out StreetAdvisor.com. It is now an inactive Web site up for sale to the highest bidder. In February 2003, Sanford C. Bernstein & Co. estimated that if AOL Time Warner were broken up, the America Online unit would be worth $5.78 billion, 97 percent less
 than the value when I wrote the article. Other analysts called that estimate far too optimistic.

The emotions and passion for Internet stocks displayed by the Internet enthusiasts proved that these investors were not judging their investments 
 rationally. Most Internet investors were convinced that “this time was different” and were in no mood to hear otherwise. They had made the fatal error of falling in love with their stock.

Lesson Number Three: Beware of Large, Little-Known Companies

Another sign of a bubble is the enormous valuations placed on little-known companies. On February 11, 2000, I saw a headline scrolling on my Bloomberg Terminal, “Cisco May Be Headed for $1 Trillion Market Value.” David Wilson, author of the article, quoted Paul Weinstein, an analyst at Credit Suisse First Boston, who said that Cisco’s market value could reach $1 trillion dollars in two years. At that time its market value was just over $400 billion, the highest in the world. Five years earlier the market value of all
 stocks listed on Nasdaq had not been worth $1 trillion, yet Weinstein was predicting Cisco alone might reach that level in two years.

There is no doubt that Cisco did well for its investors. The company was founded in 1984 and went public on February 16, 1990, when it sold $50.4 million of stock. By February 2000 those who invested $1,000 into its IPO would have made $1 million—a return that doubled the initial investment on average each year.

Cisco vaulted into the position of being the world’s most valuable stock just two days before the Weinstein prediction was released. Cisco overtook General Electric, a company that had been around for more than a century and had one of the highest name recognitions in the world. But Cisco was different. It was astounding that the vast majority of Americans, including many (if not most) shareholders, had absolutely no idea what Cisco did. When I asked some of my friends what Cisco Systems made, many shook their head and recalled Crisco, a popular shortening produced by Procter & Gamble that was heavily advertised in the 1950s. When I said that 70 percent of Cisco’s sales are for switches and routers for the Internet, most had no idea what switches and routers did.

That the world’s most valuable company would be virtually unknown is unprecedented. In the late nineteenth and early twentieth centuries, Rockefeller’s Standard Oil and Carnegie’s U.S. Steel vied for top honors, and both firms were household names.


 At the peak of the 1929 bull market, General Electric and General Motors joined U.S. Steel to take top honors (the Standard Oil empire had been broken up by then), and both firms were extremely well known. In the mid-1960s American Telephone & Telegraph again dominated the field: Ma Bell, as the firm was affectionately called by stockholders, was the most widely held stock, and most of the U.S. population was a customer of AT&T or one of its subsidiaries.

IBM dethroned AT&T in 1967. Although most individuals had no idea (and still don’t) how a computer works, everyone had heard of IBM and knew what the computer did. In fact, the term “IBM machine” became synonymous with the computer, as the firm dominated more than 80 percent of the computer market in the 1950s and 1960s.

General Electric, under the leadership of Jack Welch, reemerged in late 1993 and held the top post until late 1998, when Microsoft, the enormously successful software company, took over. Almost all who had operated a computer used Microsoft’s operating system, if not its word processing, spreadsheet, and graphics programs. When Cisco, a virtually unknown firm, took the lead from Microsoft, it further confirmed that dramatic changes had taken place in the markets. Two and one-half years after Weinstein’s trillion-dollar prediction, Cisco’s market value fell to $50 billion, less than one-tenth its peak value.

Lesson Number Four: Avoid Triple Digit P/E Ratios

After my article “Are Internet Stocks Overvalued? Are They Ever” appeared, Internet stocks fell about 40 percent over the next four months. But the fall did little to discourage Internet enthusiasts. As reports of strong online sales growth continued to surface, the Internet stocks recovered and blew past their April highs. In fact, the Street.com Internet Index, after falling from 800 in April to below 500 in August, nearly tripled
 to 1,300 in early March 2000.

As the Internet mania raged on, a popular opinion emerged that the equipment providers to the Internet firms would surely make a lot of money even if many of the Internet start-ups failed. As a result, the big-cap technology companies that supplied the Internet and the burgeoning personal computer market also surged to new highs.


 Most investors and analysts who had taken a bearish position on stocks such as Cisco, Sun Microsystems, EMC, Nortel, and others did so because they did not believe that earnings could grow as rapidly as analysts were projecting. But there was another, more fundamental question: did these firms deserve their lofty valuations even if
 their rosy earnings forecasts were actually met?

In late February 2000, I researched this question for a presentation that I was to give to the Securities Industry Association, which holds a week-long educational conference every March at the Wharton School. I analyzed the nine large-capitalization stocks with P/E ratios over 100 in March 2000: Cisco, AOL, Oracle, Nortel Networks, Sun Microsystems, EMC, JDS Uniphase, Qualcomm, and Yahoo! What I found was not comforting to the technology bulls. Even if these optimistic earnings forecasts, which ranged from 21 percent to 56 percent per year, were maintained for five years (long-term earnings projections are usually three to five years in the future), the average price-to-earnings ratio of these nine stocks would have been an eye-popping 95. And three of them (AOL, JDS Uniphase, and Yahoo!) would still have price-earnings ratios over 100.

If these optimistic estimates for earnings growth could be maintained for ten years (and virtually no one believed these firms could maintain those growth rates for so long), the price-to-earnings ratios on these stocks would fall only to the mid-40s, still extraordinarily high. Investors were projecting that tech stocks would totally dominate the market over the next decade and would be valued at two to three times the historical valuation of the S&P 500. This was just not possible. A substantial decline in these stocks was certain.

Big-Cap Tech Stocks

On March 8, 2000, I received a call from Max Boot, editor of the Wall Street Journal
 , asking me if I wished to write another op-ed piece on what was going on in Nasdaq.

Given the research I’d just completed, I quickly consented and gave my article the innocuous title “The Lessons of History.” It is a standing practice in the newspaper industry for the editors to pick the titles of op-ed pieces, yet I was shocked when I picked up the Journal
 and saw at the top of 
 the op-ed page “Big-Cap Tech Stocks Are a Sucker Bet.” I always avoid name-calling, and some of my best friends owned these stocks! I thought those who had purchased them might be misguided, but calling them suckers was not right. I prepared apologies to those who might call, explaining that I had nothing to do with picking the word “sucker,” but I received surprisingly little flak about the title.

On Friday, March 10, two days after I was contacted by the Wall Street Journal
 , I received a call from Stuart Varney, who had replaced Lou Dobbs on CNN’s Moneyline
 and wanted me to appear on his show at six that evening to discuss what was going on in the markets.

Varney started the interview this way: “Let’s hit the nail on the head, shall we. Are you full-out forecasting a huge decline in tech stocks in the very near future?”

I wanted to talk of Cisco and the other overpriced tech stocks, but I didn’t want viewers to think I was just slamming these companies. With memories of the reactions I received from AOL shareowners fresh in my mind, I overstated my admiration for Cisco. I said, “Cisco is a wonderful company. It’s a great company. It’s a super company. I would probably buy it at 80 times earnings, but at 150 times earnings? We have six stocks in the top twenty [market value] over 100. We have had no history of this. Never have stocks been worth over a hundred times earnings once they’ve gotten to the size of these companies.”

I noted that the valuations of these big-cap tech stocks had increased dramatically in just the last five months, and I didn’t see where the price increases came from, saying, “It can disappear as easily as it came.” I then said that “momentum players,” short-term speculators who ride a trend in price, “are saying that they are going to get off the train before it crashes.” When everyone thinks that way, there can be some very nasty declines.

Wanting to sum up, Varney asked, “It’s a bubble and the air will come out of it soon and come out of it fast, bottom line?” I answered definitively, “It will come out.… I think we are going to see some very big declines in the sector this year.”

The day of this CNN interview, Friday, March 10, 2000, the Nasdaq Composite Index closed at 5,048.62. This marked the index’s all-time high and coincided with the absolute top of the technology market. Two years later, Nasdaq was down more than 75 percent.

During the week of April 10, 2000, Nasdaq experienced a meltdown, 
 falling more than 1,100 points, or almost 25 percent. Moneyline
 interviewed me again, replaying large parts of my interview from a month earlier. For the next year, Varney showed clippings of that March 10 tape frequently, claiming I was the man who had called the market top.

It soon became clear that my article “Big-Cap Stocks Are a Sucker Bet” had become my most well-known piece of journalism. When I lecture across the country, investors come up to me holding copies of that article and saying that my opinion convinced them to cash out of the tech stocks, saving their fortunes. Many more approached and commended me on the article, noting wryly that they wished they’d followed my advice.

Being feted by the news media and investors as a “guru” of the market was a very uncomfortable position for me. The short-run direction of the market is so unpredictable that anyone who calls it right should attribute it to pure luck. The bubble in technology stocks could have lasted another month or another year. But I (along with many others, even those with long positions in these stocks) knew that it had to burst at some point.

There was another important conclusion that I pointed out in my article that received much less attention: the fifteen largest non-technology-related stocks in March 2000 were not overvalued. This was a technology bubble, pure and simple—a bubble that exempted most of the rest of the market. Non-technology-related stocks did not really decline until 2002, when the earnings scandals spurred by Enron and others hit the headlines. The non-tech-related stock averages fully recovered by the end of 2003, whereas the tech sector was still down over 60 percent.

The Follies of Predicting Technology Earnings Growth

A year after the “sucker bet” article appeared, Max called me again and wanted to know if I wanted to pen an anniversary follow-up. I did so reluctantly, knowing full well that it was extremely unlikely that I would be able to predict the market as accurately as I had happened to do at the market peak.

I stated that although the tech stocks had declined markedly over the previous year, the earnings growth forecasts for three to five years out were hardly changed. Given the collapse in earnings over the prior twelve months, I believed it was totally unreasonable to maintain the same outlandishly optimistic forecasts.


 I started my piece this way: “You’d think the plummeting Nasdaq would have wised up Wall Street to the fact that its analysts blew it on the tech sector. But in fact the Street’s long-run earnings forecasts for the big tech companies are still grossly out of line with reality. Even at today’s deflated prices, many of these stocks are still overvalued.” The article was entitled “Not-Quite-So-Big-Cap Tech Stocks Are Still a Bad Bet.” (I had convinced Max to change the word sucker
 to bad.)


I indicated how bad Wall Street’s earnings forecasts were. I noted that on January 9, 2001, nine days after the quarter ended, analysts were forecasting operating earnings of the technology sector to come in at $10 in the fourth quarter of 2000. Six weeks later, when all the profits were tallied, operating earnings for tech stocks came in at $7.69.

If analysts can be off by nearly 25 percent in forecasting earnings of a quarter that has just ended, what confidence can investors have in their prediction for the coming year—or, for that matter, for the next three to five years? The truth is, very little. Earnings estimates in the rapidly shifting tech sector had become a crap shoot. But premium P/E ratios should belong only to stocks that have a reasonable certainty of superior long-term growth. And these certainly were not technology firms.

Lesson Number Five: Never Short Sell in a Bubble

After all these warnings, many assumed that I had made a killing shorting those Internet and technology stocks.
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 But the truth is that I had no interest in shorting the Internet stocks, and I do not advise the average investor to pursue this practice. Even if the investor is right in the long run, she may be very wrong in the short run.

As every investor who has studied the market knows, taking a short position in a stock exposes you to unlimited losses, while the maximum gain is the value of the shares sold. The payoffs for a short seller are the mirror image of those for someone who buys or “longs” the stock. The gains for buyers of stock are unlimited, while the maximum loss is the amount invested. This means that a trader who shorts a stock is treated as a margin account, so the brokerage firm constantly monitors the value of the short position and demands additional funds if the price of the shorted stock rises. If the investor is unable to put up extra money, his position is liquidated at the market price.


 It is very possible to be 100 percent correct that a stock is overpriced. But being right in the long run doesn’t guarantee being right in the short run, and if you are short on a stock, you might be unable to continue to feed sufficient money to the account if the price continues to rise. In fact, there is evidence that short sellers get squeezed in all bubbles. Some investors begin shorting the stock as it goes above its “justified” price, and if the correction occurs quickly, they make money. But bubbles usually last much longer and go to much greater extremes than most short sellers expect. Most shorts cannot hold out as the price continues to rise and eventually cover their position at a loss.

Covering the short position, which involves buying back the borrowed stock, provides more buying pressure on the shares that are already being forced higher by momentum investors who long ago jumped on the bandwagon. This adds fuel to the fire, often causing an explosive upward movement in the price of the stock.

It is often said that bubbles peak when all the bears have thrown in the towel and covered their short position. In the meantime, bears with plenty of excess liquidity and nerves of steel who can hold through the euphoria will eventually be rewarded. For the rest of us, the best advice is just to stand back, enjoy the show, and refuse to play.

Recommendations for Investors

Just as a doctor uses symptoms and lab tests to diagnose a disease, investors can watch for telltale symptoms of a bubble. These include wide and increasing media coverage, extraordinarily high valuations based on concepts and names instead of earnings or even revenues, and an unwavering belief that the world has fundamentally changed and that these firms cannot be measured by traditional means. If you diagnose a bubble, the best advice is to stay away!

Remember, valuations always
 matter, bubble or no bubble. Markets will ultimately deal a severe blow to those who believe that growth is worth any price.



 CHAPTER SIX


Investing in the Newest of the New:

INITIAL PUBLIC OFFERINGS




Most new issues are sold under “favorable market conditions”—which means favorable for the seller and less favorable for the buyer
 .

—Benjamin Graham, The Intelligent Investor
 , 1973




I
 n January 1999, Alan Greenspan, responding to a question from Senator Ron Wyden of Oregon, said, “Investing in Internet stocks is like playing the lotteries; some may succeed, but the vast majority will fail.”

In a lottery, the odds are clearly stacked against you. Yes, there will occasionally be a $100 million winner who will receive huge publicity and whet the appetites of others. But the overwhelming majority of those who regularly play their lucky numbers are guaranteed to be throwing away their hard-earned money.

Yet when Greenspan made this statement, buying newly issued Internet stocks was far better than playing the lottery. In 1999 virtually none of these initial public offerings (IPOs) was a loser, and many investors had made tidy fortunes buying these stocks, which soared after they hit the public markets.

It was widely believed that the old “bricks and mortar” companies were going to be destroyed by these up-and-coming start-ups. Excitement was high and money was being thrown at any new company with a dotcom in its name.

Others realized that most of these new ventures would fail, yet they eagerly bought these new stocks, claiming that anyone who owned just one big winner could suffer dozens if not hundreds of losers and still come out ahead. These investors were certain that one or two of these new firms would inevitably become the next Microsoft, Intel, or Dell Computer.

There is an element of truth in this observation. Big winners can indeed compensate for many losers. One thousand dollars invested in Microsoft 
 when it went public in 1986 was worth $289,365 by the end of 2003. Intel, which went public in October 1971, is an even better example. One thousand dollars invested in what is now the world’s largest chip maker would have turned into almost $1.9 million by the end of 2003. You could survive many failed startups if you had invested in one of these successes.

What Does This Mean for Investors?

Does the prospect of finding these few diamonds in the rough justify investments in initial public offerings in general? Should buying these newly issued companies be part of a sound wealth-building strategy?

The extensive research conducted for this chapter indicates that investing in IPOs is much akin to playing the lottery. There will be a few huge winners, such as Microsoft and Intel, but those who regularly invest in all IPOs will fall significantly behind those who invest in stocks that are already trading in the public markets.

I examined the buy-and-hold returns for almost 9,000 initial public offerings that have occurred since 1968. I assumed that investors purchased the IPOs either at the end of the first month of trading or at the IPO offer price and held these stocks until December 31, 2003.
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Although there were a few big winners, there were far too many losers. IPO investors generally lagged the market by two to three percentage points per year. Here again, we find an illustration of the paradox of creative destruction. While all the new products and services these IPO firms create are vital for the economy, buying them when they are issued is not a good way to build your wealth.

Long-term IPO Returns

There is no question that the losing IPOs far outnumber the winners. Figure 6.1 shows that nearly four out of five newly issued firms have subsequently underperformed a representative small stock index measured from the IPO date through December 31, 2003.
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 Of these, almost half have underperformed by more than 10 percent per year; more than one-third have underperformed by more than 20 percent per year, and 1,417, or almost 17 percent, have underperformed by an astounding 30 percent per year or more.



 FIGURE 6.1. PERFORMANCE OF 8,606 IPOS FLOATED 1968–2000
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In contrast, only one-fifth of the IPOs have outperformed the market. Less than 5 percent have done so by more than 10 percent per year, and only forty-nine, or one-half of 1 percent have outperformed by more than 30 percent per year.

Who are these rare winners, and are there enough of them to compensate for the losers?

Best Long-term IPOs

There are indeed some striking winners among newly issued companies. Table 6.1 lists the best-performing IPOs ranked by total cumulative return from the end of the first month of trading through December 31, 2003.

Intel, which went public in October 1971, is at the top of the list. Next comes Wal-Mart, the world’s largest corporation by total sales, and then Home Depot. All three of these firms enabled investors to turn a $1,000 initial investment into more than $1 million. These firms are followed by St. Jude Medical, Mylan Labs, Sysco (the food corporation), Affiliated Publications 
 (purchased by the New York Times
 in 1993), Southwest Airlines, Stryker, and Limited Stores.


TABLE 6.1: IPOS WITH HIGHEST CUMULATIVE RETURNS PER DOLLAR INVESTED, 1968–2000
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Table 6.2 ranks the ten IPOs with the highest annual returns of all those floated on or before 1990. By going back more than a decade, we eliminate those that have been recently issued that may have excellent returns for a few years but do not become long-term winners. Cisco Systems, issued in 1990, heads this list and has racked up an astounding 51 percent annual return, beating the benchmark small stock index by 38.6 percent per year. Cisco is followed by Dell Computer, issued in 1988, American Power Conversion, and Electronic Arts, the wildly successful video game manufacturer. Microsoft, which ranks twenty-second by cumulative return, ranks fifth with an annual rate of return of 37.6 percent.

Returns on IPO Portfolios

Now we return to the question of whether these huge winners, found in Tables 6.1 and 6.2, can compensate for the thousands of losing IPOs. The 
 answer is found in Figure 6.2. It shows the differences in the returns between a portfolio that buys an equal dollar amount of all
 the IPOs issued in a given year and a portfolio that puts an equivalent dollar amount into a small stock index. Returns are computed from two starting points: (1) from the end of the month when the IPO was first issued, and (2) at the IPO offer price. All portfolios are held until December 31, 2003.


TABLE 6.2: IPOS WITH HIGHEST ANNUAL RETURNS, 1968–2000
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The results are clear. For twenty-nine out of the thirty-three years, IPO portfolios underperformed a small stock index when measured either from the last day of trading in the month they were issued or from the IPO issue price.

Even the portfolio of IPOs issued in 1971, when Southwest Airlines, Intel, and Limited Stores all went public, trailed the returns on a comparable small stock index. This outcome also occurred in 1981, when the enormously successful Home Depot went public.

Even in the banner year 1986, when Microsoft, Oracle, Adobe, EMC, and Sun Microsystems all went public and delivered 30-plus percent annual returns, a portfolio of IPOs from that year just barely managed to beat the small stock index.



 FIGURE 6.2: ANNUALIZED RETURNS ON YEARLY IPO PORTFOLIOS MINUS RETURNS ON SMALL STOCK INDEX, RETURNS MEASURED THROUGH DECEMBER 31, 2003
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The only other years when the IPO portfolios managed to outperform the small stock index were 1977 (when St. Jude Medical was issued), 1984 (when Concord Computing went public), and 1988 (when Dell Computer was floated). Before the late 1990s, 1980 was the single worst year for all our IPO portfolios. In 1980 there were thirty-seven IPOs classified as oil and gas extractors. Not one of them managed to keep pace with the market, and twenty-four were eventually delisted through either liquidation or bankruptcy. Even though the oil bubble burst in that year, in 1981 there were fifty-four oil and gas IPOs, and their fate was no different. Again, not a single oil and gas IPO kept pace with the market, and thirty-five firms were liquidated or bankrupted.

The disastrous performance of the IPOs issued in the late 1990s during the technology bubble is readily apparent in the data. In 1999 and 2000, IPOs underperformed the small stock index by 8 and 12 percent per year, respectively, if measured from the IPO price, and 17 percent and 19 percent per year if measured from the end of the first month of trading.


 During the late 1990s it was almost impossible for the average investor to buy technology IPOs at their offer price, and the prices jumped significantly when the stock opened for trading. The distribution of these coveted IPOs to favored clients meant billions of dollars of extra revenues to Wall Street. It is sobering that many “lucky” investors who were rewarded with these IPOs at their offer price lost all their gains in a few short years.

Risk in IPOs

Not only are the returns of the IPO portfolios poor, but the risk of these IPO portfolios is higher than that of a diversified portfolio of small stocks. The risk of the yearly IPO portfolio, measured as the standard deviation of returns over the next five years, was higher than the risk of the Russell 2000 small stock portfolio in every
 year since 1975. Since 1968, the risk of the IPO portfolio was 17 percent higher and since 1975 35 percent higher.

These results mean that investors who purchase IPOs not only are receiving a lower return than they would if they bought comparable small stocks but are also incurring more risk. It is clear that buying IPOs, like buying lottery tickets, is a losing long-term strategy.

The Hot IPO Markets

The absolute worst time to buy a newly issued firm occurs during hot IPO markets, when investors clamor to buy any new firms in the “must-have” industries. Hot IPO markets occur during bubbles, such as the technology bubble of the 1990s and the oil bubble of the late 1970s. In fact, a telltale sign of a bubble is a flood of initial public offerings, with prices jumping to hefty premiums when trading begins. These IPOs invariably give investors the worst long-term returns.

In a paper called “The ‘Hot Issue’ Market of 1980,” Professor Jay Ritter, the foremost academic authority on initial public offerings, documented that out of the initial public offerings from January 1980 through March 1981, the average first-day return of the seventy natural resource firms with sales under $500,000 was 140 percent.
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 Virtually all these companies proved disastrous to investors.

Ritter also notes that following the oil boom, it was extremely rare for an IPO to double in price from its offering price in its first day of trading.
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 Genentech doubled from its offer price of $35 to $71.25 in 1980, but for the next fourteen years there were only ten other IPOs that did so.

But 1995 changed all of that. Eleven companies doubled in value on their first trading day, more than the total in the prior two decades. The floodgates were opened on August 9, 1995, when Netscape, the first widely used Internet portal, sold 5 million shares through Morgan Stanley at a price of $28 per share. Netscape shares opened at $71 and traded as high as $74.75 before closing at $58.25 on a trading volume of almost 28 million shares. Although other stocks had increased more on the first day of trading, none drew the media coverage of Netscape.

In 1996 and 1997 there was a slight slowdown in the number of companies doubling on the first trading day, as only six companies accomplished the feat, including Yahoo!. But in 1998 the pace picked up yet again, with twelve companies more than doubling in price. Some of the more well-known (and well-hyped) included Broadcom, Inktomi, GeoCities, and eBay.

But doubling was no longer unusual. Owners of these Internet firms had greater heights to scale. On November 13, 1998, TheGlobe.com
 , which helped users personalize their online experience, went public at an IPO price of $9 a share and closed after the first day of trading at $63.50, an increase of 606 percent in one day.

But TheGlobe.com
 ’s record wouldn’t last long. The next year, on December 9, 1999, VA Linux, a software developer (now VA Systems), went public at $3o, raced ahead to $320 on the first day, and settled at $239.25, up almost 700 percent in its first day, an all-time record.
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In total, in 1999 there were 117 IPOs that doubled on their first day of trading. This was almost three times the total
 of the previous twenty-four years. In the first nine months of 2000, seventy-seven more companies doubled on their first day of trading, before the bottom fell out of the tech bubble.

The next time you see these large first-day price increases in the IPO market, be sure to stand clear. The higher the pop, the further the drop.

The Old, the New, and Creative Destruction

In Chapter 2 I showed that the new stocks added to the S&P 500 Index underperformed the older, original stocks in the index. In this chapter I’ve 
 shown that the newest of the new stocks, the initial public offerings, also underperform a portfolio of seasoned small stocks.

These results raise an important question: if the old consistently outperforms the new, how does the new get created in the first place?

The answer is simple. The new firms are
 enormously profitable to entrepreneurs, venture capitalists, and investment bankers, but not to the investors who buy them. The public, in its enthusiasm to grasp the new, overpays for the very firms that drive our economy forward.

Burton Malkiel, the author of A Random Walk Down Wall Street
 , notes that “the major sellers of stock of IPOs are the managers of the companies themselves. They try to time their sales to coincide with a peak in the prosperity of their companies or with the height of investor enthusiasm for some current fad.”
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 These entrepreneurs and venture capitalists dump a good part of their shares to the public soon after trading begins. Investors who think they are getting in on the ground floor of a great opportunity are instead about to fall through the basement.

The Founders, Venture Capitalists, and Investment Bankers

TELECOM MISADVENTURES

The Internet has been called the single greatest legal creation of wealth in the history of the planet. For the insiders—the founders who create, the venture capitalists who fund, and the investment bankers who sell—this statement certainly rings true. But just as Main Street investors were pouring their savings into the high-flying technology issues, insiders in many of the newly issued companies were selling their stakes. For the ordinary investor, the Internet is perhaps the single greatest legal (or not so legal) transfer
 of wealth from their savings to the pockets of others.

Examples abound of how the founders and the venture capitalists benefit while the investors crash and burn. Take Global Crossing, a telecommunications company that went public in August 1998 at a price of $9.50 and proceeded to rise to over $64 per share in the next seven months. At its peak in February 2000, the company was worth over $47 billion. Unfortunately for the stockholders who held on, all this value evaporated in the next two years as the company filed for bankruptcy in January 2002.

But many insiders didn’t hold on. Chairman and founder Gary Winnick and other directors made out quite nicely. Winnick sold approximately $750 
 million worth of stock before the company took its plunge—enough for Winnick to buy the country’s most expensive home (at that time) from billionaire and real estate mogul David Murdock in Beverly Hills, for $40 million. Winnick built up a reputation as being a big spender, with his philosophy that “money is no fun unless you spread it around.”
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Winnick didn’t spread it around to the outside shareholders, however. Six other members of Global Crossing’s board of directors, from the CFO to senior vice presidents, sold another $580 million in stock. But these gains were small change compared to early-stage venture capital investors. The Canadian investment bank CIBC World Markets turned a $41 million investment into a whopping $1. 7 billion. CIBC, fortuitously enough, sold its shares and jumped ship before the company sank. Loews/CNA Financial, owned by well-known real estate and hotel mogul Larry Tisch, also raked in $1.6 billion in profits from its early funding of Global Crossing and subsequent well-timed cash-out of 40 million shares.

And Global Crossing is just one example. At JDS Uniphase, insiders cashed out $1.2 billion; at Foundry Network, $700 million; at now-defunct wireless data provider Metricom, where yearly revenues never exceeded $18.5 million, more than $35 million in stock.
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 According to a Wall Street Journal/Thomson
 Financial survey, telecom insiders directly cashed out over $14. 2 billion in shares during the bubble, and venture capitalists sold another $4 billion.
9



THE VENTURE CAPITALISTS

Venture capitalists have helped launch thousands of companies, such as America Online, Sun Microsystems, and Genentech, that are household names.

The VCs had grandiose objectives for many of them, such as the goal of connecting every home in the country with high-speed cable Internet when At Home was launched in 1995. The firm went public in July 1997 at $5. 25 and attracted over 300,000 subscribers. But the directors and venture capitalists thought the company was not growing as fast as it could and needed to align itself with a content provider. At Home found a partner in Internet portal Excite, and At Home acquired Excite in a $6. 7 billion merger in June 1999, the largest-ever Internet merger up to that time, just after the firm hit its high of $99 a share.

At Home ranks as one the largest home runs ever hit by a venture capital 
 firm.
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 Public investors who held on to their shares were not as lucky, as the company went out of business in February 2002, rendering their shares, which were once worth $20 billion, worthless.
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Although the venture capital firms did far better than the investors in the Internet stocks, it would be wrong to blame them for the speculative bubble. They brought many fine and extraordinarily successful firms public. The venture capital firms never claimed that the shares of the companies that they had helped create were worth anything near as much as investors finally paid for them in the subsequent buying frenzy.

THE INVESTMENT BANKS

There is another group that makes a killing during the IPO mania, and that is the investment banks. The investment banks are usually paid a fee of up to 7 percent of the value of the IPOs they bring to the market.

From 1997 through 2000, over 1,500 companies were floated to the public markets. These IPOs raised over $300 billion in fresh capital for these companies. Given Wall Street’s commissions, we can estimate that the investment bankers pocketed up to a cool $21 billion for their efforts in bringing these companies public. Very few I-banks risk their own capital for these huge fees, as most IPOs are pre-sold long before they are released to the public.

But commissions are only the visible part of the pie that the investment banks receive. The bankers are able to allocate these sought-after shares to their favorite customers and friends and family. Since the offer price is often far below the price at which the shares start trading, the pop in price is pure profit to whomever they choose to give the shares.

From the difference between the offer price and the first-day trading price, I estimated that from 1997 through 2000 almost $200 billion of profits was spread to the investment bankers’ friends, family, and favorite (commission-paying) customers. Had you been lucky enough to be a preferred client of the investment banks leading TheGlobe.com
 ’s IPO at its offer price of $9, you could have sold it as high as $63.50 on its very first day of trading. Many of the clients who received the shares cashed out their enormous gains quickly. If you are lucky enough 
 to get a sought-after IPO at the offer price, the best advice is to sell it quickly.

IPOs with No Earnings and No Assets

The demand for the “new” reached such extremes during the Internet bubble that investors were reaching beyond the new to the unborn. Until the mid 1990s, firms that went public had several quarters of profitable operations behind them. This mold was broken when Netscape went public in 1995. Although the Internet portal lost money that year, its revenues were $85 million and rising rapidly. But as the Internet mania raged, there was increasing disregard for not only earnings but also revenues. This was a recipe for disaster. Professor Jay Ritter’s research has shown that the performance of IPOs with sales below $50 million has been horrendous.
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Consider the following examples. Sycamore Networks, which developed and marketed software-based optical networking products, went public on October 22, 1999. The firm attained a market value of $14.4 billion at the end of the first trading day. Sycamore had had sales of only $11.3 million in the previous twelve months and had an operating loss of $19 million. Akamai Technologies, which provided delivery services for Internet content, went public a week later with a market value of $13.3 billion on sales of only $1.3 million while losing a whopping $57 million.

But the prize for the most highly valued—and overvalued—IPO goes to Corvis Corporation. Corvis, which designs products for the management of Internet traffic, went public on July 28, 2000. At the time of the offering, the firm had never sold a dollar’s worth of goods and had $72 million in operating losses. Nevertheless, Corvis had a market value of $28.7 billion at the end of the first trading day, a capitalization that would place it in the top 100 most valuable firms in the United States.

It is sobering to compare Corvis Corporation with Cisco Systems, which went public ten years earlier. At the time of its IPO in February 1990, Cisco was already a profitable company, earning a healthy $13.9 million on annual sales of $69.7 million. The market value of Cisco’s IPO at the end of the first trading day was $287 million
 , exactly one hundredth of the market value of Corvis, which had no sales, not to mention no profits.

To illustrate how absurd the valuation of Corvis was, if Cisco had been 
 valued at the same $28.7 billion that Corvis was, its annual return, instead of being a record 51 percent per year over the next thirteen years, would have been below 8 percent, lagging almost four percentage points behind the overall market. This means even if Corvis had been as successful as Cisco in the next ten years (and earlier we saw that Cisco was the
 most successful IPO in the last thirty years in terms of its annualized return), it would still have been grossly overvalued.

It is no surprise that these stocks collapsed when the bubble burst. Sycamore Networks, which traded as high as $199.50 shortly after it was issued, subsequently fell to $2.20; Akamai, which hit $345.50 a share, fell to a low of 56 cents, while Corvis, which a few weeks after it was issued reached $114.75, giving the firm an even larger market value of $38 billion, subsequently fell as low as 47 cents a share, a decline of 99. 6 percent.

As Benjamin Graham has written, “Some of these new issues may prove excellent buys—a few years later, when nobody wants them and they can be had at a small fraction of their true worth.”
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Extraordinary Popular Delusions and the Madness of Crowds

During speculative manias, the degree of investor gullibility is astounding. Two strikingly similar IPOs, separated by almost three centuries, caught my eye. One occurred during the South Sea bubble that struck England in the early eighteenth century, and the second occurred during the latest Internet bubble that overran the markets in 1999 and 2000. One would think that the level of financial sophistication has risen dramatically over the past three hundred years. I will let the reader judge which set of investors showed the most financial savvy—or lack of it.

THE SOUTH SEA BUBBLE

The South Sea bubble that struck Britain in the eighteenth century has taken its place in history as one of the most extraordinary examples of collective mania. No better description of this craze is provided than by Charles Mackay, who penned an investment classic, Memoirs of Extraordinary Popular Delusions and the Madness of Crowds
 , in 1841.
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Mackay depicts how men and women who are normally quite prudent with their affairs and investments can be deluded into throwing substantial sums into the market, bolstered not only by glowing reports of the 
 profitability of the enterprise behind these shares but also (and primarily) by seeing others, quite like themselves, profiting handsomely from similar investments.

The South Sea Company, started in 1711 by the earl of Oxford, was given monopoly rights by the British Parliament to trade in South America. The west coast of South America was known to be rich in gold and silver mines, and investors envisioned South Sea Company ships, loaded with gold and silver, sailing back to England and enriching shareholders of this new venture.

British mining technology was considered the best in the world, so it was plausible this company could purchase large veins of precious metals for nominal sums from those who had no way to access its riches. These fantasies fueled the increases in the demand for the shares of the South Sea Company.

As the public was drawn into this bull market in South Sea shares, other joint stock companies were formed to take advantage of the public’s newfound excitement with stocks. These other new ventures were particularly attractive to those who didn’t get in on the ground floor of the South Sea shares. This behavior was not dissimilar to what occurred when Netscape went public in 1995 and primed investors’ interest in Internet and technology companies.

Mackay noted that all manner of projects were proposed, and most were quickly funded and sold for a profit in the open market. This behavior, too, was identical to the act of “flipping” or “spinning” IPOs during the Internet bubble when shares acquired at the issue price were quickly sold to the public for a profit.

It is of interest that the term bubble
 , which is now almost universally used to denote a period of intense speculative activity, actually originated during the South Sea fiasco. Although this word strongly implied an ephemeral and insubstantial existence, the designation did little to deter speculators.

During the South Sea bubble, some of the schemes proposed were plausible, but most were devised to take advantage of the public’s willingness to buy shares in any newly formulated companies. One bubble company was formed for the construction of a perpetual-motion machine. But Mackay regarded the most absurd scheme of all an enterprise that went under the name “A Company for carrying on an undertaking of great advantage, but nobody to know what it is.” This company’s business, if it had 
 any, would be kept secret, even from the investors in the company. As Mackay put it, “Were not the fact stated by scores of credible witnesses, it would be impossible to believe that any person could have been duped by such a project.”
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 But the next morning, when the founder of this firm opened his office, crowds of people besieged his door. When he closed for the day, he had sold no less than 1,000 shares, and he collected cash deposits of £2,000 for the shares.
16

 After accumulating the cash, the perpetrator set off that same evening for the Continent and was never heard from again.
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NETJ.COM, A PERFECT BUBBLE COMPANY

Could this happen today? Short of outright fraud, one would think not. New shares must be registered, and a prospectus filed with the Securities and Exchange Commission must reveal all financial information and give a realistic assessment of the risks of the enterprise. Certainly nothing quite like the secretive bubble company Mackay referred to could be floated today.

But fast-forward 280 years from Georgian England to the United States at the turn of the millennium. A new form of communication, the Internet, has burst upon the scene. Investors see this communication revolution as enabling virtually costless access to not just hundreds of millions of Americans but billions
 of potential consumers throughout the world.

The shares of all Internet companies are flying high. But one stock stands out among the others. A company called NetJ.com is actively traded, and in early March 2000 its nearly 12 million shares are selling for about $2 per share, making its market capitalization $24 million.
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And what did NetJ.com do? I quote from its filing with the Securities and Exchange Commission on December 30, 1999: “The company is not currently engaged in any material operations or had any revenues from operations since inception.” Note that this statement is much stronger than the warnings that appeared on many prospectuses during previous bubbles. Burton Malkiel noted that during the electronics boom of the early 1960s, investors routinely ignored the words printed on the cover of many a prospectus: “Warning: This company has no assets or earnings and will be unable to pay dividends in the foreseeable future. The shares are highly risky.”
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 But NetJ.com’s filing went much further. The company had never
 collected a dime of revenue, and its original business plan had long since been abandoned. The company’s balance sheet registered an accumulated loss of $132,671, and the firm had no prospects of any revenues, not to speak of earnings or dividends.

Then what could give NetJ.com a market value of almost $25 million? Its value, so investors believed, lay in the fact that it was already a going concern and was listed for trading. It takes time for private companies to complete the process of floating shares to the public. And in the heady days of late 1999, time was money.

To bypass the lengthy process of going public, a company could conduct a “reverse acquisition” and effectively merge with NetJ.com. In other words, NetJ.com was a shell in which other new companies could live. With Internet mania raging, dot-com companies rushed to sell shares quickly to a more-than-willing public, and a merger was much faster than the lengthy process of issuing an IPO.

But could NetJ.com’s potential as a “reverse acquisition” candidate be worth $25 million? A quick reading of the company’s filing with the SEC suggests not. The company’s own paperwork states, “Other better capitalized firms are engaged in the search for acquisitions or business combinations which firms may be able to offer more and be more attractive acquisition candidates.” Furthermore, “There is no compelling reason why this Registrant should be preferred over other reverse-acquisition public corporation candidates. It has no significant pool of cash it can offer and no capital formation incentive for its selection. It has a limited shareholder base insufficient for acquisition target wishing to proceed for application to NASDAQ.” And the next sentence of its SEC filing should disturb any potential investor: “In comparison to other ‘public shell companies,’ this Registrant is unimpressive, in the judgment of management
 [emphasis added], and totally lacking in unique features which would make it more attractive or competitive than other public shell companies.” The only source of value for NetJ.com will be “entirely dependent” upon its management in locating a “suitable acquisition or merger candidate.”

But in the very next paragraph, the firm states, “Management will devote insignificant
 [emphasis added] time to the activities of the company.” Furthermore, management “is not desperate or overly eager to find a business 
 partner.” And if all the above was not enough to discourage investors, NetJ.com was also under an SEC investigation for hyping its prospective mergers, none of which materialized.

It seems incredible that any investor would pay good money for such a venture. But wait! A couple of months after this filing, on March 9, 2000, one day before the absolute peak of the Nasdaq stock market, NetJ.com claimed it had found a merger candidate. It was going to merge with Global Tote Limited, a firm based in the United Kingdom that developed interactive horse racing via satellite and the Internet. On this announcement, its shares surged upward, reaching a high of $7.44 on March 24. This valued the company at over $80 million.

But this merger quickly fell through, as had previous ones. The announcement only temporarily discouraged investors, who sent the price of NetJ.com back to the $2 to $3 range, still valuing the company at tens of millions of dollars and anxiously waiting for the next “merger” to be announced.

A few months later NetJ.com announced a merger with BJK Investments, but that also was abandoned, as was a proposed merger with Genosys Corporation a month after that. Eventually NetJ.com sank in price to a penny per share, engineered a 100-to-1 reverse split, and transformed itself into Zoolink, an Internet service provider with a market value in April 2004 of $98,000, a loss of 99.8 percent from its market peak.

POSTMORTEM

NetJ.com had revealed all its faults in gory detail, and the public didn’t care. As long as speculators thought they could unload NetJ.com’s shares at a higher price, they were more than eager to buy. All the information, transparency, and full disclosure in the world will not prevent people from throwing money at an investment that captures their imagination or convinces them there is someone out there that will buy the stock at an even higher price.

Who was more foolish, the eighteenth-century speculators who lost £2,000 in 1720 buying a company that claimed it had a profitable “secret” that it would not yet reveal, or the twenty-first-century speculators who lost tens of millions of dollars buying a company that had no operations and no revenue and was under government investigation for hyping nonexistent mergers? You be the judge.


 A Recap

“Those who cannot remember the past are condemned to repeat it.” This saying by George Santayana is quoted by those who believe disaster can be avoided by heeding the lessons of history. Yet when it comes to the financial markets, no matter how often the lessons are told and retold, the public seems forever condemned to repeat the past.

If investors want to find someone to blame for the Internet bubble, they should look in the mirror and say mea culpa. The bubble was fueled by the investors themselves, motivated by talk of easy stock profits at company breaks and social gatherings and a speculative craze so intense that CNBC often replaced ESPN as the channel of choice at the local bar. Bubbles are perpetuated by the “greater fool’s theory,” a belief that no matter how ridiculous the price is today, there is always going to be someone who will pay more. But when that “someone” doesn’t show up, the last buyer is left holding the bag.

Although a disaster for investors, there is a silver lining to these euphoric episodes. They have marked, and perhaps encouraged, many of the advancements that have occurred in the last three hundred years, from the canals and railways to the automobile, the radio, the airplane, the computer, and of course the Internet. The railroad boom in Victorian England became an investment bust, but England’s rail system enabled the country to advance economically and politically.

Each of these innovations changed our lives profoundly. Their development was made possible by the huge quantities of capital that were thrown at them by overexcited investors.

But history proves that it is best to let others fund these innovations. Originality in no way guarantees profits. In fashion, you may want to buy what everybody else is buying. In the market, such impulses are a road to ruin.



 CHAPTER SEVEN


Capital Pigs:

TECHNOLOGY AS PRODUCTIVITY CREATOR AND VALUE DESTROYER




“The great lesson in microeconomics is to discriminate between when technology is going to
 help you and when it’s going to kill you. And most people do not get this straight in their heads.”


—Charles Munger




C
 onventional investment wisdom has it that getting in on the ground floor of new products and technologies is the way to wealth. Living in an age of rapid technological change, we seek out new companies with new inventions that will capture both the public’s imagination and consumers’ dollars. These are the companies that drive and create economic growth. Investors assume that by buying their stock, their fortunes will grow along with these great corporations.

But these assumptions are wrong. Economic growth is not the same as profit growth. In fact, productivity growth can destroy profits and with it stock values.

A striking example is embodied in three of today’s most popular technology gadgets, the TiVo video recorder, the iPod music player, and the Xbox game machine. All of these products sprung from remarkable advances in data storage technology. In 1976, it cost roughly $560,000 to store one billion bytes of data. Today, it costs less than $1.
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While technological advances in the storage industry went well above expectations, the data storage firms struggled to make profits. In the run up to the new millennium, when all other technology companies’ profits were reaching record highs, the storage drive companies were still losing money. Seagate Technology, Maxtor Corporation, and Western Digital, leaders in this industry, have consistently disappointed investors.

The travails of these firms capture one important theme of this book: 
 technological change does not guarantee good returns or good profits. Storage technology is only one example. Nowhere was technology more destructive to investors than in the telecommunications industry.

“You Have to Stop Inventing Things”

As Internet mania mounted in the 1990s, there was near-universal agreement: the Internet was the wave of the future, and profits were guaranteed for those who could provide the pipeline for this communications revolution.

Growth in demand for bandwidth—the pipeline that connects users to Web sites—seemed insatiable. “Internet traffic,” the Commerce Department said in a 1998 report, “doubles every 100 days.”
2

 If that were so, demand would increase twelvefold every year—resulting in an increase in demand of nearly 100 billion over the next decade.

Many predicted there could never be enough capacity. In April 1998, Salomon Smith Barney analyst Jack Grubman prepared a research report saying, “Like the attic of a house gets filled, no matter how much bandwidth is available, it will get used.”
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Technology guru George Gilder echoed these sentiments. In 2001 he wrote, “Today, there is no economy but the global economy, no Internet but the global Internet, and no network but the global network.” Gilder predicted that two telecom companies, Global Crossing and 360networks, “will battle for worldwide supremacy, but in a trillion-dollar market, there will be no loser.”
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At first, bandwidth enthusiasts were dead on. Supply struggled to keep up with demand. Prior to 1995, telecom carriers were restricted to piping only one beam of data-carrying light through the fiber-optic lines, which was the equivalent of 25,000 one-page e-mails per second.
5

 But a new technology, called dense-wave division multiplexing, or DWDM, essentially split that light beam into many colors, thereby multiplying the available wavelengths and capacity by up to 320. In 2002, one could send 25 million e-mails over the same strand of fiber, a thousandfold increase of capacity in just seven years. This increase far exceeded the pace cited in Gordon Moore’s famous law, which states the number of transistors that could be placed on an integrated circuit would double every two years.

Compounding these technological breakthroughs was one of the 
 largest building sprees in history. The Wall Street Journal
 estimates that 40 million miles of fiber were laid during the technology bubble, enough to make more than eighty round-trips to the moon.
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Unfortunately for all of the telecoms, demand did not keep pace with this gargantuan increase in supply. From 1999 through 2001, demand only quadrupled, far less than had been predicted.
7

 It turned out that one of the most widely quoted statistics of the Internet age was false: Internet traffic was at best doubling every year
 , not every 100 days or less.
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As the glut of capacity became apparent, the telecom firms had no choice but to discount their prices. In 2000 it cost over $1.6 million to lease a telecom line that could send 150 megabytes per second of data between Los Angeles and New York. Just two years later, the same line could be leased for $150,000, and in 2004 it could be leased for close to $100,000. There was no way that the industry that raised over three-quarters of a trillion dollars since 1996 to lay the cable and make the connections could begin to cover their mammoth building costs.

In March 2000, at the height of telecom optimism, the aggregate market value of the telecommunications sector in the United States was about $1.8 trillion, representing 15 percent of all stock market value. By 2002, this sector had fallen 80 percent to about $400 billion. The Economist
 speculated that “the rise and fall of telecoms may indeed qualify as the largest bubble in history.”
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Dr. David Payne of England’s Southampton University, who is regarded by many as the grandfather of the capacity-multiplying technology, said he could never forget how one leading industrialist admonished him at an industry conference a few years ago. “He said, ‘You guys have to stop inventing things!’ and he was deadly serious.”
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“You have to stop inventing things!” captures the essence of why technology can destroy value. All of the telecommunication innovations that fueled productivity and greatly enhanced our ability to transmit data also devastated profits, equity values, and many investors’ portfolios. It is yet another example of the growth trap, where a technology spurs productivity while it spurns profitability.

The aftermath of the telecom bust was ugly: 360networks and Global Crossing, the firms touted by George Gilder, as well as Worldcom and 113 other telecom firms, filed for bankruptcy from 1999 through 2003.
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 360networks, which spent $850 million to create one of the fastest fiber-optic 
 lines across the globe, sold its fiber route for nearly 2 cents on the dollar.
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 Jack Grubman, Salomon Smith Barney’s telecom analyst and the linchpin of their investment banking efforts, was ordered to pay a $15 million fine and banned from ever again working in an investment advisory firm.

And the buzz about the future growth of Internet traffic that caused much of the overinvestment? It is a fascinating tale of how a single statistic—that Internet traffic would double every 100 days—became the Holy Grail for the industry, although it had no grounding in fact and virtually all the data contradicted it.
13

 In a bubble, hype becomes the truth, and hard facts that don’t fit the new paradigm are discarded as “irrelevant.”

The Fallacy of Composition

Investors and analysts alike who believed that productivity increases would lead to higher profits ignored a classic principle in economics called the fallacy of composition. Simply stated, this principle says that what is true for the parts is not necessarily true for the whole.

Any individual or firm through its own effort can rise above the average, but every
 individual and firm, by definition, cannot. Similarly, if a single firm implements a productivity-improving strategy that is unavailable to its competition, its profits will rise. But if all firms have access to the same technology and implement it, then costs and prices will fall and the gains of productivity will go to the consumer.

Warren Buffett, the world’s greatest investor, understood the fallacy of composition. When he purchased Berkshire Hathaway, a textile manufacturer, in 1964, the firm was losing money. But Berkshire was generating a lot of cash, and Buffett had high hopes that his managers could stop the bleeding. Most of the problems plaguing Berkshire, as well as all other textile manufacturers, stemmed from high labor costs and foreign competition.

To combat these problems, Berkshire’s management continuously presented Buffett with plans that would improve its workers’ productivity and lower the company’s costs. As Buffett noted:


Each proposal to do so looked like an immediate winner. Measured by standard return-on-investment tests, in fact, these proposals usually promised 
 greater economic benefits than would have resulted from comparable investments in our highly profitable candy and newspaper businesses.



But Buffett never accepted a single investment proposal because he understood the fallacy of composition. Buffett knew that these improvements were available to all textiles companies and that the benefits would ultimately flow to his customers in cheaper prices, not to Berkshire in higher profits. As Buffett remarked in his 1985 annual report:


[T]he promised benefits from these textile investments were illusory. Many of our competitors, both domestic and foreign, were stepping up to the same kind of expenditures and, once enough companies did so, their reduced costs became the baseline for reduced prices industrywide. Viewed individually, each company’s investment decision appeared cost-effective and rational; viewed collectively, the decisions neutralized each other and were irrational (just as happens when each person watching a parade decides he can see a little better if he stands on tiptoes). After each round of investment, all the players had more money in the game and returns remained anemic.
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Buffett would have liked to have sold this textile business to someone else, but unfortunately, most other investors came to the same conclusion. He had no choice but to close Berkshire’s doors and liquidate his textile operations, retaining only the name of what was to become the world’s best-known and best-performing closed-end investment firm.

Buffett contrasts his decision to close up shop with that of another textile company that opted to take a different path, Burlington Industries. Burlington Industries spent approximately $3 billion on capital expenditures to modernize its plants and equipment and improve its productivity in the twenty years following Buffett’s purchase of Berkshire. Nevertheless, Burlington’s stock returns badly trailed the market. As Buffett states, “This devastating outcome for the shareholders indicates what can happen when much brain power and energy are applied to a faulty premise.”
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This “faulty premise” is not limited to the textile industry. There is strong evidence that firms with the highest level of capital expenditures suffer the worst performance across the entire stock market. Five portfolios are formed, ranging from the firms with the lowest to the firms with 
 the highest capex to sales ratios. The portfolios are rebalanced each December 31 using the last twelve months’ sales and capital expenditures. Figure 7.1 shows the cumulative returns of the firms with the highest and lowest capital expenditures (capex) to sales ratios relative to the S&P 500.
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The results are a blow to those who believe that capital expenditures drive profits. Those firms that engaged in the most capital expenditures provided investors with the worst returns, while those that had the lowest expenditures had overwhelmingly better returns—more than 3.5 percent per year higher than the S&P 500 Index over almost half a century.

Many on Wall Street believe that capital expenditures are the lifeblood of the productivity revolution. But the truth is that most capital expenditures provide investors with poor returns. It is so easy for management to be talked into expenditures because “everyone else is doing it.” But as consumer demands and technology shift, today’s grand projects become tomorrow’s dinosaurs. Firms are left with a legacy of debt and, finding themselves strapped for funds, discover that they have less rather than more flexibility to meet future needs.


FIGURE 7.1: RETURNS TO S&P 500 FIRMS SORTED BY CAPITAL EXPENDITURE/SALES RATIOS, 1957–2003 (SOURCE: COMPUSTAT®)
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 Capital Austerity and Profligacy

Of all ten market sectors, the two with the highest ratios of capital spending to sales are the telecommunication and utilities sectors; and, save for the materials sector, they also had the poorest returns. From 1957 through 2003, the telecoms had a capex-to-sales ratio of almost .28 and the utilities had a ratio of .25, as compared to under .10 for all the firms in the S&P 500 Index. In contrast, the best-performing sector, health care, had an average capex to sales ratio of only .07, and the second-best sector, consumer staples, had the lowest ratio, .044.

I wrote about the telecommunications boom and bust at the beginning of this chapter. The capital spending spree on fiber-optic cable bankrupted much of the industry. The utilities suffered a similar fate in the 1970s and 1980s when a capital spending spree on nuclear power plants sent a number of firms into or near insolvency.

These results hold for individual firms as well as industries. Returns to investors when a firm is in the highest group of capital spenders is often far lower than when it restrains capital expenditures.

AT&T had average returns of 9.11 percent when it was in the highest-spending group but a return of over 16 percent when it was not. Procter & Gamble spent twenty-eight of the last forty-six years with average capital spending and delivered a healthy return of 17 percent per year during those years. But in the six years it was in the highest-spending group, its returns averaged a measly 2 percent, while in the twelve years it was in lower-spending groups, its returns averaged 19. 8 percent per year.

Companies with strong brand-name products are not immune to the deleterious effects of high capital spending. Gillette, the famous producer of razor blades, had middling capex ratios for twenty-five years and averaged returns of 16. 6 percent during this time. But during the seven years Gillette was in the higher-than-average expenditure group it had negative returns, and when it was in a lower-than-average group its returns averaged an amazing 26. 4 percent per year. A similar story could be told for Hershey.

The retail giants Kmart, CVS, Woolworth, Kroger, and Allied Stores all showed dramatic differences in their returns when they were in the low-capital-spending group versus when they were not. Kmart’s average return was over 25 percent per year in the twenty-five years it was in the lowest-capital-expenditure 
 quintile. In sharp contrast, in the nineteen years when the retailer was not in the lowest quintile, it had average returns of −3.8 percent per year.

The negative impact of capital expenditures on stock returns extends to many subindustries. Since 1984, the energy sector has had fairly high expenditure ratios and overall good returns. But when you go beneath the surface you find that the oil and gas extractors, which had very poor returns, had a huge .225 capex-to-sales ratio, while the integrated “big oil” firms, which performed very well, had a more modest .10 ratio.

Technological Growth

Historical economic data indicate that the fruits of technological change, no matter how great, have ultimately benefited consumers, not the owners of firms. Productivity lowers the price of goods and raises the real wages of workers. That is, productivity allows us to buy more with less.

Certainly, technological change has transitory effects on profits. There is usually a “first mover” advantage. When one firm incorporates a new technology that has not yet been implemented by others, profits will increase. But as others avail themselves of this technology, competition ensures that prices fall and profits will revert to normal.

This is exactly what happened with the introduction of the Internet. At first, many analysts figured the Internet would boost profit margins since firms would be able to lower their costs of procurement, inventory, and data retrieval because of the Internet’s ability to facilitate business communications. But the Internet did not increase profit margins substantially, and in many cases it actually decreased them. Why? Because the Internet has made all our markets more competitive.

A More Competitive Economy

In order to understand the Internet’s impact on corporate profits, one must recognize how search costs—the time and dollars spent by consumers (or businesses) to find a cheaper price for the goods or services they are buying—enter the profits equation.

In years past, sellers knew that if they could draw the customer to their stores, they had won most of the battle. The corner drugstore could mark 
 up goods that were in demand because it knew that it was unlikely that consumers would spend costly time to shop for cheaper alternatives. Convenience and location became critical factors in marketing goods.

But the Internet sharply reduced the costs of searching alternatives and changed the game dramatically. Many of the advantages of location and convenience enjoyed by firms disappeared. Suddenly the consumer had available a full array of prices from many different providers. Price transparency vaulted price competition into the spotlight.

I vividly recall an episode a few years ago when my son, then in high school, needed a calculator for school. We priced it on the Internet, using one of the many price search engines available. The price at Staples, the store closest to our home, was by no means the cheapest. Yet we printed out the prices found over the Net and brought them to the store. When I showed the clerk that a competitor had the same item for a cheaper price, he immediately offered to match it. Considering that the margins on retail sales are already paper-thin, it was likely that the price we received was at or below Staples’ cost.

The Airline Industry

The airline industry provides another example of how technological advances such as the Internet reduced profits.

The Internet enabled online travel companies, such as Orbitz and Expedia, to sell cheap seats on the Web that formerly had been sold to consolidators who would resell the tickets through toll-free numbers. But the airlines believed they could also engage this technology. They saw the Web as a way to squeeze both these consolidators and travel agents, to whom they paid commissions.

Jeffrey Katz, the CEO of Orbitz, said in July 2000 that selling and marketing tickets was one of the airlines’ biggest costs, and “most of the airlines that looked at the Internet [saw] potential distribution cost savings of around 50 percent.”
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By the fall of 2002, airlines were well on their way to replacing agents with online bookings, which surpassed 20 percent of all sales. The Internet allowed the airline industry to shed about $2 billion from its cost structure from 1998 through 2002.

But instead of celebrating these remarkable cost savings, the airlines 
 were plagued by unsettling developments. The Internet provided travelers with tools to search out the cheapest fares.

This was an entirely different ball game. In the past, the computer software that airlines’ ticket agents utilized did not use price as the primary criterion. Convenience of schedule and minimizing time en route were the most important factors for business. But as travelers became more cost conscious, they searched for cheaper alternatives, which often can be attained with just minor shifts in the schedule. The result has been a steady reduction in the average price of the tickets and an erosion of airline profits.

Airline analyst Jamie Baker of J.P. Morgan Securities summarized the situation:


The Internet and its inherent pricing transparency may ultimately cost carriers more in lost yield than it saves in distribution expense. Combined with a growing discount sector, the Internet is expected to significantly retard any improvement in industry pricing that would otherwise accompany a strong economy or a gradual relaxation of corporate travel restraint. For anyone anticipating a return to the yield levels of 1999 and 2000, we would suggest you’ve underestimated the role of the Internet.
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It is striking how easily the Internet can cannibalize profits. Instead of boosting earnings, the Internet levels the playing field and increases the ability of consumers to find the best prices. Certainly firms can and will compete on the basis of service, immediate availability, return policy, and so on. Yet no one can deny that price transparency makes retail distribution much more competitive.

Technology from a Manager’s Perspective

To many, technology seems to be the key to success. The ability to produce goods more efficiently seems like the answer to sagging profits. But this is not the case.

Rigorously questioning expenditures is something not enough companies do well. Jim Collins, in his best-selling book Good to Great
 , asked, “Do you have a ‘to do’ list? Do you also have a ‘stop
 doing’ list? … Those who built the good-to-great companies, however, made as much use of ‘stop 
 doing’ lists as ‘to do’ lists. They displayed a remarkable discipline to unplug all sorts of extraneous junk.”

Collins interviewed the CEOs who turned their companies around into winning investments. “Across eighty-four interviews with good-to-great executives, fully 80 percent didn’t even mention technology as one of the top five factors in the transformation.”
19

 And when executives did mention technology, its median ranking in importance was fourth, with only 2 percent of the executives listing it at number one.

For the best firms, technology plays a supporting role, enhancing the company’s core competencies. Capital is the source of productivity, but it must be applied in moderation. Too much capital spells the death of profits and the destruction of value.



 CHAPTER EIGHT


Productivity and Profits:

WINNING MANAGEMENTS IN LOSING INDUSTRIES




As a place to invest, I’ll take a lousy industry over a great industry anytime. In a lousy industry, one that’s growing slowly if at all, the weak drop out and the survivors get a bigger share of the market. A company that can capture an ever-increasing share of a stagnant market is a lot better off than one that has to struggle to protect a dwindling share of an exciting market
 .

—Peter Lynch, Beating the Street
 , 1993




O
 ne traditional investment approach begins by examining an industry expected to have a bright future, and then selecting a company that stands to prosper from this growth. But this type of investment approach eliminates some very prosperous firms in stagnant or declining industries. In fact, some of the most successful investments of the last thirty years have come from industries whose performances have been utterly horrendous.

These companies have bucked the trend. They all rose above their competitors by following a simple approach: maximize productivity and keep costs as low as possible.

These successful firms employed very disciplined and focused capital expenditure and investment policies. They judiciously selected the capital expenditures that matched their unique competitive strategies. Unlike “capital pigs,” which spend their money unproductively, these companies find investments that complement and enhance their core competencies.

Past success does not guarantee the companies discussed in this chapter will perform well in the future. In fact, each of these firms has encountered headwinds in its pursuit of expanding profits. Nevertheless, it was superior management—not technology—that produced superior investor returns.


 The Airline Industry: Southwest

Investors have lost more money in the airline industry than in almost any other. When Warren Buffett was asked why he invested $358 million in USAir in 1989, he snapped back: “Well, I think probably the best answer is temporary insanity.… So I now have this 800 number, and if I ever get the urge to buy an airline stock I dial this number. And I say my name is Warren, and I’m an ‘air-o-holic,’ and then this guy talks me down on the other end.”
1



Buffett is clearly right. The airline industry has been a disaster for investors. Richard Branson, founder of Virgin Atlantic Airways, wisecracked that the best way to become a millionaire was to start out as a billionaire and buy an airline.
2



Certainly Buffett knows good investments. Over the thirty-year period from 1972 through 2002 his investment vehicle, Berkshire Hathaway, achieved an astounding 25.5 percent annual return, making thousands of his investors millionaires. There is only one firm that beats Buffett’s return over that thirty-year period: Southwest Airlines.

While air travel has undoubtedly improved the productivity of our economy—to be no more than a few hours from major population centers or vacation destinations frees time for both business and leisure travelers—the airlines are a prime example of an industry caught in a cycle of cost cutting, overcapacity, difficult unions, and high fixed costs that have ravaged their profits and led many airlines to bankruptcy. How did Southwest buck this trend? How could the single best investment of the last thirty years conduct business in an industry plagued by failure and bankruptcies?

Southwest’s triumph is marked by intense management focus on lowering costs and maintaining a competitive edge. In its 1995 annual report, the airline revealed its “six secrets of success.” Number one on its list was “Stick to what you’re good at.”

It is hard to put it much better than this. Don’t try to be what you’re not, and don’t try to do what you cannot. Economists call this activity “pursuing your comparative advantage” or “sticking to your core competency.” By focusing only on providing low-cost, reliable airline transportation to the masses, Southwest has become one of the few winners in an industry full of losers.


 Southwest’s strategy is to be “the low-fare airline” every day in every market it serves. In order to accomplish this, Southwest knows it also has to be the low-cost airline as well. And the only way to attain the lowest costs is to obtain the most production out of its resources and its employees. Every aspect of Southwest’s operating strategy follows from this very basic tenet.

Southwest’s 1995 annual report lays it out: “[We] honor some simple no-nos: No assigned seats. No meals. No hassles. No problems.” This no-frills approach keeps costs down and allows the employees to focus on providing the service its customers expect.

Southwest offers only single-class service (no first class or business class) on a large number of flights to convenient airports. It does not try to expand into as many markets as possible or operate on a hub-and-spoke system like most other major carriers. Rather, it finds city-to-city pairs where demand is great enough to support a large number of flights.

Another productivity-enhancing operating strategy following the “keeping it simple” approach is its use of only one type of aircraft, the Boeing 737. Instead of having to store replacement parts and train its pilots and maintenance crew on a variety of aircraft, using only one airliner delivers significant cost savings.

Southwest’s approach paid extra dividends after the September 11, 2001, terrorist attacks. The airline industry faced a 20 percent drop in airline passengers following the attacks, the subsequent recession, and the start of the war in Iraq. The major carriers, burdened by billions of dollars of debt, overly generous labor contracts, and a structure that allowed little flexibility, found the downturn devastating. US Airways and then United Airlines were forced into bankruptcy, and others, such as American and Delta, have come perilously close.

But Southwest kept the profits coming, albeit at a much reduced level. In April 2003 the market value of Southwest stock exceeded
 the combined equity market value of all the other air carriers in the United States, despite carrying only 8 percent of the industry’s passengers.
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Certainly productivity was a key aspect of Southwest’s success. But more important was the focus on its comparative advantage: being a no-frills, low-cost air carrier. As I indicated in the first chapter, this has been the strategy of the world’s most successful firms. It is noteworthy that 
 the world’s most successful investor, Warren Buffett, also attributes his achievement to knowing when he is “operating well within [his] circle of competence and when [he is] approaching the perimeter.”
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Retailing: Wal-Mart

Southwest is certainly not the only company that has turned high productivity and management focus into an investment success. In 1962 Sam Walton opened a variety store in the small town of Bentonville, Arkansas, population 3,000. By the end of the century Wal-Mart would become the largest company in the world measured by sales. Its 2003 sales of $259 billion were larger than the GDP of all but twenty-three countries on this planet.

Wal-Mart’s success did not come overnight. Sam Walton was never satisfied with his early stores and continually improved Wal-Mart’s operations and strategies. He incessantly studied his competition in search of new ideas. One retailing chain fascinated him more than any of the others, and he conceded in the early 1970s that it was a better retail outfit than Wal-Mart. “I spent a heck of a lot of my time wandering through their stores talking to the people and trying to figure out how they did things,” Walton admitted. Walton’s wife, Helen, recalled, “Sam never went by one of their stores that he didn’t stop and look at it. We would go through a good town, and he knew about some store there. I would sit in the car with the kids, who of course, would say, ‘Oh no, Daddy, not another store.’ ”
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What was that department store chain that so enthralled the founder of the world’s greatest retailing firm? Kmart. In fact, Kmart so fascinated Walton that he named his own stores Wal-Mart.

In one of the greatest ironies in business history, thirty years after Wal-Mart went public, Kmart, the inspiration for the greatest retailer in history, went bankrupt. A $1,000 investment in Wal-Mart would have been the third-best-performing investment over those three decades, falling just behind Southwest Airlines and Warren Buffett’s Berkshire Hathaway, while an investment in Kmart would have yielded nothing.

Wal-Mart, like Southwest, proves that a firm need not operate in an expanding sector or be at the forefront of technology to find success. But that 
 is not to say that technology played no role in Wal-Mart’s success. Indeed, Wal-Mart pioneered the use of technology and communications equipment in managing and networking its stores to monitor sales. In 1969 Wal-Mart was one of the first retailers to use computers; in 1980 it began using bar codes at its counters for easier checkout, and in the late 1980s it was using wireless scanning guns to track inventory. And many who visited its high-technology distribution hubs exclaim that they have never seen a more impressive state-of-the-art system.

But, Wal-Mart’s productivity, which ranks as much as 50 percent above that of its competitors, has less to do with technology than the company’s strategic expansion strategy and management practices. A McKinsey & Co. report entitled, “The Wal-Mart Effect” concludes that:


The Wal-Mart story is a clear refutation of new-economy hype. At least half of Wal-Mart’s productivity edge stems from managerial innovations that improve the efficiency of stores and have nothing to do with Information Technology.
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Wal-Mart’s Strategy for Success

Wal-Mart’s competitive advantage was not that it discovered the power of discounting, which lured consumers away from department stores. That strategy was discovered in the early 1960s by Harry Cunningham, president of Kresge, the forerunner of Kmart. Cunningham aimed to take advantage of the shifting industry trends by closing 10 percent of Kresge’s existing variety store operations per year and rapidly expanding its discount operations. He opened the doors of the first Kmart discount store in Garden City, Michigan, in 1962.

In those early years Kmart expanded rapidly. By 1977 Kmart had nearly 1,800 stores, while Wal-Mart had only 195. Kmart’s success broke Sears, Roebuck’s stranglehold on retailing, and its stock was riding high.

Kmarts were located in large urban markets and used the same distribution network that supplied its variety store operations. But Wal-Mart was operating from Bentonville, Arkansas—in the middle of nowhere. In these small towns, there were no big distributors to supply Walton’s stores. So Walton had big deliveries shipped to an old garage in Bentonville, repacked 
 them into smaller packages, and then contacted another distributor to deliver these smaller packages to his stores. In Walton’s words, this procedure was “expensive and inefficient.”

But Sam Walton finally found the competitive advantage that he used to unseat Cunningham with devastating effectiveness. Instead of opening stores all across the country, as Kmart did, Wal-Mart expanded in clusters to minimize its transportation costs. It opened a few stores in an area that could be supplied by a distribution center nearby and then copied the same format in nearby areas where demand was sufficient to support as many stores as possible. Wal-Mart called this a “saturation strategy,” and it minimized transportation costs from the distribution centers to the stores. It worked beautifully. Kmart’s explosive growth, in contrast, planted the seeds for the company’s own destruction. Expanding with no regard for the cost of distributing its products, Kmart never fully committed to the discounting mentality.

Joe Hardin, a former executive vice president of logistics and personnel at Wal-Mart, once said, “A lot of companies don’t want to spend any money on distribution unless they have to. We spend because we continually demonstrate that it lowers our costs. This is a very important strategic point in understanding Wal-Mart.”
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 Wal-Mart’s low cost structure is primarily a function of its distribution network and the deliberate manner in which Wal-Mart expanded.

Wal-Mart, like Southwest, initially succeeded by focusing on the small regional markets it serves. Similarly, both firms committed to low prices: Southwest’s motto is “The low-fare airline, every day in every market,” and Wal-Mart’s is “Always low prices.” Commitment to always being competitive in price is critical to their success.

Steel Industry: Nucor

After railroads and oil, the steel industry dominated the industrial landscape of the late nineteenth and early twentieth centuries. United States Steel Corporation was the single largest company ever to reach the public markets. Its market value in 1901, when it was issued, was $1.4 billion, making it the first public company in America to have a capitalization greater than $1 billion.


 Bethlehem Steel has roots as far back as 1857. The Bethlehem Steel plant in Bethlehem, Pennsylvania, supplied the steel used in such landmarks as the Golden Gate and George Washington Bridges, Rockefeller Plaza, the Waldorf-Astoria, the Chicago Merchandise Mart, and the U.S. Supreme Court. During the Second World War, the company built 1,121 ships. U.S. Steel and Bethlehem were economic powerhouses that together supplied about half of this country’s steel.

But by the early 1970s U.S. steel manufacturers were already suffering from foreign competition. The number of steelworkers in the United States fell from 1 million during the Second World War to 140,000 in 2002. In that year Bethlehem Steel, one of the greatest companies in the United States, filed for bankruptcy, closing operations that had once employed 300,000 people. U.S. Steel limped on, but it was only a shadow of its former self.

Certainly the environment could not be worse for steel investors. Yet one company bucked the trend and delivered superior returns. Nucor, which has pioneered the use of “minimill” technology and the recycling of scrap steel, has provided investors with superior returns over the last thirty years. While other major steel companies were laying off workers and filing for bankruptcy, Nucor’s sales were growing at 17 percent per year en route to its becoming the second largest steel producer in the United States. And this paid off for Nucor’s investors. While the steel industry as a whole underperformed the market by close to 4 percent a year for the last thirty years, Nucor outperformed the market by over 5 percent a year over the same span.

Many attribute Nucor’s success to its use of “disruptive technologies” that overthrow old powerhouses such as the “Big Steel” companies. But Jim Collins, author of Good to Great
 , writes:


[W]hen we asked Ken Iverson, CEO of Nucor.… to name the top five factors in the shift from good to great, where on the list do you think he put technology? First? No. Second? No. Third? Nope. Fourth? Not even. Fifth? Sorry, but no. “The primary factors,” said Ken Iverson, “were the consistency of the company, and our ability to project its philosophies throughout the whole organization, enabled by our lack of layers and bureaucracy.”
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 Another Nucor executive said, “Twenty percent of our success is the technology we embrace [but] eighty percent is in the culture of our company.”
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Collins concludes, “You could have given the exact same technology at the exact same time to any number of companies with the exact same resources as Nucor—and even still, they would have failed to deliver Nucor’s results. Like the Daytona 500, the primary variable in winning is not the car, but the driver and the team.”
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Although Nucor’s minimill technology eventually displaced the outdated technology of the integrated steel producers, such as U.S. Steel and Bethlehem Steel, its real comparative advantage lies in its relations with its own workers.

Ken Iverson described what he considers to be the problems of most corporations in his book, Plain Talk:



Inequality still runs rampant in most business corporations.… The people at the top of the corporate hierarchy grant themselves privilege after privilege, flaunt those privileges before the men and women who do the real work, then wonder why employees are unmoved by management’s invocations to cut costs and boost profitability.… When I think of the millions of dollars spent by the people at the top of the management hierarchy on efforts to motivate people who are continually put down by the hierarchy, I can only shake my head and wonder.
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Executives at Nucor had no lavish corporate dining room to host visitors; rather, they would take special guests to Phil’s Diner, a small sandwich shop across the street. At Nucor, executives received no more extra benefits than the factory workers. In fact, the exact opposite was true: executives had fewer benefits. Some of the extraordinary steps that Nucor takes to minimize class distinctions between executives and the others include:


• All workers were eligible to receive $2,000 per year for each child for up to four years of postsecondary education, while the executives received no such benefit.

• Nucor lists all of its employees—more than 9,800—in its annual report, sorted alphabetically with no distinctions for officer titles.


 • There are no assigned parking spots and no company cars, boats, or planes.

• All employees of the company receive the same insurance coverage and amount of vacation time.

• Everybody wears the same green spark-proof jackets and hard hats on the floor (in most integrated mills, different colors designate authority).
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As Warren Buffett observed: “It is the classic example of an incentive program that works. If I were a blue-collar worker, I would like to work for Nucor.”
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Jim Strohmeyer, in his book Crisis in Bethlehem
 , depicts a corporate culture fraught with unequal treatment for executives and workers. Strohmeyer details Bethlehem’s executives using its corporate fleet for personal reasons, such as taking children to college or weekend vacations. Bethlehem renovated a country club with corporate funds, at which shower priority was determined by executive rank. Need more be said?
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Success amid Failure

Southwest Airlines, Wal-Mart, and Nucor. These three firms thrived despite being in industries that ravaged investors. What did they have in common and how did they buck the trend?

All these firms relentlessly pursued the goal of reducing costs and giving customers guaranteed products and services at the lowest possible price
 . These companies were pioneers in maximizing the productivity of their employees. These companies developed unique strategies that enabled them to become the low-cost producer in their respective industries.

Perhaps most important, these companies recognized that to achieve their goals, management must avoid corporate excesses and develop a model working environment where employees feel part of a team that shares in both the customer respect for and financial success of their firms.

The success of these firms must make investors stop and think. The best-performing stocks are not in industries that are at the cutting edge of the technological revolution; rather, they are often in industries that are 
 stagnant or in decline. These firms are headed by managements that find and pursue efficiencies and develop competitive niches that enable them to reach commanding positions no matter what industry they are in. Firms with these characteristics, which are often undervalued by the market, are the ones that investors should want to buy.
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Sources of Shareholder Value





 
 CHAPTER NINE


Show Me the Money:

DIVIDENDS, STOCK RETURNS, AND CORPORATE GOVERNANCE




“A cow for her milk, / A hen for her eggs,

And a stock, by heck, / For her dividends.

An orchard for fruit, / Bees for their honey,

And stocks, besides, / For their dividends.”


John Burr Williams, The Theory of Investment Value
 , 1938




O
 n Tuesday, July 20, 2004, Microsoft announced an enormous one-time dividend payment of $3 per share, or a total of $32 billion for its almost 11 billion shares outstanding. In addition, the firm announced that it would double its quarterly dividend and buy back over $40 billion of stock during the next four years. Microsoft, which was founded in 1975, has given its investors an astounding 37.6 percent annual rate of return since it became public in 1986. For the first sixteen years of Microsoft’s public existence, 100 percent of that return came from the rising price of its shares—not a penny from dividends. But no longer. The size of Microsoft’s $32 billion special dividend was greater in value than all but about seventy companies trading in the United States, and it exceeded the entire market value of such firms as General Motors and Ford.

The day after Microsoft’s announcement, 202 million shares traded hands, as opinions on Microsoft’s action differed sharply. Some analysts concluded that Microsoft had finally recognized that it had few growth prospects and would not need to keep its huge horde of over $56 billion in cash. But bulls said that returning profits to shareholders is one of the primary functions of a corporation and that Microsoft’s action was good for investors.

Who is right? Those who bought because Microsoft was returning its profits to the shareholders, or those who sold because paying a dividend 
 represented poor growth prospects? History has provided an unambiguous answer to this question: dividends have been the overwhelming source of stockholder returns throughout time, and firms that have higher dividend yields have given better returns to investors.

The Big Picture

Consider the following crucial fact about historical stock market returns:



From 1871 through 2003, 97 percent of the total after-inflation accumulation from stocks comes from reinvesting dividends. Only 3 percent comes from capital gains
 .



Take a look at Figure 9.1. The sum of $1,000 invested in stocks in 1871 would have accumulated to almost $8 million after inflation by the end of 2003.
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 Without reinvesting dividends, the accumulation would be less than $250,000.

During these 122 years investors did collect about $90,000 in dividends. If these dividends are simply added to the price appreciation, the total 
 would be about a third of a million dollars. But this total is still tiny compared to the wealth accumulated when dividends are reinvested. In terms of annual returns, the numbers are equally striking. Without reinvesting dividends, the average annual after-inflation return on stocks falls from 7 percent to 4.5 percent, a drop of over a third.


FIGURE 9.1: CAPITAL GAINS AND REINVESTED DIVIDENDS
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Dividends are not just good for the whole market. They are also good for individual stocks.

I examined the record of firms in the S&P 500 Index from its beginning in 1957 to the present. On December 31 of each year I sorted the firms in the S&P 500 Index into five groups (or quintiles) ranked by dividend yield, and then calculated the return over the next calendar year. The first group comprises those firms in the lowest 20 percent of the dividend yields (many paid no dividends, especially in more recent years). The second group comprises the next 20 percent ranked by dividend yield, and so on up to the fifth group, which includes firms with the highest yield. I then calculated the return on each of these portfolios over the next year before I re-sorted the firms again, based on the same criteria.

Figure 9.2 shows how striking the results are. In strictly increasing order, the portfolios with higher dividend yields offered investors higher returns. If an investor started with $1,000 at the end of December of 1957, she would have accumulated $130,768 in an S&P 500 Index fund by the end of 2003, for an annual return of 11.19 percent. If instead she purchased only the highest 20 percent of dividend yielders in each year, she would have accumulated $462,750, more than three times the indexed accumulation. Although the risk of these high yielders was slightly higher than that of the S&P 500, its annual return of 14.27 percent was more than worth the extra risk. If instead, she bought the lowest-dividend-yielding stocks, she would have accumulated only about one-half the sum placed in an indexed fund—a return under 10 percent a year. Even worse for investors, the risk of the lowest-yielding group containing many no-dividend stocks was also the highest of all the portfolios.

Note that the technology bubble of the 1990s caused the return on the lowest-dividend payers, which at that time were almost exclusively firms that paid no dividend at all, to surge and almost equal that of the S&P 500 Index.

But history snapped back and punctured these high-flying tech stocks, sending their prices down to earth. The low-dividend stocks went back to the bottom rung of the ladder, as they had been before the bubble began.



 FIGURE 9.2: CUMULATIVE RETURNS TO S&P 500 SORTED BY DIVIDEND YIELD (SOURCE: COMPUSTAT®)
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Declining Dividend Yields

The importance of dividends in generating stock returns is not just historical happenstance. Dividends are the crucial link between corporate profits and stock values. Finance theory states that the price of any asset is the present value of all its future cash flows. For stocks, cash flows are identified as dividends, not earnings. Earnings are only a means to an end—and that end is to maximize the cash returns received by investors.

In spite of the overwhelming historical and theoretical support for dividends, the dividend yield on stocks has fallen to record low levels over the past two decades. Figure 9.3 shows the trend. From 1871 through 1980, the average dividend yield on stocks averaged 5 percent. This was 76 percent of the annual real return on stocks over that period.

But the 1980s started the steady downward drift of dividend yields, a drift that became a freefall in the 1990s. At the top of the technology bubble in 2000, the dividend yield on the S&P 500 fell to just over 1 percent and has only modestly recovered since then.



 FIGURE 9.3: DIVIDEND YIELDS, 1871–2003
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Why has this decline occurred? How could the most important source of stock returns through history suddenly become so unimportant?

There were three reasons. The first was the misguided belief that by paying dividends firms were forgoing valuable growth options that could be financed with earnings not paid out as dividends. The second was the U.S. tax system, which double-taxed the payment of dividends. And the third was the proliferation of management stock options, which shifted management’s attention from paying dividends to pumping up the price of the stock.

Growth Options and Dividends

Those who scoff at the idea of firms paying out their earnings as dividends argue that money used to pay dividends would deprive fast-growing firms of their principal source of capital.

Andy Kessler, a former hedge fund manager and co-founder of a money management firm that invests in technology companies, wrote in a Wall Street Journal
 article entitled “I Hate Dividends”:



 Scan the list of companies worth over $10 billion that pay a high dividend and you don’t exactly come away with the future of America, more like old home week. Duke Energy (5.6%), Eastman Kodak (5%), Ford (4.1%), GM (5.4%), JP Morgan Chase (5.6%), SBC Communications (3.9%), and Verizon (3.9%). Dividends entice investors into debt-laden, slow- or no-growth companies, more likely to cut their dividend, burning investors worse than conflicted research analysts. Run away. They are wearing a scarlet dollar sign. You want yield? Buy a bond …

[D]ividends don’t create economic growth. Failing companies just bribe investors with dividends. Encourage companies with a future to invest in their operations, seeking high returns. If all that mattered were dividends, we … would still be investing in railroad stocks.
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As persuasive as Kessler’s arguments may sound, the hard evidence proves otherwise. I showed in Chapter 2 that on average the returns on older firms surpassed the returns on the newer firms. In Chapter 4 I showed that in nine of the ten industry sectors studied, the firms that were added to the venerable S&P 500 Index underperformed the original firms that were in the index when it was founded in 1957.

Even though Kessler pokes fun at those who invest in the railroads, over the last forty-five years the railroad industry outperformed the industrial sector and the S&P 500 Index. And technology stocks, which pay the lowest dividends, have scarcely been market beaters.

Unfortunately, the growth options that firms sank their money into often turned into money pits. I showed in Chapter 7 that the “capital pigs,” those firms that undertook high levels of capital expenditures, underperformed those that spent sparingly on such capital.

And what of those firms that carry huge hoards of cash waiting to buy other companies to boost their earnings? Not good for investors. A study by researchers from Ohio State University, the University of Pittsburgh, and Southern Methodist University entitled “Wealth Destruction on a Massive Scale” concludes that the shareholders of acquiring firms lost a total of $240 billion in the four years from 1998 through 2001: “The large losses are consistent with the existence of negative synergies from the acquisitions.”
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 This research is supported by that of Jarrad Harford at the University of Washington, who published an article in the prestigious 
 Journal of Finance
 concluding, “cash-rich firms destroy seven cents in value for every excess dollar of cash reserves held.”
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Having a large cash hoard in the corporate till is akin to a having pocket full of money—it encourages you to spend. Very often I am asked if a particular company is attractive because it is selling below the value of cash on its balance sheets. I reply, “Watch out!” The stock is only a buy if you can take control of the company and disgorge the cash to shareholders. That used to be a favorite technique of Warren Buffett’s mentor, Benjamin Graham, who went after companies that were not employing their cash in the interest of shareholders. If you cannot take control quickly, I would stay away. Management may squander much of that cash in the next few years.

Warren Buffett and Berkshire Hathaway

I can visualize the Warren Buffett fans shaking their heads at all this emphasis on dividends. As a great admirer of the man, I feel it is important to explain why his no-dividend, cash-hoarding policy works so well for his firm.

Buffett’s investment vehicle, Berkshire Hathaway, paid a single ten-cent dividend in 1967 and has never paid one since. Buffett, who has always opposed paying dividends on his stock, maintains that the directors of the firm voted the dividend in Berkshire’s early years while he took a bathroom break during a board meeting.
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 Despite the lack of dividends, Berkshire Hathaway has been one of the best-performing stocks over the last four decades.

Taxes are a major reason why Berkshire doesn’t pay a dividend. In an interview with Ted Koppel on Nightline
 in 2003, Buffett said, “If we could pay dividends out tax-free, it would be good for [our shareholders].”
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 Buffett rightly claims that even with the recent reform of the U.S. tax code, which I will discuss below, there is a tax incentive for firms to create capital gains, which are taxed only if and when investors sell their shares.

Dividends, by contrast, are taxed automatically upon receipt. As a result, if a firm can profitably reinvest its earnings, by either expanding its own operations, buying other firms, or repurchasing its own shares, then the tax that an investor would have to pay is deferred to the future.

But it is far from certain that most firms can profitably reinvest all their earnings. As noted above, all too often management spends the earnings in a way that reduces instead of increases the return to investors. 
 Managements that are flush with cash often lose control over costs, spend money on perquisites, or engage in empire building. Economists call these wasteful expenditures “agency costs,” and they exist to some extent in all organizations where the owners are not the managers.

Admirably, Warren Buffett is one of those very rare managers who has the discipline, will, and incentive to avoid all these pitfalls. By aligning himself so closely with shareholders (virtually all of his own enormous wealth is invested in Berkshire), he acts directly in his and his shareholders’ best interest.

Buffett is extraordinarily forthright with the public, revealing to all exactly what is going right, what is going wrong, and how his earnings and capital are spent. He makes no attempt to sugarcoat bad news or pump the price of his stock. If Buffett thinks there are no attractive investment opportunities, he will refrain from investing even as substantial cash flows into his company. He regards holding cash as a valuable option that enables him to pursue special opportunities if and when they appear in the market.

Holding cash in lieu of paying dividends to shareholders makes sense with Buffett’s strategy. During periods when financing is hard to come by, some of the best deals can be made by those who have the cash to lend or to buy with. Buffett is particularly good at spotting those opportunities. In addition, if he thinks that his own shares are underpriced, he will buy them in the open market through share repurchases, as he considered doing in 2000 when Berkshire A shares were trading below $45,000.
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Furthermore, Buffett’s investment strategy focuses on buying stocks or businesses that generate healthy cash flows, the prerequisite of dividends. “Our acquisition preferences run toward businesses that generate cash, not those that consume it,” he stated in the company’s 1980 annual report. And in his 1991 report he reiterated that he searches for businesses with “demonstrated, consistent earnings power (future projections are of little interest to us, nor are ‘turnaround’ situations).” In other words, Buffett’s own investment objective of buying companies with consistent cash flows at reasonable prices mimics investors who reinvest their dividends.

If the management of other companies had the same close relationship with their shareholders that Buffett has, the importance of paying dividends would be significantly reduced. But often, the difference between the goals of the shareholder and those of management can be substantial. The commitment to pay earnings back to shareholders in the form of dividends reduces the potential for management to squander shareholders’ wealth.


 Dividends and Corporate Governance

If management always acted completely in the interests of shareholders, dividends would not be important. But for the rest of the corporate world, dividends are a critical ingredient in generating trust between shareholders and management and confirming management’s statements about earnings. I realized how crucial this trust is when the Enron crisis rocked the confidence of the stock markets in the fall of 2001.

The story of Enron is fascinating. The firm rose from an obscure Houston-based natural gas pipeline operator to become the world’s largest energy trader. At its market peak in August 2000, Enron was one of the fifty largest firms in the United States, with a total market value of almost $70 billion, ahead of such giants as General Motors, Ford, and Chevron.

Enron was praised as an example of how old-line firms could adapt to the new market-based world of energy distribution. For six years in a row, Fortune
 ranked Enron near the top of its “Most Innovative Companies” and named it one of the five most admired firms in America. It was the prototype new-economy firm.

But this new-economy darling was also cooking its books, portraying steadily rising earnings while hiding its debts in off-balance-sheet entities. And investors were soon to learn that Enron was not an isolated example of earnings deception and manipulation. Other firms that had won the plaudits of investors, such as Tyco, WorldCom, Adelphia, and HealthSouth, also falsified their earnings. Even some of the earnings of the bluest of the blue chips, General Electric, were being called into question.

Despite the proliferation of earnings scandals, the vast majority of corporate management was not losing its moral bearings. I realized that the real problem was that the most basic source of stock values, dividends, had fallen victim to investors’ undue focus on short-run performance, the U.S. tax system, and excessive issuance of management stock options. These were the true culprits for the crisis in investor confidence.

The Dividend Deficit

I put my concerns in an article published in the Wall Street Journal
 in February 2002, entitled “The Dividend Deficit.” I pointed out that history provides us with important lessons about the sources of shareholder value.
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 In 
 the nineteenth century there was no Securities and Exchange Commission, Financial Accounting Standards Board, or any of the other numerous agencies that oversee and regulate our securities markets today. A firm released whatever information it liked whenever it wanted, and management didn’t fret that it would be taken to task for reporting a dubious number.

Given the total lack of standards back then, how did a firm signal that its earnings were real? The old-fashioned way, by paying dividends—an action that gave tangible evidence of the firm’s profitability and proof that the firm’s earnings were authentic. If there were no dividends, then the stock’s value depended on trusting management’s earnings reports. If there was no trust, there was no reason to buy stocks.

In the article I fingered the U.S. tax system and the excessive issuance of stock options, particularly to top-level management, as the principal causes of the decline in dividends.

Taxes on Dividends

The role of our tax system in discouraging dividends is clear. At the time I wrote the article, dividends were fully taxable to the individual and not tax deductible to the corporation. In contrast, almost all foreign countries exempted some or all dividends from personal taxation, since they were already taxed as part of corporate profits.

I called on legislators to eliminate the double taxation on dividends, and I set forward my proposals for dividend tax relief in my article entitled “This Tax Cut Will Pay Dividends,” that appeared in the Wall Street Journal
 on August 13, 2002. Because of my previous advocacy of tax relief for dividends, I had been invited to President Bush’s Economic Summit held on that very same day to discuss my proposal with other economists inside and outside the administration.

I proposed allowing dividends paid to stockholders to be tax-deductible to corporations, just as all interest paid to bondholders is tax-deductible. This would put all corporations on the same footing currently enjoyed by real estate investment trusts (REITs), mutual funds, and Subchapter S corporations.

On May 27, 2003, President Bush signed into law his “Jobs and Growth Reconciliation Act of 2003,” central to which was a decrease in the dividend 
 tax rate and capital gains tax rate to 15 percent. Although I preferred the deductibility at the corporate level instead of the personal level, the dividend tax relief was much needed and welcomed.

Responding in kind, many companies increased their dividends substantially, and dividend growth surged to levels not seen in more than forty years. Clearly, the dividend tax cut worked its magic.
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Stock Options and Dividends

Taxation was not the only factor restraining dividends. The role of employee stock options in discouraging dividends is more indirect than taxes, but just as important.

Microsoft provides the perfect illustration.

On January 16, 2003, a week after President Bush announced his plans to reduce the tax rate on dividends, Microsoft announced its first ever dividend: 8 cents a share. While the yield was small (less than one third of 1 percent), it was a giant step forward.

But an equally important decision was made at that time. No longer was Microsoft going to issue its employees options; the firm announced that its incentive compensation would consist of common stock instead of stock options.

Dropping stock options at Microsoft was a dramatic change, since the technology giant pioneered using stock options to attract its employees. Some claim that Microsoft created as many as 10,000 millionaires from generously doling out these options.
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 Everybody from programmers to “gofers” who fetched laundry was rewarded with stock options. Stories of staffers and secretaries who retired in their thirties from their millions cashed in on Microsoft options created a culture where stock options were the primary vehicle that technology firms used to recruit and motivate the best talent.

Now, instead of motivating its employees with options, Microsoft issues its employees shares that receive dividends. You can be certain that had Microsoft not canceled its stock option plan a year earlier, it would have never paid a one-time dividend of $3 per share as it did in 2004, since option holders do not benefit from dividends. This is because options pay off on the price of the stock, not the dividend. Paying dividends, although enhancing the returns of shareholders
 , does nothing for option holders.


 Option Reform

To understand what must be done to curtail stock-option compensation, it’s instructive to understand why it blossomed in the first place. Management stock options surged in the mid 1990s after Congress passed a law in 1993 that prohibited firms from deducting a manager’s compensation above $1 million from taxes. This law, which is now part of Section 162 (m) of the Internal Revenue Code, was enacted in response to the public uproar over the ever-rising compensation paid to top executives.

But businesses argued that top managers needed incentive-based pay to boost firm profits. So at the same time this law was passed, Congress exempted incentive-based forms of compensation from the salary cap. Shortly thereafter, the IRS ruled that option grants qualified as incentive-based compensation. This opened the floodgates.

This legislation is a perfect example of the Law of Unintended Consequences. The proliferation of option grants gave CEOs strong incentives to cut dividends and do everything they could to hype the price of their stocks. What started out as well-intended legislation designed to curb excessive management pay instead contributed to massive executive option packages built around the short-term price performance of the stock and not the long-term interests of the shareholders. To reduce the incentives to issue options, I advocated that firms be required to expense these options, and I recommended that Congress repeal the 1993 law that restricted the tax deductions for cash compensation.
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In contrast to the taxation of dividends, we have made less progress when it comes to option reform. Although an increasing number of firms are expensing options, there is still fierce political opposition to proposals recommended by the Financial Accounting Standard Board that would make expensing options mandatory. These issues will be more thoroughly discussed in Chapter 11.

Wrapping It Up

The fundamental importance of dividends in delivering superior stock returns rests on credibility. Dividends are the way investors know that the earnings are real. If management says that the firm has a profit, stockholders 
 have the perfect right to say: “Show me the money!” Those firms that do have delivered the best returns.

After two decades of decline, dividends and dividend-paying stocks are coming back. President Bush’s dividend tax cut was effective at mitigating the double taxation of dividends. Further reform should be aimed at exempting reinvested dividends from the income tax.

In the next chapter, I shall show that not only do dividends enhance returns but they also protect investors in bear markets.



 
 CHAPTER TEN


Reinvested Dividends:

THE BEAR MARKET PROTECTOR AND RETURN ACCELERATOR




The importance of dividends for providing wealth to investors is self-evident. Dividends not only dwarf inflation, growth, and changing valuation levels individually, but they also dwarf the combined importance of inflation, growth, and changing valuation levels
 .

—Robert Arnott, “Dividends and the Three Dwarfs,” 2003




C
 hapter 9 showed us that dividend-paying stocks provide superior returns for investors. But there is another quality of dividend-paying stocks that makes them very attractive. Long-term investors who reinvest their dividends will find that bear markets not only are easier on their portfolio but also can enhance their wealth. If the price of the stock falls more than its dividend—and this almost always happens during market declines—then the dividend yield will rise. And a higher dividend yield is a ticket to higher returns. Let’s see how these phenomena worked during the single worst period in U.S. stock market history.

The Great Bear Market

It took more than a quarter of a century, but on November 24, 1954, the Dow Jones Industrial Average finally closed above the level it had reached at the bull market peak on September 3, 1929. This twenty-five-year stretch is the longest time between stock market peaks in the more than one-hundred-year history of the Dow.

For many, the market had been an unmitigated disaster since 1929. The Great Depression that followed was the greatest economic contraction in U.S. history. Many stocks fell 90 percent and more, and a vast majority of those who invested on margin or with borrowed money were wiped out. Millions vowed never to invest in equities again.


 But for long-term stock investors who declined to buy stocks with borrowed money, those twenty-five years had been far from a disaster. Take a look at Figure 10.1, which shows the total wealth of stock and bondholders during this period.

Instead of just getting back to even in November 1954, stockholders who reinvested their dividends (indicated as “total return”) realized an annual rate of return of over 6 percent per year, far outstripping those who invested in either long- or short-term government bonds. In fact, $1,000 invested in stocks at the market peak turned into $4,440 when the Dow finally recovered to its old high on that November day a quarter century later. Although the price appreciation was zero, the $4,400 that resulted solely from reinvesting dividends was almost twice the accumulation in bonds and four times the accumulation in short-term treasury bills.

Stock Returns Without a Great Depression

The impact of bear markets on long-term investors is far different from what most investors believe. Consider the following hypothetical history.

Imagine that the Great Depression had never occurred and, in fact, there never was an economic downturn. As a consequence, assume that stock dividends, instead of dropping sharply, made a smooth ascent from 1929 to 1954, and stock prices, instead of plummeting, remained stable.
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 Obviously this scenario would have been far better for the country, as the massive unemployment, bankruptcies, and economic hardships that had occurred during the 1930s never would have existed.

Yet this rosy economic scenario would have been far worse for long-term stock investors. Although the market would have reached the same level by November 1954 in either scenario, the returns to shareholders would have been far different. As Figure 10.1 shows, $1,000 invested at the market peak would have turned into only $2,720 in November 1954 had the Great Depression never occurred. This is 60 percent less
 than what investors actually accumulated as a result of this economic catastrophe.

How could this happen? Although dividends declined a whopping 55 percent from their peak in 1929 to their trough in 1933, stock prices fell even more. As a result, the dividend yield on stocks, which is critical to an investor’s total return, actually rose. It is true that shorter-term investors were indeed worse off between 1929 and 1949 because of the Depression, and twenty years is not an insignificant period of time. But for those who persevered, the extra shares purchased during the bear market caused their returns to rocket ahead when stock prices finally recovered.



 FIGURE 10.1: ASSET RETURNS BETWEEN SEPTEMBER 1929 AND NOVEMBER 1954
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During the Depression, long-term investors gained at the expense of all those who were forced to sell their stock, either because they had purchased their stocks with borrowed money or, more commonly, because they dumped their shares in a panic, figuring that getting some money from their investment was better than nothing. These sellers turned out to be the big losers.

There is an important lesson to be taken from this analysis. Market cycles, although difficult on investors’ psyches, generate wealth for long-term stockholders. These gains come not through timing the market but through the reinvestment of dividends.

Bear markets are not only painful episodes that investors must endure; they are also an integral reason why investors who reinvest dividends experience sharply higher returns. Stock returns are generated not by earnings 
 and dividends alone but by the prices
 that investors pay for these cash flows. When pessimism grips shareholders, those who stay with dividend-paying stocks are the big winners.

The Bear Market Protector and Return Accelerator

There are two important ways that dividends help investors in bear markets. The greater number of shares accumulated through reinvested dividends cushions the decline in the value of the investor’s portfolio. It is because of the additional shares repurchased in down markets that I call reinvested dividends the “bear market protector.”

But these extra shares do even more than cushion the decline when the market recovers. Those extra shares will greatly enhance future returns. So in addition to being a bear market protector, reinvesting dividends turns into a “return accelerator” once stock prices turn up. This is why dividend-paying stocks provide the highest return over stock market cycles.

The Bear Market Protector: The Case of Philip Morris

The theory that dividends are a bear market protector is equally as valid for individual stocks as it is for the market. In Chapter 4 we saw that Philip Morris had the best return of all the original S&P 500 stocks over the last half century. There is no better example of a company that proves bad news causing its price to go down could actually turn into good news for long-term shareholders.

In the early 1960s, Philip Morris was dead last in sales among the six major American cigarette producers. But the development and promotion of Marlboro cigarettes was a marketing coup that propelled the brand to be the world’s best-selling cigarette in 1972. In 1983 the firm overtook R.J. Reynolds Tobacco, which had been the leading cigarette producer for a quarter century.

With rising health concerns about tobacco and increasing cash flowing in from cigarette sales, Philip Morris decided to diversify its operations. The company purchased General Foods in 1985 and Kraft in 1988, successfully integrating food products into its other lines of business. From 1957 through 1992, investors in Philip Morris achieved an astounding annualized return of 22 percent.


 But the future was not as bright as the past. Figure 10.2 shows the ups and downs of Philip Morris stock from 1992 through 2003.

The first bombshell for Philip Morris shareholders occurred on April 2, 1993. Smokers had begun to rebel against the steady rise in the price of premium brands by opting to buy generic cigarettes whose prices were half that of Philip Morris’s brands.

But Philip Morris decided to fight fire with fire: it slashed its prices 40 cents a pack. The New York Times
 described this as a “crash campaign to keep smokers loyal.” Yet crash is exactly what happened to its stock price. The stock fell 23 percent on the news that generics were finally making headway, cutting into brand loyalty critical for Philip Morris’s success.
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 April 2, 1993, became known as “Marlboro Friday.”

But tougher competition from the cheaper generics and newly imposed cigarette taxes were by no means the toughest test for Philip Morris. A wave of tobacco litigation threatened to bankrupt the entire industry.

Litigation worries always existed, but in the early 1990s tobacco companies were proud of the fact that they had never lost a single case.
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 However, 
 a Pandora’s box was opened on March 13, 1996, when Bennett LeBow, the financier who in 1986 had taken over the Liggett Group (maker of Chesterfield and L&M cigarettes), announced a settlement with five states that had sued the industry. This was the first time a cigarette company dissented from the industry’s standard defense that tobacco products were not addictive. The Liggett group agreed to give up 5 percent of its pretax income for the next twenty-five years to settle the class action lawsuits against it. But, instead of making problems go away, the lawsuits intensified. One by one, additional states started suing the tobacco companies to recoup money they paid out through Medicaid and Medicare to treat smoking-related illnesses.


FIGURE 10.2: IMPORTANT DATES FOR PHILIP MORRIS STOCK, 1992–2003
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These lawsuits kept the tobacco stocks under constant pressure. Big Tobacco finally agreed to settle lawsuits in 1998 that would pay the states a cumulative total of more than $206 billion over the next twenty-five years to make up for smoking-related health problems—a gigantic sum that far surpassed any other settlement in legal history. Philip Morris’s share of the settlement was approximately $100 billion.

But the litigation did not stop there. In 1999 the U.S. government filed a massive lawsuit against the tobacco companies, and on July 14, 2000, Philip Morris was slapped with $74 billion in punitive damages to Florida smokers.
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 Then on June 6, 2001, a Los Angeles jury awarded Richard Boeken, a former smoker, $3 billion in punitive damages. Given that almost half a million deaths per year have been attributed to cancer and other smoking-related diseases, this award, if applied to others, would most certainly bankrupt the industry.

Facing all this bad news, the billions of dollars in lawsuits, rising cigarette taxes, increasing negative publicity about smoking, and share lost to generics, it will come as no surprise that Philip Morris significantly lagged the market in the 1990s.

In March 2003 Philip Morris, which in January of that year had changed its name to Altria Group, lost an Illinois lawsuit that claimed the company’s use of the word light
 was misleading. The firm was ordered by a judge to pay $10 billion and post a $12 billion bond. Philip Morris claimed that forcing it to put up $12 billion constituted an unreasonable burden and that it might have to file for bankruptcy if the court insisted on such payment. Philip Morris stock sank to $28 a share, about the same level it 
 had achieved twelve years earlier. During this period, when the S&P 500 Index soared from 380 to 800, Philip Morris’s stock price went nowhere.

Despite these ups and down, during this twelve-year period Philip Morris never lowered its dividend; in fact, it raised its dividend every year except 1993 and 1997. As a result, from 1992 through April 4, 2003, investors who reinvested their dividends increased their shares by over 100 percent, and their total return was a healthy 7.15 percent per year. This return did trail the market, but investors were perfectly situated to receive sharply higher returns if and when Philip Morris’s price recovered.

And they didn’t have to wait long. The return accelerator was about to work its magic. When the Illinois judge relented on the company having to post a $12 billion bond, Philip Morris’s shares jumped. By the end of the year, Philip Morris was selling at $50. Although the appreciation of Philip Morris shares did trail the S&P 500 Index, shareholders who reinvested increased their shares by 100 percent and the total return to Philip Morris’s stockholders actually beat the famous benchmark. It is yet another case where bad news for a dividend-paying stock spelled good returns to long-term investors.

Dividends and the Top-Performing Stocks

Table 10.1 reproduces the list of 20 best-performing survivor stocks from the original S&P 500 firms that we examined in Chapter 3. The return of each of these companies beat the S&P 500 over the past forty-seven years by between 2.8 and 8.9 percent per year, and every one of them paid a dividend.

The basic principle of investor return indicates that returns are magnified when dividends are paid and earnings growth exceeds expectations.

All of these top twenty firms had their returns boosted by dividend reinvestment. In fact, every stock in Table 10. 1 has raised its dividend continuously over the past twenty years except for Royal Dutch, Schering-Plough, and Kroger. Management’s commitment to return cash to their shareholders propelled the return on these stocks upward.

The case of Kroger illustrates how reinvested dividends can supercharge returns. In 1988 Kroger borrowed $4.1 billion in order to fend off a corporate takeover from Kohlberg Kravis Roberts. With this money, 
 Kroger paid a $40 one-time special dividend in August of that year as well as a debenture valued at $8.50 in December. Because of the huge indebtedness, Kroger had to use all its earnings to pay interest on these bonds and subsequently stopped paying dividends, but those investors who reinvested the $48.50 distribution increased their shares of Kroger more than sixfold. The dividend accelerator then worked wonders when Kroger continued to grow. If investors did not reinvest their dividends, their accumulation in Kroger stock would have been 60 percent less.

Most of the companies in Table 10.1 had average dividend yields that were near or above the yield of the S&P 500. Only two, Pfizer and Merck, had yields more than one percentage point below the index. And five companies—Royal Dutch, Philip Morris, Wrigley, Crane, and Hershey Foods—put to rest the notion that companies cannot have high dividend yields and maintain strong growth. All five of these companies delivered both higher dividend yields and earnings growth than the S&P 500.

High Dividend Yield Investment Strategies

Strategies of investing in high-yielding stocks are not new. The “Dow 10” or “Dogs of the Dow” has been regarded as one of the most successful investment strategies of all time.
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The strategy calls for investors to buy the ten highest-yielding stocks of the thirty firms in the Dow Jones Industrial Average (the Dow 30) at the end of each year. Since management usually tries to maintain their dividend payouts during times of adversity, stocks with a high dividend yield are often those that have fallen in price and are out of favor with investors. For this reason the Dow 10 strategy is often called the “Dogs of the Dow.”

Figure 10.3 shows the cumulative returns in various dividend strategies compared to their benchmarks. Since the S&P 500 Index was founded, the Dow Jones Industrial Average has actually outperformed the index, providing investors an average annual return of 12.00 percent versus 11.18 percent for the S&P.

But the return of the Dow 10 strategy is much better than the Dow industrials (the Dow 30), providing investors with a 14.43 percent return, about 2.5 percent per year higher than the Dow 30 and accumulating to $493,216, about two and a half times that in the Dow 30.

The Dow 10 high-dividend strategy works well during bear markets, confirming that dividends serve as a bear market protector. In the 1973–74 bear market, when the Dow 30 was down by 26.4 percent and the S&P 500 Index was down 37.2 percent, the Dow 10 high-yield strategy actually gained 1.4 percent! Similarly, in 2001 and 2002, the Dow 30 was down 20.4 percent and the S&P 500 Index was down 30.2 percent, but the Dow 10 fell only 9.9 percent. Clearly dividends cushioned the declines in the market, a feature that should be comforting to investors.



 TABLE 10.1: DIVIDEND YIELD ON TOP-TWENTY SURVIVOR FIRMS
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 FIGURE 10.3: HIGH-YIELD DIVIDEND STRATEGIES
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The S&P 10

A natural extension of the Dow 10 is to apply the high-dividend strategy to another group of large stocks, such as the 100 largest firms in the S&P 500 Index. After all, why should the strategy of choosing the ten best-yielding stocks be limited to the Dow industrials, which are only one quarter of the total market value of stocks?

Indeed, we find that choosing the ten highest-yielding stocks among the largest 100 S&P 500 stocks does even better than the Dow 10. These accumulations are also shown in Figure 10.3. A thousand dollars invested in these high yielders from the S&P 500 Index at the end of 1957 accumulates to more than $811,000 and beats the Dow 10 by more than 1 percent per year.

As with the Dow 10 strategy, the S&P 10 again demonstrates that dividends 
 are a bear market protector. From 1998 through 2002, the largest 100 stocks in the S&P 500 were down a cumulative 20 percent. But the S&P 10 actually rose 13 percent over that same period. During the 1973–74 bear market, when the largest 100 stocks were also down 20 percent, the S&P 10 held steady and even gained 6 percent.

The Core 10

But there may be an even better high-yield strategy than the Dow 10 or S&P 10. Many investors, especially those with a long-term perspective, prefer to receive a steadily growing rather than fluctuating level of dividends. A policy of continually raising the dividend commits management to meet specific return requirements of its shareholders.

For this reason, we have also examined the ten highest-yielding stocks among those that have not reduced their dividend in the last fifteen years. A period of fifteen years was chosen because that means the firm must have passed through at least one recession. Managements that have not cut their dividend have demonstrated the consistent earning power and strength of their corporations. I call this strategy the Core 10 because management’s commitment to dividends is seen as a basic or core strategy.

In Figure 10.3 we plot the accumulation of wealth by pursuing the Core 10 strategy in both the Dow industrials and among the top 100 market-value stocks in the S&P 500 Index. The Dow Core 10 does indeed outperform the Dow 10 by about 0.60 percentage point a year. Furthermore, the Dow Core 10 strategy permits a 20 percent reduction in the turnover of firms at year’s end, which reduces both capital gains realization and transaction costs. The S&P Core 10 strategy reduces turnover, but performs about the same as the S&P 10.

Calibrating the Return Accelerator

Dividend-paying stocks do well through market cycles, since investors who reinvest dividends accumulate more shares during bear markets. Table 10.2 shows how many years it takes after a stock declines for investors to achieve the same return they would have received had the stock price not declined. These tables assume the firm maintains its dividend. The investor recoups the price loss because the lower price allows dividend-reinvesting 
 investors to accumulate more shares than they would have accumulated had the stock never declined. The value of these extra shares eventually surpasses the magnitude of the price decline, making the investors better off.

As can be seen, the greater the dividend yield, the shorter the time needed for investors to recover their losses. Surprisingly, the table also shows that the greater the decline in price, the shorter the period of time needed to break even, since reinvested dividends accumulate at an even faster rate.

For example, take a stock that starts with a 5 percent dividend yield. If the stock then declined by 50 percent and stayed down, investors who reinvest dividends will recover their loss in 14.9 years. This is because they would have doubled the number of shares they hold, compensating for the decline in the price.

A similar story held for Philip Morris. At the end of 1991, Philip Morris’s dividend yield was only 2.8 percent. But with steadily rising dividends and falling prices, its dividend yield rose throughout the decade and surpassed 7 percent in 2000. The extra shares accumulated at these high dividend yields were the major reason the return on Philip Morris’s stock return stayed high, despite its poor performance during the 1990s.

Table 10.3 illustrates the return accelerator. It shows the return investors 
 would earn if the price of the stock returns to its original level after the number of years indicated in Table 10.2. We noted above that if a stock had a 5 percent dividend yield and declined by 50 percent, it would achieve the same return in 14.9 years as a stock that had not declined at all. If after 14.9 years, the stock that fell 50 percent recovers to its original price, the annual return on the stock over those 14.9 years would rise to 15.24 percent, a return that is 50 percent greater than what the stock would have been had the stock not fallen in price.


TABLE 10.2: YEARS TO BREAK EVEN AFTER PRICE DECLINES
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The return accelerator worked for Philip Morris when the stock staged a recovery in late 2003. Many other tobacco stocks, such as R.J. Reynolds and BAT Industries (formerly British-American Tobacco), experienced similar return accelerations when their prices recovered. Had these firms not paid dividends, their returns would have been far lower.

Share Repurchases

In recent years firms have used retained earnings to buy their shares in the open market rather than paying dividends. As noted earlier, despite recent legislation that reduced tax on dividend income to the same level as capital gains, share repurchase is still a superior way of delivering returns to shareholders in the most tax-efficient way. Using earnings to buy shares instead 
 of paying dividends results in higher share prices, but these higher share prices are not taxed until the shares are sold. As a result, investors can defer the tax on the shares and may escape the tax completely if they are included in a non-taxable estate.


TABLE 10.3: ANNUAL RETURN WHEN PRICE RECOVERS
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If a firm repurchases the same dollar amount of shares as it pays as dividends, both the bear market protector and return accelerator will work. If the price of the stock goes down, the number of shares repurchased rises over time. This reduces the number of shares outstanding and raises both earnings per share and the share price. In the case of dividend reinvestment, the investor gains by accumulating more shares. When share repurchase takes place, the per-share earnings of the firm will rise and boost the price of the stock. In either case, the figures shown in Tables 10.2 and 10.3 will hold.

It appears that share repurchases accomplish the same wonderful results as dividend reinvestment with the extra bonus of receiving tax-deferred capital gains. But this is often not the case. In practice, it has been shown that management is not as committed to a policy of repurchasing shares as it is to paying dividends.
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 Once a cash dividend level is established, management is often reluctant to lower its level. Reducing the dividend is universally regarded as a bad signal from the firm, and the market often takes the shares down sharply when a reduction is announced.

In contrast, share repurchases often occur in a haphazard fashion. It is true that the price of a stock often responds favorably when management pledges that it will repurchase shares, but shareholders have a harder time monitoring whether management in fact is fulfilling its pledge. Various studies have concluded that a large percentage of announced share repurchases are not completed.
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 Often management finds other uses for earnings and not all of them are in the interest of shareholders.

So although from a theoretical standpoint share repurchase will result in an identical pattern of returns as dividend reinvestment, in reality share repurchases have rarely served as a steady source of shareholder return. It is more reliable to have the investor purchase her own shares with the dividends that management returns to the shareholders than for management to serve as a stand-in for the investment that shareholders can do on their own.


 Dollar Cost Averaging

Some sharp readers may have noted that the return-boosting qualities of dividend reinvestment are similar to what occurs when investors undertake a dollar cost averaging investment strategy. Dollar cost averaging involves the investment of a given stake in the market over regular intervals of time. Like dividend reinvestment, dollar cost averaging takes advantage of the fact that when prices are lower and prospective returns are higher, more shares are purchased. Similarly, when prices are higher and prospective returns are lower, fewer shares are purchased.

Can dollar cost averaging substitute for dividend reinvestment? The answer is yes if
 the firm is a long-term survivor. If the firm is not, then buying an increasing number of shares as the price sinks will be a losing proposition. Firms that have not cut their dividend tend to be long-term survivors and are therefore well suited for the strategy discussed here. The more speculative the stock, the less likely it is to be a survivor and the less likely it is that dollar cost averaging will lead to superior returns.

Other Cash-Generating Investments

The bear market protector and return accelerator work not only for stocks that pay a high dividend. They will also work with any investment that provides investors a large cash return. Other high-yielding investments, such as certain real estate investment trusts (REITs) or high-yielding (junk) bonds, qualify.

REITs are corporations whose income is derived from the ownership of real estate assets. REITs have special tax characteristics. If they pay out at least 90 percent of their income in the form of dividends to their shareholders, then the trusts are themselves exempt from corporate income taxes.
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 The average dividend yield from 1996 through 2003 for REITs has been 6.6 percent, more than four times that of the S&P 500 over that same period.

Junk bonds are bonds issued by corporations whose credit standing is below investment grade. These bonds carry substantially higher interest rates than bonds of investment-grade corporations or most government bonds.


 The reinvestment of dividends from REITs or the reinvestment of interest payments from junk bonds also makes those assets bear market protectors and return accelerators. During every recession, prices on junk bonds fall as the risk that a corporation will default rises. Yet investors who are reinvesting their interest income will purchase more bonds, so when interest rates ease and the spread between risky and safe bonds falls, the return accelerator works wonders.

REITs offered particularly high yields when they fell out of favor during the late 1990s during the boom in technology stocks. When they regained popularity, the extra shares invested boosted the returns on REITs, so from the mid-1990s through 2003 they had one of the highest returns of any asset class.

Summary

Over the past decade dividends have received short shrift as investors sought capital gains. But examining the history of stock returns reveals the importance of cash dividends. Dividends not only protect investors in bear markets but have boosted returns significantly when the market rebounds.

Virtually all the best-performing stocks from the original 1957 S&P 500 pay dividends, and most have a dividend yield above the average.

The returns on many stocks, such as the tobacco manufacturers, have benefited greatly from cash dividends despite the fact that litigation risk has depressed the price of these stocks. Reinvestment of dividends has also helped the energy sector. The next chapter examines the source of dividends and earnings, and discusses how to measure them.



 CHAPTER ELEVEN


Earnings:

THE BASIC SOURCE OF SHAREHOLDER RETURNS




In recent years, substantial capital arguably was wasted on a number of enterprises whose prospects appeared more promising than they turned out to be … [The] amount of waste becomes unnecessarily large when the earnings reports that help investors allocate investment are inaccurate
 .

—Alan Greenspan, 2002




T
 he stock market had waited for this announcement with great anticipation. At 4:15 p.m., fifteen minutes after the market closed, Intel, the world’s largest manufacturer of microprocessors, would report its quarterly earnings. Wall Street traders and analysts watched Intel’s numbers like hawks. The firm was considered a bellwether not only for the technology sector but for the entire economy.

The announcement flashed across the screen: operating earnings came in at 47 cents a share, 5 cents above expectations, but those earnings excluded acquisition-related expenses, one-time charges for purchased R&D, and the amortization of goodwill. Reported earnings, or net income, the official earnings figure sanctioned by the Financial Accounting Standards Board (FASB), was actually much lower than expected.

But the market cared little about the official figure and focused on operating earnings because that is the number that analysts and Wall Street forecast. In response to the better-than-expected operating earnings, the price of Intel’s shares surged in after-hours trading.

What is going on here? Why is the market ignoring official earnings and looking instead at an earnings figure that is neither defined nor sanctioned by the FASB? More important, what earnings measure should investors use to estimate the profitability of a firm?


 Measurement of Earnings

Everyone who is into stocks talks about earnings because everyone knows that earnings drive stock prices. But when economists or analysts start discussing the details of these earnings, most investors’ eyes begin to glaze over. Descriptions of deferred expenses, restructuring charges, pro forma earnings, pension costs, or accounting for employee stock options either bring up bad memories of a college accounting course or seem too complicated to be worth figuring out. For that reason I would not blame any reader who wants to jump to the next chapter to learn about the future of our economy and financial markets. But if you will take a few minutes to read this chapter, you will find some very worthwhile information that not only helps you pick stocks but also understand some critical issues impacting public policy and your pocketbook.

One of these issues, whether employee stock options should be expensed, has even moved into the political arena and sparked heated debate in the U.S. Senate. Technology firms have organized public demonstrations claiming that their workers would lose the very incentives that are critical to maintaining U.S. leadership in technology if these FASB proposals go through.

Another issue, how firms treat pension costs, is critical to whether pension benefits that corporations have promised to their retired workers will actually materialize. News reports are filled with the huge deficit of the Pension Benefit Guaranty Corporation, a government-sponsored enterprise that insures the pension of 55 million workers. Some fear that looming pension defaults could turn into another savings-and-loan fiasco, costing taxpayers hundreds of billions of dollars.

Are Current Earnings Real?

Robert Arnott, editor of the Financial Analyst Journal
 , clearly believes that corporate America’s profit numbers are deceptive. In a debate with me in 2004, he said:


I believe current reported earnings have a lot of fluff. [If we use proper accounting for pension funds] there goes between 15 percent and 20 percent of S&P earnings. If management stock options are fully expensed, there 
 goes another 10 percent to 15 percent of S&P earnings. So I would argue that 25 percent or thereabouts of S&P earnings are fictitious.
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If 25 percent of earnings are “fictitious” then investors are paying much more for stocks than they think and forward-looking prospects for the equity market are indeed poor.

In contrast, I do not believe that the overall earnings data that companies report materially misrepresent the profitability of the great majority of firms. There are biases that work in both directions, as I will show later in this chapter. If one is careful, earnings data do point in the right direction.

But in a nod to the skeptics, investors should indeed scrutinize earnings, particularly from firms that issue employee stock options or have large pension obligations. Standard & Poor’s has made that scrutiny easier with its calculation of core earnings, a new earnings concept that I applaud and will also discuss later in this chapter. Examination of S&P core earnings reveals that employee stock options are concentrated in technology firms, while pension obligations are mainly found in older industrial firms, such as automobiles, airlines, and some energy companies.

Earnings Concepts

Earnings, which is sometimes called net income or profits, is simply the difference between revenues and costs. But the determination of earnings is not just a “cash in minus cash out” calculation, since many costs and revenues, such as capital expenditures, depreciation, and contracts for future delivery, extend over many years. Furthermore, some expenses and revenues are one-time or extraordinary items, such as capital gains and losses or major restructurings that do not give a good picture of the ongoing or sustainable earnings that are so important in valuing a firm. Because of these issues, there is no single “right” concept of earnings.

There are two principal ways that firms report their earnings. Net income or reported earnings are those earnings sanctioned by the FASB, an organization established in 1973 to establish accounting standards. These standards are called generally acceptable accounting principles or GAAP accounting. These are the earnings that appear in the annual report and are filed with government agencies.
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 The other, more generous, concept of earnings is called operating earnings. Operating earnings represent ongoing revenues and expenses, omitting unusual items that occur on a one-time basis. For example, operating earnings often exclude restructuring charges (e.g., expenses associated with a firm closing a plant or selling a division), investment gains and losses, inventory write-offs, expenses associated with mergers and spin-offs, and depreciation of goodwill, among others.

Operating earnings are what Wall Street watches and what analysts forecast. The difference between the operating earnings the firm reports and what analysts expect them to report drives stocks during the “earning season,” which occurs in the few weeks following the end of each quarter. When we hear that XYZ Corporation “beat the Street,” it invariably means that its earnings came in above the average (or consensus) forecast of operating earnings.

In theory, operating earnings give a more accurate assessment of the long-term sustainable profits of a firm than reported earnings does. But the concept of operating earnings is not formally defined by the accounting profession, and its calculation involves much management discretion. As management has come under increasing pressure to beat the Street’s earnings forecasts, they are motivated to “push the envelope” and exclude more expenses (or include more revenues) than are appropriate.

The data show the increased gap between reported and operating earnings in recent years. From 1970 to 1990, reported earnings averaged only 2 percent below operating earnings. Since 1991, the average difference between operating and reported earnings has widened to over 18 percent, nine times the previous average.
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 In 2002 the gap between the two earnings concepts widened to a record 67 percent.

During the latter phases of the bull market of the 1990s, some firms, particularly those in the technology sector, were rightly criticized for excluding too many expenses. For example, Cisco Systems wrote off inventories that the firm couldn’t sell and used highly favorable accounting techniques to make acquisitions appear far more favorable than they were.

Some firms advanced earnings concepts that involved even more extreme assumptions. Amazon.com declared it was profitable in 2000 on a pro forma basis if the interest on nearly $2 billion of debt was ignored. This is like saying my vacation home doesn’t cost me anything as long as I ignore my mortgage payments. Clearly standards had to be tightened.


 The Employee Stock Option Controversy

One of the most controversial issues is accounting for employee stock options. In the last chapter we spoke of the options culture that technology firms, particularly Microsoft, fostered in the 1980s and 1990s. Employee stock options gave workers a right to buy stock at a given price if they worked for the firm for a given period of time. As I noted in Chapter 9, the proliferation of management stock options began after the IRS ruled that payment by options did not violate the compensation limitations set by Congress.

We have already showed that management stock options discourage dividends. But there was yet another reason why stock options became so popular. Not only did they bypass certain restrictions on management compensation, but most stock options, when granted, did not have to be accounted for as an expense in the firm’s profit statements. Instead options were expensed if and when these options were exercised, which may be years after they are granted.

This convention, vigorously supported by technology firms, was allowed by the rules established years ago by the FASB. The board’s position on options generated much debate within both the academic and professional communities. In 2000 the FASB reversed its position and, following the lead of the International Accounting Standards Board, decided that options should be expensed when granted. In 2004, expensing options would lower S&P 500 earnings by 5 percent, but earnings of the optionladen technology sector would fall substantially.

Technology firms lobbied Congress to block the FASB from instituting those rules. In one of the more shameful incidents of congressional meddling, Senator Joseph Lieberman of Connecticut led the Senate in 1993 to an 88–9 nonbinding “sense of the Senate” resolution disapproving FASB’s proposal. After this vote, the FASB backed down on its proposed rule change.

But after the technology bubble broke, the FASB revisited the issue and set 2005 as the year that firms must expense options. As of this writing, technology firms are still seeking congressional help to block this rule.

Why Stock Options Should Be Expensed

On this issue, the FASB is right and the technology industry and the politicians that support them are wrong. Nobody put the case for expensing 
 options better than Warren Buffett, who stated in his 1992 annual report well before this issue took center stage: “If stock options are not a form of compensation, what are they? If compensation is not an expense, what is it? And if expenses shouldn’t go into the income statement, where in the world should they go?”
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Options should be expensed when issued because earnings should reflect the firm’s best determination of the sustainable flow of profits—profits that could be paid out as dividends to shareholders. If employees were not issued options, their regular cash compensation would have to be raised by the value of the options forgone. Whether the compensation is paid by cash, options, or in candy bars, it represents an expense to the firm.

When an option is exercised, the firm sells new shares to the option holder at a discounted price determined by the terms of the option. These new shares will reduce the per-share earnings and is called the dilution of earnings. Current shareholders are giving up part of the firm’s profits to new shareholders who, through options, purchased the shares at below-market prices.

CRITICS OF OPTION EXPENSING

Some argue that options should not be expensed if management repurchases sufficient shares in the open market to offset the new shares issued when options are exercised. In this case there will be no dilution. But this argument ignores that fact that the funds used to buy back shares could have been distributed to shareholders or otherwise used to enhance shareholder value.

Critics of expensing also ask what happens if the option is expensed and then the stock price goes down and the option is never exercised. In that case the option expense would be reversed and be counted as a one-time or extraordinary gain. On the other hand, if the stock price goes up and the option is exercised for more than the expense recorded at the time of issuance, then the firm should take an additional extraordinary expense.

Critics also maintain that employee options cannot be properly valued. This is fallacious. Modern option pricing models can value options as well as, if not better than, the thousands of other estimates that go into an income statement, such as the useful life of capital expenditures, the market value of illiquid assets, or the write-down of intangible assets.


 RISKS TO STOCKHOLDERS

There is a favorable side of options. The issuance of employee stock options reduces the risk borne by shareholders. If the firm experiences poor earnings and the share price declines, then the options will expire worthless and the firm, if it had expensed them, would realize a gain by reversing the expense. On the other hand, if there is good news and the share price rises, then the option will be exercised and per share earnings will decline because of the dilution.

The risk that employees shoulder when they accept options instead of cash compensation reduces the risk to the outside shareholders. This means that a firm that fully expenses the fair value of options paid to employees should, all other things being equal, be valued slightly more than firms that pay an equivalent amount of cash in lieu of options.

But this also means that much of the upside of many technology stocks that heavily issue employee stock options is enjoyed first by the employees, not the outside shareholders. This is an important consideration not always appreciated by those buying stocks in this option-saturated sector.

FIRMS EXPENSING OPTIONS

As of mid-2004, 176 firms in the S&P 500, representing over 40 percent of the market capitalization, have decided to expense options.
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 Coca-Cola was one of the first large firms to eliminate its employee stock plan. Microsoft terminated its employee stock option plan in 2003, substituting stock grants for dividends.

Might Warren Buffett’s influence have a bearing on these cases? Buffett is a major stockholder of Coca-Cola and has struck up a close friendship with Bill Gates, chairman of Microsoft. Whatever the reason, the tide of professional opinion is clearly moving toward expensing as the FASB proposes.

Employees do not need options to motivate them to work for tech firms. Clearly in the 1990s workers thought options were the guaranteed road to riches. But the decline in the market has shattered many of those dreams. For employees, accepting options in lieu of cash is like accepting pay in lottery tickets. When they saw others winning, it looked like a good idea. But in the long run, these options are a risk that many employees can ill afford.


 Controversies in Accounting for Pension Costs

DEFINED-BENEFIT AND DEFINED-CONTRIBUTION PLANS

Almost as contentious as the treatment of options is the accounting treatment of pension costs. There are two major types of pension plans: defined-benefit (DB) plans and defined-contribution (DC) plans.

Defined-contribution plans, which gained enormous popularity in the 1990s bull market, place both the employee’s and employer’s pension contributions directly into assets that are owned by the employees. In these plans, the firm does not guarantee any benefits. In contrast, in defined-benefit plans the employer spells out the income and health care benefits that will be paid and the assets backing these plans are not chosen by or directly owned by individual employees.

Under government regulations, DB plans must be funded. This means the firm must place aside assets that will cover the expected benefits associated with these plans. In contrast, in DC plans, the risk that the value of the plan at retirement will not cover retirement expenses is taken by the employees, and they must decide where to place their investment dollars.

There were two reasons for the tremendous increase in the popularity of the defined-contribution plans over the past two decades. One was the great bull market of the 1990s that made many employees believe that they could obtain a better return on their own investments than the benfits promised by the firm.

But a second reason was that contributions in a DC plan were immediately vested, that is, became the property of the employee. If an employee left the firm, he could take his 401(k) assets with him to another job. In contrast, it normally takes a number of years before the benefits of a DB plan belong to the employee. If an employee left the firm before these benefits became vested, then no benefits would be received.

PROBLEM AND RISKS IN DEFINED BENEFIT PLANS

Current rules for calculating the returns on the assets backing defined benefit plans are generous to the corporations. FASB allows firms to choose their own estimate of the rate of return on the assets in their portfolio, and often these estimates are too high. These estimated returns are credited to income whether they are earned or not. Furthermore, if the value of the assets falls below the pension liabilities (and the fund is called underfunded), 
 FASB allows firms to close this gap over a substantial period of time.

While the government requires firms to build a fund for retirement income benefits, it does not
 require them to fund for other pension-related benefits, particularly health benefits. In 2003 a Goldman Sachs analyst estimated the health care liabilities of the three Detroit automakers at $92 billion, roughly 50 percent greater than their combined market capitalizations.
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Most investors are fully cognizant of these unfunded liabilities and have taken down the value of the auto manufacturers, as well as that of other firms with large underfunded pension plans. In March 2003, the twenty-five companies identified as having the most serious pension-funding issues comprised only 1.4 percent of the market value of the S&P 500. The bankruptcies of the steel manufacturers and airlines over the last decade are related to their pension obligations.

Since virtually all pension plans started in the last twenty years are defined-contribution plans, the corporate pension problem will disappear over time as the risk of funding retirement is shifted to individuals instead of corporations. Nevertheless, it behooves investors to take a close look at the stock of firms with large defined-benefit plans, as they can be a serious claim on future earnings.

Standard & Poor’s Core Earnings

The dismay over the treatment of pension and options and the ever-widening definition of operating earnings led Standard & Poor’s in 2001 to propose a uniform method of calculating earnings that they called core earnings. The objective was to define and measure earnings from a firm’s principal or core businesses and to exclude from earnings revenues or expenses that are incurred for other reasons. Core earnings expenses employee stock options, recalculates pension costs, and excludes unrelated capital gains and losses, goodwill impairments, and one-time litigations gains and losses, among others.

One cannot underestimate the importance of finding a good measure of sustainable earnings. A typical firm in today’s market sells for about twenty times yearly earnings. This means that only 5 percent of its price depends on what happens in the next twelve months, and 95 percent of its price depends on what happens after that. That is why when we calculate 
 earnings, accounting decisions should distinguish between any one-time gains and losses that are not expected to be repeated and those that have implications for future profitability. This goal led Standard and Poor’s to develop core earnings.

This was an unusual and bold stance taken by a nonregulatory, private-sector firm that is the keeper of the world’s most replicated benchmark, the S&P 500 Index. The New York Times
 called core earnings one of the best ideas in 2002.
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 Warren Buffett applauded S&P’s stance, stating in an open letter, “Your move is both courageous and correct. In the future, investors will look back at your action as a milestone event.”
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I also strongly support core earnings and applaud the work done by David Blitzer, managing director and chairman of the Index Committee, Robert Friedman, Howard Silverblatt, and others. Although I quibble with their estimation of pension costs (a notoriously difficult accounting issue), I believe core earnings makes a significant move in the direction of standardizing profit statements and is a very good way to measure a firm’s profitability.

Earnings Quality

Can a better read on earnings quality be profitable to investors? Most certainly. One way to measure the quality of earnings is by examining a firm’s accruals
 , which is defined as accounting earnings minus cash flows.

A firm with high accruals may be manipulating its earnings and this could be a warning of future problems. Alternatively, a firm that has low accruals may be a sign that earnings are being conservatively estimated.

Richard Sloan, a professor at the University of Michigan, determined that a high level of accruals was related to subsequent low stock returns.
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 Sloan found that from 1962 through 2001, the difference between the returns to firms with the highest quality earnings (lowest accruals) and the poorest quality earnings (highest accruals) was a staggering 18 percent per year
 . Further research indicated that despite the importance of accruals, Wall Street analysts did not take this into account when forecasting future earnings growth.
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Determining earnings will always be fraught with estimates, even if 
 made in good faith. That is why cash flows, as well as dividends, are objective measures of firm profitability that must supplement earnings data.

Earning Biases: Up and Down

The accounting treatment of pensions and employee stock options overestimates corporate earnings. But there are accounting conventions that work in the opposite direction.

For example, research and development costs are routinely expensed although there is good reason to capitalize these expenditures and then depreciate them over time. This means that the reported earnings of firms with a high level of R&D expenditures, such as the pharmaceutical industry, may be understating their true earnings.

Take Pfizer, the largest drug stock in the world and one of the five largest companies in the S&P 500 in 2004. In 2003, Pfizer spent $7.6 billion on research and development for drugs and almost $3 billion on plants and equipment. Governed by current accounting rules, Pfizer deducted from its earnings 5 percent of the $3 billion it spent on plant and equipment as depreciation, as the remainder would be deducted over the useful life of these assets.

But 100 percent of the $7.6 billion Pfizer spent on research and development was deducted from its current earnings. This is because Pfizer’s R&D is not considered an “asset” in accounting and must be expensed when the expenditures are made

Does this make sense? Is Pfizer’s R&D less of an asset than its property, plants, and equipment? Considering Pfizer’s value largely stems directly from the patents it gains through its research and development expenditures, this accounting treatment seems to cast too negative a shadow on Pfizer’s performance.

Leonard Nakamura, an economist at the Federal Reserve Bank of Philadelphia, concurs. He stated, “It’s really those [R&D] expenditures that are going to drive long-run corporate performance.”
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 Current earnings practices understate the future earnings potential of industries with extensive research and development.

Another understatement of earnings comes from the treatment of interest expenses. Full interest expenses are deducted from corporate 
 earnings even though inflation, which raises interest costs, causes a corresponding reduction in the real value of corporate debt. In inflationary times, the impact of rising prices on fixed corporate liabilities could be substantial.

The bottom line is that not all conventional accounting practices overstate corporate earnings.

A Final Word and a Look to the Future

This chapter evaluates corporate earning practices. While it is true there is some “fluff” in reported earnings, on balance, the earnings data for the entire economy are not materially misleading.

The inherent ambiguities in calculating earnings support the case for paying close attention to dividends. If a firm pays a dividend, you know what you are getting. It is much harder to fake a dividend payment than it is to misrepresent an earnings statement.

Although there is much justifiable concern about management manipulating earnings data, before we shake our fingers at these companies, we should know that the U.S. government plays accounting tricks with its pension programs that would never pass muster with any corporation or regulatory body. Social Security and Medicare have unfunded liabilities that measure in the tens of trillions
 of dollars, dwarfing those of the corporate sector. These shortfalls pose a much larger risk for our economy than underfunded corporate pension plans and are the subject of the next section of this book.
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 CHAPTER TWELVE


Is the Past Prologue?

THE PAST AND FUTURE CASE FOR STOCKS




I have but one lamp by which my feet are guided, and that is the lamp of experience. I know no way of judging of the future but by the past
 .

—Patrick Henry, 1775




P
 aul Samuelson, a Nobel Prize-winning economist and my graduate-school mentor, once said, “You have but one sample of history.” And the history that we have all lived through is replete with twists and turns that would never be repeated if we could run the world again.

Yet history is all we have. And history must have value, since our brains are programmed to learn by observing the past. Studying how markets have reacted to past events gives us insights into how they will behave in the future.

It is with these thoughts in mind that in the early 1990s I began collecting long-term historical data on U.S. stocks and bonds with the goal of discerning whether there were any trends that I could use to predict future returns. The data I analyzed showed that since 1802, the after-inflation rate of return on a diversified portfolio of common stocks was between 6.5 and 7 percent per year over all long-term periods. This finding served as the foundation of my book Stocks for the Long Run
 . There I wrote:


The long-term stability of these returns is all the more surprising when one reflects on the dramatic changes that have taken place in our society during the last two centuries. The United States evolved from an agricultural to an industrial economy and now to a postindustrial service- and technology-oriented economy. The world shifted from a gold standard to a paper money standard. And information, which once took weeks to cross the country, can now be transmitted instantaneously and broadcast 
 simultaneously around the world. Yet, despite mammoth changes in the basic factors generating wealth for shareholders, equity returns have shown an astounding persistence.
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But looming in the future are changes more fundamental and long-lasting than all the crises that have confronted our economy in the past. The “astounding persistence” of long-term equity returns that I referred to above is threatened by an unprecedented demographic realignment—the age wave—that will soon impact the world economy. The dramatic increase in the number of retirees and the pending sale of trillions of dollars of stocks and bonds threatens to crush asset prices and drown the baby boomers’ hopes of a comfortable and lengthy retirement.

Before analyzing the reality of this threat, it is important to review the historical case for equities in light of new historical data.

Historical Asset Returns

Figure 12.1 is the single most important graph that I have produced from my past studies of financial market returns. It displays the total cumulative return (including capital gains, dividends, and interest) on stocks, long-term government bonds, Treasury bills, gold, and the dollar over the last two centuries after the effects of inflation have been removed.

A single dollar invested in stocks in 1802 grows to $597,485 of purchasing power by the end of 2003, far ahead of the $1,072 in bonds or $301 in Treasury bills. And a single dollar of gold bullion, an asset so beloved by many investors, would be worth only $1.39 two centuries later after the effects of inflation are removed. The cumulative effect of inflation has been substantial; the dollar that we hold today can buy only 7 cents’ worth of what it commanded two centuries earlier.

The dominance of stocks over other assets is overwhelming. Swings in investor sentiment, as well as political and economic crises, can throw stocks off their long-term path, but the fundamental forces generating economic growth have always enabled equities to regain their footing. Despite our history of depressions, wars, financial panics, and most recently the terrorist attacks and scandals that we faced in 2001 and 2002, the resiliency of stock returns is indisputable.



 FIGURE 12.1: TOTAL REAL RETURN INDEXES 1802–2003
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Siegel’s Constant: 6.5 to 7 Percent Real Equity Returns

The most important statistic culled from these data is the long-term average after-inflation rate of return on stocks. That return has ranged between 6.5 and 7 percent over all long-term periods examined. This return means that investors’ wealth, measured in purchasing power, has doubled on average every decade over the last two centuries in the stock market.

It matters not if you take the early period of U.S. economic development, from 1802 to 1870; the middle period, from 1871 to 1926, when comprehensive data on stock returns, dividends, and earnings became available; the period since 1926, which includes the worst stock crash and the Great Depression; or even the period since the end of the Second World War, when all the inflation our country has suffered has occurred. Real stock returns during all these periods remained between 6.5 and 7 percent. No other asset—not bonds, not Treasury bills, not gold, and certainly not the dollar—displays anywhere near the constancy of the real return on stocks.

I was flattered when Andrew Smithers, a British money manager, and 
 Stephen Wright, a professor at Cambridge University, authors of Valuing Wall Street
 , named the long-run equity return “Siegel’s constant.” They found it remarkable, just as I had, that this return has persisted through the radical transformations of both the American economy and society over the past two centuries.

The reason why the real equity return falls just short of 7 percent is not well understood. Certainly the returns on stocks are related to the growth of the economy, the quantity of capital, the liquidity of stocks, and the risk premium required by investors.

The return on fixed-income assets, the major competitor to stocks in investors’ portfolios, told a very different story. Instead of a constant real return, the after-inflation return on bonds had steadily declined over the last two centuries. During the entire 200-year period, average annual real bonds returns, at 3. 5 percent, are barely one-half of real stock returns. Treasury bills and other short-term money market assets averaged 2.9 percent real return, while gold managed a bare 0.1 percent return above the rate of inflation.

The Equity Risk Premium

What accounts for the premium return that stocks earn over bonds? At the most basic level, stock market returns depend on the willingness of investors to abandon the short-term safety of fixed-income assets and assume the risk of stock investing.

Such risks will not be undertaken freely. Investors must be compensated to take on risk, to give up, as the proverb says, a bird in the hand today for the chance to obtain two in the bush tomorrow. The extra return that stocks earn above safe investments, such as government bonds, is called the equity risk premium
 .

Over the past two hundred years, the equity risk premium has averaged about 3 percent.

Mean Reversion of Equity Returns

Very few disagree that stocks have higher returns than bonds in the long run. But many still shun stocks because of their higher volatility. Yet the 
 risk of stocks is critically dependent on the time period over which you hold equities.

Go back to Figure 12.1. A statistical trend line has been drawn through the cumulative stock returns. Note how closely real stock returns cling to the trend line. This tendency of the stock market to follow the trend indicates what statisticians call the mean reversion
 of equity returns. Mean reversion refers to a variable that can be quite volatile in the short run but far more stable over longer periods. An example of a mean-reverting series is average rainfall, which can vary substantially day to day but is far more stable month to month.

Mean reversion completely changes the way that investors should look at risk. This is shown in Figure 12.2. The bars in Figure 12.2 show the risk (measured as the standard deviation) of the average after-inflation returns of stocks, bonds, and Treasury bills over all one-, five-, ten-, twenty-, and thirty-year periods from 1802 through 2003.

Over short periods, stocks are undoubtedly riskier than bonds. But as the holding period increases to between fifteen and twenty years, the riskiness of stocks falls below that of fixed-income assets. And over thirty-year periods, stock risk falls to less than three-quarters that of bonds or bills. As the holding period increases, the risk of average stock returns falls nearly twice as fast as fixed-income returns.

The reason for this surprising result is the instability of the rate of inflation. Inflation afflicts real bond returns far more than real stock returns. Bonds are promises to pay dollars, not goods or purchasing power. Only recently has the U.S. Treasury issued inflation-indexed bonds that adjust bond return for inflation, but these bonds constitute a small fraction of the total fixed income market.

Stocks, on the other hand, are claims on real assets, such as property, machines, factories, and ideas. Over time the price of these assets will rise with inflation. The behavior of equity returns confirms that over long periods of time, stocks fully incorporate realized inflation, while bonds, by their very nature, cannot.

This evidence supports the proposition that stocks, with their superior returns and lower long-term risk, should be the cornerstone of all long-horizon portfolios. Bonds are demanded by those wanting refuge from the short-term volatility of the stock market and therefore offer much lower 
 returns. But bonds do not hedge the inflation risk that is inherent in our paper money economy, where long-term changes in the price level are unpredictable.


FIGURE 12.2: AVERAGE ANNUAL RISK OF AFTER-INFLATION RETURNS
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Worldwide Equity Returns

When I published Stocks for the Long Run
 in 1994, some economists questioned whether my conclusions, drawn from data from the United States, might overstate equity returns measured on a worldwide basis.

Several economists emphasized the existence of a survivorship bias
 in international returns, a bias caused by the fact that long-term returns are intensively studied in successful equity markets, such as the United States, but ignored in markets such as Russia or Argentina, where stocks have faltered or disappeared outright.
2

 This bias suggested that stock returns in the 
 United States were unique and perhaps historical equity returns in other countries were lower.

Three U.K. economists examined the historical stock and bond returns from sixteen countries over the past century and put to bed concerns about survivorship bias. Elroy Dimson and Paul Marsh, professors at the London Business School, and Michael Staunton, director of the London Share Price Database, published their research in a book entitled Triumph of the Optimists: 101 Years of Global Investment Return
 . This book provides a rigorous yet readable account of worldwide financial market returns in sixteen separate countries.

Despite the major disasters visited on many of these countries, such as war, hyperinflation, and depressions, all sixteen countries offered substantially positive, after-inflation stock returns. Furthermore, fixed-income returns in countries that experienced major wartime dislocations, such as Italy, Germany, and Japan, were decidedly negative, so that the superiority of equities relative to other financial assets was decisive in all countries.

Figure 12.3 shows the average annual real stock, bond, and bill returns of the sixteen countries analyzed from 1900 through 2003.
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 Real equity returns ranged from a low of 1.9 percent in Belgium to a high of 7.5 percent in Sweden and Australia. Stock returns in the United States, although quite good, were not exceptional. U.S. stock returns were exceeded by the returns in Sweden, Australia, and South Africa. And the average real return on stocks worldwide is not far from the U.S. return.
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When all the information was analyzed, Triumph of the Optimists
 concludes “that the US experience of equities outperforming bonds and bills has been mirrored in all sixteen countries examined.… Every country achieved equity performance that was better than that of bonds. Over the 101 years as a whole, there were only two bond markets and just one bill market that provided a better return than our worst
 performing equity market.”
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Furthermore, “While the US and the UK have indeed performed well … there is no indication that they are hugely out of line with other countries.… Concerns about success and survivorship bias, while legitimate, may therefore have been somewhat overstated [and] investors may have not been materially misled by a focus on the US.”
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This last statement is of extreme importance. More studies have been made of the U.S. equity markets than of any other country in the world. Dimson, Staunton, and Marsh are saying that the results found in the United States have relevance to all investors in all countries. The superior performance of U.S. equities over the past two centuries is not a special case. Stocks have outperformed fixed-income assets in every country examined, often by an overwhelming margin. International studies have reinforced, not diminished, the case for equities.



 FIGURE 12.3: REAL RETURNS ON INTERNATIONAL STOCKS, BONDS, BILLS, 1900–2003
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Is the Past Prologue?

Despite stocks’ outstanding historical record, there are those who claim that looking at the past can be positively misleading. They claim that the most optimistic case for stocks, or in fact for any asset class, is always made at the absolute top of the market, when the returns looking backward are so good but returns looking forward are so abysmal.

There is much truth to this argument. For example, the past returns on 
 Japanese stocks were extraordinary if measured in December 1989, when the Nikkei average hit 39,000. In the 1980s, annual returns on Japanese stocks soared to nearly 30 percent per year, and international portfolios based on historical risk and return analysis allocated a large fraction to Japanese stocks, particularly the Japanese banking sector. But the Japanese market was on the verge of a great bear market; fourteen years later, the Japanese stocks were less than one-quarter of their level at the market peak. Similarly if you examined historical returns of U.S. market sectors in January 2000 and extrapolated the lessons of the past, all your money would no doubt be put in Internet stocks that had stratospheric returns. Two years later, you would be lucky to be left with ten cents on your dollar.

The Demographic Challenge

Are these wrongheaded predictions happening again? Will the case for equities be destroyed by baby boomers who will soon begin to sell their stocks and bonds?

Robert Arnott, editor of the Financial Analyst Journal
 whose skepticism about earnings I noted in Chapter 11, flatly stated that the 2000–2002 decline was just the first roar of a long bear market. Arnott said:


I would argue that the impact of demographics is now and that the breaking of the bubble and the ensuing bear market were the first lurch into a demographics-driven future. The immense bull market from 1975 to 1999—which turned $1 into $50—was also, most likely, largely demographics-driven. The number of retirees will soar so much in the coming 20 years that capital markets are already starting to look ahead to [poor returns].
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These demographic arguments clearly challenge the bullish case for stocks. The next three chapters of this book dissect the demographic challenge and what it means to the economy and the capital markets. Chapter 13 puts forward the stark demographic facts. There is little doubt that the developed world is going to see an unprecedented decline in the number of workers per retiree. If current trends are continued, this decline will bankrupt the U.S. Social Security and Medicare programs and bring about both a dramatic increase in the retirement age and reduction in the retirement period. Most important, this chapter shows that not only the Social 
 Security trust fund but also your personal assets are threatened by the age wave.

Chapter 14 will analyze the solutions currently proposed to counteract the age wave. One by one, the conventional solutions are examined and found wanting. Increased saving by the boomers, faster productivity growth in the developed countries, or even increased immigration will not alone solve the problem.

But one future development confronts and neutralizes the age wave: the rapid economic growth in the world’s developing nations. I have determined that the economic development of China, India, and other emerging nations can indeed provide the aging nations with the goods and services that they need to enjoy a comfortable retirement.

I call this the global solution. The global solution simultaneously provides the world with sufficient goods and—just as important—the capital markets with sufficient buyers to support stock prices into the distant future.

Why am I confident that this solution will become reality? This is the subject of the last chapter of this section: the Global Solution: The True New Economy. The true spark that ignites economic growth comes from the spread of information, knowledge, and ideas to the largest number of people. The communications revolution and development of the Internet, the very inventions that caused so much pain to investors, are set to become the foundation of the most rapid economic growth that the world has ever known.



 CHAPTER THIRTEEN


The Future That Cannot Be Changed:

THE COMING AGE WAVE




“It is said that the present is pregnant with the future.”


—Voltaire




W
 hen it comes to predicting the future, economists, like those in every other profession, have notoriously poor records. John Kenneth Galbraith, an emeritus professor of economics from Harvard, said of his profession: “We have two classes of forecasters: Those who don’t know—and those who don’t know they don’t know.”

But there are professionals who know a lot about the future: demographers, who study population trends. The reason for their foresight is straightforward. If there are 20 million Americans currently between the ages of thirty and thirty-four, five years from now these same 20 million people will be between thirty-five and thirty-nine, and ten years from now they will be forty to forty-four years of age. Of course, as we go forward, the mortality of this population must be factored in, but mortality rates are very low until the population becomes considerably older.

Since we know the age profile today, we can predict with great accuracy the age profile in the future. Following the end of the Second World War, specifically between 1946 and 1964, there was a burst in the birth rate that leveled off and then declined to record low levels. The baby boom turned into a baby bust.

As a result, the wave of 80 million Americans that is the baby boom generation is edging toward a hoped-for lengthy and prosperous retirement at the same time the workforce is declining.

These facts are immutable. This is the future that cannot be changed.


 Why Should Investors Care?

The impact of the age wave is enormous. The most visible repercussions of aging will be felt on public pension funds. Years ago the United States and most other developed countries set up Social Security and medical plans for their senior citizens. Starting in the next decade, the baby boom generation will put unprecedented strains on these government programs. And as bad off as the United States is, most European countries and Japan are in worse shape and have pension obligations that are far greater.

There is a looming problem of supply and demand in the capital markets reminiscent of an old Wall Street story. A broker recommends that his client buy a small speculative stock with good earnings prospects. The investor purchases the stock, accumulating thousands of shares at ever-rising prices. Patting himself on the back, he phones his broker, instructing him to sell all his shares. His broker snaps back, “Sell? Sell to whom? You’re the only one who has been buying the stock!”

The words “Sell? Sell to whom?” could haunt the baby boomers in the coming years. Who will be the buyers of the trillions of dollars of assets that boomers have patiently accumulated over the past several decades? The generation that has swept politics, fashion, and the media in the last half of the twentieth century has been part of an age wave that threatens to drown the economy in financial assets. The consequences could be disastrous not only for the boomers’ retirement, but also for the economic well-being of the entire population.

Peter Peterson, author of Gray Dawn
 and Running on Empty
 , has been sounding the alarm for years. He warns, “There’s an iceberg dead ahead. It’s called global aging, and it threatens to bankrupt the great powers.”
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Peterson calculates that the developed countries have unfunded pensions of about $35 trillion and health care liabilities of at least twice that. As he says, “To paraphrase the old quiz show, this makes the global issue at least a ‘$64 trillion dollar question.’ ” He cautions that unless significant action is taken to rectify the crisis, “personal living standards will stagnate or decline.”
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These demographic realities could spell disaster for the financial markets. The baby boomers must begin selling their assets to fund their retirement needs: family vacations with grandchildren, medical bills, and everyday living expenses. But assets such as stocks and bonds have no intrinsic value—you cannot eat your stock certificates. The only way their 
 value can be realized is by selling them, and you can sell them only if there are enough willing buyers. These buyers have traditionally come from the working-age population, and in the past the number of these workers has been much greater than the number of retirees. Now, however, because of the baby bust, there are not nearly enough Generation Xers (the generation born in the late 1960s and 1970s) with sufficient wealth to absorb the boomers’ substantial portfolio of stocks and bonds at the prices the boomers paid for them. With a lack of buyers, asset prices must fall, and they may fall dramatically.

Many investors do not understand the gravity of this situation. Some acknowledge that Social Security and Medicare may not be available to them when they retire, but they comfort themselves by believing that their own portfolio of stocks, bonds, and real estate is adequate to support them during their retirement.

But this confidence is unwarranted. The age wave impacts the value of personal assets just as it will impact the government pension and medical programs. If the age wave plays out as the pessimists assert, asset values will fall, the retirement age will rise, and benefits will be cut across the board. The “remarkable persistence” of strong equity returns that we reported in the previous chapter will be a relic of the past.

Because the age wave is the biggest threat to investors’ wealth in the coming decades, this chapter spells out its origins and consequences in much greater detail. We will show how much the retirement age will have to increase so that retirees can maintain their consumption levels if current trends continue. We will also expose the public’s misunderstanding of the Social Security trust fund and show why problems will arise well before that fund’s assets are depleted. Finally, we shall discuss what actions investors should take if the age wave hits us with full force. This chapter will set the stage for a critical analysis of the many “solutions” offered to solve the Social Security crisis and related age wave problems.

The Aging World

The aging of the world’s economy is taking place in nearly every developed country, especially in Europe and Japan. Take Germany, the world’s third-largest economy. By 2030, people over sixty-five will account for almost half of the German adult population, compared to one-fifth now. The 
 number of workers will fall by 25 percent. Japan’s population will peak at about 125 million in just a few years, and by midcentury, according to the more pessimistic forecasts of the government, it will shrink to below 100 million, with the number of workers falling even more.
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Figure 13.1 shows the projection of the age distribution in Japan in 2005 and at the middle of this century. These data are based on the demographics data provided by the U.N. Demographic Project and constitute the most extensive compilation of population data ever assembled. The age data for Japan are equally applicable to many European countries such as Italy, Spain, and Greece.

By midcentury, the most populated five-year age bracket in these countries will be seventy-five to eighty years old. The number of people over eighty will almost equal those under twenty. Although centenarians are rare enough to be newsworthy today, by 2050 for every four children under 
 the age of five, there will be a Japanese man (or most probably a woman) over the age of one hundred.


FIGURE 13.1: POPULATION PROFILE IN JAPAN IN 2005 AND 2050
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The data for the United States, shown in Figure 13.2, are slightly more encouraging. The fertility rate, the number of children born to a woman, is the key variable that determines population growth. The rate needed to keep the population constant is about 2.1, slightly higher than 2 because of infant and childhood mortality.

Following the U.S. baby boom, the period of high births that occurred from 1946 to 1964, the fertility rate in the United States and Europe dropped below 2. But the European rate continued to fall, while the U.S. rate stabilized and is now just below the replacement rate. The U.S. fertility rate stabilized because U.S. baby boomers were having more children than their European and Japanese counterparts, and immigrants, with higher fertility rates, contributed to U.S. population growth. Nevertheless, there is a large 
 number of baby boomers who are now in their late forties and fifties and moving toward retirement.


FIGURE 13.2: POPULATION PROFILE FOR THE UNITED STATES IN 2005 AND 2050
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The term “age wave,” which has been applied to these bulges in population, is made visible in the population profiles in Figures 13.1 and 13.2. Be-ginning in less than a decade and continuing for the next twenty years, the baby boomers will move into retirement, collect pensions, cash in their assets, and consume goods, services, and especially medical care.

The Dearth of Workers

All the goods and services distributed to a given population must be produced by those who are in their working years. There is very limited ability to transfer output from one year to the next. This is where the problems lie: the working population is shrinking dramatically relative to the retired population. Take a look at Figure 13. 3, which shows the number of workers 
 per retiree over the past fifty years and over the next fifty years in both Japan and the United States.
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FIGURE 13.3: DECLINING WORKERS PER RETIREE IN UNITED STATES AND JAPAN
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In 1950, there were seven workers for every retired person in the United States. This shrank to 4.9 workers per retiree in 2005, and by 2050 it is expected to fall to 2.6 workers per retiree. In Japan the problem is even more severe. The number of workers per retiree was 10.0 in 1950 and 3.1 in 2005, and it is projected to fall to 1.3 by 2050. And these numbers assume that the retirement age in Japan is raised to sixty-five. If the retirement age remains in the low sixties, the number of workers will fall below the number of retirees. This will also happen in Spain, Italy, and a number of other European nations.

The Rise and Fall in Fertility

Why are we undergoing such extreme demographic changes? Economic forces and medical advances provide most of the explanation. Until recently, the world was forever young. Not only was life expectancy much shorter and mortality much higher, but children were viewed as prized assets: workers who could plow the land, fish the seas, and take care of the elderly.

Three hundred years ago, as North America was being settled, widows with children were much sought after. In 1776, the year America became an independent country, Adam Smith noted that women were “frequently courted as a sort of future. The value of children is the greatest of all encouragements to marriage.” Today, single women with children are often spurned by potential suitors.
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In the twentieth century, as mortality was reduced through better nutrition and health care, populations in much of the world exploded. As late as 1970, Paul Ehrlich wrote the best-seller The Population Explosion
 , claiming that the rapidly rising population would strain the world’s resources.

Ehrlich could be described as a modern Thomas Malthus, a nineteenth-century British economist who claimed that population increases condemn much of humanity to subsistence levels. Malthus believed the world was destined to experience a vicious circle: every technology improvement would lead to higher food output, which would lead to higher birth rates and more people, who would again exhaust available resources until starvation pushed the population down.

But the advances in the standard of living had an impact very different 
 from what both Malthus and Ehrlich predicted. As economies developed and the level of incomes rose, adults decided to have fewer children, not more. The fertility rate fell dramatically in Europe from more than 2.5 in 1960 to less than 1.4 currently. And in some countries, such as Spain, Italy, and Greece, the level has fallen to between 1.1 and 1.3. Even the fertility rate of China has fallen, hastened by the Communist Party’s one-child policies, from 6.1 in the late 1960s to 1.8 today.
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The reasons for the fall in fertility are not hard to find. In China it was the dictates of the Communist Party, but elsewhere, changing social norms and the shift in the nature of work from physical activity to intellectual activity favored women entering the labor force. As women’s wages increased, the opportunity cost of staying home and raising children rose.

Preparing children for today’s more highly skilled jobs requires extensive and expensive education. Even if tuition is paid for by the government, parental support is still needed. Furthermore, the increase in government pensions, such as Social Security, means that in their old age parents are less dependent on, and less likely to receive support from, their children.
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 As parents with sons and daughters in college already know, instead of being the prized assets that Adam Smith wrote about in 1776, children can become expensive burdens.

Rising Longevity

But the fact that parents are having fewer children is only one factor contributing to the age wave. People are living longer than ever before, and this rise in longevity means that individuals are living well past the historically accepted retirement age of sixty-five.

Longer life expectancies are nothing new, as death rates have generally been falling since the Industrial Revolution. Until the middle of the twentieth century, life expectancy rose primarily because infant and childhood deaths declined. Between 1901 and 1961, male life expectancy at birth rose by more than twenty years, but the life expectancy for men age 60 rose by less than two years.
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But now life expectancy is being extended by advances in medicine that treat, and sometimes cure, the afflictions of old age. The fastest growing age bracket today is those age one hundred and above. This helps explain 
 why from 1961 onward, the increase in life expectancy for sixty-year olds rose at three times the rate of the previous sixty years. Looking forward to all of the advances in biotechnology and advanced medicine, the trend toward longer lives will likely accelerate.

The mapping of the human genome has spawned hopes that scientists are close to turning Ponce de Leon’s dream of discovering the “Fountain of Youth” into a reality. Some scientists are debating whether the aging process can be slowed dramatically or even stopped.

James Vaupel, the director of the Max Planck Institute for Demographic Research, observed in the summer of 2000, “Half of the girls born today in Minneapolis, Tokyo, Bologna, and Berlin will probably celebrate the dawn of the twenty-second century as centenarians.”
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Vaupel’s projection is probably optimistic, although he will tell you he is “middle of the road.”
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 But most demographers believe that most official U.S. government estimates of life expectancy, such as those made by the Social Security Administration and the trustees that project the health of that program, are far too low. For example, the Social Security Administration’s forecast for U.S. life expectancy is eighty-one for both sexes in 2070, up only four years from the current seventy-seven.

In testimony before a Senate special committee on aging, Vaupel asked, “Is it realistic to assume that the United States will fail to catch up in half a century with expectations of life already exceeded in Japan and France? Is it realistic to assume that the United States will fall more than a decade behind Japan and France?”
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 These are very good questions. The increase in life expectancy forecasted by Social Security is far smaller than what has occurred in the past. Vaupel, with his colleague James Oeppen of Cambridge University, found that since 1840 life expectancy in the developed world has increased at a remarkably constant rate of 3 months per year, or 2.5 years per decade.
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 The increase has been remarkably stable and has shown no signs of abating. If this trend persists, life expectancy at birth will almost reach ninety by the middle of this century and hit ninety-five by 2070. Furthermore, the number of “old old,” defined as those over eighty-five years of age, is likely to be two to three times as large as the 18 million predicted by the Social Security Administration.

These statistics mean that the predictions about the pending bankruptcy of public pension and medical care programs likely understate, by a wide margin, the magnitude of the aging problem.


 Falling Retirement Age

While we are living longer, we are retiring earlier. In the past, men and women worked until they died or were too ill to work. In 1935, when Social Security was passed, the average retirement age was sixty-nine and the average life expectancy at age sixty-five was less than twelve years. Now the typical worker at age sixty-five lives another 17.9 years, and a far higher percentage of the working population reach retirement.
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 Yet the average retirement age has actually gone down from sixty-nine to sixty-three years.
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 Over the last fifty years there has been an ever-widening gap between retirement and death, and many today express their desire to retire even earlier.
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In Europe the decline in the age of retirement is even more extreme. In the early 1970s European governments lowered the minimum retirement age from sixty-five to sixty.
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 When doing this, most countries created no incentives for those considering retirement to stay in the workforce. A researcher for the Organisation for Economic Co-operation and Development (OECD) found that in eleven of twenty-six developed countries, a person age fifty-five who had worked for thirty-five years would receive the same pension as someone ten years older who had worked an extra ten years.
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 The incentives to retire earlier were so strong that Europeans responded en masse. In France, the proportion of men aged sixty to sixty-four in the workforce fell from about 70 percent to under 20 percent, and in West Germany it fell from over 70 percent to 30 percent.
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With the coming age wave the question is no longer whether these trends will continue but when they will be reversed. The question is how much longer people must work, not how much earlier they will retire, and if they do retire early, how much will their living standards have to decline.

The Social Security Crisis

How does the age wave impact government pension programs? I recall a number of years ago reading that the two most popular government programs in the United States over the past century were Social Security and the interstate highway system. Looking ahead, it seems that our highway system is in much better shape than our retirement system. Almost every American has driven on the interstate highway system, but tens of millions 
 of baby boomers have yet to collect from Social Security and Medicare. As the age wave crests through retirement, the pressures put on our governmental pension systems will be worse than the worst traffic jam ever experienced on our interstate highways.

I can picture some of you reading this and thinking, “I don’t especially care about the solvency of Social Security because I have enough wealth saved up in my retirement accounts to take care of my old age.” But the truth is, you had better care. The forces that threaten the Social Security system threaten the assets of all
 pension plans, public and private. What happens with Social Security, especially the Social Security trust fund, will directly impact the levels of your wealth.

Social Security: A Perpetual Money Machine?

Let us stand back and try to understand what the Social Security system does and what policies can or cannot solve those problems. Social Security was passed in 1935 in the depths of the Great Depression as part of President Roosevelt’s New Deal legislation. Social Security was designed as a “pay-as-you-go” system, which means that Congress decides on the level of benefits and then adjusts the tax rate or wages so that tax revenues will fund these expenditures.
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 The pay-as-you-go system worked well for many decades. Congress greatly expanded the Social Security benefits, but the number of workers was always growing to fund the system with moderate tax increases. As a result, retirees usually received far more benefits than they contributed in taxes, even granting a generous rate of return on the amount they paid into the system.

The Social Security system seemed like a perpetual money machine, year after year yielding a return on participants’ contributions that were far greater than they could have received in the private market. Could this continue indefinitely? Believe it or not, it could. Paul Samuelson, America’s first Nobel Prize winner in economics, made this point when he wrote:


The beauty of social insurance is that it is actuarially
 unsound. Everyone who reaches retirement age is given benefit privileges that far exceed anything he has paid in.… How is this possible?.… Always there are more youths than old folks in a growing population. More important, with real 
 incomes growing at some 3 per cent per year, the taxable base upon which benefits rest in any periods are much greater than the taxes paid historically by the generation now retired.… A growing nation is the greatest Ponzi scheme ever contrived.”
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Samuelson’s reference to the Ponzi scheme refers to Charles Ponzi, an Italian immigrant who offered investment schemes that promised fantastic returns and paid off early investors with money put in by later investors. When this scam was uncovered, everyone demanded their money and the scheme collapsed.

But Social Security is a legal and a sustainable Ponzi scheme as long as population and incomes are growing
 . Then there will always be more coming into the system than money paid as benefits. But if the population and income fail to grow, the game is over.

The Social Security Trust Fund

Heeding the threatening demographic trends, President Reagan convened a blue-ribbon panel in 1982 to study the issue and recommend solutions. The commission, headed by Alan Greenspan, recognized that the baby boom was going to cause severe problems with a pay-as-you-go system down the road. As the baby boomers retired, tax rates would have to be boosted dramatically on younger workers to pay the ballooning retirement benefits of the boomer generation. Higher payroll taxes could set the stage for a generational conflict and discourage entry into the labor force at the same time as the number of workers decline.

The proposed solution was to abandon the pay-as-you-go system, raise current Social Security taxes above the current level of benefits, and use the excess to buy U.S. Treasury bonds. These bonds, which accrued interest at the ongoing market rate, would be placed in a special trust fund that could be sold to generate funds when the boomers retired. This would presumably avoid the need to impose crushing taxes on the working population in order to pay retirees benefits.

Congress abided by the Commission’s recommendation and raised Social Security taxes sharply in 1983. The Social Security trust fund was designed to have sufficient bonds to keep Social Security solvent until well past the middle of this century, abiding by the seventy-five-year 
 horizon that the trustees were obliged to use to measure the program’s solvency.

But in the years following the commission’s recommendations, fertility rates dropped, productivity lagged, and life expectancy increased beyond the commission’s expectations. These trends meant the trust fund would not collect sufficient funds to pay the benefits promised. In their 2004 report, the trustees predicted that by 2018 the fund would begin selling its huge hoard of government bonds, and by 2042 these funds would be exhausted. In 2042, unless taxes were raised dramatically, Social Security payments would have to be cut by almost 30 percent.

But even this forecast is too optimistic. The day of reckoning of the Social Security system is actually much closer than 2042, the date when the trust fund runs dry. This is because hundreds of billions of dollars worth of government bonds will have to be sold into the market well before 2042 to meet the surging benefit levels. These sales from the trust fund will hit the market at the same time individual investors are trying to liquidate their own assets to fund their own retirement. This tidal wave of stocks and bonds hitting the market will have a huge impact on asset prices. This is why everyone who has wealth in stocks or bonds must care about what happens to Social Security and the age wave.

Investor Strategies if the Age Wave Hits

If the age wave hits full force, we can expect a significant impact on asset prices. Inflation will increase as the demand for goods by the retirees outstrips the dwindling supply produced by the decreasing number of workers. This will make conventional bonds, which pay a fixed-dollar coupon and principal, a very poor investment.
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 But stocks will not fare much better. It is true that stocks will weather inflation better than bonds, as corporate revenues will grow along with rising prices, but the shortage of workers will put upward pressure on wages, squeezing corporate profits and lowering the rates of return on equity capital.

Does this mean that investors should retreat to inflation hedges such as gold, silver, and perhaps natural resources? The short answer is no. As indicated in the last chapter, precious metals have provided investors no real return over long periods of time. Natural resources firms will not fare much better. The value of their land and energy reserves may keep up with 
 the rate of inflation, but they will also be caught in the profits pinch as wages rise relative to the return on capital. Returns on real estate will not be any better as the aging of the population shrinks demand.

The best investment if the age wave strikes full force will be Treasury Inflation-Protected Securities, or TIPs. These securities, first offered in the United States in 1997, pay guaranteed fixed coupons and principal that are automatically adjusted by any changes in the price level.

When TIPs were first offered, their inflation-protected yield was 3 percent, a bit less than half the 6.8 percent average long-term real return on stocks. TIPs yields increased to 4 percent during the latter stages of the stock market boom, but they have subsequently fallen below 2 percent. If the age wave hits with full force, expect the TIPs yields to fall much further and their real yield will likely go below zero as everyone fights to preserve their capital. Certainly in a normal environment, TIPs returns are not competitive with stocks or real estate. But if the age wave strikes, these inflation-protected bonds will be the best of a bad lot.

What can be done, if anything, to prevent this depressing scenario from playing itself out both in the economy and in the financial markets? Is increased saving the answer? Higher payroll taxes? More immigration? Or is there something else, something far more hopeful, that can save us from drowning in the age wave? The answers will be found in the next two chapters.



 CHAPTER FOURTEEN


Conquering the Age Wave:

WHICH POLICIES WILL WORK AND WHICH WON’T




“Results? Why, man, I have gotten a lot of results. I know several thousand things that won’t work.”


—Thomas Alva Edison




I
 f current trends continue unabated, the developed world faces higher retirement ages, lower living standards, or a future where the old will fight with the young to get the benefits they believe they deserve. In the coming decade, these issues will spur political debate as the stark reality of underfunded public and private pension funds jolts investors and politicians to search for answers.

Pete Peterson, former secretary of commerce and author of the bestseller Running on Empty
 , advocates three measures: reduce benefits, increase taxes, and establish government-mandated savings accounts. He writes persuasively:


Some of these reforms do require some sacrifices: yes, more taxes than we like to pay, and yes, fewer benefits than we expect. But these sacrifices are truly minor compared to what we have endured before in our history and to what we and our children are likely to endure tomorrow if we fail to live within our means.
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But are these really the only answers to the aging crisis? Clearly, reducing benefits will “solve” the problem, but that is a solution by default. And I believe the other measures advanced by Peterson also fall short. In fact, many of the espoused solutions to the aging crisis, such as increasing payroll taxes, increasing immigration, and even increasing the savings rate, will do little to alleviate the problem, and some, such as increasing taxes, will make the situation worse.


 Understanding why these proposals won’t work is the subject of this chapter. But don’t throw your hands up in despair. There is a solution. You shall see that our economy, in contrast to what Peterson claims, is not “running on empty.”

Modeling the Retirement Age

To study the impact of these proposed solutions I built a model of the world economy using population data from the U.N. Demographic Project. The model assumes that over time the output produced by the workers in an economy is sufficient to cover not only their own consumption but the consumption of the retirees as well. The model shows how the retirement age must rise to ensure enough goods are provided for all the retirees. When combined with assumptions about productivity growth, consumption patterns, and the aging of the population, the model provides a rich opportunity to study the dynamics of the world economy into the future.

On our current path, workers will have no choice but to work many more years than they do now if they wish to maintain their standard of living during retirement. Figure 14.1 shows how much longer Americans will have to work to achieve that goal.

Between 2005 and 2010, the trend of earlier retirement that has prevailed through modern history will be reversed. In the next several decades, not only will the retirement age be forced to increase from sixty-two to seventy-three, but that increase will be greater than the increase in life expectancy. Therefore, the time workers spend in retirement will decrease by nearly 25 percent. Because of their more severely aging populations, in Europe and Japan the retirement age must rise even faster.

These projections are based on a conservative estimate of the increase in life expectancy made by the U.N. demographers. If life expectancy increases at a more rapid rate, which many experts expect (see this page
 ), then the retirement age in the United States may need to rise to eighty or even higher.

Consequences of Earlier Retirement

Although some accept extending their working years as a natural consequence of a rising life expectancy, few realize how dramatic these changes 
 will be. Since the Industrial Revolution, workers have achieved shorter workweeks and longer retirements, and they view these developments as inherent benefits of economic progress.


FIGURE 14.1: PAST AND PROJECTED U.S. LIFE EXPECTANCY AND RETIREMENT AGE
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In Europe, which has an older population than the United States, some of the public and private pension plans start paying retirees benefits in their fifties. A shift to a retirement age of seventy or more would be a dramatic turn of events. Even if workers accepted the increase in the retirement age, there are legitimate questions whether the older workforce would be competitive in the labor market and whether they could achieve the same productivity levels that are expected from younger workers.

The fact that demographic trends in the United States are significantly better than those in Europe or Japan should give Americans no solace. For many goods and services, the price is determined in a world market, and the retirees in Europe and Japan will be active bidders. Prices will be determined by the total demand for goods from retirees worldwide, not just demand in a single country.

What happens if Americans still insist on retiring at sixty-two, the current 
 retirement age? Real asset prices will fall as boomers try to convert their stocks, bonds, and real estate into consumption goods. Retirees will not be able to generate nearly enough income from the sale of their assets to maintain a standard of living that they reached during their working years.

I estimate that if the current retirement age is maintained, the living standard of retirees who retire at midcentury will decline drastically to only 50 percent of the living standard they achieved at the end of their working life. Clearly few will accept this outcome, and many will be forced to return to work to raise their income.

A final option that could maintain retirees’ living standards would be to sharply raise taxes on the future working-age population to transfer monies to the burgeoning number of retirees. But younger workers will demand to know why they are subsidizing retirees who have inadequately prepared for their own future. This will inevitably create a generational conflict that will manifest itself in a bitter political battle, pitting the large number of nonworking retirees against a smaller number of workers.

The three painful choices described here—increasing retirement age, accepting lower standards of living, or raising taxes on the working young—are inevitable unless other measures are taken. What can be done?

Greater Productivity Growth

Policies that increase the productivity of workers have the greatest potential to mitigate the impact of the age wave. Productivity, or output per hour worked, is the basic measure of our standard of living.
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 Increases in productivity raise incomes and boost the amount of goods and services available to both workers and retirees.

Productivity growth mitigates the problems caused by the age wave because, while workers both produce and consume more goods, the consumption of retirees remains relatively stable during retirement. This means the output associated with the productivity increases can be spread across a greater number of retirees.

Government pension programs reflect retirees’ consumption patterns. While working, pension benefits are linked to average wages, but after retirement, pension benefits are indexed only to inflation. This is how Social Security and the great majority of private and governmental pension systems 
 work around the world.
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 A boost of productivity acts like an increase in the number of workers and offsets the population imbalances caused by the age wave.

The Sources of Productivity Growth

If productivity is the key to solving the aging crisis, what policies can increase productivity? Throughout history, productivity was enhanced by the creation of new machines: the cotton gin, the steam engine, railroads, automobiles, and telephones. Since these machines required capital to build, and this capital had to come from savings, many assumed that increases in saving would spur capital formation and hence productivity growth. This is why economists suggest that the United States increase savings to increase productivity and mitigate the impact of the age wave.

But this hypothesis, that extra savings will significantly boost productivity, was put to the test in the mid-1950s by the pathbreaking work of Professor Robert Solow of the Massachusetts Institute of Technology, for which he received the Nobel Prize in 1987.
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 I studied under Professor Solow when I received my doctorate in economics at MIT, and I was fascinated with his finding that capital investment—all those machines, plants, and equipment that firms buy and utilize for production—is responsible for only a small part of the increase in productivity throughout history.

As noted above, most economists had previously thought that increases in the capital stock—the sum of all machines, factories, and other fixed assets—were the major source of productivity growth. But Solow’s research showed that productivity growth primarily came from other sources such as invention, discovery, innovative management philosophies, or just plain old learning by doing. Most of these sources did not require heavy capital expenditures or higher savings.

When capital was needed in our entrepreneurial economy, venture capitalists always were able to attract funds for promising new ideas, no matter what the savings rate. The development of the Internet and the fiber-optic revolution began in the United States when our personal savings rate was extremely low. Japan, which has one of the highest savings rates in the world, had very low productivity growth in the 1990s, while the United States, with a low savings rate, had strong productivity growth.

Japan also shows that it is possible for countries to save too much and 
 actually reduce living standards. This was considered a theoretical curiosity when I was studying at MIT. But recent evidence has convinced me that the high savings rate in Japan has done little to boost its economy. In the 1990s the Japanese government, in a vain attempt to stimulate economic activity, sharply boosted public investment in bridges and roads, but these had very low returns. There is also evidence that much of the investment undertaken by the private sector in Japan also had a low, if not negative, rate of return.
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If savings were the answer to our demographic problem, then Japan, the country with the highest savings rate in the developed world, should have absolutely no worry about the aging of its population. But that is not the case. Paul Hewitt, an economist who has researched global aging, declares, “Most of Japan’s economic ills either arise directly out of, or are being exacerbated by its demography.”
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 The Economist
 further states, “The bad news, however, is that even though the economy has sped up for a bit, Japan’s runaway demographic trends still threaten to leave it in the dust.”
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If increasing savings isn’t the answer, what is? Paul Romer, an economist from Stanford University and founder of “new-growth” theory, suggests that the most important source of productivity growth is the stock of ideas and inventions. My own research supports this view. Very few innovations are developed from scratch, where no previous knowledge or information is assumed. In fact, most inventions are simply extensions, combinations, and rearrangements of past inventions.

Romer believes that to spur invention and productivity growth, the government should either grant tax subsidies for research or direct more of its own funds toward this end. But government-directed research has its own pitfalls. Take the significant funds devoted to government-directed research in the U.S. space program. Putting a man on the moon was a wondrous technological achievement that gave Americans great pride in our country. But it is arguable whether the NASA space program has delivered significant private benefits, especially compared to a similar amount of funds funneled into private research. Academic research also suggests that indicative planning, a practice whereby the government sector tries picking “winning” industries and directs public funds to that end, has been unsuccessful.
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Historically, bursts of innovation, from the railroad to the automobile 
 to the Internet, have come from the private sector, and investors willingly fund projects believed to be commercially profitable. Even though private capital markets go through euphoric and depressive episodes, they have proven to be the most efficient allocators of capital. Certainly productivity growth needs capital, but an increase in capital, by itself, produces little productivity growth.

Productivity Growth and the Age Wave

The bottom line is that increased saving has, at most, a modest effect on productivity. Moreover, productivity growth would have to increase dramatically to have a meaningful impact on the age wave.

The rate of productivity growth required to keep the retirement age at sixty-three in the United States is staggering, on the order of 7 percent per year.
9

 This is more than three times the historical rate of productivity growth, and a rate that has never been sustained beyond a short period of time. If we can raise the rate of domestic productivity growth to 3.5 percent—and this is the maximum the United States has achieved over any
 ten-year period since the end of the Second World War—the retirement age by 2050 would fall from only three years. Productivity growth within
 the United States (and most of the developed world) does not solve the problem because retirement benefits are linked to productivity through wages.

This pessimistic assessment of the impact of productivity growth on the age wave in the developed world has been echoed by Alan Greenspan and the Federal Reserve in its studies on productivity growth and the reform of the Social Security System.
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 Certainly productivity growth determines the buying power of wages, but the rate at which the developed countries, already at the technological frontier, can increase their productivity is far short of what is needed to solve the aging crisis.

Higher Social Security Taxes Are Not the Answer

Many believe that the age wave crisis can be relieved by boosting payroll taxes today, thereby increasing revenues to the Social Security trust fund. The argument goes that if the Social Security trust fund held more government 
 bonds, this would decrease the amount of government debt held by private investors, allowing these investors to use their savings to fund more productive projects in the private sector.

This solution suffers from two problems. We have already shown that it is unlikely that an increase in the personal savings rate can increase productivity sufficiently to offset the age wave, so an increase in government savings, which is what increased funding of the trust fund accomplishes, is also unlikely to work.

But increasing payroll taxes has another, more pernicious impact on the economy’s ability to cope with the growing number of retirees. Taxes that lower take-home pay discourage workers from working, and taxes that raise employment costs discourage firms from hiring. Just when we need more workers, we would be getting less.

There has been much written in economics on the effect of income and payroll taxes on the incentive to work. Recent evidence strongly supports the proposition that payroll taxes can have a significantly negative impact on the incentive to work. Edward Prescott, a recent Nobel Laureate in economics, wrote a paper entitled “Why Do Americans Work so Much More than Europeans?”
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 In it he reported that Americans not only work 50 percent more hours than the Germans, the Italians, and the French, but Americans also take about ten days of vacation a year, while Europeans take six to seven weeks. There is a popular perception that the contrasting work ethics stem from differing cultures; it is widely believed that Europeans have different priorities and simply enjoy their leisure time more than Americans do. As Jeremy Rifkin, author of The European Dream
 , wrote, “The American Dream pays homage to work ethic. The European Dream is more attuned to leisure and play.”
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 But Prescott finds otherwise. Currently European tax rates on wages and salaries are much higher than rates in the United States. But in the early 1970s, when European and U.S. tax rates were comparable, European and U.S. workweeks were roughly equal. Prescott finds the reduced workweek directly related to the rise in payroll taxes.

Confirming this work, Steven Davis at the University of Chicago and Magnus Henrekson of the Stockholm School of Economics, conducted an econometric study of rich countries in the mid-1990s. They also found that higher tax rates are negatively correlated with the number of people working as well as with the number of hours each employee works.
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 Perhaps if workers saw these payroll taxes directing flowing into their pension benefits, then the negative impact of higher Social Security taxes on employment would be reduced. But surveys overwhelmingly indicate that workers see the deductions taken from their paycheck as taxes, not as “contributions.”

And from a legal standpoint, they are perfectly right. Two Supreme Court cases have confirmed that the Social Security (and Medicare) taxes carry no implied right to a future benefit. In 1937 the Supreme Court wrote, “The proceeds of both [employee and employer] taxes are to be paid into the Treasury like any other internal-revenue taxes generally, and are not earmarked in any way.” In 1960 the Court further affirmed, “To engraft upon the Social Security system a concept of ‘accrued property rights’ would deprive it of the flexibility and boldness in adjustment to ever-changing conditions which it demands.”
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The perception of Social Security being a tax instead of a contribution to a personal retirement account carries much significance. If the current 12.4 percent tax on the first $87,900 of wages (2004 levels) were allowed to accrue directly to a worker’s savings account that could be used for retirement or even major purchases such as a home, the positive incentive effects on work effort, not to say savings, could be significant.

Although I do not believe that an increase in the savings rate will solve the problem caused by the age wave, personal accounts are a far more attractive option than trying to increase government savings through higher taxes.

Immigration

Because the decrease in the number of workers causes the scarcity of output, immigration might be seen as the answer to the problem. If workers are added at a young enough age, they could provide labor services for many years before collecting pension benefits.

The number of immigrants needed to keep the retirement age of Americans at sixty-three depends on assumptions such as the average age of the immigrant, the average number of dependents per worker, and the workers’ skill level. Assuming that the average immigrant upon arriving in the United States earns one-half of the average per capita income of Americans, the number of immigrants needed over the next forty-five years to 
 keep the retirement age constant is over 400 million, far in excess of the current U.S. population. The reason the number is so high is that immigrants also have dependents, use government services, and receive pension benefits upon retirement, putting more strain on the system.

There is much debate over the right immigration policy, and I personally favor liberalizing the laws governing immigration. However, it is unreasonable to expect that immigration can by itself solve the aging problem of the developed world.

What to Do?

The traditionally offered solutions to the aging crisis are seriously flawed. Although increased savings is a worthy goal, it will have limited impact on reducing the retirement age. Productivity growth, the commonly cited answer to the problem, has limited impact because benefits are themselves largely tied to productivity, offsetting its ability to solve the crisis. Higher taxes and increased immigration are also not the answers. Like Thomas Edison, quoted at the head of this chapter, I believe we have found many results that won’t work.

But this does not mean that we should be resigned to the consequences of the age wave. There is
 a source of productivity growth that offers much hope. Not only do China, India, and other developing countries stand on the brink of rapid economic expansion, but their huge populations have an age profile that is sharply different from that of the developed world. Bringing more people into the production process can solve the age wave crisis. Immigration was needed in the 19th and early 20th century to bring workers to the most advanced technology. Now state-of-the-art capital is being brought to the workers anywhere in the world.

Can the growth in the developing world, which today produces only a fraction of the world’s output, truly offset the pernicious impact of the age wave? That is the topic of the next chapter.



 CHAPTER FIFTEEN


The Global Solution:

THE TRUE NEW ECONOMY




Some men see things as they are and say, “Why?” I dream of things that never were and say, “Why not?”


—George Bernard Shaw, 1949




H
 as demography—the future that cannot be changed—doomed the developed world to a much shorter and less affluent retirement and investors to falling asset prices? After analyzing our aging economy, a good case could be made for this dismal scenario. But this grim conclusion is based on a far too narrow view of the world.

Historically, the young have earned enough to provide both for themselves and the elderly. Some of this income is transferred through government pension programs, such as Social Security. But in the rich countries, the elderly largely finance their retirement by selling their assets and using the proceeds to fund their needs. This symbiotic exchange of the young’s earnings for the older generation’s assets is how the young generation accumulates its wealth and the retirees support their lifestyles.

Markets for financial assets allow this exchange to work over wide geographic areas. For example, no one fears that the state of Florida will fall into an economic slump because there are not enough workers in the state to provide for its huge retirement population. We know that the consumption of Florida’s elderly can be supported by importing goods and services from the younger population in the remaining forty-nine states. Furthermore, Florida retirees have no problem selling their assets to younger investors in the rest of the country.

But very soon, the elderly will reside in all fifty states and in Canada, Europe, and Japan. Who will buy their assets when they retire?

Expand your horizons and think of the world as one economy instead of separate nations, each one attempting to provide goods for its own 
 citizens. Although the developed world is aging rapidly, the rest of the world is very young. Take a look at Figure 15 1. This shows the age profile of India, China, and the rest of the developing world. The young of the world can produce the goods for, and buy the assets from, the retirees of the developed world. For more than 80 percent of the world’s population, there is no age wave.

Can the aging populations in the richer countries in fact be supported by the young workers in the developing world? Right now the answer is no. The developing countries, despite having more than 80 percent of the world’s population, produce less than one-quarter of the world output measured in dollars.

But something extraordinary is happening in these young, developing countries. For the first time, China and now India have launched into a sustained period of rapid growth. Their growth, if it can continue at 
 the levels achieved over the past decade, will have an extremely significant effect not only on their countries but on the rest of the world as well.


FIGURE 15.1: DEVELOPING WORLD POPULATION PROFILE 2005 AND 2050
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Figure 15.2 shows how higher productivity growth rates in these developing countries can impact the retirement age in the rich countries. And the impact is dramatic.

If the developing world can increase productivity at 6 percent per year over the next several decades—and this rate has long been surpassed in China and has now been achieved in India—then the retirement age of the boomer population need rise only modestly. On the other hand, if the developing world stops growing, the retirement age in the United States would have to rise from sixty-two to seventy-seven. As can be seen in Figure 15.2, each 1 percent increase in developing-world growth rates equates to about two extra years of retirement for the developed world.

Growth in the developing world will be fueled by the explosive growth of exports to the aging world. These young countries must find an outlet for the dollars, yen, and euros they receive from their exports. Despite the rapid growth in their own economies, they will find U.S., European, and 
 Japanese assets attractive for their brand names and their managerial, marketing, and technical know-how. The Indian-based Tata Tea’s acquisition of the global giant Tetley and the Chinese Lenovo’s acquisition of IBM’s personal computers are just the tip of the iceberg. The next half century will see a massive exchange of goods for assets that will not only shift the center of the world economy eastward but also negate the destructive impact of the age wave on asset prices and retirement opportunities.


FIGURE 15.2: PROJECTED RETIREMENT AGE FOR DIFFERENT GROWTH RATES OF DEVELOPING COUNTRIES
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I call this the global solution.

I admit that the global solution is not the conventional wisdom. It depends on sustained rapid growth in the developing countries. Doubters can point to flashes of growth in many parts of the globe that subsequently died out. At the turn of the twentieth century, Argentina was one of the ten richest countries in the world before going into a long decline. More recently the “Asian tigers”—Thailand, Taiwan, the Philippines, and South Korea—stumbled during the currency crises of the late 1990s. Communism, socialism, and other anti-market policies have squelched much development throughout history.

But something very different is happening today. I believe the world is ripe for a dramatic change. The communications revolution, which caused so much pain to investors in the telecom industries, ultimately planted the seeds for the global solution.

The study of history shows us why the communications revolution is such a positive force for worldwide growth.

THE CREATION AND TRANSMISSION OF DISCOVERIES

Let’s begin our analysis by going far back in time. Michael Kremer, a Harvard economist, wrote an article in the prestigious Quarterly Journal of Economics
 with the grandiose title “Population Growth and Technological Change 1,000,000 B.C
 . to 1990.” Of course, economic output data does not stretch back that far in time, but data on human population do exist.

Kremer convincingly argues that throughout most of history, the number of humans was a very good indicator of economic progress. Higher population density led to increased communication of ideas, greater specialization, better tools, and increased food production. The ability to communicate from one person to another and from one generation to another was of paramount importance. Greater information led to increased productivity and the ability to support larger populations.


 Until the onset of the Industrial Revolution, productivity and population growth inched ahead extremely slowly. In fact, productivity backtracked as often as it moved forward. Discoveries and inventions were made, but many were lost to the next generation. For example, Rome of AD
 100 is said to have had a better infrastructure (roads, sewage systems, and water distribution) than many European cities in the 1800s.
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Joel Mokyr, a professor of economics and history at Northwestern University, claims “the paradox is that whereas it might have been expected that these losses [in knowledge] would occur in illiterate societies with low geographic mobility, classical civilization was relatively literate and mobile, and ideas of all kinds disseminated through the movements of people and books. Yet many of the classical discoveries did not survive.”
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Why did this happen? Why did important discoveries occur but then get lost? There is one reason that stands out: The inability to communicate ideas within and across generations.

THE IMPORTANCE OF COMMUNICATIONS

Evidence demonstrating the importance of communications shows up repeatedly in the historical data. Kremer found that when populations were isolated from one another, their standard of living not only stopped increasing but actually declined. When the land bridge between ancient Britain and Europe was cut off, around 5500 B.C., Britain fell technologically behind Europe. Similarly, there is evidence that the Paleolithic population in Japan was quite primitive after Japan’s bridge with mainland Asia was lost.

Kremer believed that population density, which facilitated the communication of ideas and division of labor, was correlated with technological progress. He held that the melting of the polar ice caps at the end of the Ice Age, around 10,000 B.C
 ., and the consequent flooding of land bridges, provide a natural experiment that isolated the Old World (Asia and Europe), the Americas, mainland Australia, Tasmania, and Flinders Island [a small island near Tasmania].

The course of development confirmed Kremer’s hypothesis:


As the model predicts, [around 1500] the Old World had the highest technological level. The Americas followed, with the agriculture, cities, and elaborate calendars of the Aztec and Mayan civilizations. Mainland Australia was third, with a population of hunters and gatherers. Tasmania, 
 lacked even such mainland Australian technologies as the boomerang, fire-making, the spear-thrower, [and others].… Flinders Island … last inhabitants died out about 4000 years after they were cut off by the rising seas—suggesting possible technological regress.
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William Nordhaus, an economics professor at Yale University, provides another example of how crucial knowledge was lost in his fascinating history of man-made light: “As Europe declined into the Dark Ages, there was a clear deterioration in the lighting technology, with lighting returning to the Paleolithic open saucer that performed more poorly than the wicked Roman lamps.” Nordhaus describes the medieval peasant’s practice of burning pine splinters, holding the torn branches in his mouth so as to leave the hands free, a practice that harkened back to prehistoric times.
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It is astonishing that this knowledge of lighting technology that is so central to one’s life could not be passed on from one generation to the next. Even in relatively modern times, vital information was lost because there was no easy way to record and transmit it. For example, the importance of fresh fruit in the prevention of scurvy had been realized before James Lind published his Treatise on Scurvy
 in 1746. The Dutch East India Company kept citrus trees on the Cape of Good Hope in the middle of the seventeenth century so that their sailors could partake of food that would prevent the disease. Nevertheless, as Roy Porter noted, the remedy “kept on being rediscovered and lost.”
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CHINA: THE RISE AND FALL

The rise and fall of China over the last millennium demonstrates both the power of communication to create new ideas and how the suppression of those ideas by the reigning authorities led to decline.

China in the thirteenth and fourteenth centuries was generally recognized as the most advanced civilization on earth. Some of the credit for this advance goes all the way back to the first century AD, when China invented paper. In his fascinating book ranking the one hundred most influential persons in history, Michael Hart places Ts’ai Lun, the Chinese inventor of paper, as the seventh most important person in world history, behind Muhammad, Isaac Newton, Jesus Christ, Buddha, Confucius, and St. Paul and just ahead of Johannes Gutenberg. It was not until the middle 
 of the eighth century that papermaking spread to Arabs in the Middle East, and it took another 400 years for Europeans to learn the art. “Prior to the second century A.D
 .,” Hart writes, “Chinese civilization was consistently less advanced than Western civilization. During the next millennium, China’s accomplishments exceeded those of the West, and for a period of seven or eight centuries, Chinese civilization was by most standards the most advanced on earth.”
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 China’s dominance was clearly facilitated by its ability to record and transmit information.

But this technological superiority did not last. Mokyr, in The Lever of Riches
 , describes the significant discoveries made by the Chinese that were later lost. The first timepieces were invented by Su Sung in 1086, but the Chinese had to be reintroduced to clocks when the Jesuits came in the sixteenth century. The Chinese developed moveable type in the ninth century, 500 years before Gutenberg’s invention of the printing press, but they never developed an active press. The Chinese used silk reeling machines as early as 1090, but as late as the nineteenth century, raw silk, which accounted for about 25 percent of China’s exports, was entirely hand-reeled. The Chinese invented gunpowder for use in rockets and bombs in the tenth century, but they then had to relearn the use of the cannon from the West in the middle of the fourteenth century.

Why did this happen? David Hume, a great British economist of the eighteenth century, believed that the despotism of the Ming Dynasty, which ruled China from 1368 to 1644, stymied growth in China: “An unlimited despotism … effectually puts a stop to all improvements, and keeps men from attaining … knowledge.”
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 The Ming rulers preferred a stable and controlled environment and therefore squelched invention and discovery. Subsequently China fell into a long period of stagnation.

The Ming rulers rejected anything that disturbed the status quo. Although China’s naval technology was far superior to the West’s and the Chinese could have easily sailed to America, they did not. Chinese geographic exploration was completely halted after 1433 because the emperor considered naval exploration an “expensive adventure.”
8



Many books of knowledge vanished during the Ming Dynasty. Sung Ying Hsing’s great technical encyclopedia, Exploitation of the Works of Nature
 , was written in 1637 and provided an excellent summary of advanced Chinese technology, from weaving to hydraulics to jade working. But the 
 work was soon destroyed, most likely because Sung Ying Hsing’s political views differed from those of the rulers.
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As Mokyr boldly put it, “The Chinese were, so to speak, within reach of world domination, and then shied away.” Echoing this conclusion, Charles Jones, an economics professor at Stanford University, wrote, “China came within a hair’s breadth of industrializing in the 14th century, yet in 1600 their technological backwardness was apparent to most visitors; by the nineteenth century the Chinese themselves found it intolerable.”
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THE PRECURSOR TO THE INDUSTRIAL REVOLUTION: THE PRINTING PRESS

Michael Hart may have placed Ts’ai Lun, the inventor of paper, ahead of Johannes Gutenberg, the inventor of the printing press, but most historians would say the printing press was the one invention, more than any other, that fundamentally transformed how information was accessed and transmitted.

Before Gutenberg invented the printing press in 1455, it took a scribe six months to copy a book. The printing press was fifty times as productive, thereby reducing printing costs by 98 percent.
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 Michael Rotschild, in his book Bionomics
 , discusses how the dissemination of information facilitated by the printing press sparked tremendous growth in the useful stock of knowledge. By the year 1500, just forty-five years after Gutenberg’s first Bibles were printed, more than 1,000 presses had produced about 10 million copies of 35,000 different titles. The written word and the knowledge it conveyed went from being a luxury good, available to a privileged few, to a commodity cheaply available to all.


[O]ne cannot help but notice that prior to 1500, major discoveries were few and far between. Except for Gutenberg’s invention of movable type printing, scant scientific or technological progress had been made since the decline of Greece 1700 years earlier. But after 1500, once Gutenberg’s technology had become commonplace, a sudden rush of scientific achievement laid the foundations of modern knowledge.

In 1512, Copernicus first argued that the earth revolves around the sun. In the following 25 years, Anthony Fitzherbert published the first English manual on agriculture, Albert Durer compiled the first German treaty on geometry, Paracelsus published the first book on surgery, George Agricola 
 produced the first treatise on mineralogy, and Andreas Vesalius issued the first anatomical charts of the human body.”
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But the invention of the printing press had to wait at least two centuries before these discoveries could be turned into the building blocks of the Industrial Revolution. The Industrial Revolution had to be preceded by the Scientific Revolution and the Age of Reason, which marked the beginning of “open science.”

COMPETING NATION-STATES: EUROPE VERSUS CHINA

During the Scientific Revolution knowledge about the natural world became increasingly public and scientific advances and discoveries were freely shared between the leading universities and the general population. In the West there was little or no ideological opposition to using rational analysis to explain natural phenomena, a situation that was aided by the spread of the Enlightenment from continental Europe in the late seventeenth century. The ideological intolerance displayed by the Ming Dynasty did not have any counterpart in Europe. In the West, the competing nation-states provided a much more receptive climate for discovery; as David Hume observed in 1777, Europe succeeded while China stagnated because “the divisions into small states are favorable to learning, by stopping the progress of authority as well as that of power.”
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The total ban on shipbuilding that occurred in China could not have occurred throughout Europe. As Spanish exploration declined, for example, the Dutch, English, or Portuguese would quickly enter to fill the void. Martin Luther’s Protestant Reformation provided competition among religious sects. Although new ideas were sometimes squelched—recall the Catholic attack on Copernicus’s heliocentric theories of the universe—the lack of religious or political hegemony in Europe ensured that new ideas could not be completely suppressed.

Christopher Columbus’s search for a sponsor for his voyages, reported by Jared Diamond in Guns, Germs, and Steel
 , aptly illustrates the difference between Europe and China:


Christopher Columbus, an Italian by birth, switched his allegiance to the duke of Anjou in France, then to the king of Portugal. When the latter refused his request for ships in which to explore westward, Columbus 
 turned to the duke of Medina Sedonia, who also refused, then to the count of Medina Celi, who did likewise, and finally to the king and queen of Spain, who denied his first request but granted his renewed appeal.
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Had there been only one nation-state, Columbus never would have secured funding and his voyage to the New World would not have been possible. The hegemony in China gave an innovator only one chance, while the competition in Europe gave him many.

The Industrial Revolution

Following the Enlightenment and the Scientific Revolution of the eighteenth century, both population and economic growth accelerated sharply. The onset of the Industrial Revolution ushered in the world’s first sustained period of rapid economic growth.

Charles Jones provides a good analogy to understand how recent this sustained growth has been in the course of human history.
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 Jones says to imagine the period from 1 million BC
 to the present as the length of a football field.

Humans lived as hunters and gatherers throughout most of history; this period represented 99 of the 100 yards. Humans did not develop agriculture until the one-yard line (10,000 years ago). And the Industrial Revolution, which ushered in the first and only period of sustained economic growth in the entire one million years of human history, was essentially the “width of a golf ball perched at the end of a football field.”

What happened between 200 and 300 years ago that sparked the revolution in productivity? Two factors came together: a significant leap in the ability to communicate combined with openness on the part of those in power to accept these new ideas.

Most important, these are the very forces that define today’s true new economy.

The True New Economy

Throughout history, communication was the critical factor shaping economic growth and the wealth of nations. That is why the Communications Revolution makes the prospects for our world economy so bright.


 The Internet can play a role today akin to Ts’ai Lun’s discovery of paper in the first century and Johannes Guttenberg’s invention of the printing press in the fifteenth. The global network is the key to unlocking the global solution.

Soon virtually everything that has ever been written and recorded—on tape or film, in print, or digitally—will be instantly accessible online. Although countries can still censor and direct information, this will become increasingly difficult as the years pass. For the first time in human history, there will be virtually free and unlimited access to the world’s knowledge.

Isaac Newton is quoted as saying, “If I have seen farther than others, it is because I was standing on the shoulders of giants.”
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 Now hundreds of millions of people, if not billions, can stand on the shoulders of giants with a click of their mouse.

INNOVATION AND THE FUTURE OF THE INTERNET

Examples of how the Internet has already stimulated invention abound. The Wall Street Journal
 reported that Professor Manindra Agarwal, a computer scientist at the Indian Institute of Technology in Kanpur, recently discovered a relationship that determines with complete certainty if a number is prime—solving a math problem that had puzzled mathematicians for over two thousand years.
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 One of the primary tools Professor Agarwal used to bolster his understanding of complex number theory was the search engine Google. Instead of contacting the top mathematicians around the globe, Professor Agarwal just turned on his computer and typed in a description of what he was looking for. He was able to access up-to-date information on the progress toward a solution and was able to complete his proof.

Alan Cohen, vice president of marketing and product management at Airespace, a private company specializing in wireless networking platforms, shares his view of Google’s impact:


If I can operate Google, I can find anything. And with wireless, it means I will be able to find anything, anywhere, anytime. Which is why I say that Google, combined with Wi-Fi, is a little bit like God. God is wireless, God is everywhere and God sees and knows everything. Throughout history, people connected to God without wires. Now, for many questions in the world, you ask Google, and increasingly, you can do it without wires, too.
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 Of course, Cohen’s take on Google is sensationalist. But pause a moment and think where technology is leading us. Soon all search engines will be voice-activated and will be designed to answer any question, not just spew forth Web sites with associated words. These engines along with advanced navigational systems and voice and digital transmission will be embedded in devices no larger than today’s cell phones.

Tiny earpieces will connect to these devices, which will access and process all information and answer all questions. All known information will literally be at your beck and call. All foreign languages will be instantly and idiomatically translated, so language will no longer be a barrier in international communication. Anyone will be able to link with the global stock of knowledge and build on the advances of others.

These electronic and digital advances not only shrink distances but also save time. This allows individuals to communicate with a worldwide network of individuals working on the same problem. This interaction sets up a self-reinforcing feedback: as more people contribute, more progress is made, which in turn stimulates even more discovery, which accelerates productivity growth.

CHINA AND INDIA

Anyone who has any doubt about how fast the world is changing need only go to Shanghai, the largest city in China. I was there in June 2004 as a speaker with the Wharton Global Alumni Forum.

Pudong, the new part of the city on the east side of the Huangpu River, looks like the City of Tomorrow. I have never seen anything like it anywhere else in the world. With soaring commercial and residential high-rises and wide boulevards, the city is clearly seeking to outclass its longtime rival, Hong Kong—and it is succeeding.

Locals love to tell you that Pudong was a rice paddy ten years ago. The conversation at the cocktail party before one of the dinners could have taken place in any high-society soiree in Manhattan. Everyone was talking about real estate, and many predicted sharply higher prices in select areas, such as the former French and English concessions. Shanghai was clearly the place to be if you wished to tap China’s enormous potential.

Given the country’s huge area and population, it is clear the Chinese wish to harness the power of the Internet to advance the economy. Despite 
 the threat that the free flow of information from the Internet will undermine its authority, the government has embraced a technology initiative intended to expand the Internet’s presence and influence across China. As the Chinese Ministry of Information Industry declared:


[I]nformatization is the key in promoting industrial advancement, industrialization and modernization.… It is the very first time for the Central Committee of the Communist Party of China to put informatization in such a high strategic position.…

By 2010, China will become an information society, raising the breadth and the depth of using information resources and the development in information services will accelerate and meet the demand from the public. The information industry will be the most important industry in the national economy, achieving a large scale and technologically advanced national information infrastructure.
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These goals are not just wishful thinking by the government. I noted that the Chinese, who now have more mobile-phone users than any country on earth, use their phones in the subways, something that is currently impossible in most of the United States. In many instances, China’s technology is far superior to what is available in the the developed world.

As Morgan Stanley economists Steve Roach and Andy Xie write, “We are enthusiastic about the outlook because of the role the Internet should play in helping the Chinese economy develop and because of the wealth-creation opportunities we see over the long term.… The Internet is the only cost-efficient way that China can push into central and western parts of the nation, while simultaneously striving for transnational connectivity.… It is going to be a fascinating decade or two.”
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Intel, one of the world’s premiere technology companies, agrees that China is the place to be when it comes to technology. In 2003, Intel received $3.7 billion or 12 percent of its revenue from China and predicted double-digit increases in demand far into the future. Intel’s president and chief operating officer Paul Otellini, said, “I come back from visiting China, and I feel as if I’ve visited the fountain of youth of computing.”
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In India the communication revolution is being led by the private sector. Bangalore is the prototype of the future world economy, and Infosys 
 Technologies is the prototypical Indian software company. The firm is headquartered on a self-sufficient, twenty-nine-acre campus that is marked by software development centers, dormitories, and an auditorium with a forty-screen video wall that allows Infosys’s global supply chain (American managers, Indian software programmers, and Asian manufacturers) to conduct a “virtual meeting.” Thomas Friedman, author and New York Times
 columnist, characterizes how management feels:


All the walls have been blown away in the world, so now we, an Indian software company, can use the Internet, fiber optic telecommunications and e-mail to get super-empowered and compete anywhere that our smarts and energy can take us. And we can be part of a global supply chain that produces profit for Indians, Americans and Asians.
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India has a number of natural advantages. Wide use of English is certainly one of them. And because India is located on the other side of the globe from the United States, Indians can take advantage of time sharing. When Americans are leaving work for the day, Indians are arriving in the office to start their day. Because of the Internet’s ability to transmit data instantly, Americans can e-mail a project they are working on to their counterparts in India, who can send their work back over to Americans the next morning. All of a sudden, you now have a twenty-four-hour workday.

But India had better watch its northern neighbor. English is spreading rapidly in China, and with the advent of computer-based translators, China will be a formidable competitor.

The World at Midcentury

The wide impact of China and India on the future world economy is inevitable. By 2050 China is projected to have about 1.5 billion people, nearly four times the 400 million inhabitants projected in the United States.

When I was in China, I asked economists and top executives whether they saw any reason why China could not achieve at least half the per capita income of the United States by the middle of this century. This would put China on the same footing that Portugal and South Korea have relative to the United States today. Not one person I talked to thought that 
 goal impossible, and in fact a few believed that Chinese development might be even greater. If China achieved that feat, the Chinese economy would be almost twice the size of the U.S. economy by midcentury.

Is this possible? Most certainly. Over the last forty years, Japan has gone from 20 percent of the U.S. per capita income to 96 percent, Hong Kong from 16 to 70 percent, and Singapore from 14 to 58 percent. And over the last twenty-five years South Korea has gone from 17 percent to nearly 50 percent.
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 China could reach that goal with a productivity growth rate of 3 percent a year above the United States. By comparison, over the past twenty-five years China has achieved a per capita growth rate of 7.7 percent, almost six percentage points above the United States.

Putting this into perspective, Angus Maddison, an economic historian at the University of Groningen in the Netherlands, points out that during much of the 1800s, China accounted for as much as a third of the world’s total economic output. But during most of the twentieth century, China’s economy sank. So what is happening now is that China is living up to its potential and returning to its previous levels.
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India’s economy will also eclipse the United States’ in size. India, starting from a lower base than China, would need to grow about four percentage points faster than the United States if it wants to achieve half the U.S. standard of living by midcentury. This growth rate would still be well below China’s growth over the past twenty-five years. If both India and China can achieve these growth rates, then their combined economies will be almost four times the size of the U.S. economy by midcentury.

IT’S NOT JUST CHINA AND INDIA

While China and India rank at the top in prospects for growth, their growth alone will not entirely offset the burdens levied by the age wave. Without any help from other nations, a successful China and India can, in my demographic model, offset about half of the increase in retirement ages, gaining Americans about five extra years of retirement by midcentury.

But prospects are bright in other countries as well. Goldman Sachs believes that in addition to India and China, Brazil and Russia also will show remarkable growth over the next half century.
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 Brazil currently makes up one-third of Latin America’s 555 million people. If Brazil, Mexico, and the 
 rest of Latin America embark on a catch-up period, as Goldman Sachs believes Brazil is apt to do, the Latin American economies will produce more output than the United States by 2030.

Indonesia, with the world’s fourth largest population, is another Asian country with a very young population and much growth potential. With over 230 million inhabitants, Indonesia has a median age of twenty-six but a per capita income that is only 9 percent of America’s. Many multinational companies, such as Coke, Unilever, Heinz, and Campbell Soup, have already flocked to Indonesia as an export base for their Southeastern Asia operations.
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 I expect this trend to continue well into the future, as the Asian economies continue their rapid expansion.

One of the regions with potential to have a huge impact is sub-Saharan Africa. The region has over 735 million people, or 11 percent of the world’s population, but it accounts for only 3 percent of the world’s economic production. This part of the world also has the youngest population and the highest birth rates, so that by 2050 sub-Saharan Africa will have 1.8 billion people, making up almost 20 percent of the globe’s population. The sheer size of this population means that its growth path will be important for the rest of the world.

THE TRADE DEFICIT AND THE FOREIGN TAKEOVER OF WESTERN FIRMS

In Chapter 1 I posed the fundamental questions facing the developed world over the next half century: who will produce the goods that the retirees need, and who will buy the assets that they sell during their retirement? We have found the answer in this chapter: workers and investors from developing countries. The aging populations will import the goods and services they need, and finance these purchases by selling their stocks and bonds to the investors in the developing world.

These coming patterns of world commerce will cause increasing trade deficits in both the United States and the rest of the developed world. But these deficits are not necessarily a cause for concern, no more than the state of Florida running a trade deficit with the other forty-nine states. They will arise as part of the inevitable demographic trends that dictate the exchange of goods for assets that are part of the global solution.

As most of the world’s output will be produced by the developing nations, eventually most of the assets in the United States, Europe, and Japan 
 will be owned by investors in the developing world. By the middle of this century, I believe the Chinese, Indians, and other investors from these young countries will gain majority ownership in most of the large global corporations.

There is evidence that this unprecedented shift in ownership has already begun. Consider the story of Lakshimi Mittal, an Indian-born billionaire, who in 2004 turned his family business into the world’s largest steel producer by acquiring the assets of American companies LTV Corp. and Bethlehem Steel. There is also Wipro, an Indian IT services company, which recently bought an American consulting firm as well as GE Medical Systems’ IT department. In 2000, the Indian firm Tata Tea took over Tetley Tea, the second biggest tea company in the world and a firm twice its size.

The Chinese are also playing in the global M&A game. Chinese brands are little known outside their home country, so Chinese firms are starting to buy the global brands that they traditionally manufactured. The highest profile acquisition thus far was conducted by Lenovo Group, China’s leading computer company. Lenovo shook up the industry by acquiring IBM’s personal computer division in 2004, forming the world’s third largest PC business and giving the Chinese manufacturer access to IBM’s global presence. Hong Kong–based Li & Fung, whose primary business is sourcing and coordinating manufacturing for big retailers such as Kohl’s and Bed Bath & Beyond, recently acquired the rights to both design and manufacture Levi Strauss’s Signature brand, which is sold at Wal-Mart and Target.
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The American firm Royal Appliance Manufacturing, which had made the popular Dirt Devil vacuum cleaners in Cleveland, Ohio, since 1905, was forced to close its American factories and pay a Chinese firm to produce its products. But in 2003 the Chinese company Techtronic acquired the entire company and the brand.
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 Similarly, the Chinese electronics company TCL acquired the French firm Thomson’s rights to the RCA brand name, and went on to become the largest television manufacturer in the world.
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 Look for this trend to continue well into the future. Stocks such as Sinopec, Infosys Technologies, Wipro, Asia Mobile, and Indotel will be found in the portfolios of investors who now own only U.S.-based or European firms.

The beauty of capital is that it flows to the most efficient producer with the greatest profit potential. Firms that cannot compete in the global marketplace will be bought by firms that can—and those firms are increasingly going to be Indian, Chinese, or Indonesian.


 JOB LOSS AND JOB CREATION

I acknowledge that there are political forces that wish to erect barriers to prevent the integration of world markets, which would threaten this outcome. Change is never easy. Undoubtedly there will be jobs lost in the process, but history has convincingly shown that if we allow change to occur, ultimately many more jobs will be gained.

In the late nineteenth and early twentieth centuries manufacturing jobs left the northern half of the United States and headed to the South, where labor was cheaper. In the late twentieth century jobs migrated to Japan and then across the border into Mexico. Now they are going to China, and in the future, I hope, to Africa. But those who bemoan the loss of manufacturing jobs fail to see the big picture. During the decade of the 1990s U.S. trade went from balanced to a huge deficit, while Europe and Japan remained in surplus. But during the same period, the great American job machine turned out job growth rates that were four times higher than Europe’s and created over 20 million jobs, roughly the same number as Europe and Japan combined.
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 By taking advantage of the lower prices of imported goods, Americans had more money left in their wallets. This extra cash increases demand for other goods and services, leading to the creation of new jobs.

Furthermore, most of the job loss is due to higher productivity, not one country “stealing” jobs from another. The productivity growth of American farmers provides a perfect example. At the turn of the twentieth century, about 40 percent of the United States’ population still worked on a farm. Now, although less than 0.5 percent of the American labor force works in farming, the United States is still a world exporter of food.
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The Conference Board reports that between 1995 and 2002, global manufacturing lost 22 million jobs, but output soared 30 percent.
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 During that period the United States lost 2 million manufacturing jobs, but the Chinese lost 15 million! Admittedly, most of these losses came from the closing of inefficient state-owned enterprises; nevertheless, technological growth, wherever it occurs, changes the patterns of demand and the mix of employment.

The same thing has happened in the steel industry. Although the industry and unions representing steelworkers have called for tariffs to keep cheap foreign steel out, it turns out that cheap foreign steel is not the 
 source of the loss of jobs. In 1980 a ton of domestically produced steel required 10 man-hours to produce; today the industry average is less than 4 man-hours. That means it takes 60 percent fewer workers to produce the same amount of steel, regardless of whether it is imported.

The absolute wrong way to go about protecting American jobs and prosperity is by hiking tariffs and establishing quotas on imported goods. The cost of these measures, in terms of the higher cost of goods to consumers, is enormous. A 1984 government report showed that consumers paid $42,000 annually for each textile job that was preserved by quotas, $105,000 for each automobile job, and $750,000 for each job saved in the steel industry.
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 These sums far exceed the wages of workers in these industries. In every case consumers would be better off paying the lost wages of displaced workers rather than accepting the higher costs of protectionism. The route politicians find so easy to take is costing the American consumer dearly.

OPPORTUNITIES, NOT THREATS

We must look to these changes taking place in our global economy as opportunities and not as threats. Huge markets await those willing to tackle them. The demands from developing nations for infrastructure, health care, education, financial services, and managerial and technical expertise, to name just a few, are enormous and growing.

As Thomas Friedman learned after taking a trip to Bangalore, what goes around, comes around. Friedman visited a company called 24/7 Customer and witnessed young Indians answering phone calls, providing technical computer support, and selling credit cards. He queried the founder of 24/7, Shanmugam Nagarajan, how the growth of India benefits Americans.


“Well,” Nagarajan answered patiently, “look around this office. All the computers are from Compaq. The basic software is from Microsoft. The phones are from Lucent. The air-conditioning is by Carrier, and even the bottled water is by Coke, because when it comes to drinking water in India, people want a trusted brand.”
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 Our Future

The future of the world economy is bright. The communication revolution has set the stage for the entire world to experience robust economic growth. This growth will permit us to achieve the global solution, which will enable the aging nations to enjoy a longer and ever more prosperous retirement.

The emergence of the developing world is critical to everyone. If China and India falter, a dimmer future faces us. If they succeed, and if the rest of the developing world copies their success, there will be enough goods and services to support an ever-lengthening retirement without any reduction in the standard of living.

Some countries have erected barricades to global competition. But all those that have resisted change have ultimately failed. The free flow of information combined with the powerful economic incentives created by the division of labor and increasing productivity growth has always triumphed over the forces of isolation and protectionism.

But this is no time to become complacent. Clearly we must encourage free trade, lift tariff barriers, promote foreign direct investment, and advance the globalization of the world’s economic system. The gains will more than cover the costs of helping those that are displaced from their jobs and cannot be retrained for any other position in our growing economy. If we descend to protectionism and fragment the world economy, it is our own future that will be most at risk.

As more and more doomsayers intone about coming economic and financial crises, remember the global solution: the young in the developing world will be the ones producing the goods and buying the retirees’ assets. The economic success of these countries is not only good for their people but essential to the continued prosperity of our society.

As we look ahead to our and our children’s welfare, there is no other economic goal that should have higher priority. We must embrace this future.
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 CHAPTER SIXTEEN


Global Markets and the World Portfolio



“Today let’s talk about a growth industry. Because investing worldwide is a growth industry. The great growth industry is international portfolio investing.”


—John Templeton




M
 y optimism about the growth in developing countries raises an important question: what does the global solution mean for your portfolio? Most investors, lured by the heady growth prospects in China and India, reflexively want to buy stocks from these rapidly growing countries.

But that would be a mistake. Recall the growth trap that we illustrated in Parts 1 and 2 of this book. Strong growth does not imply better returns for foreign firms any more than it does for domestic firms. As the basic principle of investor return states, what matters is growth relative to expectations, not growth alone. The evidence from the study of international returns strongly supports this proposition and is not comforting to the growth enthusiasts.

This does not mean that you should ignore foreign investing. Quite the contrary. Today, almost half the world’s equity is headquartered outside the United States. To ignore the foreign markets would be akin to forming a domestic portfolio filled only with firms that begin with the letters A
 through L
 . Unbalanced portfolios increase risk without increasing returns.

But before we learn how to structure an international portfolio, I want to again emphasize the difference between growth and returns by examining the recent history of two countries, China and Brazil. This case is parallel to the tale of two companies, IBM and Standard Oil of New Jersey, that I presented in the very first chapter of this book.


 China and Brazil

Travel back in time to the end of 1992. The global economy looks ripe for growth. The Berlin Wall fell three years ago, and Eastern Europe is anxious to integrate with the West. The First Gulf War ended in a big victory for the West—the United States, with its coalition allies, ousted Saddam Hussein from Kuwait and has emerged as the world’s sole superpower. Russia relinquished parts of its former empire, and the one-time beacon of world communism shifted to a capitalist economy.

Your investment advisor suggests stocks in either China or Brazil to capitalize on this growth. China is the most populous country in the world, and Brazil has the largest economy in the Americas outside the United States. Both countries have enormous economic potential. Which country presents you with the greatest potential to build your wealth? Let us examine the record.

CHINA

China’s economic growth had already taken off by the early 1990s. Ten years earlier, the Chinese government, under the leadership of Deng Xiaoping, began implementing an economic reform program that would catapult its economy from an inefficient Soviet-style centrally planned state to a market-oriented system. In 1990, the Chinese economy, already clicking on all cylinders, went into overdrive.

That year the Shenzhen and Shanghai stock exchanges were opened, to the tremendous excitement of both Chinese and foreign investors. In 1992 the number of listed stocks increased from twenty to seventy and had an aggregate market value of over 100 billion yuan ($20 billion). Trading volume expanded nearly thirtyfold over the previous year, and in December 1992 Morgan Stanley began calculating its China stock index of total returns.
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After a slow start, Chinese stocks soared in the second half of 1993, and American investors responded eagerly. Newsweek
 reported:


In China, it’s the year of the Rooster. But in America, 1993 has become the year of China. Out in Peoria, Mom and Pop are pouring their savings into mutual funds that pursue heady gains in China’s booming market. For 
 those who don’t get the message, President Jiang Zemin touts the fact that his country is now Boeing’s biggest customer.
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Those who predicted that China’s economy was going to surge ahead were absolutely right. Real GDP growth in the following eleven years averaged 9.3 percent a year, far above that of any other country in the world and nearly three times the rate in the United States. By 2003 China, in terms of purchasing power, had become the second largest economy in the world, and it was the world leader in foreign direct investment.

BRAZIL

Brazil, on the other hand, began the 1990s in political and economic crisis. In 1992 President Fernando Collor de Mello was impeached by the Chamber of Deputies and forced to resign. Brazil faced economic chaos as inflation soared to over 1,100 percent by year’s end.

Those expecting things to get worse were right. By 1994 inflation surpassed 5,000 percent and real output dropped. Fernando Cardosa, who was elected president in October 1994, temporarily stabilized inflation but was forced to devalue the currency in January 1999 when increasing budget deficits prompted a flight of international reserves.

Then came a series of corruption scandals and an energy crisis that led the government to order widespread cuts in electrical consumption. Popular dissatisfaction with these austerities brought Luiz Inacio Lula da Silva, an avowed leftist of the opposition Workers’ Party, to the presidency in 2002.

During these troubled years, Brazil’s GDP grew at only 1.8 percent per year, among the lowest in the developing world and less than one-fifth the growth rate of China. While the Chinese economy expanded by a cumulative 166 percent over these eleven years, Brazil’s increased by only 22 percent.

Once again Brazil’s huge potential was squandered. Frustrated optimists bemoaned, “Brazil is the country for the future … and it always will be.”

THE VERDICT

Those who predicted China’s economy would grow faster than Brazil were right; China outpaced Brazil by a wide margin in virtually every category 
 of economic output. China also enjoyed a stable currency, low inflation, and relative political stability, while Brazil had none of these.

But as Figure 16.1 shows, the returns to stock investors tell a very different story. From 1992 onward, China experienced the world’s worst
 stock returns as investors saw their portfolio shrink, on average, by almost 10 percent per year. A $1,000 investment in China at the end of 1992 shrank to $320 by the end of 2003. Brazil, on the other hand, produced extraordinarily good returns of over 15 percent per year, with the same $1,000 investment in 1992 accumulating to $4,781, handily beating U.S. stocks.

How could this happen? For the same reason, as we learned in Chapter 1, that Standard Oil of New Jersey had better returns than IBM even though IBM beat Standard Oil on every measure of growth. Low prices and high dividend yield were the keys to Jersey’s better returns and the reason why Brazilian investors outpaced the Chinese investors.

The conventional wisdom that investors should buy stocks in the fastest-growing countries is wrong for the same reason that buying the fastest-growing firms is wrong. China was indisputably the world’s fastest-growing 
 country, but investors in China realized horrible returns because of the overvaluation of Chinese shares.


FIGURE 16.1: A TALE OF TWO COUNTRIES: CHINA AND BRAZIL STOCK RETURNS AND GDP GROWTH
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On the other hand, stock prices in Brazil were cheap in 1992, and all its economic troubles kept its prices low over the subsequent decade. As a result, the dividend yield on Brazilian stocks stayed high. Patient investors, buying value instead of hype, won out.

The Conventional Wisdom Is Wrong Again

The failure of economic growth to produce good stock returns extends far beyond the case of Brazil and China. Figure 16.2 plots the economic growth and stock returns in twenty-five emerging markets.
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 Countries with reasonably priced markets, such as Brazil, Mexico, and Argentina, gave investors the highest returns, although their economic growth was among the slowest. Even if we exclude China (the fastest grower and worst performer) and Brazil (the second slowest grower with the third best returns), the relation between real GDP growth and return in these countries is still negative.


FIGURE 16.2: GDP GROWTH AND STOCK RETURNS IN EMERGING MARKETS, 1987–2003
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 The same conclusion holds for developed economies. When Dimson, Marsh, and Staunton, in their landmark study Triumph of the Optimists
 , analyzed the data from sixteen countries from 1900 forward, they also found a negative relation between GDP growth and real stock returns.
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 Japan had the highest growth of real GDP but poor stock returns. South Africa had the lowest GDP growth but the third highest stock returns, surpassing returns in the faster growing United States. Australia and the United Kingdom had among the weaker real GDP growth rates but relatively high stock returns. Growth is not enough to sustain a profitable investment strategy.

Growth and Stock Returns

At this point you may be confused. In Chapter 15 I extolled growth as the global solution to the developing world’s economic and financial problems. Now I claim that growth may be bad for the stock returns of individual countries. These claims seem contradictory, but they are not. Growth does produce more output, more income, and more buying power. This tends to support stock prices. But the prospect of growth often creates too much excitement and results in overpricing, especially in newly emerging economies.

That is what happened in China, when too much money chased too few shares. This caused overvaluation and poor future returns. Given the opportunity, many Chinese would have preferred to invest in U.S., European, or even Japanese firms. But they could not, so all the demand for shares was focused on a relatively small group of stocks.


Fortune
 magazine gave an insightful view of the pandemonium that broke loose when the Shenzhen market was opened in 1992:


To buy stock in the West, you pick up the phone. To buy stock in China, you must first secure a permit to enter Shenzhen, the special economic zone near Hong Kong. You then bring 100 yuan, or half a month’s wages, and wait in line for three days and nights. Then you get mad.

Chinese police used batons and tear gas to contain parts of a fractious crowd of a million people attempting to buy application forms to purchase shares in the exchange’s new listings. China’s “savings overhang,” all that money stuffed in mattresses or tied up in savings accounts earning 2% a 
 year, is estimated at one trillion yuan, or $185 billion. The old stock market was shut down more than 40 years ago, and there are simply too few shares available on the new markets to meet demand.
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The crowd erupted because some had accused government officials of hoarding the application forms. Imagine one million Chinese waiting in line for three days hoping to buy stock. The frenzy at the opening of the markets in China was like the South Sea bubble in England in 1708 or an IPO during the Internet craze in 1999. Insiders made out like bandits, whereas almost everyone else lost. The prices for Chinese firms priced in Hong Kong, where investors were free to buy foreign assets, were much cheaper than the prices of the same shares in Shenzhen or Shanghai.

As restrictions on share ownership are lifted, the Chinese will be able to buy foreign stocks and bonds as opportunities arise in the foreign markets. Chinese shares will become more moderately priced and the demand for investments outside of China will increase. As the age wave hits the developed world, the Chinese investors will have what the American, European, and Japanese retirees need: willing buyers of financial assets.

The World Portfolio

What does all this say about how much of your stock portfolio should be invested in foreign markets? Before we answer that question, it is important to look at the numbers in Table 16.1, which reports what percent of the market value of world equities are headquartered in each major region of the world.

As of September 17, 2004, the Morgan Stanley All-World Index, which contains most of the largest, most liquid firms in each country, had a market capitalization of $19.2 trillion. The value of firms headquartered in the United States is 52.3 percent of the world’s market value; the figure for developed Europe is 27.8 percent and that for Japan 9.1 percent. Developed Asia (Hong Kong, Singapore, Australia, and New Zealand) contains 3.2 percent, while Canada has 2.6 percent. All these above named countries contain 13 percent of the world’s population, although they serve as headquarters for firms that comprise 95.1 percent of the world’s firms based on market value. The rest of the countries, or 87 percent of the world’s population, are headquarters for firms with only 4.9 percent of the world’s market value.


TABLE 16.1: ALLOCATION OF WORLD’S EQUITY VALUES, SEPTEMBER
 17, 2004



	Region
	Percentage



	North America
	54.9%



	United States
	52.3%



	Canada
	2.6%



	Europe
	27.8%



	United Kingdom
	10.2%



	France
	3.8%



	Germany
	2.7%



	Other Developed Europe
	11.1%



	Japan
	9.1%



	Developed Asia Excluding Japan
	3.2%



	Australia
	2.0%



	Hong Kong
	0.7%



	Singapore, New Zealand
	0.5%



	Emerging Markets
	4.9%



	Korea
	0.9%



	Taiwan
	0.5%



	China
	0.4%



	Brazil
	0.4%



	Mexico
	0.3%



	India
	0.3%



	Russia
	0.2%



	Other Emerging Markets
	1.9%





 Finance theory dictates that investors should hold the broadest of all possible portfolios, each country weighted by its market value, to achieve maximal diversification. If these precepts were followed, then 
 U.S.-based investors would hold nearly half of their stock portfolio in non-U.S. companies.

Home Equity Bias

But the reality of most investors’ portfolios is very different from this market value–based allocation. Recent data show that U.S. investors, both professional and individual, hold only 14 percent of their stocks in non-U.S.-based companies, less than one-third of the indexed proportion.
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 The reluctance to invest in assets outside the home country is called the home equity bias. Why does this bias exist?

The following reasons have been cited: (1) the additional risks incurred by currency fluctuations, since the prices of most foreign firms in their primary markets are quoted in foreign currencies, (2) higher transaction costs for investing abroad, and (3) investors’ greater knowledge of, and therefore greater comfort in buying, domestic companies.

Currency fluctuations appear to be a valid reason to prefer equities denominated in your home currency. Exchange rates between countries can be very unstable. From 1997 through July 2001 the dollar rose 35 percent relative to a basket of foreign currencies but fell 30 percent from the peak through 2003. If Americans had bought foreign stocks in 1997, they would have had to deal with a strong headwind of foreign currency depreciation for four years before the tide turned in their favor.

Despite short-term exchange rate fluctuations, there is very strong evidence that in the long run the returns on foreign stocks cancel out these currency movements. Over the long run, movements in exchange rates are determined by relative inflation between the countries, and stock returns will compensate investors for this difference in inflation.

Brazil and China illustrate this point. Since 1992 the Brazilian currency has depreciated more than eighty times relative to the dollar, but this was more than compensated for by appreciation of Brazilian stocks. Brazilian stock prices held up well because when inflation hits, investors run to tangible assets, such as real estate, precious metals, and stocks. The impact on foreign investors of the depreciating currency is offset by the rising price of output and increasing profit margins, as wages generally lag inflation.

On the other hand, China, which for the last decade maintained an 
 extremely stable exchange rate with the dollar (it was fixed at 8.25 yuan to the dollar in 1995), has offered investors extremely poor returns. Currency stability does not guarantee good performance.

The importance of transaction costs and the unfamiliarity with foreign stocks, the other two factors cited in favor of overweighting home equities, has declined over time. Transaction costs in international funds have fallen dramatically, and the annual fees of internationally based exchange-traded and indexed mutual funds are now not much higher than indexed products matching U.S. markets. Furthermore, it is now common for analysts to cover both foreign-based and domestic firms, so the information gap between U.S. and foreign-based firms has declined significantly.

Rising Correlations of International Markets

Recently another argument has been raised in favor of investors staying with domestic equities: the increasing correlations of the returns between the world’s stock markets. Diversification is valuable because some stocks go up when others go down. If returns between stocks are increasingly correlated, the benefit from diversification is reduced.

The correlations between world stock returns are indeed rising. Figure 16.3 shows the correlation coefficient between annual stock market returns in the United States and the rest of the world over a nine-year moving period since 1970. When correlations are near zero (or even negative), diversification works well. But when correlations reach unity, all markets move together and there is no gain from diversification. One can see that since 1996, the correlation has been in a steady uptrend, reaching .75 in 2003.

The increased correlation between world financial markets is not surprising. The communications revolution has made the financial markets increasingly interconnected, as traders in one market react to news and developments in other markets. In Tokyo the day’s trading often takes its cue from what happens in the United States the day before; the Europeans look at both the U.S. and Japanese markets; and before-market trading in the United States often takes its cue from Europe. Reactions to events and short-term fluctuations in investor sentiment, which in the past would have been confined to individual markets, now roll through the world’s markets much like the wave of hands that rolls through sports stadiums.

These higher correlations should not, however, deter investors from international 
 diversification. In the United States, many of the ten sectors highlighted in Chapter 4 have returns that are highly correlated, but I have not heard anyone suggest that one should refrain from investing in the industrials sector because, say, it is highly correlated with the materials sector. More important, where a firm is headquartered will become increasingly irrelevant to investors.


FIGURE 16.3: CORRELATION BETWEEN UNITED STATES AND INTERNATIONAL RETURNS
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Sector Diversification versus Country Diversification

The most successful companies are going to be those that envision the global economic changes outlined in the last section. They will be headquartered anywhere in the world. In fact, the term “foreign investing,” which is defined by where a firm keeps its home base, is a relic of the past. Why should we identify firms by where their headquarters are located and ignore where they produce or sell their goods?

Coca-Cola, ExxonMobil, Altria (formerly Philip Morris), Texas Instruments, 
 and Intel sell at least two-thirds of their products abroad, but they are defined as U.S.-based firms. Similarly, Unilever is a Dutch firm, Nestlé is Swiss, Toyota and Sony are Japanese, and HSBC (Hong Kong Shanghai Bank Corporation) is English despite the fact that all these are global firms that buy, sell, and produce goods and services in international markets. For the S&P 500 Index, over 20 percent of all sales come from foreign markets, but that percentage will certainly increase as the global solution becomes a reality.

A Morgan Stanley report titled “How Global Is Your Industry” echoes these views: “We think that regional allocation is passé; indeed, research has shown that global industry influence has now surpassed country influence in explaining outcomes.”
7

 As noted in the chapter discussing sector returns, the Morgan Stanley report concludes that investors ought to focus their asset allocation strategies more prominently on global sectors. Unfortunately, investing by global sectors remains difficult because a complete set of global sector investment products is not yet available.
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Recommended Allocation

After considering all the factors, my recommended weight for foreign-based holdings of equity is 40 percent of the stock portfolio, somewhat short of the share of foreign stocks in the world markets. This is based on risk-return analysis that takes currency fluctuations into account, but uses a longer perspective than the standard risk analysis done in financial markets.

Investors may be persuaded to follow the crowd and underweight foreign holdings. The economist John Maynard Keynes perceptively maintained, “Worldly wisdom teaches that it is better to fail conventionally than succeed unconventionally.”
9

 If you make an investment that everyone else made and the investment fails, you have others with whom to commiserate, and misery loves company. If you fail by purchasing stocks that no one else buys, you bear the sole responsibility for the decline and will get little sympathy from others.
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Although copying the actions of others affords some psychological comfort, it pays to stand apart from the crowd. Conventional wisdom in the financial markets is generally wrong. We have seen that the future lies with the global market economy. Profits will flow to firms that take advantage 
 of this growth. You should put your money to work in the international markets, no matter where the firms are headquartered.

How to Invest Abroad

How, then, should investors buy foreign-based firms for their stock portfolio? The best way to achieve broad-based international diversification is through global index funds. An index fund allows investors to match the returns of representative indexes at very low cost.

Index funds have gained popularity and should continue to do so because they have the lowest costs while still achieving excellent returns. There is much literature written on the underperformance of actively managed stock mutual funds. Jack Bogle, the founder of the Vanguard Group, the world leader in index products, has written extensively on the topic, as did I in Stocks for the Long Run.
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 The index funds noted below are available in mid 2004, but investors should be alert to new products that will become available.

Outside the United States the most popular indexes are those developed by Morgan Stanley’s Capital Index Group. Vanguard’s Total International Stock Index Fund (VGTSX), which is based on these Morgan Stanley Indexes, is the most inclusive non-U.S. indexed fund available. It includes stocks based in developed Europe
12

 (around 60 percent of the fund), the Pacific
13

 (nearly 30 percent), and an emerging-markets index (10 percent of the fund). The European, Pacific, and emerging-markets mutual funds can also be purchased separately.

Except for the emerging-markets segment, the Vanguard international fund is based on Morgan Stanley’s EAFE Index, which stands for Europe, Australia, and the Far East. The EAFE Index constitutes the best-known and most widely cited non-U.S. index of the developed world’s equities.
14



Indexation of foreign stock markets, although more expensive than that in the United States, is no longer costly. The Vanguard Total International Stock Index charges 0.36 percent a year, twice the stated cost of Vanguard’s S&P 500 or Total Stock Market Index funds.
15



Vanguard has always been the undisputed low-cost and largest provider of indexed mutual funds. However, in the summer of 2004, Fidelity Mutual Funds of Boston, the world’s largest mutual fund group, threw down 
 the gauntlet and announced that its major index funds would slash fees to only 0.10 percent per year, lower than the stated fee on Vanguard.

This competition is great for investors. But investors should be forewarned that stated
 fees may differ from actual fees and that Vanguard has offset most of its stated fees through its proprietary trading techniques. Tiny differences add up to significant dollars for the long-term investor.

Exchange-Traded Funds

In recent years an innovation, exchange-traded funds or ETFs, has skyrocketed in popularity because of the funds’ low fees and simple replication of index products. ETFs, in contrast to mutual funds, can be bought and sold throughout the trading day. The annual costs of ETFs are even lower than the stated fees on indexed mutual funds, although a brokerage commission must be paid to buy and sell these funds.

For investors who seek exchange-traded funds, the Morgan Stanley EAFE Index has a very actively traded and liquid ETF (ticker EFA) that charges fees of 0.35 percent a year. The emerging-markets ETF is a separate fund (ticker EEM) with an annual expense ratio of 0.78 percent.

Unfortunately, our northern neighbor, Canada, is not included in the EAFE index because of its high correlation with U.S. stocks. But Canada should not be ignored, being home to such firms as Inco, Alcan, and New-mont Mining, which were eliminated from the S&P 500 Index in S&P’s purge of non-U.S.-based firms in 2001. One can complete the non-U.S. portion of the international market by buying the Canadian exchange-traded fund (symbol EWC), which accounts for 2.6 percent of the equities in the world market.

Indexing at Home

For equity exposure to the United States, the best choice of index products is the Dow Jones Wilshire Total Stock Market Index. This index is a capitalization-weighted index that contains all stocks that are traded on the major U.S. indexes. Vanguard’s Total Stock Market Fund, which tracks the Wilshire Index, was founded in April 1992, and its average return, including all fees, has been only 0.19 percent per year less than its benchmark.
16



Vanguard has a very strict policy against trading in and out of its index 
 mutual funds. To satisfy those who wish to do so, Vanguard has instituted a group of exchange-traded funds called VIPERs (Vanguard Index Participation Equity Receipts). Each of Vanguard’s VIPERs amounts to a new class of shares of one of the company’s well-known index funds. This includes the Vanguard Total Stock Market Fund (VTI) as well as others.

There are two reasons why I prefer the Total Stock Market Fund to an index that covers part of the market, like the S&P 500 Index. First, I prefer to achieve the greatest diversification, and it is important to add small and midsized stocks, which make up about 20 percent of the U.S. stock market but are not in the S&P 500 Index. Second, investors should be wary of linking their wealth to very well known and widely replicated indexes that cover only part of the market. As I discussed in Chapter 2, these indexes advertise well ahead of time what stocks are being added or deleted. This enables speculators to buy stocks prior to their inclusion, pushing up their prices and putting the indexed investor at a disadvantage. With a fund linked to all stocks, this is impossible.

However, for those who prefer to decide their own allocations, one can add small and middle-sized capitalization indexes to the S&P 500 Index to achieve the total market or tilt the portfolio toward smaller or larger stocks. The S&P 400 midcap index (which contains about 7 percent of U.S. capitalization) and S&P 600 small-cap complement (which contains about 3 percent of the index) can be added to the S&P 500 Index to form the S&P 1500, an index that contains about 90 percent of the tradable U.S. market. Standard & Poor’s monitors the entire U.S. market and chooses stocks in its index depending on market capitalization, industry representation, and liquidity, among other factors.

Alternatively, one could invest with the popular Russell indexes. The Russell indexes, in contrast to the Standard & Poor’s indexes, are based almost exclusively on market capitalization.
17

 The Russell 3000 contains the 3,000 largest stocks traded on all exchanges, comprising about 97 percent of the value of all U.S.-traded stocks. The Russell 1000 contains the 1,000 largest stocks by market value, and the Russell 2000 is a popular small-cap index comprising the 2,000 smallest of the 3,000 stocks belonging to the Russell universe. Russell has a host of exchange-traded funds.
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Again, for those who prefer ETFs, the two most popular exchange traded funds are those representing the S&P 500 Index, called spiders (after the acronym SPDR, for S&P Depository Receipts) and the Nasdaq 100, 
 called cubes (after the ticker symbol QQQ), which represents a tech-heavy index of the 100 largest nonfinancial stocks traded on Nasdaq. Spiders and cubes are so popular that the average daily dollar volume in these issues often exceeds that of any listed stock on either the New York or Nasdaq exchange. Another popular exchange-traded fund is called diamonds, named after the symbol DIA, which represents the venerable Dow Jones Industrial Average.

International Indexation at the Core of the Portfolio

This chapter advances an international approach to holding equities. This approach emphasizes the importance of holding a substantial fraction of your equity assets—approximately 40 percent—in stocks that are headquartered outside the United States. This world indexed equity exposure should be considered the core of your portfolio.

We also learned that the growth trap is just as applicable to stocks of individual countries as it is to individual firms. Fast-growing countries such as China do not necessarily have the best-performing stocks. Broad-based diversification is the key to achieving the gains from global growth. In the next chapter we will talk about strategies investors can use to supplement this indexed core to achieve higher returns.



 CHAPTER SEVENTEEN


Strategies for the Future:

THE D-I-V DIRECTIVES




Good thoughts are no better than good dreams, unless they be executed
 .

—Ralph Waldo Emerson, 1836



From Indexing to the D-I-V Directives


W
 hen I lecture to investors about the stock market, two questions invariably arise: “What will happen to the economy and my investments when the baby boomers retire?” and “Which stocks should I buy for the long run?”

The research that I undertook for this book confirms that the future is bright for equity investors. Growth in the developing world will provide both enough goods and enough demand for stocks to offset the impact of the age wave in the developed world. The future performance of stocks should easily outpace those of bonds, precious metals, and other inflation hedges.

On the second question, “Which stocks should I buy for the long run?” my answer has shifted since I conducted the research for this book. Formerly, I recommended that investors put all their money allocated to equity into a fund that tracked the broadest possible index of common stocks. Since the overwhelming evidence indicates that active equity managers and mutual funds, after fees, do not perform as well as low-cost index funds, I believed indexing was the best way for investors to accumulate wealth. Now I am convinced that there are strategies that can do even better.

Don’t get me wrong. I still believe that indexing should be a core component of your stock portfolio. I spoke to the importance of indexing to the world markets in the last chapter. But my historical studies of the firms in the S&P 500, industry performance, IPOs, and dividends have revealed 
 that investors may obtain better returns by supplementing their indexed portfolios with the strategies analyzed in this book.

I have distilled the portfolio implications of my new research into three directives, using the mnemonic D-I-V. The D-I-V directives are designed to help investors focus on strategies they can use to construct their stock portfolio.



Dividends:
 Buy stocks that have sustainable cash flows and return these cash flows to the shareholders as dividends.


International:
 Recognize the forces that will swing the balance of economic power away from the United States, Europe, and Japan toward China, India, and the rest of the developing world.


Valuation:
 Accumulate shares in firms with reasonable valuations relative to their expected growth and avoid IPOs, hot stocks, or other firms or industries that the consensus believes are “must-have” investments.



Dividends

HIGH-DIVIDEND STRATEGIES


This book emphasizes the importance of dividends in generating superior stock returns. The primary function of management should be to maximize current and future cash flows to shareholders. The payment of dividends has provided management with that discipline throughout most of the stock market’s history, and I believe that stocks that pay good dividends will yield superior returns in the future.

Table 17.1 summarizes the risks and returns of the dividend strategies described in Chapters 9 and 10. All of these strategies beat both the S&P 500 Index and the Dow Jones Industrial Average.

The reward-risk ratios, which are the measure of the extra return per unit risk, are all superior to the indexing strategy.
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Which companies appeared on these dividend lists most often? The large integrated oil companies stand as high-yielding winners. In the top yielder strategy, which chooses firms in the S&P 500 with the highest (top 20 percent) dividend yields, Royal Dutch Petroleum has been in this group for twenty-nine years, and in those twenty-nine years it returned 17.11 percent 
 per year. This is over three percentage points more than its buy-and-hold annual return from 1957 to the present. ExxonMobil was on the list twenty-three years and returned almost 20 percent per year during that time, a full 6.5 percent above its buy-and-hold return. Mobil Oil (now merged with Exxon) earned 18 percent per year in its sixteen years in the strategy.


TABLE 17.1: DIVIDEND STRATEGIES, 1957–2003
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Oil stocks were also important in the Dow and S&P dividend strategies, as Standard Oil of New Jersey (now ExxonMobil) was in the Dow 10 strategy a record thirty-eight years, from 1957 through 2003.

Another industry that frequents these high yielding strategies are the cigarette manufacturers, such as Philip Morris and Fortune Brands (formerly American Tobacco). Philip Morris, which has never lowered its dividend payment, had a return of nearly 32 percent per year for the thirteen years that it was in the Core 10 strategy.


 An important reason why these high-dividend strategies work so well is because of the basic principle of investor return. This principle, discussed in Chapter 3, states that stock returns are based not on earnings growth alone but on growth relative to expectations. For many of these dividend-paying stocks, investors became overly pessimistic at a dip in earnings growth, leading to lower-than-justified valuations and higher-than-average returns. For stocks paying a dividend, these lower valuations led to higher dividend yields, and investors were able to accumulate more shares at discounted prices. The return accelerator, described in Chapter 10, worked its magic on these stocks.

The evidence supporting dividends extends beyond the borders of the United States. Dimson, Marsh, and Staunton, authors of Triumph of the Optimists
 , found that the highest dividend yielding stocks in the U.K. outperformed the lowest-yielding stocks, just as I found for the United States. The divergence was substantial, amounting to 3 percent per year over the past 103 years.
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 I am certain that future research will find that dividend-based outperformance is present in other countries as well.

IMPLEMENTATION OF DIVIDEND STRATEGIES

The Dow 10, the S&P 10, and their associated core strategies involve just ten stocks, so they can be implemented by individual investors. For those who do not wish to purchase individual stocks, unit investment trusts that implement the Dow 10 strategy as well as similar strategies in other countries are available.

The list of companies in the 2004 portfolios of the Dow 10, Dow Core 10, S&P 10, and S&P Core 10 are found in Table 17.2. Four of the Dow companies also appear on the S&P list: SBC Communications, Altria, General Motors, and J.P. Morgan Chase.

It should be emphasized that this list changes every year, and by the time you are reading this book, it is likely that some of these stocks will no longer be in these dividend strategies. You can find the stocks that currently make up the Dow 10 strategy, also known as “Dogs of the Dow,” on the Internet.

While there are only a few dividend-related index funds available today, I am certain that as more investors learn of the power of dividends, there will be many more such investment vehicles in the future.



 TABLE 17.2: MEMBERS OF DOW 10, DOW CORE 10, S&P 10, AND S&P CORE 10 DIVIDEND STRATEGIES IN 2004
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 REAL ESTATE INVESTMENT TRUSTS (REITS)

Real estate investment trusts are companies that purchase and manage real estate or real estate loans. These trusts are not taxed as long as 90 percent of their net operating income is passed on as dividends to investors. For this reason, REITs are very high-yielding stocks. As of this writing, their yield is more than three times the 1.7 percent dividend yield on the S&P 500 Index.

Real estate, especially owner-occupied homes, is normally considered a separate asset class from corporate equity. However commercial, industrial, and multifamily residential properties are assets of considerable value that have publicly traded securities. As of the middle of 2004, publicly traded REITs owned more than $400 billion of the nearly $4 trillion worth of commercial real estate. The equity market value of these REITs is about $225 billion.

I believe that REITs should be a part of a well-balanced equity portfolio, especially one with a bias toward high-dividend stocks. There are many different index fund products, such as Vanguard’s REIT (VGSIX) and two separate exchange-traded funds, iShares Dow Jones U.S. Real Estate Index Fund (IYR) and the streetTRACKS Wilshire REIT (RWR).

International

I have spoken of the dramatic shift in the relative wealth of the developed and developing world that I expect over the next half century. In the last chapter I recommended that investors have a substantial portion of their assets in an indexed world portfolio. For dollar-based investors I recommend 60 percent be in U.S.-headquartered firms and 40 percent in non-U.S.-based firms.

The evidence is strong against overweighting firms that are based solely in fast-growing countries, as these stocks are especially vulnerable to the growth trap. However, I do believe that firms that have committed to the global economy should be especially attractive to investors.

Table 17.3 is a list of the twenty largest non-U.S.-based firms that derive a substantial portion of their operating income from many different countries. One choice for investing in these global firms would be to buy the Standard & Poor’s Global 100 exchange-traded fund (100), which replicates 
 the performance of 100 multinational companies. This index chooses large-cap firms based around the world whose businesses are global in nature and who derive a substantial portion of their operating income from many different countries. Currently the annual fee for this fund is 
 0.40 percent a year. Another global index is the Dow Jones Global Titans (DGT) 50 Index, a capitalization-weighted index of the fifty largest multinational companies.


TABLE 17.3: TWENTY LARGEST NON-U.S.-BASED FIRMS, RANKED BY MARKET VALUE, SEPTEMBER 2004
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In 2004, there was not yet any company based in China or India on this list. But it is only a matter of time before firms of China (such as China Mobile, Hutchison Whampoa, the Hang Seng Bank, and China Petroleum) and India (such as Infosys, Reliance Industries, Wipro, and others) join these global giants.

Dividend and valuation criteria are also important for international firms. In Part 3 we spoke of the importance of dividends to the corporate governance process. Since international standards of corporate accounting are so diverse, it is important to have tangible evidence of the profitability of firms. Dividends present just such evidence and are as important for foreign-based firms as they are for firms headquartered in the United States.

It is also critical that investors avoid the growth trap when buying international stocks, especially those from emerging countries. Investors should not choose the fastest-growing firms without attention to the price paid. No matter how fast firms are growing, there are limits to valuation. As always, the quality of the management and its commitment to expand those products within the company’s core competencies will always be a critical criterion for investor success.

Valuations

If anyone doubted that valuation is important when buying stocks, the experience following the Internet and technology bubbles of 1999–2000 should have erased any doubts. Valuation always matters when buying stocks.

Table 17.4 summarizes the valuation strategies that are discussed in the book. Three are based on investments in global sector funds that are linked to the energy, health care, and consumer staples industries that we described in Chapter 4. One of these strategies, introduced in Chapter 3, chooses stocks with the lowest 20 percent of all P/E ratios in the S&P 500 Index and rebalances annually. Another strategy chooses the top-performing survivor stocks of the original S&P 500, which I have called the corporate El Dorados. I also recap the investment performance of Warren Buffett, first the partnership and then Berkshire Hathaway.



 TABLE 17.4: VALUATION STRATEGIES, 1957–2003
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Sector Strategies

OIL

There is no question that there will be great strides in finding alternative energy sources over the next fifty years. But it is extremely unlikely that there will be a sudden reduction in the demand for oil and its distillates. The energy needs of the developing countries are huge and China and India consume more energy per unit of GDP than the developed countries of the world. That demand will clearly grow as these economies expand.

The oil sector of the S&P 500 Index has had a historical return of 12. 45 percent since the founding of the S&P 500 Index, more than a percentage point above the overall index. Stocks in the oil sector also have the lowest correlation with the other sectors of the economy. This means that oil 
 stocks can be viewed as a hedge: if their price goes up, it hurts economic growth, particularly for such countries as the United States that import oil, but the rise in price helps petroleum producers who hold large oil reserves. This countercyclical behavior of the energy sector’s returns is a valuable diversifying tool for investors.

In addition to the large U.S.-based companies, such as ExxonMobil and ChevronTexaco, the international sector includes BP, Total of France, Royal Dutch Petroleum and Shell Trading and Transport of the Netherlands, ENI from Italy, and others.

HEALTH CARE AND CONSUMER STAPLES

The two best-performing sectors of the economy over the past half century have been health care and consumer staples. Their respective returns, at 13.76 percent and 13.36 percent annually, outpace the S&P 500 Index by more than two percentage points per year. In Chapter 3 I showed that 90 percent of the best-performing stocks—our corporate El Dorados—have come from those sectors.

The communications revolution makes it certain that consumers’ preferences will be shaped by the global media. People who travel today are struck by the similarities and not the differences in what consumers, especially those in the higher income brackets, purchase—upscale shopping malls in Beijing, New Delhi, and St. Petersburg look strikingly similar.

Many bemoan the homogenization of cultures. Yet as global travel for business and pleasure booms, individuals seek out both the unique and the familiar. The very same people who are buying the Gucci bags and Mercedes cars are showcasing their country’s own unique history and culture to foreign tourists.

Reputation and trust, attributes that brand-name producers feed on, are held in high esteem by the developing world. There is no reason why those trends should not continue. Although many brand-name firms are headquartered in the United States, the Swiss-based Nestlé and the U.K.-based Diageo, which manufactures such alcoholic beverages as Johnnie Walker, Seagrams, and Guinness, stand out.

Certainly the health care industry faces challenges. The cost of developing new drugs has skyrocketed, litigation threats abound, and price pressures from generics remain fierce. Nevertheless, the aging of the population will ensure the future demand for health care: drugs, hospitals, and 
 nursing homes, as well as medical devices. Furthermore, the proliferation of discretionary medical treatments to offset the aging process is bound to increase.

Despite the hand-wringing over the high percentage of the U.S.’s output that goes to health care, it is hard to imagine that that proportion of GDP devoted to this sector will decline in coming decades. As long as the valuations in this sector do not stray far from the historical average, firms in health care are likely to outperform the market over the next fifty years. In the pharmaceutical sector, there are many foreign-based giants, such as GlaxoSmithKline and AstraZeneca from the United Kingdom and Novartis and Roche from Switzerland.

LOWEST-P/E STRATEGY

The lowest-P/E strategy sorts the S&P 500 Index each December 31 and invests in the 100 stocks (20 percent) with the lowest price-to-earnings ratios. Currently, there is no direct investment product that mimics this strategy, but I am hopeful that one will become available in the future.

The return on this strategy is slightly lower than the one using dividend yields, but it still beats the S&P 500 Index by nearly three percentage points a year, and its reward-to-risk ratio is higher. Royal Dutch Petroleum was a part of this strategy for forty-four years. There is a mix of utilities and consumer discretionary stocks that appear on the list when they are heavily discounted in the market.

The low-P/E strategy works similarly to the high-dividend-yield strategy. In the short run investors often overreact to unfavorable news, sending the price of stocks below their true values. As long as the firm is still earning profits, these overreactions will show up as a low P/E ratio, giving investors the opportunity to pick up discounted shares.

TOP SURVIVORS

The top-performing survivors include the twenty best-performing surviving stocks from the original group of the S&P 500 Index. These were the firms we identified in Chapter 3 as standing the test of time: they maintained dividend yields that were near the average for the index, slightly higher-than-average P/E ratios, and strong and committed managements devoted to expanding their markets globally. These are the tried-and-true companies that triumphed over the past half century.


 It should be noted that the firms on this list do not result from an explicit strategy that investors could have pursued over the past forty-six years, since it presupposes that one knew in 1957 what the twenty best-performing survivor firms would be. However, it does suggest what returns investors could realize in the future if they are successful in seeking out the tried-and-true firms described throughout this book.

BERKSHIRE HATHAWAY

My list would not be complete without adding Warren Buffett’s investment vehicle, Berkshire Hathaway. It is noteworthy that Buffett started his investment partnership in 1957, the same year that the S&P 500 Index was founded. An investment of $1,000 put in a hypothetical no-cost S&P 500 Index fund would have accumulated to $130,700 at the end of 2003, for an 11.18 percent annual return, whereas $1,000 placed with Warren Buffett would today be worth more than $51,356,000, for a 26. 59 percent annual return.

Buffett has followed all the tenets of sound investment practice advocated in this book. He is fiercely loyal to his shareholders and ever mindful of valuation, and he avoids “story” stocks, IPOs, and those firms in fields outside of his range of expertise. Yet Berkshire pays no dividends. In Chapter 9 I go into great detail why the payments of dividends are not as important for Buffett’s investors as they are for other firms.

If everyone were enthusiastic about Buffett’s investment expertise, the price of Berkshire’s stock would soar above the underlying value of the assets, taking into account his superior future investment prowess. That has happened on occasion, but as the superior returns on his stock indicate, Warren continues to work his magic beyond what the market expects. But the best person to ask whether to buy Berkshire is Warren Buffett—he will honestly tell you whether he thinks it is overpriced or not.

Indexation and Return Enhancement

The first decision that you as an investor must make is what proportion of your equity portfolio should be indexed to the broad international market and how much should be devoted to these return-enhancing strategies. There is no single percentage that is right for every investor. My recommendation 
 is that 50 percent of the equity portfolio should be devoted to an internationally indexed portfolio and 50 percent should be devoted to these return-enhancing strategies. But the exact proportion will depend on a number of factors specific to the particular investor.

One of those factors is taxes. Because many of the return-enhancing strategies have a higher dividend yield and realize more capital gains, the tax status of the account—whether it is taxable or tax-sheltered—is an important factor. Return-enhancing strategies are generally better suited for tax-sheltered accounts. Although this recommendation is less important today, after recent congressional tax reform that has lowered the tax rate on dividend income, many investors still wish to realize capital gains in a tax-sheltered account.

Another important factor is investors’ comfort level. No strategy can guarantee superior performance, and it is virtually certain that there will be periods of time when such strategies will underperform the market. If those periods would make an investor uncomfortable, then a lower fraction of the total portfolio should be devoted to these strategies and a higher fraction to indexation. These are issues that must be decided by each investor in conjunction with his or her financial planner. Remember that it is impossible to achieve better-than-average returns without taking some risk. Even straight equity indexation will, at times, underperform the fixed-income assets. One of the reasons stocks have returned so much more than bonds over history is the reluctance of investors to take this risk.

The Total Equity Portfolio

We are now ready to summarize the advice given in Chapters 15 and 16. These recommendations apply only to the stock allocation in your portfolio.
*



I do not recommend an exact allocation to each return-enhancing strategy because this depends on market conditions and the risk tolerance of the individual investor. But an allocation of between 10 and 15 percent for each return-enhancing strategy would be reasonable.
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 Conclusion

Forecasting financial market returns is never easy, but the next half century presents a particular challenge to those who look into the future. The world will simultaneously face two enormous forces: the aging of the rich countries and the rapid growth of the developing world.

Fortunately, these forces are working in tandem to stop the age wave 
 from drowning future retirees in a sea of unsold stocks and bonds. The growth in world production made possible by the rapid spread of knowledge will create buyers who will support our financial markets well into this century.

The rapid pace of technological change will attract investors to firms using the latest technology to produce new and innovative goods and services. But most of the “story” stocks that arise from these new industries will disappoint investors. History has shown that those less exciting, tried-and-true firms whose managements have stuck with winning formulas and sold their products in the expanding global market will be better investments.

Because future economic growth will be robust, a strategy of indexing returns to the global equity market will no doubt serve investors well. But the strategies revealed in this book are likely to enhance investors’ returns even further. These strategies are based on the innate propensity of investors to overpay for the “new” while ignoring the “old.”

Some maintain that once these successful value-based strategies are well known, stock prices will adjust and nullify their advantage. But I disagree. Warren Buffett had it right when he said in 1985, “I have seen no trend toward value investing in the 35 years I’ve practiced it. There seems to be some perverse human characteristic that likes to make easy things difficult.”
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Indeed, there is nothing difficult about successful long-term investing. Avoiding the growth trap and sticking with the tried and true has served investors very well in the past. And there is no reason why those strategies will not continue to serve investors well in our future.



*
 The proportion of your total portfolio that should be allocated to stocks is beyond the scope of this book (it is treated in Stocks for the Long Run)
 .





 
 APPENDIX


THE COMPLETE CORPORATE HISTORY AND

RETURNS OF THE ORIGINAL S&P 500 FIRMS


At the end of this appendix you will find the corporate histories and returns of each of the original S&P 500 stocks, ranked by their cumulative return from February 28, 1957, through December 31, 2003.

We first describe the twenty top-performing stocks that include all merged firms and spin-offs (with special attention to Philip Morris and RJR Nabisco), and then discuss the returns of the twenty largest stocks by market value in 1957.

Riding on Coattails: The Twenty Best-Performing Firms in the Total Descendants Portfolio

Table A1 lists the 20 best-performing firms of the Total Descendants portfolio, which includes those original firms that have merged with other firms as well as those survivor firms that remained intact. Surprisingly, fully two-thirds of the firms that make it to the top of the list do so not only because of their own success but because they rode the coattails of other successful firms. These investment successes did not require any active participation from investors; the shares of the acquiring firm were automatically credited to the shareholders of the acquired firm.

An example of how losers can become winners is found by following the investors in Thatcher Glass, a milk bottle manufacturer that was profitable in the early 1950s, during the early years of the U.S. baby boom. It is quite likely that many readers recall these bottles from when they were 
 growing up, as Thatcher was the first milk-bottle producer and retained a dominant share of the market.

One might believe that holding on to stock in this firm would be a disaster. Births peaked in 1957 and then began to decline quickly. The baby boom turned into a baby bust. Glass milk bottles went the way of the dinosaur, soon to be replaced by waxed cardboard milk cartons, which were much cheaper, lighter, and more convenient. Today Thatcher Glass products can only be found in the memorabilia sector of eBay, going for a few dollars a bottle.

But this doesn’t mean that those who bought and held Thatcher Glass for the next forty-seven years did not do well. The glass company was bought nine years later by Rexall Drug, which became Dart Industries, which merged with Kraft in 1980 and was eventually bought by Philip Morris 
 in 1988.
1

 An investor who purchased only 100 shares of that company in 1957 would now have 140,000 shares of Philip Morris stock worth over $16 million!


TABLE A1: TWENTY BEST-PERFORMING FIRMS IN TOTAL DESCENDANTS PORTFOLIO
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You might exclaim how lucky that was. But such luck is not uncommon: thirteen
 of the twenty best-performing stocks of the original S&P 500 companies resulted from riding the coattails of other firms. Thatcher Glass was the second best-performing S&P 500 firm not because of its accomplishments alone, but also because of those of its successors.

It is most certain that in the next half century the acquiring firms will be global firms. Nearly 15 percent of the Total Descendants portfolio consists of companies that are headquartered outside the United States. Electrolux, the Swedish firm that is the world’s largest producer of household appliances, bought Emerson Radio; British Petroleum bought former Dow industrial Anaconda Copper, Atlantic Richfield, and Amoco; Australian News purchased Twentieth Century-Fox; and Diageo, a British firm and the world’s largest producer of alcoholic beverages, purchased the Liggett Group’s food and tobacco interests, to name just a few.

R.J. Reynolds Tobacco and Philip Morris: The Cultivation of Winning Firms

Thatcher Glass became the second best-performing stock in the S&P 500 because of its purchase by Philip Morris. But Thatcher Glass is not the only firm to benefit from being purchased by the leading cigarette manufacturer: fully four original S&P 500 firms made it to the top twenty because of Philip Morris and its predecessors.

The full corporate story of Philip Morris is complex, but the outstanding performance of its stock makes its history worth retelling. Because of its acquisitions, Philip Morris winds up with the primary holdings of ten separate companies from the original S&P 500. Remarkably, all ten of these original S&P 500 companies outperformed the market.

Throughout the postwar period there were two prominent U.S. tobacco manufacturers, Philip Morris and R.J. Reynolds Tobacco. Philip Morris not only made Marlboro, the world’s most successful brand, but also Parliament, Merit, Virginia Slims, and L&M (the flagship brand of Liggett and 
 Myers, which Philip Morris bought in 1999). Reynolds Tobacco made Camel, Winston, Doral, and Salem, four of the top ten leading brands.

As smoking declined and the threat of legal actions against cigarette manufacturers increased, both firms used their plentiful cash to acquire other firms, particularly in the food industry. In 1985, Philip Morris purchased General Foods, and R.J. Reynolds Tobacco bought Nabisco Brands, forming RJR Nabisco.
2

 Nabisco Brands, through previous mergers and acquisitions, absorbed two other original S&P 500 firms, including Cream of Wheat in 1971 and Standard Brands in 1981. Reynolds also had purchased Penick & Ford in 1965, as well as Del Monte Foods in 1979, which had earlier purchased California packing in 1978. All six companies in the RJR lineage, including RJR itself, beat the market by more than 2 percent a year, and the top two, California Packing and Standard Brands, outperformed the S&P by over 5 percent a year.

In 1988 Philip Morris purchased Kraft for $13.5 billion. The following year RJR Nabisco was taken private by Kohlberg Kravis Roberts (KKR) in the largest leveraged buyout in history. KKR paid $29 billion for RJR Nabisco, and three years later, in 1991, sold a portion of the firm to the public in the form of RJR Nabisco Holdings.
3

 , 
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FIGURE A1: CORPORATE EVOLUTION OF PHILIP MORRIS FROM 1957
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 RJR Nabisco Holdings spun off its ownership of Reynolds Tobacco to shareholders in 1999, but due to the fact that RJR was a much smaller share of Nabisco Holdings than Nabisco, shareholders still had a majority of their investment in Nabisco Holdings. Nabisco Holdings was then bought by Philip Morris in 2001.

After this purchase, Philip Morris combined General Foods, Kraft, and Nabisco Holdings into one company called Kraft. Sixteen percent of Kraft was sold from Philip Morris in an IPO in 2001 (proceeds were over $8 billion).

From the direct Philip Morris lineage, General Foods became the seventh best-performing firm of the original S&P 500 firms, giving shareholders a return of 16.85 percent per year, 6 percent better than the S&P 500. Kraft Foods, whose original parent was National Dairy Products, is the same company I cited in Chapter 1 as having the best return among the largest fifty firms in 1950. National Dairy came up number eighteen on the list of the best original S&P 500 companies.

As a result, Philip Morris is the legacy firm for ten original S&P 500 firms: the six from the RJR lineage, General Foods, Kraft, Thatcher Glass, and Philip Morris itself. All ten of these companies ended up beating the S&P 500 Index, and four are among the twenty top-performing original stocks.

The Performance of the Twenty Largest Firms in 1957

Most of the companies that reached the top twenty (Table 3.1 in Chapter 3 and Table A2) started out quite small. None of the top-twenty performing stocks from the Total Descendants portfolio ranked larger than sixty-fifth in market capitalization in 1957. Since the S&P 500 index is, like most averages, capitalization-weighted, it is important to learn how large stocks performed.

The answer, as Table A2 shows, is “very well.” The return to an equally weighted portfolio of the twenty largest companies, which constituted 47 percent of the market value of the S&P 500 in 1957, generated an 11.40 percent return for investors, identical to the performance of the Total Descendants portfolio and considerably above the return on the S&P 500 Index.


 The Dominance of Oil

Nine of the twenty largest firms in 1957 were in the energy sector, which was the second largest sector after basic manufacturing (materials). It is surprising that despite the rapid shrinkage of the oil sector, the top five of the best-performing stocks from these twenty largest firms were all from the petroleum industry.

Number one was Royal Dutch Petroleum, a firm founded in the Netherlands, and one of the companies that Standard & Poor’s deleted from its index in 2002 when it purged all foreign-based firms. The second best-performing firm was Shell Oil, a U.S.-based company that was purchased by Royal Dutch in 1985. Royal Dutch gave shareholders a handsome 13.6 percent annual return over the next forty-seven years, and Shell returned 13.1 percent, both far better than the S&P 500 Index.

Shell and Royal Dutch share a long history that extends back to 1892. Shell Transport & Trading, a London-based firm, built the world’s first oil tanker, which on its maiden voyage delivered 4,000 tons of Russian kerosene to Singapore and Bangkok.

At the time, Royal Dutch was developing oil fields in Asia and commissioned an oil fleet of its own. In 1903, facing competition from the Standard Oil trust and John D. Rockefeller, the two European companies decided it would be better to merge their operations. While both Royal Dutch and Shell Transport remained independent companies, in 1907 the two companies formed the Royal Dutch Shell Group, with Royal Dutch owning 60 percent of the firm and Shell owning 40 percent.

The original oil companies that ranked third, fourth, and fifth were Socony Mobil (which first dropped the Socony [Standard Oil Co. of NY] name and later merged with Exxon), Standard Oil of Indiana (which merged into BP Amoco), and Standard Oil of New Jersey, which changed its name to Exxon in 1972. Each of these firms outperformed the S&P 500 Index by between 2 and 3 percent per year over the next forty-six years.

Gulf Oil, Standard Oil of California, and Texas Co. (Texaco) eventually merged to form ChevronTexaco, and both outperformed the S&P 500 Index, while Phillips Petroleum, which became part of ConocoPhillips, slightly underperformed the Index.

Of the remaining eleven firms in the top 20, the basic materials and 
 manufacturing stocks, such as Union Carbide (now part of Dow Chemical), DuPont, General Motors, and Alcoa, lagged the market significantly. U.S. Steel would have given investors an even worse return had it not purchased and transformed itself into Marathon Oil. Bethlehem Steel, once the second largest steel manufacturer in the world behind U.S. Steel, went bankrupt in 2001 and is the only one of the original twenty largest S&P 500 stocks to lose money for investors.

It might be tempting to suggest that the outperformance of the original S&P portfolios is related to the superior returns in the oil sector, which constituted almost one-quarter of the original index. But that is not the case. Even when all firms from the oil sector are removed, all the S&P 500 portfolios of original stocks would still have outperformed the S&P 500 Index.


TABLE A2: RETURNS OF THE TWENTY LARGEST COMPANIES FROM THE ORIGINAL S&P 500
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 THE RETURNS OF THE ORIGINAL S&P 500 FIRMS

Included in this list are the name changes, the mergers, and the year that they occurred. It is assumed that $1.00 is invested in each of the firms and that all dividends are reinvested and all spin-offs, if any, are held. If a firm goes private, the funds from privatization are assumed to be invested in the S&P 500 Index fund, with dividends reinvested. If the privatized firm goes public again, the total accumulated in the index fund is used to purchase the newly issued firm. These firms comprise the Total Descendants portfolio, as described in Chapter 2.

This list displays the breakdown of the accumulation of each dollar between the parent and spin-offs, and the percentage allocated to each. Included is the rank by market capitalization of each firm on February 28, 1957.
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 NOTES







2: Creative Destruction or Destruction of the Creative?



1.
 Richard Foster and Sarah Kaplan, Creative Destruction: Why Companies That Are Built to Last Underperform the Market, and How to Successfully Transform Them
 (New York: Random House, 2001), 8.


2.
 This undertaking would have been impossible without the superb work of my research assistant, Jeremy Schwartz.


3.
 Ironically, the S&P Composite Index excluded the largest stock in the world at that time, American Telephone & Telegraph, so as not to let one firm dominate the index.


4.
 At that time, the firms in the S&P 500 Index accounted for about 85 percent of the value of all NYSE-listed stocks.


5.
 From S&P’s Web site, http://www2.standardandpoors.com/spf/pdf/index/500factsheet.pdf
 .


6.
 Since 1993, new additions to the index have averaged slightly more than 5 percent of the index’s market value.


7.
 When a firm went private, I assumed the funds from the privatization were put into an index fund whose returns matched the updated S&P 500 Index. If a privatized firm went public again, I assumed that the firm was repurchased with the funds that were put into the index fund. Privatized firms constituted only about 3 percent of the value of these portfolios.


8.
 This assumes there are not enough sellers, including short sellers, to offset the automatic increase in demand.


9.
 In March 2004 Standard & Poor’s announced that starting in 2005 the firm would weight the stock in its index by the amount of “float,” or shares that are available to outside investors, instead of by the total number of shares. This would reduce shares in the index when shares are closely held by owners (as is the case with Wal-Mart) and may moderate the price movements in the stocks upon addition and deletion from the index.


 10.
 See “Index Effect Redux,” Standard and Poor’s, September 8, 2004. The impact on the prices of stocks added by S&P has been reduced in recent years, but this is partly due to speculators bidding up the price of stocks before the announcement. See also Roger J. Bos, “Event Study: Quantifying the Effect of Being Added to an S&P Index,” Standard and Poor’s, September 2000.


11.
 The Baby Bells were Southwestern Bell, Bell South, Bell Atlantic, NYNEX, Pacific Telesis, Ameritech, and US West Communications. In 2004 the surviving firms are SBC Communications (Southwestern, Ameritech, and Pacific Telesis), Bell South, Verizon (Bell Atlantic and NYNEX), and Qwest (US West).


12.
 If the dividend yield on the Total Descendants portfolio is significantly higher than the other portfolios, this is a tax disadvantage, but this effect was not significant for the portfolios we analyzed.


13.
 There are a few cases where a stock distribution is considered a taxable event by the IRS.



3: The Tried and True: Finding Corporate El Dorados



1.
 Richard Foster and Sarah Kaplan, Creative Destruction
 , 9.


2.
 The firm retained its ticker symbol, MO, or “Big Mo,” as traders affectionately call Philip Morris.


3.
 S&P deleted this company from its index only five months after the index was launched. Although the firm was one of the smallest in the index ($6 million capitalization), inquiries to S&P have come up with no reason why the firm was deleted.


4.
 See the Heinz Web site, http://heinz.com/jsp/about.jsp; Associated Press, “Heinz Enters Talks to Acquire European Company,” December 20, 2000; Nikhil Deogun and Jonathan Eig, “Heinz Is Close to a Deal to Buy CSM’s Grocery Products Unit,” Wall Street Journal Europe
 , December 20, 2000.


5.
 When we add Kroger, a consumer staples firm, eighteen, or 90 percent, of the firms are in either consumer staples or health care. Chapter 4 describes the evolution of these industries.


6.
 Firms with zero or negative earnings were put into the high-P/E-ratio quintile. Returns were calculated from February 1 to February 1 so that investors could put actual instead of projected earnings in for the fourth quarter.


7.
 If the firm repurchases its shares in lieu of paying a cash dividend, the same positive effect on returns will be realized. See Chapter 9 for a discussion of share repurchases.


8.
 Peter Lynch with John Rothchild, One Up on Wall Street
 (New York: Simon & Schuster, 1989), 198–99.


9.
 Charles Munger. “A Lesson on Elementary, Worldly Wisdom as It Relates to Investment Management and Business,” 1994 speech at the USC business school.


 10.
 Jeremy Siegel, “The Nifty Fifty Revisited: Do Growth Stocks Ultimately Justify Their Price?” Journal of Portfolio Management
 21, 4 (1995), 8–20.


11.
 Peter Lynch with John Rothchild, Beating the Street
 (New York: Simon & Schuster, 1994), 139.


12.
 Warren Buffett, “Mr. Buffett on the Stock Market,” Fortune
 , November 22, 1999.



4: Growth Is Not Return: The Trap of Investing in High-Growth Sectors



1.
 Qi Zeng, “How Global Is Your Industry,” U.S. and the Americas Investment Perspectives, Morgan Stanley, New York, June 30, 2004.


2.
 For reference, see the weekly publication “Sector Strategy: Where to Invest Now,” Goldman Sachs Equity Research, New York.


3.
 Formerly stocks were classified by SIC, or Standard Industrial Classification, a system developed by the government. In 1997 the SIC codes were expanded to include firms in Canada and Mexico and renamed NAICS, North American Industrial Classification System.


4.
 “Oil-Gas Drilling and Services Current Analysis,” Standard and Poor’s Industry Surveys, August 14, 1980, 0103.


5.
 As of March 2004 only Delta and Southwest belong to the S&P 500 Index. TWA, Eastern, Pan Am, and United went bankrupt.


6.
 Real energy prices fell about 30 percent from 1977 through 1997 after adjusting for inflation.



5: The Bubble Trap: How to Spot and Avoid Market Euphoria



1.
 Alan Greenspan, opening remarks at the symposium “Rethinking Stabilization Policy,” sponsored by the Federal Reserve Bank of Kansas City, Jackson Hole, Wyoming, August 29–31, 2002.


2.
 Robert Shiller, Irrational Exuberance
 , 2nd ed. (Princeton: Princeton University Press, 2005), 87.


3.
 Ralph C. Merkle, “Nanotechnology: What Will It Mean?” IEEE Spectrum
 , January 2001.


4.
 Gregory Zuckerman, “Nanotech Firms Turn Tiny Fundamentals into Big Stock Gains,” Wall Street Journal
 , January 20, 2004.


5.
 This and all other articles that I wrote can be accessed through http://www.jeremysiegel.com.


6.
 Bloomberg News mentioned that Mary Meeker, the Internet guru from Morgan Stanley, had also warned about Internet stocks in an article in the New Yorker
 .


7.
 Shorting is the strategy of selling shares you do not own by effectively “borrowing” 
 them from someone else. The short seller hopes to make a profit by replacing the borrowed shares by buying them back at a lower price. Clearly if the stock price rises, the short seller loses.



6: Investing in the Newest of the New: Initial Public Offerings



1.
 About one-third of these firms survived in their current corporate form through December 31, 2003. Ifthey did not, I substituted the return on the Ibbotson small stock index (see note 2 for this chapter).


2.
 The small stock index consists of the smallest quintile of stock traded on the New York and Nasdaq exchanges and is reported by Ibbotson.


3.
 Jay Ritter, “The ‘Hot Issue’ Market of 1980,” Journal of Business
 57, 2 (1984), 215–40.


4.
 Jay Ritter, “Big IPO Runups of 1975-September 2002,” available at http://bear.cba.ufl.edu/ritter/RUNUP750.pdf.


5.
 TheGlobe.com
 subsequently traded as low as 2 cents a share, VA Linux at 54 cents.


6.
 Burton G. Malkiel, A Random Walk Down Wall Street
 , 8th ed. (New York: W.W. Norton, 2003), 77.


7.
 Christopher Palmeri and Steven V. Brull, “If You’ve Got It, Spend It: Gary Winnick Is Spreading His Millions Around with Gusto,” Business Week
 , October 16, 2000.


8.
 Denis Berman, “Dialing for Dollars,” Wall Street Journal
 , August 12, 2002, A1.


9.
 Ibid.


10.
 Randall E. Stross, eBoys: The First Inside Account of Venture Capitalists at Work
 (New York: Crown Business, 2000).


11.
 Ariana Eunjung Cha, “ ‘Johnny Appleseed’ for a Risky Field,” Washington Post
 , November 13, 2002.


12.
 See Jay Ritter, “Some Factoids about the 2003 IPO Market,” August 2004, 9, available on his website at http://bear.cba.ufl.edu/ritter/IPOs2003.pdf.


13.
 Benjamin Graham, The Intelligent Investor
 (New York: HarperCollins, 1984).


14.
 Charles Mackay, Extraordinary Popular Delusions and the Madness of Crowds
 , Martin Fridson, editor (New York: John Wiley & Sons, 1996).


15.
 Ibid.


16.
 This was worth $10,000, or about $150,000 in today’s dollars.


17.
 Edward Chancellor, author of Devil Take the Hindmost
 , claims that MacKay’s recounting of this secret enterprise is apocryphal. Nevertheless, I fully agree with Jason Zweig, who e-mailed me that although the anecdote is ahistorical, “It’s a darn shame, it’s such a good … reminder of the danger of ‘blind pools,’ ” investment vehicles where the use of the funds is not specified. These were sold to the public in the 1920s but are now outlawed.


18.
 I thank Michael Lewis, who brought this firm to my attention through Bloomberg News
 to its subscribers.


19.
 Malkiel, A Random Walk Down Wall Street
 , 56.
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 Capital Pigs: Technology as Productivity Creator and Value Destroyer
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 , July 20, 2002, 59.
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 While exact Internet usage numbers are hard to come by, highly regarded estimates for traffic growth were 107 percent in 2001, 87 percent in 2002, and 76 percent in 2003. See Andrew Odlyzko, “Internet Traffic Growth: Sources and Implications,” n.d., available at http://www.dtc.umn.edu/~odlyzko/doc/itcom.internet.growth.pdf.
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14.
 Chairman’s letter, Berkshire Hathaway annual report, 1985.


15.
 Ibid.


16.
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17.
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 July 9, 2004.





 ACKNOWLEDGMENTS

There is no question that an author is reliant on many individuals in the production of a book such as this. But I can honestly say that one person, Jeremy Schwartz, stands above all others in importance. Jeremy, a 2003 graduate of the Wharton School, not only has extraordinary skills in research and computing, but also the rare ability to organize and express ideas in a way that is accessible to both professional and nonprofessional readers.

Jeremy’s capacity to work hard is as great as mine. He not only convinced me that tracing through the returns on all the original S&P 500 firms from 1957 forward was possible, but he obtained all the data and created the algorithms that carried all these calculations to completion. Using our laptop computers, we stayed in constant contact through many long evenings, on weekends, and during my heavy travel schedule. I continually relied on being able to filter both my ideas and rough drafts through his superb judgment. I can say without hesitation that without Jeremy’s involvement over the last three years, this book would never have come to fruition.

John Mahaney, my editor, also played an extremely important role in encouraging me to emphasize the bottom line of my ideas to the reader. It is not easy for an editor with no professional training in finance or economics to guide an author who already has written a bestselling book on the subject. But John did it with extraordinary skill and finesse, and the book is unquestionably better because of his guidance. I also wish to thank Wes Neff, my agent, who not only led me to the right publisher but also kept my spirits up when the effort needed to synthesize the research and complete the manuscript seemed insurmountable.

My gratitude also goes to those who have read early versions of the book and provided extremely important feedback. Professor Jay Ritter of the University of Florida, the leading expert on initial public offerings, provided invaluable advice and detailed comments on the manuscript. Randy 
 Kessler of Lazard Freres provided early feedback that helped organize and bring out the major ideas of the book. Dan Rottenberg and David Conti also made invaluable suggestions on early versions of the manuscript.

My close friend and colleague, Robert Shiller of Yale University, author of the bestselling Irrational Exuberance
 , was an enthusiastic supporter of the thesis of this book. Bob and I often sparred on the stage, I taking the bullish and he taking the bearish position on the stock market. But after reading a draft of this book, he exclaimed that our ideas about how investors should approach the market, particularly avoiding stocks with high valuations, are far closer than many realize.

I am blessed to have access to such talented Wharton students to assist with the massive research needed to complete this book. Leonard Lee, a 2002 graduate, did some of the very early work on long-term returns from 1950 onward. Particular credit goes to Ryan Hinkle, a 2003 Wharton undergraduate who did a superb job of programming the demographic model of world consumption that enabled me to evaluate the solutions to the age wave crisis. I also wish to thank Jason Spindel and Stephanie Weiss, who helped gather and evaluate the original S&P 500 firms, and Shaun Smith, Ana Nekhamkin, Andrew Rosner, and Bonnie Schein, who worked and commented on various parts of the manuscript.

I am also indebted to Howard Silverblatt, Howard Bernheim, and Andy Halula from Standard and Poor’s Corporation, who have been extraordinarily helpful at providing us with data that helped us calculate these long-run returns. David Blitzer and Robert Friedman filled me in on the background and details of the formulation of “core earnings,” a breakthrough concept in achieving uniformity and clarity in corporate earnings.

One’s family is always a part of the book-writing process, both in providing encouragement and tolerance of the long hours needed to research and compile this project. Like a family on a long car trip asking “Are we there yet?” I often received the question “Are you done yet?” My wife, Ellen, and my sons, Andrew and Jeffrey, reminded me that I could always work a bit longer to perfect the manuscript, but there was a time to lay down the pen (or in our twenty-first century, close our laptops) and declare the project done. I hope what I produced is worthy of their love and forbearance.


ABOUT THE AUTHOR


JEREMY J. SIEGEL
 is the Russell E. Palmer Professor of Finance at the Wharton School of the University of Pennsylvania. Dr. Siegel received his Ph.D. in economics from M.I.T. and is the author of the classic and influential Stocks for the Long Run
 . Professor Siegel writes and lectures about the economy and financial markets and has appeared frequently on CNN, CNBC, NPR, and other networks. He is a regular columnist for Kiplinger’s
 and has contributed op-eds and articles to the Wall Street Journal, Barron’s
 , the Financial Times
 , and other national and international news media.

OEBPS/Image00070.jpg
Marris Sukty g0
Hars ComputerSysems (194)> Cbergod 18 Saws o
Lanir Workiide (1999 — Rich (o0) s
s Pl Tekphone — GTE () — Verson
Commuricaions (o00) san oo e
300 ph_fcob Ruppert — Privae ) Spa ook o
o1 Tou Pcit Coul 8. 01— Priae (98] S e _no
a2 8 Continenal Bakog — Ineratonl Telehone &
Telgraph (1969 7T 138 St woon wors
T ndusrie San e
T Harond Grou (o3) > Hatord Fnancil Srvices () $6003 4%
T Nev (ym) — Sarwood Hotl (198 Smor _nm
Rayonir (19941 Sow %
ww G ight > WGL Hodins () Susieonon _nad
S sen s Sy > Harei ertype ) > Hars (74 S ook worh
Hars S o
Hars ComputerSsems (194)> Cbergoad 138 CraTy
Lanir Workide (1999) — Rich (o0) [y
% Seuben S wnon o
Southern [T
Mot (o) oo _osn
50683 Now Engand HectrcStem — Nations Gl Traso (000 _S3z1_1o00%_1v0%
7 Pitburyh Pltc Gl > PPG i (908 Supi0_ioooh osh
308 14 Lieet Group — Prvte (1379) — Grand Metopctin (191 >
Do (197) Sm ook toa
w56 Combustion Enginceing — Pivee 1309 St ook oare
o Teus Co> Tensco w) — ChevonTenco (300 St ook aae
a9 olimore G & Hetri — onselion Enery Group (399 Sy _wms_s090
15wt Al Products > Citadel It o0 — Privt ) $3684_ome_sop
15 tox Public v Bl and Gas — Public Service Enerris (184) 1680010
5301 Dayion Power A Light> DPL (a8e) S wnon s
% O Suot tooa s
Oin oo _uon
Squi Hechout (1968 Squbs (97)— B Mpers.
Sauib (13) S0 _son
Wotmrk Itemationsl(187) > Advaned Tech L (953) >
ATL Ulasound (57) Pl 958 — Kinklike Philgs
s o) s e
‘Spaclts Mol (93] — Intrumenario 3003 S oo
Sonoske ) S _ome
ZimmerHoldings (o0 Som
Primes Technologies (137) — Geners Dymarics(3o01) So
W6 Phiko—Ford aen. Suim ook i
Foul s o
Asoncaes it Copt l198)— Cgroup 1000 Swo _yon
Toavin Propety Camaly 2002 [
"Viston (000) S am






OEBPS/Image00069.jpg
Energy (3000) > Progress Energy (2000) Sishos  woot sk
We Ty Bendix— Ald (98 > Al Signl (185>
Haneywe € 1) S5 iooo% nog
S
Herley Group (1986)— Wheeaborsor Growp (199) — Waste
Management (198) s e
Faber St (197) — Whedaborator Group (1989 — Wasi
Aansgement (1990
Herley Manutcuring (97) — Pt (1580 S
Foet Enerprives (1376) — Penaoll Compny (198) >
Peamzenery ot —
Devon Encrgy () Sox o
Pl Qusher St 1998) — oyl Dt Petrleum (o) S038 o,
W Achion,Topeha, St Fe—Sama Fe It (7o) —
Senta FeSouthern acc (1964)  Burlingion Noriern
Sana Fe o) Siass onon nan
Buringion Nothern S e o0 e
Soni e Encrpy (1) — Devon Enersy (7). o
‘ol Development (1991 Ser oo
Nonterey(95) — Texso (197> ChevronTense (oot) _$70 4%,
‘Sani Fe God (1934) — Newmont Minin (1957) [
W Sanebed S oot _wa
San. Sum
Do Wit Discove (151)— Morgn Sy (7). s
At ) oy
W51 Cies Service — Oxcdenal Peroeum 983 S0 _iooo% o
Oncdenl el S
B G99) — Tyon Foos oo g _oon
90394 Okhorns Natrsl G > Ok (10] Soss w00t
190 Mercantle Stoes — Dillrds (508) St _ioooh s
19110 Southem Raiay — Norfolk Souther (138 S _toook _wan
195 s Gardoer-Denvr — Couper ndutris(1979) S oot man
Cooper Indusires S0 _oasw
Gardnr Dener (1994 S
94 49 Emcron Rado & Phoograph — NatUnion Bt (960 —
Eectrolus A (a7 Suss ook nas
Bl A S _soen
SAPAAB (977 s sn
s aou P Paper Bound Pape ) Susto oo
oo Misoun Pahe — Rivr P> Misou
Pucic (197)  Union Pac 1983 S onon i
Union Pacifc S we
Ak Petruns (15 Son e
7t May Department Stors Ssm iooot _witn
May Deparimens Sores S tan
Pl Shoe Sure 06) Sas _oon
W e e — i Spbold o) > o erye (957>
‘MHarrl (0070) D wah ad






OEBPS/Image00072.jpg
Bl (1984) >SBC. (1994 Suz g
Amerianfo Tech (944 > Arcriec (1) — SOC
G son
Pacifc Teess (1980 — SBC Gor ) Prarey
ATouch Commanicaons (1990 — Vodatone (399 R
el A k) Verion Go00) San e
NYNEX 184) — Bll At (197) — Veizon (000) PramTy
el South (80 S99 men
Lacent ) oy o
Agere S (3003 oo
Avaya (1000 YT
NCR ) Sase oo
AT Wi (oo e
ATAT Broadband Srvices (3053)— Comeat (3003 1o
B9 s Wame Pump — Wame Smington (o) — Drecr
s (158) — Hallburton (3 Suss oo o
Hllburion S _sumn
oo (193)— Glbol ndorilTehs (o) — RII G0)_ $438 350
0w McGraw Edson — Coupe Indusris (195) Sy oo _town
Cooper Indsires am_sash
Gandner Denver Co 1994 S
S0 Sichie Ol — Atantc ik (1) — BF Ao i000) __Swv7 _onh_ 1o
S aw Mgyt e — Misour P (1976) — Union
[y Siouss ook oy
Urion P o _me
Ansdarko Peioeum (1535 Say__wen
S w brown Gy Sio06t oot o3
0 s Nortben Pacc — Buringion Norhern (1570 > uringion
Narher S e ) Soose_ oottt
Burlingon NorhernSni e Seaos _sush
Burlingion Rsoures (st) Sum
1 Paso Nturl Gos (1993) > B P (v Sy _son
55w S Josph Lead St o Mieral 970) — v (983>
MaseyGoon) Smos oot
My New [y
Fowr G000 sesoy_osn
T6 Amercan Noturs Go > Amercan Nators Resources (1979) —
ol Paso (3001) S8 oo o
[y Sax s
Wisonsin Ga (575 — Wicor (194e) — Wiscomin Enery (3000 S35 3048,
Michigan Conlidied Gas (188) > MCN Energy (17) —
DTE Encryy (200 stor i
Pria (183) — Thomsen (000) ey _eom
S0 Mkl South Ut > Emery (089 i ooon _woarn
80 New Vork S ltric & G > Eney East Gorp (98] 3968 _so0h_tnaae
5 Dome Mins — Placer Dome (387 St oo o
A B . S MR Sas3e Wt 0%






OEBPS/Image00071.jpg
sk Sesbourd Ol — Texaco (ws#) — ChevionTemaco (door) S _ oot oz
87 CinconaGos & Hecric > Cinrey (1990 S0 _mon_torin
1930 Phlip Peleum > Conoo Pillys(ous) St o w00
S50 Celoten— i WatrCorp () Prvte(18) — Wakr

Indusris Sunou 100k wzn
S %0 Union Pacic Radosd > Union P (9] Subso _men o

Union i Sy e

Union Pucie Resurcs (1799) — Amadarks Peroleun (3000) S %,
574 Phladlphia B> Pco ey 1) > Exlon Gooo) __ S770 _io00% 7%
3 Cuneo P — Prve (w70 760 oo
534t Servl— e 9e7)— Gould (15) — Nippon Misig (188 $1598 _1000% _1n.65%
335 aas St Dougas — Borden () — Pt (135 Susor oot waen
5362 Virgio Besrc — Dominion Rsources () S oo _ween
37 & Gener Tkphone & Hecic > GTE(gts) — Veron

Communications (1200 Susw  ono soon
B Sana et Poducts — Generl Telephone &

Electic ) SGTE (98 Veriton Communicatons (3000) _Sisty _1o0ok _100%
5% Union OlofCalfrnia > Unocal () S onon_town
B0 DowChemial S _toook e
S waa Frocpon Suphur > Freepor Miners (73 — Frcport

Ncoran 181 — IMC Global ) Suoss oot s

NG Globl e

Freport Mcoran Enery Parnc (85— Frport.

Niclorn (190)  IMC Glbal 37

Frecpor eloran Gold (185) — Nimore (1999 —

Angl Amerca (199) sore o

FM Properies (1992)— S Properies (538) o0 uw

NcMora O & G (34) > Mhoran Eploation (998) S04 0%

Frecpor Mchora Copper & Gold (199.195) S s
A Genend Dyamio Suon _onon o

Gener Dynamics Swoo oo

Houston Natural s Corp (148)— Inermorth (185>

Enron 380 sam__oow
W o8 Grea Nonter — Bolingon Nortber (370) > Bringion

‘Northern Sone Fe (195) Suos ook s

Butingion Northen S s S somn

Buringion Bsouces i) S s

1 Paso Naturs G 102 > B Fi 300) Fra—y
4 2w Now Yook Chicgo & S Louis— Norfoow & Wosern

Rl (1960 NorfolkSothern (106 Siosn ook sosst
55 15 Cotepllar Tacor I > Cotepilr (158 Suss oot soss
6 a6 Grand Unon — Privee (7). Soste _mo st
39 4 UniedBocuitof ks > Kblr (1561 — Pt (574) —

Unied Bocui o) Sk iooot wsi
351 Amcrcan Tekphone & Telegraph > ATAT (1994 Soris e _msoh

e YTy

U, Wos (980> MO Group (ah) —ATST (o) S0 1%

US. West (New) (3998) — Quoest (3000) Y






OEBPS/Image00074.jpg
26y 168 Sterling Drug — Eastman Chemical (1988) St ook gten
a4 Lockheed N > Lockbeed (97) > Lockhed Mt () $8067 o0 skt
w e i Edsan > Unicom (930> Bxlo (000) S0 000% ok
Eadon S
Nonhern hincsGos (1570)> N 70 S e
5560 Panundic Eaen > Pancorgy (16) — Duke Bnrgy (37)__ $h044_ooon o
Db Enery Sy _ssom
Ansdrko Pericun (1386 So_suon
o7 e Relance Manutactring — Purion Fshions (65—
Privt o83 Sar oo st
Pivae e
Technic Tpe (1969 — Bresdort (88 S oo
w W and S e s
9 36 Keonewont opper > Kenneot (980) —Sundord Oflof
Obio (o) B 147 BP Amoxo 199) Sva_was oo
To 3 Itcrnational Miners & Chormcls > INCERA () >
Nilinckiod Group (994 — Tyco Inemstions (1000) 57695 _ o0 _57:%
T Wi Dike Sores Srhou_mo s
T2y A Redution 137) — Ao (137)— BOC (w70 Srus wooon s
7y Endicon Johmon — McDonough (970 —Hmsen (981 511 non_s60%
Hamen Sus o
U It New ) S
Imprl Tobce (1990 Sam s
Milconum Chemcls () s s
Encrty Co (y97) — Texas Ui (r98)> TXU (001 Sun e
T4 Bordn—Privatc o) Srsi0 oo _sa
s 7y St Paper — Kimbedy Cak (3] Sz _wa oo
0 7 Lowinle & Nashile —Sesboud Cow L
I (7) - CSX Cory (19 Sass oo same
7104 Centl & S Wt — Americn B Power (3500) _S739 o0 _aers.
Ea Sm_woon g
9 sto Uritd s Lines — Kol Waer (1) — Hamen PLC () 8676 1000%_o.5%.
Hamsen FIT T
U st New o). Sue i
Imperl Tobce (1996 Sy
Milcanium Chemicls (758 CraT
Encrty o (197) — Texas Urlitis (18) > TXU Goan) _Sust0 s
ot Sy 1947 — AR Bk ) T
o oo Il ayon — Midland R 1) — Prvte o89) _$r000_1000% 91000
0 Do Sores > Bood ndmtis (1ts) — Privae (198 Sz omo san
42 Dot Edion > DTE Encry Co.Hokdings 137 s omon san
1 e CNW (Chiago & Norh Westerm) > Nortmet
st (1968 —Lone S St (51 st wooonsuw
ETRETI= — gl Rand (5] Sa730_tooon g
385 s Contrl Apire Sugac > A 58— Prvte (7). St oo _own
6 an Med— Meadwostvco 003) Searo oo ok
o 3+ Pl Gas & Bacilc > PG & E Covp U] R T






OEBPS/Image00073.jpg
Newmont Mining CITY
Mg Copper New (987 — Broker 1l Froperies (728 >
P Gy som s
390 Souher Calfornia Edn > SCE (194) > Edon 06 1998) 9249 _ 100
353 136 Union o Camp Pper > Union g Camp (1966)—
Intenaionsl Paper (1399 Ssae ook wasn
W w7 el Tea> Jowe (6e) — Amercan Soes (980)—
Albetsons(199) Sos _toook_toark
4 4wt Woskoha Moton — Banor Pt (158) — Ler
gt gk — Prvte (17) So0 100t o
55 Pacl Tkphone & Tkgraph — ATST (o) Stk _toooh_tmse
AT S0
U W 980) > MedisOne Group (96— ATST (so00) 7 19%
5. Wont (New 138) — Qs 1000) oy
Soothweser Bl (1941 5B Commorications (1994 Sow _usm
Amercan o Tch. (9 > Areriec (191)— SO
o) Suw
Pacc Tt (1984 — SIC o) s e
AeTouch Goma — o) a0 __on
el A (1980 — Verizon (10001 Sioos
NYNEX (1) — il At (197) — Veizn (o) CErT
el South (080 ey won
Lacen ) ks o
AgreSyems o) o
‘Avaa (2000 oo
NCR o) S _aon
AT Wi (o) S
AT Broadband Sevices(ons)— Comeast (003 ST
567 Union Carbde & Carbom > Union Carbde (937 — Do
Chemcl (000 s onon oo
Dow Chemical S s
Prasi () Sun_non
7 Beaunit— £ s Naturs Go ) > oo 70) —
Norhen (138 > Norhern San e (o) 851 onos_s95%
Northern Sant e S s
‘Northwest Pipcline (1574) > Nortowest Enrey (1975)—
Willas (196 somam
Wikl Commenictions Grovp 2001 oo
Resource i) S swon
1 Paso Naturs G o0 > E i 1001 ey
W w Lerner Stoes— MoCroryStore () — Kol
American 70)— Prvte () Ssun_ioost sae
LemerStoes (1565)— MeCroy e 73
9 3 Deware Power & Light > Dl Power & Ligh (968) >
Conce (99) — PepcHekdings (o) sin o oo
S0 Fand S — Privte ) Sias ook oth
361140 Nonhen s ower Minn. > XCEL Enrgy (o00) San ook _simn
i 394 General Signal — SPX (998) i et o






OEBPS/Image00075.jpg
W % United Gos — Pennzoi (1968) > Penmscnergy (199%) — Devon.
freiy s o _same
Do ey Swes e
Ui G Corp 371 Nk G (5 — Ol
Persesn oy o
8P ) — T Fooe pr—y
et Gl oh)— Novrm Mg 007 1044
o oSt ot — oy Dt Pl (551 3%
55 0 Coro e P> et — Prve ) Seant mon g
50 o0 Colui G S > ol EveryGrovg (81—
Naowee o seuiwoon s
ey Sores— g A 7] S o oson
e o5 Mo S (75
S A ot lne— Sobord G (67— G
Conp oy sty worn v
T Do W B B o B
ot o ot b son oo g
Bt G Unhed St Grpm> USG k) S w0 v
[ Sosu o
AP G () Gt T ) 3 S114 s
s O By > Chemic e (7 — X e S0 smon 378
- = e ——
F3 e Chmpn i o -
3 Wesinhous B> G Vi oo e mon gt
500 Scbourd e — AVGO )T ) S wom vaen
2 oh Nl S eing — Pt i) S oo g
R S oo e
1 s Ui SR> U ) — i ) ss s
03 n Anconds Caper g — i Kb (7 —
frometping s worn_som
o3 Acme il — D Gronp ] S woon e
o4 s Cort Pulaing P ) 54 oo saeh
e oo Prodce > Thampon Ear Wo 51>
TR )~ Nt 300 spn_ womn_som
7 Dby v Fod> Trinors ) Aoy
Vi )t sun wom e
T s s
Al Tchloges (i nem
7 G Gble> GK Tkl 1 ern ol
iy Ao P Underes 093 s o _aams
Ao sl Underien ey
S Techocloges s} > A Aoy G >
e e ity ™ s o
el Gl h) — P ) Er—
5 9 Weico G > Mesbmetrco oo S o v
o Gl i — G ey (61—
Feneneg sup_wom som
o Gl P Ui GO o) ey Gl s s
R S e R e T






OEBPS/Image00066.jpg
Rockwell Collin (3001 S
6535 Mrtin Marita — Lochecd Marin () Sty onon e
15 Vole & Towne — aton Manufacturing (963 S a0 e

oton oo _sos

el Technlogy (o0 S s
W5 Gemeri Hearc Sisoor_wooh i
e A e — Gl & ot ndts (1) —

iv89) — Viacom (1990 swos oo wn

Viacom o

GW Land (9~ s
o1 Crucile St — Col s (1908 — Pl (989 Say1 oot
6 GUOL> Gull—Chewron (1900 > Chevron Teraco oo Ssueis _onon _1zash
L5361 Denver R Grande — Wonern Ri Grande Indotris (170) —

P k) S oo
L 4b4 Amercn Crytal S — Prvte (73 Siokas ook o
1402 A R — B Amoco (1000 > BP io0) Saoser ook o
w Can— Group (w79 — Prvie (9ka)_Sio334 w0 _1sox%
w6 s St Lowi-San Francico— Duringion Nothern ko) >

Burigion Northen Sana Fe (195) S waon oo

Durlingion Northen ant e S _sosn

Durligion Ksouce 98) Sun e

1 Paso Natural Go o) > I Poo Enrgy 1) > 1 P (oo s 3%
W W il Contal KR — it Cemal Industics (060) >

1CIndusiies (973 > Whiman (198) > PepsiAmericas (0o $9964_1000% a7

Pepsidmercs e

oo (19m) — Grand Metroolian (1) > Dige PLC (137)_ S84 sva%

it Cenrl (1990) — Canadan Ntiona Rty (1998 S5434 7%

usman oernaions (199) — Ingersol Kand (2000 Somr i

Nido ) S

Prospec Groop (o) — P o) S _oon

ances (1990 — Privt (1) Sur__oow

S Food Holings (1390 > Syl 04 Sos _ow

Knowiedge Universc” ey

Forsbner Group () > Swios Arny B (1399) —

Vicorinos AG 001 PRIy
W Gl Bethers — Pt (73) a0 oo o
s Wotinghouwe i Brbe — Amerian Sandord (18] —

Privae 188) St waon o
o a7 Amercan Sors — Alrons (991 S ook _no
15205 Pullan —Whelborator Py 190) — ABld (983 —

Honeywel ) om) Swrts _waon_nos

Hoveywel inernaons Sran_sosh

ey Group (1988) — Wheelaborator Group (98— Waste:

Maagement (198) EENPTY

Fiber Scienific (7] — Whedbborstor Grop (199) — Ware

Management (158)

ey Manutcuring (97 — Privt s S e

“Pulioman Transportation (194a) > Pullman Pesbody (19851 >






OEBPS/Image00068.jpg
b9 Foremost Duiries — McKeson (1994) Suasr ook uesh
o fontveer S woon _ween
ok iy i
v Captl ) Gigrop (0] S s
TorsPropry Gy (203 o _on
Voteon 0001 S ame
5 Stter P Sk Woriogion (9071
i ) Conper I (5 s woon neen
Coope e S v
Gariner Deanr (30 o
T2 3 NooreMeCormck R — S ()
Comex 2000 e wmon e
T2 Sandcd O ol o> o (0>
Comonten oy s wmon e
T8 Amean Crammd >Amerian o Fodcs (991>
Wy oty S _wmon e
e S
e i 0 Crawe
o Urion Gas— Koy Evry 8) s oo ne
oo Campbesony Swr.0 woon_nson
Canpl oy, S0 mon
Vi ool o ) Soco _oom
T Robrod—Genr A PO Cop (547>
GAF Cory et P ) Ssss woon nsm
T Amran Enk> Azon o) — A (3> Al
Moo surrs_ooom_ngon
e oo Works— B T () —
i P ok oo o _um
o7 Gl orp.— Gouk () — Nippon Mg (8] a0 s
£ 155 Peoples Gas Light Coke > Peoples Gas (1968) > Peoples
Eacy ) sosse_wmon_wiom
g facry Sosty_sun
Mo v — O Femicu (6] oo
09 o) — Tyon oo oo Soer o
57 Db T ot > DT ) S oon wagn
Olve 131> e i) — e O d o (57>
peasdiorigy o wm
Mty Gt > Wale Moy (50w
ot B Hotdogs (003 s
i (k) — Kbian ) —BorgWar
Atomotve 1 Borg Waer (o) o
S dastries k) — Privae 53] Fra—Ty
s ndoi o) — o ot 37—
Sndurs oy son o
B Cooper i s woon g
Coope e o oo
GardoesDever 2 So s
W ComGnss St oon waw
N R R






OEBPS/Image00067.jpg
Pullman (1987) — Private (1988) T
T e SquneD—Priveom) S ook
T a0 Beckan imtruments — S Kine Bk (53] —
SrithKln Bcham (989 — Glato SmithKie (3000) ___ S175_1o0ohe_ 1%
Gl St Smos _seon.
Alergan (19%) S s
Speily Theapy (998 — Allrgn (001
Advanod Ml Optis (o) oo
Bechman nruments New o) > Bk ol (98 Sv1 6%
S50 crnaiona Bsines achines o6 _woon
15 9% Souh Perio Ric Suar — Gulf & Westen Tt (147) —
Purmount Commancations (19%) — Vicom (1994) o6 ook mame
Viscom S0
GW Land (o * S0 o
690 United Al > Uned Tehnologis (75 Soses wnon e
157 488 ik Corpe — Mohaso ndustris (193) — P (399 —
Mobawk ndsris (193) St oo na
16 Mowunio Chemical > Phammaci (000) — Plaer (oon) _ Sig72 _wnon b
Pharmacia Svam _mon
Momanto New (3003 [Ty
Soutia 7). oo
T Sl Manaacuing — Fs iy Indesrie (98] —
Pt ) Sin ook s
o Hanbeon Sy wnon i
95 Armour Go— Grehound (970> Dl 1> Vied (1990 Sy soaon A
Viad oo _um
Dl New ave) oo
GEC Finanil (92 > Finons Group 5 sn
W) Condé N — P 965 S woon wane
28 Mack Trock—Signal O1L& s (907) — Signl(198) — Al
Signal (1965) — Honeywel e (135) Sy wase wam
Sess_suon.
HenleyGroup 1986)— Wheelsborstor Group (189) — Waie
Mangement(193) s
Fiber Scieific (97) — Whedbborstor Grovp (199) — Wate
)
ey Manotacuring (987 — Prvai (i) S o
W64 Combduod bdson Swsse oo nie
s Schenkey Indsries— Giew Al 1571 — Ropil-
Amrican(973) Private (151 s oo
o ladedeGan Swst waon
1710 tcrmutions Tokphone & Togaph > 1T Corp (989 s oo
T Indusris Swos _swon
T Harord Grop 195 > Hardord il Services () Soss %
TTT New (1931 — Starwoond ol (198) Sz oo
Rayonier (15541 Sum 7
W Touws Golf Proding — Sincair O osy) — A
Richfeld (1969) — BP Amoco (2000) S ook nath






OEBPS/Image00081.jpg
Tenneco > Tennoco Automotive (1999) Soy  so%
o o, Oom) FrarT
Norhop Gommer Fray
T e Txm Ol 3> TR G o mon g
™ oo
T e e T
e Explrion Pt (6 Newil
o (s PRy
T 5 i NG GOR T ) o mon g
Tt 0 US> USK ) > USK aabon ) o
fpronty s o o
NaribonOF S
Untes e S ) Frares
o Core b it i o oo 77 LA
Koy Tws oy S oo _aave
LA oy T oo
Slngon R 7 FERy
5 GoobarTma Tt S e
e et o > RAC ) P T 1
s () e i (>
friveriieny S wmon e
oy LI
Gt s o Sosa o
T Do Sy R chion 7 — i
Ui PHLCOR? s s o) 378610t
w Sy B Sy ) — Ui o3 ioaon_uaen
«. Dot Coy g > o 70 —Viend
Unicrl o1 sion_mon s
T Mo Whe— G i SR S0 mon saen
6t Gl il i > oot Mo (79>
rinsioy o wmon s
P ) S oo _saen
9 Gt WS Gt Weten Ui )
o) e s wmon s
5 Commerl otk Crnt Dt oyt G Gy (53] 384 o008
coer oz aom
o foerwir St s s
s Dl S Do ) VR G )W Grne
Now b S e o) s wmon sen
S A () pramrTy
o Mebea G ) Fr—rT
WA G N o) fonsen
e Venal e Wi 47 G i G
e s Mo on P o by 5 o
o Wit G et Ul 7 — by
N oGt so wmon sem
oo Gl i praT
Gotan Lnn— o 7 o
e el e — D Ty






OEBPS/Image00080.jpg
Suer ook exvh
ww o Eoery G99 S30_tooohe 6%
09 American il & Cable — Privete (1976 — Babock () $301 _wnn_660%.
1 Pt Noioal Sores— Prvate (17.)— it Natoal

Supermarkts (1378 Prvte 1ty S womn som
592 Lehigh Portand Coment — Piae (1971 e _iooon s
1 s Revere Coppr & B — Prvate(1t6) [Ty
30 1 Newbery — MeCroy (97) — Rapid American (70—

Privte (181 S oo e
W1 3 e Rarosd > i Lackawanns R (13d0) — Norolh & Wewers

Ry (196)  Norilk Sothen Cor. (132 Stewoon euk
56 sh_ GeneralHow— Private (198) S man o
979 Beynokds il — Al 1000 S m_san
48y e Powder> e (968 Svar oo _ea
99y Coiy Pcking— Geneal Vo (157) — P (990) S a6
o0 388 Chain B Co. > Rex il () > Rexnord (1373 —

Banner indusies (17) — Fairchld (090 S8 sooom_aome

Frchid FreamrTey

Gl Soures L () oo e
W1 30 Roal Mol Liton Industics 65— Novbrp.

Grumann (oo S oo som

Northrup Gromman e

Woscrn A (194) — Bker Hughes () S o

Cnows (7). s 7o
95 a7 Truchaul Traier orp > Frachan Conp. k) —Varky (89—

Locomarity 196)  TRW (1) Norbrup Gromonan (1205 $1s89 10008 _579%.
0 e Pl Brwing — Privte i) Sss _wooon o
9444 Amerads Peroleum — Amcrad s (369 Susemon_son
w567 Buroughe> Unios k) S o sen
4y Crown Zelrbach— James Kiver (1586) — 1. i ) —

Geora Pacitc Gomo) s sae
7 Amerian Motors — Chrler Cor (7) —

DuimierChrler (9 Sunwo sun
5 Geudich oo s

Goodrich ey

ENPRO Induirie (001 o an

7 s Manulcturing — fim Walr Corp. (97 —

Prive 188 Water Indstis S aon san
o0 Americn Avins > A Corp () Swou oo _san

AR Cory Sk

Sibre Group Holdngs (000 Sese s
Wt m Alphs Porand Indarie > Stry Group (90 —

Prive i) Sios oo s
o5 1 Wi Power > nova Cor Holling (1990 > Dyoegy (000) S0 o0 s
o3 a4 Amerian Smlig & Refing > Ao (975) — Gropo

Mexkn 999 S35 oo son
ot Dok & Wikox | ey Meermont & Co 79>

Nicermon ot0) — Melrment ernaions 1089 S2r_ o _ason
P e (= Thtens V=Tt et el s st aaath






OEBPS/Image00083.jpg
E

Food Fair Stores — Pantry Pride (1943) > Revlon Group (1986) —
Privte 87— Revion (136) s

+

‘Van s —Clot Pesbody (96 — Wes Foot
80— Westoin Sieven () s

Sivens 1) — West Pt Pepperl(1988) — Wi
Sivems ) s

“Akens . — Garble Sogmo (1904) — Wikes
Compunis (1980 — Pivae (o8 ol ¢ Abaan New 134015

Cluet Psbody — West P Pepperl 1988 — Westoin
Sivens () sany

& 8 &) 2| &

UEIRIE]

T Word Aines — Trammwod (179) — Ligided(137) S0

H

TW Srvies 87— TW Hokdings 96) > gt
Compunis (193) — Bakrupt (197)

AL Gorp. (97) — Dkt (002)

%

e
s & Lvghlin Sl — LTV (17)— i Temc Vovgh
New ) sam

Ling Temco Vought New

Wison Foods 181 — Doxkosl Companics (18 > Foobrands.
Americ y) I8 17) Tyson Fods 200 sam

SR BB PEEEEp

American ExportLines > Amercn Expot brandisen
Lies (1960 > American Export Idosres 0987) >
AFICOR (78> Dok Con (0 > Foudbesn
Americas 15)IBP i sm) Ty Fods (s

3
H

Lo & S Brlingon ndustries o) > Privae 1987 —
Buringion Indusries i . (3) — Dalingon s
. New 0930)

Vounpionn Shect & Tube — Iykes Youngstowt Corp (1969 —
LTV () — Lig Temco Vought New o)

Ling T Vought New

Foods oo

&

WarnerBothrs — Warmaco I (967 — Private (986) —
Warnaco New 32

]

¥

Wik Go.—Ling Tenco Vought . (907 — Ling Temco
Vough New (1)

i R

g Teo Vought New

Wikon Foods 181 — Dvckos Companies (134 > Foobrans
Amrics (195) 8P (37 Ty Foods ()

Buringion Idusiries — Privae (19) — Batingon I
Eauiy (1) > Busingion Indotries New (300

HiH

Al Chalners

Reading Co. > Redin Eneriioment Co. (1391

i

Pblcker Industries— Polcand I )

H

LIS

b1

Famil Fiance > At (197) — Ganible Sogmo (179) —
Wickes Compunies (98] Private 54 — Collis & Alman
CoryNew 30)

I3

£

&

‘Wheling St Corp. — Wheeling Pisborgh Sicd Corp. (989 >
WH X Cor. (990 Sod

k]
%

Republc Pictures — Trion roup (185 — Inermark (1999 —
T Group (198 > g Hoklings (97) — Ty
It (1399)

Beticbem e

i

[rer—ryyT] Ty

A R






OEBPS/Image00082.jpg
Peifer Brewing > Associated Brewing (1963) >
Armada 97) P (9901

Tkand Sl —yenon Tull New )

Muminguea > Premimmear (199) — New Eglnd Boines
Senice 000

Genoco

Penn i —G St

Kaier > . 987 Vo (589

Misours Ko Teras — Koy Industies (1368)

Uit Atins > UAL Gorp. (160

ElE®l=lg5| g(e| 8

Al Supermatkts > Vou Companis (o87)— KT
Tuaniun (97)> K11 Nt (1998

BRI R

Armtrong Cork > Armstrong Workd ndustris (180) >
Armtzong Holdings (000

&

&

{ospcation Comoldted Coppes — o oy Mining &
Srcing 178 Ipcaton Resorce () Ters
It o )

S )

Love S ndusrie

S Krews — Genewo (960

Kroge > Kmart (77

o upply— Armco St () — A K S )

Ao S >Armco o 78— A K S (199)

‘Al Stoes— Campens Corp ()

"Ovens Coming

Elailgs(gEfsigle

Fedesed Dparient Soes — Campess (989 —
Comier (1990

American Vicone — Raybotos Mhtian (581 >
Reymank 1) > Rayech (156)

| &) EEEjslEs|sas

Penn Cenrl > Amerca Financil Underwrir (o9

A Fnancl Undewrins

g Teokg () > i ey Gop o)~
Ameriin Fnancl Resores (30001

ey

Manville Berkbire Hathavsy (001

Cone Mils—Prvate (184~ 992)— Cone M NC 135)

E14

e

New Yok Cetrl — P Cenrl(198) > Ao Founcl
Urnderwries (1900

Amrican Financil Underies

Sprgac Technologies 1ok > Arerican Anlty Group (133 >
Gt American el Resource (2000

Genera Cble (3 Prvt (154)

Holnd Frnace — Ablone ndustris (1) — Privte (193

e

“hlone Indusrie i)

Ludiun (199) — - lgheny
e Alceny Taeyne

Wate Pk )

Teedye Tchnclogis 1)

cathaci Mamal Cun > Sotacanci (000 > Mo (o)

HHHHEHHH

Sl GREp [ PR BEE B BREEEEEEE |F (3 (HEHEE R






OEBPS/Image00086.jpg
THE FUTURE
FOR INVESTORS

Why the Tried and the True Tramph
over the Bold and the New

Jeremy J. Siegel






OEBPS/Image00084.jpg
473 476 American Shipbuilding $0.00  100.0% -100%
4254 Colorado Fuel & lron > CF Sce (1966) $000 _1000% to0t
75 470 Comell-Dubilicr — Federa Pacifc lctric Co (1960) —

UV Industie (1972) — Sharon Sce Co. (1980) 000 1000% _-100%
376366 Eage Picher > Eagle icher Industris 166) $000 _1000% tout
477 225 Eastern Ailines —Texas Ai (1986) > Continental Aines

Holdings (1990) $000 _ 1000% -to0t
849 Gocbel rewing So00_100% _100%
Gy a8 WT.Gum So00 _1000% _-tout,
#0497 Guantanamo Sugar 5000 _1000% 100t
546 Holly Sugar — Imperial Sugar Co. (1989) — Bankrupt (001) 5000 _1000% _-tou%,
45204 Internationa Shoe > Iterco (1966) So00 _1000% _-toot,
W5 Jacger Machine 000 __1o00% _100%
W4 3 Joy Manufacturing — Privae (987) —Joy Technologie (1991) —

Harnischiger Industris (1995) So00_1000% _-tooth
W5 ManwiSugr S000__1000% _100%
85 4% Manhatan Shit > Manhatan Industres(1965) — S9hn (1989) _S0.00 _100.0% _-100%
48479 Monarch Machine Tool > Genesis Workdwide (1999) So00 _1000% _-toot
85150 Minncapolis Moline > Motec Industies(1961) 5000 1000% w00t
%276 GC Murphy — Ames Deparimen Sores (1985) S000_1000% _-tout,
0 NtionalSeel > Natonal Intergroup (1983 > Foxmeyer

Health (1994) > Avate (1997) 000 1000% _-to0t
1454 New York, New Haven & Hartord So00 w000t _100%
92 245 Pan American World Ainvays > Pan Am (1984 So00 _1000% _-tout
iy RepublicSteed —LTV (oba) S000__1000% _100%
94153 Sunbeam — Algheny Intnational Inc. (1982) S000 _1000% _-tout,
55 500 Anloom Carpet > Arloom Industris 1959) > Trans United

Industries (1953) S000 1000% -to0t
6 ay__US Holman Machinery S000 _1000% -tout

Liondl So00
997 5 United Sates Smelting and Refning > U V Industrcs (1972) —

Sharon Stel (19%0) So00_1000% _-touth
% o Vertientes Camaguey Sugar 5000 _1000% _100%
99 3 White Motors— NortheastOhio Axe Co. (1980) >

NEOAX (199 > Envirosource Inc. (1989) So0o_1000% _-tooth
500 360 Zenith Radio > Zenith Electronics (1984) Soco oo e





OEBPS/Image00065.jpg
Axcels Te I (3001) S0 st
150106 Comoluued NaturlGas — Dominion Resoures (1000) _ $a4s17 _onn_rvag
15 a4 Amerian Brake Shoe > ABEX — ol Cenrl KR (198) —
Wi CentrlIndusrie > Whiman (1985 >
PepiAmericas 3000 Sz soeck
Pepsidmerica S0 e
Pein (1) Grand Vieropolian (195)> Do 137) o038 an5%0
il Centl (1990 — Canadian Ntiona Ky (398) _ S6438 _36%.
s Intcrnstons 108) — Ingesoll Rand (1000) S
Nidas ) YT
Prospect Group (989 — Prvte (197) S oen
Bances(90)— Prvte 199) S _oon
St Food Holdings (o) > Syan (1990 o _ogw
Uriven (199~ o
ForsoeeGroup (190) > Swis Ay Beands (1999 —
Vicorino (002) son o
6w Bl EW— Golf & Wonerm Indusries (568 — Paramount
(ot Viscom (wm0) S oo sa%
Viscom S s
GW Land (309 S o
15w Coler Hammer — Eston (199) St oot e
Laton Suass s
Al Technogi o (000 Sum_osn
r Ward — Marcor (1968 — Mobl (370 —
Exsonktobi (159) Sty oo it
T Southen Pc —Sona FeSouthern P (1940 —
Norther S Fe (195) Saste oot s
Burigton Norher St e Swn o
Saa FeEncry — Devon Encrsy (7). Suse o
‘Caclus Development () S
Nontery (1999 — Texsco 1997) > ChvonTesso (soor) _$av51 1o
Suna Fe God (734 — Newmont Miing (197) e
1o Minociots Miing & Manulacturin > M (2002 St oo
M Sme o
mation () Sue_uon
s Mankll e — Pt (83 S _eon
15300 Natonal Gypeum — Privee (1586 S oo st
15 3% Contncar Ol > Gonoco (79) — Do 181 S oo o
Daron: Saks
Cone () — Comocs Pl (003 San e
e iy S0 oo ik
s Admid — Rockwel nernaions (570 Rockwel
Avomaton 2003 susor woon s
Rockwell Avtomation YTy
Mertor Avomovive (137> Avmeror (0] S 7o
ConexantSyems (139 Suso oo
“Nidepood Tochmologies (3903) T






OEBPS/Image00006.jpg
FHE EUTURE
FOR INVESTORS

‘Why the Tried and the True Triumph
over the Bold and the New

Jeremy J. Siegel

To subscribe to the free Crown Business E-Newsletter,
e-mail: CrownBusiness@RandomHouse.com





OEBPS/Image00063.jpg
Travelers Property Casualty (2003) CTNTY
Trarspon Holdins (195) — Comseco 106) Sam oo
3 Ameied Indusiries — Privaie 80 Suan oo
&1 Shol 01— RopalDuch Pereum (85 s ook
5y Saonie — US Gypm (k) > USG (] Sty o e
usG. Y
AP Green (98) — Global it Tchs (18) — Rl 1o00) S35 3w,

Tinber Realation (sts)—Privte 1ty Suess_oron.
5 Canada Dry — Norio Smon 16t) — sk () — B

Foods 198) — Privae 988 ek ook i
0 Socony Vacuum O > M (1968) — Exionhobi (i9m) Sy 1000 1y
oy Bearic Fods — Privat (080 Swaot wnon o
s e Mowowls Swosn oo st
55 7 Amerian Can > rimeris (9] — Pimerca New (188) >

Travclers (900 > TrvlersGroup ) > Cgroup (o) Siom07_1o0ohe_1sost

Citgroup Soass oA

Tl Propery Casaly 002 S

“Trarspon Holdings (199) — Comseco 106) oon.
50 4or Dopromnc > Schmberer 6s) Stos ook s

Shumberger Suer oo

Tramocen Sl Fores () > Tramoxean 2001 St spon
el Priing— Mo (79 — Exaonla ) Sosss oon o
6 v Nonh Amrian Aviston > North Amerian skl (7] >

Rockwllr] (173 Rovkwel i1 New (996 > Rockwel

Gons) Sw0se ook e

Rockwll Avtomation Sy o

Meror Atomovie (77) > Arimerior () Sun_son

ConcuantSysems (199) Suu__umm

okl ol (001 st i
576 Cannon Ml rivte (1) Si038 ook v
77 RCA— Generd Eoctrc 0] Som ook o
5156 Purke Do — Warer Lamber 370) —Plaer (1000) Sovmdo_ioooe_saame
oo 38a Ml Copper— Tenmewe (1960 — Gl Services (1963 —

Oxcidenal Pt (133) Sabss ook wate

Ocidenl Pt Swmer e

IBF Gy9)— Tyon Fods oo S owe
v EquibieGon> Resosre (o) Sy _woon s
lex 44z Cream of Wheat — NotonlBicult (97) > Nabioco

Brands 7). Reynokd Industris (15 > IR

Niblco (986 — Prvt 1ta)— KK N Holdings (131

il Moris (1000 > A (3009 st oo e

A S o

R Reynos Tobace (193] Sy s

Scland (198) — CSX Corp (586 S
o516 SandundOf of dina > Amoco (589 — BF Amoco () Saks1 oo 1At

P Amoco [Ty

Standard Ol of N ey (571983 > B (1972) >

ExxonMobil (1999) Soos 7%






OEBPS/Image00077.jpg
Elctronsc Data Systems (1996) EDS DY T
G Cls i) CYT
B0 3 Gene Moton Suw 0w
Genera Moo S toon
Dl Automote Sy () > Dlphi (1999 e
Raytheon (197) T
ecronc Dt Syt (196 SEDS CERT
G Cls 15 s _ape
T W Narl i & Chem — Guantom Ghem (189) —
arsen PLC i33) Suse woon
Harsen PLC S o
U Industries New (195) an
oo () g s
‘Mileanors hemicls (136 Ty
Eerpy (1537)—Tevas Uniies ot T 300 ErarTy
5 O linis Gl — Private 1987 — Owers i
Gl v S oo san
0 n Wl king > Word Foods 960 — Prvt i8] S oot
S e L Groen—MCrory Stors(190)— Ropid American (1976) —
P it oot
W s — NorT D& G (19r) — Qusmion
Cherm () Hanen PLC 3 S oo sae
HamsenPLC ey
S st New 35 Cra
mpertl Tobces (1996 [T
i o 0 TRy
Encrty Co (997) — Texas Ulits (199> TXU G000 96w
56T, Woolworth > VenutorGroup (199) > FootLocker o) S50 _iooohe K1
378 Coming Glaswwoks > Coring(19%5) S ootk
Coming Sm s
Covane ) S
[ S
S0 H o Natusl Gee> P 4] Burigion
ooty > Sana e ) Smnoon tun
Buringion Norhen Sana e S
‘Northwes Pclin (1574 > Nothwest Enegy (975)—
Wil (1) S0
Willams Commnictions Groop G oon.
Duringion Rsouces (1389 Sogs o
P () Sam _aen
9 M Comn MmNt 75
Commanicatons 15t9)— Viscom (790 S 0o tiow
o Sutbrand aper > Kop Stbrand (960) — Brow (066) —
Jmes Kive (1980 > F. e 137 Geogi acic (so0m) _S735_1o0e_ s
Georgia Pacc Syts woon.
Cromn Vanag 135) — Georgis acc (193]
% v ey Ty CTET Y






OEBPS/Image00064.jpg
‘Cyprus Mincrals (1985) >Crprus Amas (1993) >Phelpe.
D (1999

s

o4 _tho ey Cipan— Prvte (193] San oo e
105303 Aswociated Dry Goods — ay Depurment Stores (586)_S905 _sooh_ a0
Ny DeparmentSores st
ParicsSho Source (1996 o5 o
1067 By Warmer — Privae 987 — Borg Warner
Auiomive (991> Bog Wamer (3000) Sienwaon e
BorgWarner Swsea_osin
Yok nermtond (1980 — Privte (588 —York
It New ) s am
w7306 AGHIndtries— P 984 [T
wm e Sobrs oo e
o943 Unied Bk sl — General Dymarics (196 S oo
Geners Dynamis 4z oo
Hoton Natural Gs (1569 — Iniemonth 98> Enon (16) _So03 o
o174 HoucholdFinance > Howehod Inerstonl . (198) —
HSIC Hding (3000 S0 ioook
sac S ou
Schwizer (98— Kablwn (195) — g Warer
Automsive (1999 > Bog Warer (oon) S _aom
ot — Prvte (199) by
Ener Idusries () — Zarn stis (197) —
S ndusris (8) s o
T 305 Rockwel Sandard — Norh American ockoell (97) —
Bocing 086 son oot uo
o Pane bowes a0 _wmo s
Piney oo s o
Imagiics nctermationl (501 Ssa s
W v Kimbery Clak 78 oot i
4Otk Beator — Unid e ) Sssh30 oo v
st Tocotah Gontry-Fox — Unied Tkvision (198 —
News Corporaion 1001 Suen oo o
W6 TidewaterOil— Gety O 147) — Texco (80 — Chvron
oo oo w6 oo
s ArcheDanls Miiand Sastas oot s
ArherDanil Midind Sussy_sson
‘NatoalCityBaorporation ste) — Marshll & ey o) _Sis s s
W5 Spencer Kellogg — Tenron (190 Sishas oot sk
w e e 367 St oot
10+ Sundard Ol of New ey > Exton (173) > Eson o 1) 5400 _1o00%_1255%
1 et — Howehold Inirmatons () Sis00s oot s
15 3k Columbian Carbon — Cies Sevice (1963) — Oxcidenal
Peteeum (1ts) S0 _wac e
Subm_mn
Sy _oew
W [Ty
gy






OEBPS/Image00076.jpg
Divco Wayne — Boise Cascade (1968) Ssace.

Padic —Sempes Eney (98] s

ot Wigh Snos

s

1

owertin & Sons— Springs Indutris (95) — Private o) _S4378

o

N

ity Porcupin > ines el Mines (974 —
Privte139)  Falcnbeidge () swn

W

Chicag Mibwauke . P P — Chicags
Mikee (572) — Privae )

5 15 (5355

Privte

H

Heantand Fatoers (530)

H

‘Ntioal Cah Reger > NCR 974) — AT (19

son

e

Loxent96)

EE|EE

Apre St oo

Avaa (1000

H

HHHH

NCR )

ATAT Wi (001

st Series (3003 — Comeas 3003

Light> D QE o)

Wt P Bt > Alegheny PowerSriems (1960
Enere 37)

£ EfEE

Lk

M 7).

£

AiC

PMC Technooges (3000

DG Ciprs 5DWG (967 > Triare Compunies ()

HHHH A

Trire

e Shres (03

ol AmericanSuga > North Amercn Sogar
Indtris(193)— Boden () Prive )

VR Grace — WK Grce New (1998 — Seled Al New (9

H
33

Seled A (New

Frsenius Ml Core )

R Grae New (138)

“American Zinc L & Srein > Arican Zie (1968) —
Prive 173)

Dreser Indusiries — Hallburon ()

HH

EIEE EEEEE (B

i

Indres 1953)— Global ndusi Tchs (195) — Rl Gooo) 8230

“American Mchin & Foundy > AMF (1970)— Mt (98) —
Prine (198)

i

1 Penmey

[y

1113

L Dulont de Nemours

|
3

o

Dutont

Comocs () >Gonoro Pilips (o)

Genes Motors (36219611960 e

‘Dephi Avomotive Sysen (199) > Delph ) oy

5355 BERE [sls

“Raytheon (1987) Sodb

H






OEBPS/Image00061.jpg
Victorinor (1003) Sosh  or
T s oon
5y b — g o 7 S oo s
0 Comer ot Ak — o 0 WO 1

Ecomsios St w0
R——TT S

P& Canble S e

S ey
T i e 7 B oo 50 P 7 s n
5 enbey ek Srie ooon_ieaon
0 s Noih P o Noreh P ) Sion

il o> Thoks ) Cotae Teh 31—

o o swtm woon

r St o

oo ot () o s 51 Sooe

At o Sean e
A oo G — o Gl R e

Die oty suits_ o _sion
B S o P 3 S oo seon
5o o o Cola— Pt ok Suan o wien
o Spew— Benchl ol o > Bra o —

ool o i) OB ki) s uns_sgaon
3 Wovon O1—Hant o 71— Noron S (1 —

i o) B oo () P eS8 _san_sgars
o o — P s o) Sen oo o

Py n s o

Ve o S
T s oo e
€4 s Chlogs P T — Doner G 507 P
o1 Sy o — ot 138 — vty S 7 Sason oo oo
66 CIT Pl —RCA k) —Gone B o) Sews s

Mg Loy — e ) — Al 79—
o 2 N-yﬂlw(w)l"’ i Saese w00 e

FErT

Vi G st Whorsr G 3 Wi

oty Suo

Tober St Wb G ] W

M

e Mnobcring 18] — P ) Frm—y
T o — CarirCorp ) U Tehmdg ]Sty 5%
0o Sumbi ks Aot Tobc 40> A

bt > Forne e o st o uion

orume bl ey

Gl Gron G S
T ol bosdcang S > G

Womghone () Voo (s sus o
P oy Do ek Smibe o e
oo Mol ik Gy (37— P 51—

MRS > Mok S






OEBPS/Image00079.jpg
Dodge 1999)

™

Phaps Do

“Numax ) — ALCOA (990

AVAX G (1) — Kinnss Gl i)

Ansconds Wite & Cable — Ansconds (1969 — Adntc
Richikd (1577 — B Amoco (3000 B PLC (200

e

Fione Tie & Raber > Frotone (98) —
o)

o

£

akimoe & Oho — Chesesbe & Ohi KR (1968 >Chesi
o) CSX Corp. (o)

ram.

dand Crek Con — Ovcdenal Perleum ()

ram

Occidenal Perlesm (om)

158 o) — Ty Foods (320

‘Newport Nows Shibuiing —Tenecs (98 — Temnecs
New 137> Tenneco vtomtive (1999

E[EEIEE 8 [E ElEE

ra

Tenneo Awomotive

Newport New Sipbuiding New (198) — Norbrey

Mineals ) — Pheps Dode (1)

2o

Phps Dode

lumas (193] — ALCON (r30)

AMAX G (13 — Kinros Gl 138

Chcago L ¢ Pacifi — Chicagn Pacic (198) — Moy 1831

s

t 1L

55

‘Nagars Mobavik Power > Nigar Mok Holling () —
Nl Grid Group (3003

0

i3

e > Clea (160) — Hess O & Chemical (143 > Averid
M ()

EI§ EEEEE EE

Amersds o

H

Wit Motors(1300) —Norhewt Oho Ade (198) >
NEOAX (988> Eminyonree (138

Dayton Kbbr > Daye (1960 Doy Irmsions 987 —
A Hanna (07)  Polyone oo0)

General iance — CN A Fnancl (198

Natons Tes—Privt o83

i > Ncan i 1366) > At (300

Nining — Barick God (o)

Slslsfale

‘Chumpion g — U Pwood Champion (1947 > Charpion
Y (73)— ) Pape 3000

£ EEEEE [

€| glElxkl5| &

HecuesMrors— HUPP (191) — Wi Comoldaied
It () — AB Elctrlo (186) > Aicbolaget
ol (k)

£
:

Aot Eletrolns

£

SAPAAD )

i

Reod Roll Bt > GW_ by e () > R
Tou 1972) — Baker O ook (75) > Raker I (1576) — Bker
Hoghe 587

H

R R A L

WalkrHira Gaoderham & Worts — Waler Hisn Connes
Home {s960) > Walkar Resouroe (9} — Gl Canada (906)






OEBPS/Image00062.jpg
Texas Gulf Sulphur — Soxiené Nationale EIf Aquitaine (1981) —

Tou i o) St oot e
T Amar— P (ot Swos ook s
5w Gemers Vil Frey
Genera il Sps o
Keaner Parker Tops (1sts)—Tonks () — Hsbeo (r) S 1%,
ol B 8 S oo
Dardn Reaurios (1555 Ty
s Bechmun Lk Sover — S Bcht(1969) > S (197 —
Bl Myrs S (38 St oo s
Bl Ayrs S, Swies  men
Zimmer Hkdings (0 Sauven
Wotmak nernaons (98> Advaed Tech Lbs (33 >
ATL Ctrasound(997) — Philps NV (1998) — Koninkihe
Phiip i (9) stay
Nl G30) oo S _aen
Somoste (199 s o
7w MGl Sees o
7 Comlbdion ol — ContinenalOF (1968 > Conoo (1969 —
Dubont o) oo s
Do [T
Conoxo (19m) — Conoso Philips (ons) [Ty
™ DineCup— Amercan Can(97) > P (387 —
Primerica Corp New (198) > Tavlrs (34 Traveers
Group (133> Citgroup 1999 Sas oo e
Gtigoup S _onse
TravdrsPropery sl (3003 sn
Transpon Hldings (195) — Consec (1990 S oo
o Ml Shoe > Mehille 970 > CVS (98] Sposs ioon e
o Swsn_sten
Foouiar (1990 Y
B M Magnavox — North Americ Pl (575 — Philps NV (o) 725 _iome_ a0
5508 KayerRoth— Gulf & Wostern Indusris (1375 > Parsrout.
Communictions 989 —Viscom (1990 o oo s
B Mok — Sk Wi (3 — o
Edion (579 — Coope ndusries (%5 Swas oo nasw
Cooper sz Som_sasn
Gardns Denver (190 [y
B v Notonl Bocuit> Nabico Brands ) — R Reyokds
st 18 > IR Nabiso (1) Privee (130) —
KIK Naico Holdings (191)— Pl Morti (1000)>
Al 00y Swia ook wa
A s e
R Reynods Tobce (999 premrTy
‘Sedand (980)— CSX Corp (1986 T
% 3w Marthon— Amrkan Can (157) > Prmeis (541 —
Primeric New (18 > Trmclers (90) > Trveles
Group (o9 > Chgoup (198) Subss oo
Chigrosp e st






OEBPS/Image00078.jpg
M 6 Phelps Dodge S04 wook Soh
30w Bl Co— Wit Comolated Ids (1569 —

AB Hcrolu (1989 > At it 189 061 oo _rovm

ecolus Son_sem

SAPAAB (1997) Su_eon
4 Blaw Koon — Wi Comslted Indusries (69—

AB Hecrolus (150) > At ol (ot 60600 _rem

Aot Eetrolox Sy _onin

SAPAAB (97) e _son
55w Unieral Piures — NCA (1960 — Matuhia B

Indutri ) S5 woote som

‘Mt e Indtril S5 w0

Fit Columbis Financl (1981987 om0 _oom
26w Eaman Kok S oo o

Eotrn Kook S5

Fasman Chemil (350 oo men
S0 7 Tes Ul > TXU (o) Siwos oo _rvn
15 Amerian ki — Priae (586 Suw oo ran
051 Chrpler—DuierChrle 1) T
150 A Ubby. Meell & Libby — Neslé (196) Suor ooy
9 Commerl Sovets — nernaona iners &

Chemcl(175) e (90 > il () —

Tyeo o0 a6 oo sz
i Gene Portand Cement > Geners Portnd (1573 —

Privte 13— Lafarge (583 s wook zm
5 Neor Lead > NL Indtries () St oo e

NL Indusrir yn_wm

ot 989> Trmont (v90) — Vb (305 e saon

Bt New (190) — Drever Induties (34) —

Haburio (1950 sors s
ww Puper Suw oo 7e0n
55 Jefleson Lk Suphor — Occdeal Perleum (1964 Snon oo 7o

Ocdenal Peroleum. Som e

B o) — Ty Fods (o) o oo
336120 Dovghs Airat— Mol Dougs 97 — Bocig (7)_$3093 o070
37 3 Alied Chemical & Dye > Alled el (95) >Allied (191>

Al Signl(185) > Honeywe 11 (139) o8t oot 7%

Hooernl Itrnstions! o

ey Group (186) — Whedborstr Groop (1391 — Wase

o) PR

Faber e (1987 Whechborsor Group (589 — Wavke

Mansgement(99)

Henky —pie e
5 Ll Tullp—Onens linos Gl (988 — Prvte (87—

Owen s Gl ) oo s
9 Indanapols Power & Light> PALCO Enerprioes (981 —

AES (o Sms0 oot ram
oo 87 Clias Molybdenurs— Arcrcan Mt Gl (157

At () — Copows At

 (0993) — Picigs.






OEBPS/Image00059.jpg
oy
= Ssor oo e
Soos e
i Gl e (7> Ve B ) bos i
Ml oo S ) Bk ) — B
oot P 380 St woon ok
oo e S sooa st
o R Rk s o SR N o) —
) K N kg ) P,
N ) > Ao Sum o _wen
gy Sura e
1 Rt T T S e
Sond (1o)X Corp (957 Fr—y
ERey prrrTy
e Sann e
e Gor 58 St 33 —Coes S S0
it g Prdacs (o) e
o Comldod G — ol & Woe o (1
G Vo ) somss_woon_woms
Vo S oo
O i o
T P ord— ) el e >
IR b ) e o R i
Tiking ) Pl vt o0 A s skoai_snon_ssoon
Ao Soses e
1 Rt T ) prery
S 15— X Carp (3] T
S o —Gor Prduc (o > CF o 1>
B oo oy Ui (o) rp—
Uniewer Somes s
Com o o () Ty
5 P s — Gl & Wover T (50
i Vo ) sovse_sooms o
Vi S e
O i S o
GG Gl ) G G
o Sl o) scwn_woon o
i T
i il G (o) Do i o1 st e
Gotinand s Nt Oom S
o Vet G Cemicd— S Vi OT 349>
N ) Exsoniod ) sonon o i
ol i — Bt s 307>
- Congoleum (1975) — Private (1980) =4 S6w739 o0 s
T Ter ol — oo G 5] Gl
Oy o e Dot sowss_won_wson
[y S o
Com o —Cono Pl oo Susse

American Agriculearel Chersical— C:

Coal (963) —

Y






OEBPS/Image00060.jpg
Continental Oil (1966) > Conoco (1969) — DuPont (1gh) 64073 _100.0% _1480%
Daton Sose
Conoco () Conoco Pilips(3003) Snoe s
W Amalpamated Sopr — Nationsl Gty Lins (90 —
Prvte 1ts) S8 oot
W tem Seo oo e
e Sston o
e orte G3) St o
& Com Products> CP It (969 > Bt Foods (98] —
Unleve (1000) Sov00_wnon
Unllver Seousn g
Com Prodcts nermations (938 Swo o
o Wy Seorts oot _iaesn
W7 American Tobweo > Americon Bands (509> Fotune
Brands(197) Ssmooy oo s
Fortue Boande St o
Gaahr Growp () Sawos 9o
W Heric Avo-Lte— s (9031 — Al Corp 099) —
Honeywel ntenatioal (19) Sgi oo s
[Ese—— Ssusn_sven
Herey Group (1586) — Wheclborstor Growp (183) — Woe
) s s
Fiher Scenif (1987 — Whelaborstor Group (199) — Wase
Mangement (1998
ey Manutactuin (187)— P (1989 S o
W a7 ok luminum & Bras o6 —Guf & Wesien
Indmtris (1906 > Parsnout Commonications 1969 —
Viocom (990 Snon oo s
Viscom. Sitor s
GW Land (i) [Ty
58 bt —Gentr (980) I (1988 — Bk American
Tobace Goon) Ssiaey oot i
58 Quaker Outs— PepsiCo (o). Sssb oo i
Pepico. Soo oy
Fiher Price (1) — il 0 e oo
@ 401 Gulfobile & Ohio KR — linisComr KK (173) —
linisCentrlIndusrics > Whitan (188)>
Pepsimeria (o0) S oo wave
Pepsimeria Sose o
Pein (191)— Grand Mitopolian (59) > Digeo 1997) __ S2ybss et
Hinis Central(1990) — Cansdan Ntions Ry (998)  S513y_274%¢
s Itrnations 1998) — ngesoll Rand (z000) S o
id o) sa i
Prospect Group ot — Prvate (1997) e _own
Bances (390 Private (1999 s _oen
Sy Foud Hokdings (590) > Sy (1990 Se_ogn
Knowledge Univee ) Sp o

Doy Govp (roa) > Sulls Rty el Copt—






OEBPS/Image00057.jpg
Results of investing $1 in each S&P 500 Company on March 1, 1957.

Returns measured through December 31, 2003
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Strategy Description Accumulation  Annual  Risk  Reward-
of $1,000 Return Risk
Ratio
Buffett/ [ Invests in Warren Buffetts  $51356,784  2659% 33.53% 0753
Berkshire | Partnership and then
Berkshire Hathaway
Top Invests in 20 Best-Performing ~ $840201  1576% 1892% 0619
Performers | Survivors of the Original
S&P 500 Stocks
Lowest P/E | Lowest 20% of P/E Ratios ~ $425703  14.07% 1592%  0.600
Stocks | of S&P 500 Stocks
Health Care | Investsin the Health Care 375969 13.76% 21.64%  0.467
Sector of S&P 500
Consumer | Invests in the Consumer $39776  1336% 1852% 0500
Staples | Staples Sector of S&P 500
Energy | Investsin the Energy Sector ~ $21,230  12.45% 18.01%  0.459
of S&P 500
S&P 500 Index | Indexing to the s00 Largest  $130768  1118% 17.02%  0.405

U.S.-Based Stocks Chosen
by S&P
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ALLOCATION OF EQUITY FUNDS

Equity Holdings: 100%

World Index Funds:  50%

U.S.-Based Stocks  30%
Non-U.S.-Based Stocks ~ 20%

Return-Enhancing Strategies:  50% (10% to 15% each)

W High-Dividend Strategies
+ Highest-yielding dividend-paying stocks
* Dow 10, S&P 10, Dow and S&P Core 10 Strategies
* Real estate investment trusts
B Global Firms
* S&P Global 100
* Dow Jones Global Titans
+ Diversified multinational equity firms
W Sector Strategies
+ Oil and natural resources
* Pharmaceuticals
* Brand-name consumer staples
B Low Price Relative to Growth
* Lowest p

ice-to-earnings ratio
« Top survivors (growth relative to expectations)
+ Berkshire Hathaway
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ies—2004 Companies

Ticker  Div Member Member
Yld  of Dow of Dow

10 Corelo
SBC Communications SBC 5%/ v
Altria Group MO  485% v
AT&T T 4.68% L ¢ v

General Motors GM 7%/
J.P. Morgan Chase JPM  370% /) v
Merck MRK  320% v
DuPont DD 3os%  V v
Citigroup [ v
General Electric GE  258% /. v
ExxonMobil XOM  244%  V v
International Paper P 23% v
S&P Strategies—2004 Companies

Company Ticker  Div Member Member

Yid  of S&P of S&P

10 Coreio
SBC Communications SBC 5.41% v v
Altria Group MO 485% v v
Verizon Communications VZ o ax% 4 v
Bristol-Meyers Squibb BMY 392% v

General Motors GM  37s%

J.P. Morgan Chase M 370%  V v
Washington Mutual WM 349%  V v
ChevronTexaco VX 3%/ v
BellSouth Corp BLS  325% v
Schering-Plough SGP 3as% v
Dow Chemical DOW  3.22% v
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Rank

Name

Sector  Headquarters

Country

® N v bW e

©

2
13
14
15
16
17
18
19
20

British Petroleum

Energy  United Kingdom

HSBC Holdings Financial  United Kingdom
Vodafone Group Telecom  United Kingdom
Total Energy France
GlaxoSmithKline Health Care United Kingdom
Novartis Health Care  Switzerland
Royal Dutch Petroleum Energy  Netherlands
Toyota Consumer Disc  Japan
Nestlé Consumer Staples Switzerland
UBS Financial  Switzerland
AstraZeneca Health Care United Kingdom
Telefonica Telecom Spain
Barclays Financial  United Kingdom
Siemens Industrials ~ Germany
Nokia Information Tech ~ Finland
BNP Paribas Financial France
Banco Santander Central Hispano Financial Spain

Samsung Electronics
Banco Bilbao

Canon Inc

Information Tech South Korea
Financial Spain

Information Tech  Japan
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Accumulation

Strategy Description Annual  Risk  Reward-
of $1,000 Return Risk Ratio

S&P | Ten Highest-Yielding Stocks $BI6620  1569%  17.70%  0.645

0 of 100 Largest S&P 500 Stocks

SP | Ten Highest-Yielding Stocks of 100~ 811,53 15.68% 1820%  0.628

Core | Largest S&P 500 Stocks That Have

0 Not Reduced Dividends in 15 Years

Dow | Ten Highest-Yielding Dow Stocks ~ $596,084  14.90% 1582%  0.654

Core | That Have Not Reduced Dividends

0 in 15 Years

Dow | Ten Highest-Yielding Dow $493.216  144%  1538%  0.654

0 Industrial Stocks

Top | Highest 20% Yielding Stocks $462750  1427%  1929% 0530

Yiclders | in S&P s00

S&P | Indexingto 500 Largest US.-Based ~ $130768  118%  17.02%  0.405

500 | Stocks Chosen by S&P

Index

Dow [ Indexingto Dow Jones Industrial ~ $183,460  12.00%  16.64%  0.458

50 Index of 30 Stocks

Average
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Dividend Yield
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Dividend Yield
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Return 2003 Name Accumulation  Return  Dividend

Rank of $1,000 Yield
1 Philip Morris S4626402  1975%  407%
2 Abbott Laboratories S128L35  1651%  2.25%
3 Bristol-Myers Squibb $1200445  1636%  2.87%
4 Tootsie Roll Industries $1,090,955  161%  2.44%
5 Plizer $1,054823  1603%  2.45%
6 Coca-Cola $1,051646  16.02%  281%
7 Merck $1,003410  15.90%  2.37%
8 PepsiCo $866,068  1554%  253%
9 Colgate-Palmolive S761063  15.22%  3.39%
10 Crane $736,796 15.14% 3.62%
n  HJ Heinz $635088  1478%  3.27%
12 Wrigley $603877  1465%  4.02%
13 Fortune Brands $s8005  1455%  s3%
14 Kroger $546,793 14.41% 5.89%
15 Schering-Plough $537.050  1436%  257%
16 Procter & Gamble $513,752 14.26% 2.75%
17 Hershey Foods $so7000  1422%  367%
18 Wyeth $461086  13.99%  332%
19 Royal Dutch Petroleum $30887  1364%  5.24%
20 General Mills $388,425  13.58%  320%
TOP 20 S9aads2  1575%  3.40%

S&P 500 $124486  1085%  327%
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Rank  Year Company Accumulation  Annual
of $1,000 Return

1 w971 Intel $1,887,288  27.55%
2 1970 Wal-Mart Stores $1,521,036 26.58%
3 1981 Home Depot $1,066,691  36.80%
4 1977 St.Jude Medical $867,695 28.68%
5 1973 Mylan Labs $816,436  24.20%
6 1970 Sysco $691,204  22.04%
7 1973 Affiliated Publications $673,348 23.95%
8 1971 Southwest Airlines $627,284 23.10%
9 1979 Stryker $576,885 20.51%
10 1971 Limited Stores $562,546 22.80%






OEBPS/Image00021.jpg
Ead

30%

2%

20%

15%

Percent of S&P 500

10%

0%

Information Tech
Energy






OEBPS/Image00022.jpg
Wl o Health Care
e -
H * Consumer Staples
o |2
K
H
z Consume
£ P e Discr » Technology
£ saps00 *Enersy B g
7. s
.| 2 Industrals o Technology. Financial
=18 Telecom, except BT
& L
ol Utities
ol E] e Materan
Contracting Sector Expanding Sector
%
Dot % ot % % % o% s o o o %

Shifts in GICS Sector Weighting





OEBPS/Image00019.jpg
Market  Market ~Market  Actual Returnon
Sector Share  Share  Share  Sector Original
2003 1957  Expansion Return  Firms
(Shrinkage)
Financial 2064%  077% 19.87% 1058%  12.44%
Information Technology 17.74%  3.03% 1471%  139%  1.42%
Health Care B3% 1% 1204%  1419%  15.01%
Consumer Discretionary n30% 14.58% -3.28% 1.09%  9.80%
Consumer Staples 1098% 575%  523%  1336%  14.43%
Industrials 1090% 1203% -113%  10.22% 7%
Energy 580%  2157% -15.68% 1.32%  1232%
Telecommunication Services ~ 3.45%  7.45%  -4.00%  9.63%  10.47%
Materials 304%  2610% -23.06% 818%  9.41%
Utilities 284%  7.56% -481%  9.52%  9.97%
S&P 500 100% 100% 0%  10.85% 1.40%
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Return Annual Earnings Average Dividend
Rank 2003 Name. Return PerShare  P/E  Yield
Growth _ Ratio

1 Philip Morris 1975% 1475% 1313 407%
2 Abbott Laboratories 1651% 12.38% 237 225%
3 Bristol-Meyers Squibb Co 1636% 159% 2352 287%
4 Tootsie Roll Industries 161% 10.44% 1680 2.44%
5 Pfizer 16.03% 1216% 2619  2.45%
6 Coca-Cola Co 16.02% 1.22% 2742 2.81%
7 Merck 15.90% 1305% 2532 2.37%
8 PepsiCo 1554% 123% 2042 253%
9 Colgate-Palmolive 1522% 9.03% 2160  339%
10 Crane 154% 822% 1338 3.62%
n HJ. Heinz 1478% B94% 1540 327%
12 Wrigley 1465% 8.69% 1834  4.02%
13 Fortune Brands 1455% 6.20% 1288 531%
14 Kroger A% 6% 1495  5.89%
15 Schering-Plough 1436% 7.27% 2130 2.57%
16 Procter & Gamble 14.26% 9.82% 2428  2.75%
17 Hershey Foods 1422% 8.23% 1587 3.67%
8 Wyeth 1599% 888% 212 332%
19 Royal Dutch Petroleum D% 667% 1256 5.24%
20 General Mills 1358% 889% 1753 320%

Average of Top 20 15.26% 9.70% 1947  3.40%

S&P 500 1085% 6.08% 1745 3.27%
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Rank  Year Name Annual  Accumulation
Return of $1,000
1 1990 Cisco Systems 51.04% $300,139
a 1988 Dell Computer 45.87% $347,955
3 1988  American Power Conversion 39.50% $169,365
4 1989  Electronic Arts 38.48% $103,441
5 1986  Microsoft 37.62% $289,367
6 1981 Home Depot 36.80%  $1,066,691
7 1988  Maxim Integrated 36.18% $132,927
8 1986 Oracle Systems 34.98% $205,342
9 1984 Concord Computing 33.15% $266,025
10 1987  Fastenal 31.93% $92,414
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Rank 2003 Name Accumulation of $1000  Annual
Return

1 Philip Morris 54,626,402 19.75%
2 Abbott Labs $1,281,335 16.51%
3 Bristol-Myers Squibb $1,209,445 16.36%
4 Tootsie Roll Industries $1,090,955 16.11%
5 Pfizer $1,054,823 16.03%
6 Coca-Cola $1,051,646 16.02%
7 Merck $1,003,410 15.90%
8§ PepsiCo $866,068 15.54%
9 Colgate-Palmolive $761,163 15.22%
10 Crane $736,796 15.14%
n HJ. Heinz 635,988 14.78%
12 Wrigley $603,877 14.65%
13 Fortune Brands $580,025 14.55%
14 Kroger $546,793 14.41%
15 Schering-Plough $537,050 14.36%
16 Procter & Gamble $513,752 14.26%
17 Hershey Foods $507,001 14.22%
18 Wyeth $461,186 13.99%
19 Royal Dutch Petroleum $398,837 13.64%
20 General Mills $388,425 13.58%
S&P 500 $124,486 10.85%
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Market Market
Cap Company Cap Sector
Rank (Billions)
1 Amer. Tel. & Tel. $n.2 Telecom
2 Standard Oil of New Jersey ~ $10.9 Energy
3 General Motors $10.8  Consumer Discretionary
4 DuPont $8.0 Materials
5 General Electric $4.8 Industrials
6 Gulfoil $35 Energy
7 Union Carbide & Carbon  $3.2 Materials
8 Texas Co. $3.2 Energy
9 United States Steel $3.2 Materials
10 Standard Ol of California ~ $2.8 Energy
u  IBM $2.7 Information Tech
12 Royal Dutch Petroleum $2.7 Energy
13 Socony Mobil Oil $25 Energy
14 Shell Oil $2.4 Energy
15 Sears, Roebuck $2.0  Consumer Discretionary
16 Standard Oil of Indiana $1.9 Energy
17 Aluminum Co. of America ~ $1.8 Materials
18 Bethlehem Steel $1.7 Materials
19 Eastman Kodak $1.6  Consumer Discretionary

20  Phillips Petroleum $1.6 Energy
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S&P 500: December 31, 2003

Market Joined
Company Cap Sector S&P
(Billions) 500

1 General Electric $311 Industrials Original
2 Microsoft $297.8  Information Tech 1994

3 ExxonMobil $271.0 Energy Original
4 Pfizer $269.6 Health Care Original
5 Citigroup $250.4 Financial 1988

6 Wal-Mart Stores $220.6  Consumer Staples 1982

7 Intel $210.3 Information Tech 1976

8 American Inter. Group $172.9 Financial 1980

9 Cisco Systems $167.7 Information Tech 1993
10 IBM $159.4  Information Tech  Original
1 Johnson & Johnson  $153.3 Health Care 1973
12 Procter & Gamble $129.5  Consumer Staples ~ Original
13 Coca-Cola $124.4  Consumer Staples  Original
14 Bank of America $u9.5 Financial 1976
15 Altria Group $n0.s  Consumer Staples  Original
16 Merck $102.8 Health Care Original
17 Wells Fargo $99.6 Financial 1987
18 Verizon Comm. $96.9 Telecom Original
19 Chevron Texaco 5923 Energy Original
20 Dell $87.0  InformationTech 1996
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‘Top 50 U.S. Companies, December 31, 1950,

Ranked by Stock Market Value

Rank ‘Company Name Rank ‘Company Name
1 ATST 26 Westinghouse Electric
2 General Motors 27 Philips Petroleum
3 Dupont 28 International Paper
4 Standard Oil of New Jersey 29 Union Pacific Railroad
s Union Carbide 30 Bethichem Steel
6 General Electric 31 Continental Ol
7 Standard Ol of California 3 EW.Woolworth
8 Sears, Rocbuck 33 Montgomery Ward
9 TexasCo. 34 Sinclair Ol
10 United States Steel 35 International Harvester
n o Gulfoil 36 SunOil
1 Standard Oil o Indiana ¥ Commonwealth Edison
13 SH.Kress 38 National Steel
14 Kennecott Copper 39 Atchison, Topeka & Santa Fe
15 Socony Vacuum Oil 40 Consolidated Edison
16 Eastman Kodak 41 Anaconda Copper
7 Procter & Gamble 42 Monsanto Chemical
18 Chrysler 43 Pitisburgh Plate Glass
19 IBM 44 American Tobacco
20 JC. Penney 45 RJ. Reynolds Tobacco
21 Allied Chemical & Dye 46 Phelps Dodge
22 United Fruit 47 Pacific Gas & Electric
23 Dow Chemical 48 Texas Gulf Sulphur
24 Pacific Telephone 49 National Dairy Products
35 Coca-Cola 50 Minnesota

Manufacturing
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‘Top-Performing Companies Since 1950

Return 1950 Company Name ~ Annual Return  Final
Rank (Current Name) Accumulation

of $1,000

1 National Dairy Products 15.47%  $2,042,605
(Kraft Foods)

2 RJ.Reynolds Tobacco 15.16% $1,774:384

3 Standard Oil of New Jersey 14.42% $1,263,065
(ExxonMobil)

4 Coca-Cola 14.33% $1,211,456

Top 4 Companies 14.90%  $6,291,510

Equivalent $4,000 in market 11.44% $1,118,936
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Valuation Measures IBM  Standard Oil ~ Advantage
of NJ
Average P/E 26.76 1297 Standard Oil
of NJ
Average Dividend Yield ~ 218% 519%  Standard Ol

of NJ
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Return Measures IBM Standard Oil ~ Advantage
of NJ
Price Appreciation n.41% 8.77% IBM
Dividend Return® 2.18% 5.19% Standard Ol
of NJ
Total Return 13.83% 14.42% Standard Oil

of NJ






OEBPS/Image00007.jpg
Growth Measures IBM  Standard Oil of NJ Advantage
Revenue Per Share 12.19% 8.04% IBM
Dividends Per Share 9.19% 701% IBM
Earnings Per Share 10.94% 7.47% IBM
Sector Growth* 14.65% 14.22% IBM
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Portfolio Accumulation Annual Risk
Based on Return
$1,000 Invested
Survivors Portfolio $151,261 1.31% 15.72%
Direct Descendants $153,799 11.35% 15.93%
“Total Descendants $157,029 11.40% 16.08%
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The Future for Investors

WHY THE TRIED AND THE TRUE TRIUMPH
OVER THE BOLD AND THE NEW

JEREMY J. SIEGEL






OEBPS/FONT00003.ttf


OEBPS/FONT00004.ttf


