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         Introduction to the 2013 Edition 

         When asked his opinion about what the stock market would do next, the banker J.P. Morgan replied, briefly but pointedly: “It will fluctuate.” Ben Graham, the leading stock market authority of his day, searching for an appropriate theme for his last and probably his greatest book, The Intelligent Investor, turned to Virgil’s epic poem Aeneid for the inscription: Per varios casus, per tot discrimina rereum tendimus. This he translated as: ‘Through chances various, through all vicissitudes, we make our way.’ 

         Since 1997, when the first edition of Money Makers was written, events have amply justified the wisdom of these two great investors in affirming the essential changeability of the stock market. The fifteen years that have elapsed since have been marked by some extraordinarily violent fluctuations. The Asian crisis of 1998, the extraordinary Internet bubble of 1999-2000, two severe bear markets during which share prices fell by around 50% from peak to trough (2000-03, 2007-09), followed by the global debt crisis and subsequent recovery; it has certainly been a rollercoaster ride.  

         As I write this introduction, the timeless cycle of rotation from fear to optimism and back again is once again at work. For most of the past year markets have been spooked by well-justified fears about the consequences of the unprecedented build up of debt in many Western countries. The Eurozone has struggled for months to contain fears that it was about to break up. Pundits everywhere have been warning bleakly of hard times ahead, sending investors scurrying into supposedly “safe haven” assets, such as bonds and gold. Then suddenly a few weeks ago the mood changed once more and many so-called risk assets, including shares, recovered strongly, rising by an average of 20% in a matter of weeks.  

         Faced with such dramatic reversals of fortune, it is not surprising that many people seem to have given up on trying to understand, or benefit from, an investment in stocks and shares. There is no doubt that we are living through a period of relatively poor stock market returns, as always occurs after such extreme bubbles as we witnessed at the height of the Internet boom, when many investors lost all touch with reality and pushed share prices to absurdly high levels that were quite unjustified on any fundamental grounds – a mania as dramatic and as extraordinary as anything in recorded financial history. Such long cycles of market booms and busts have happened throughout history. 

         From 1982 to 2000, so we can see with hindsight, stock markets rose at an unprecedented rate, averaging annual after-inflation gains of 12% per annum, well above their long run average return. It was a period in which, notwithstanding such dramatic interludes as the 1987 stock market crash and the 1990-91 recession, making money from shares was as easy as it has ever been. Many people came to the stock market for the first time and prospered from the experience. A powerful combination of new technology and deregulation led to the rapid growth of new stock exchanges around the world and the advent of round-the-clock, real-time global trading.  

         Now, however, in the less favourable environment of the early twenty first century, the going has become much tougher. The best-known US and UK stock market indices, the S&P500 and FTSE All-Share, both finished the first decade of the new century lower in capital terms than they started it. Even allowing for dividends, investors in mainstream shares have suffered a largely barren decade. The severity of the banking crisis in 2008 and the periodic outbreaks of volatility since have heightened risk aversion. Interest rates have slumped to unprecedentedly low levels, dragging down the returns on many different types of investment, not just shares.  

         It is important however to draw the right conclusions from this generally unproductive period. The premise behind writing Money Makers the first time round was that there was much that investors could learn from studying the ideas and methods of the best professional investors of the day. Since the crazy market peak in 2000, with the search for successful investments becoming harder, the need to understand how the markets work continues to grow. In fact, in a period of low and declining nominal returns, I would argue that there has never been a greater need to learn from wise and impartial professional opinion, where it can be found. Today’s investing conditions are difficult and challenging for professional and private investors alike. 

         The past fifteen years have certainly been a period when it has paid to be selective in deciding where to invest. While the UK and US stock markets have struggled to make ground since 2000, the same has not been true for example of gold, of emerging markets or of bonds. Gold has completed eleven straight years of annual increases, rising eightfold in value over the period. Emerging markets funds, such as the investment trust run by Mark Mobius, one of the investors featured in this book, has doubled in value over the past twelve years. The annualized rate of return on government bonds since 2000 has meanwhile been around 7.6% per annum, against just 3.2% for shares in the UK. (Please don’t assume however that the superior performance of bonds can be repeated in future. It cannot and it won’t be).   

         Many of these trends were spotted well in advance by those I write about in this book. In truth there is always money to be made if you know where to look – the question is: do you? If not, where can you learn how to do better? That is one reason for reissuing a new and updated version of Money Makers. A number of the professional investors I profile are sadly no longer active. Two of the wisest, Ian Rushbrook (who correctly forecast the onset of the 2008 global banking crisis), and Nils Taube (who had done the same for the 1987 stock market crash), have died since the first edition appeared. Two others, Michael Hart and John Carrington, have retired. The chapters on these four investors I have therefore left largely unchanged, with only a brief note at the end to update their personal biographies. Their wisdom and insights remain as relevant as ever. 

         For the other four, all of whom are still very much actively engaged in looking after their own or other people’s money, I have made more substantive revisions, updating and revising the chapters as appropriate. In the case of Anthony Bolton, I have updated the chapter to take his story to the end of 2007, when he retired from running his main UK equity fund, with his reputation as the outstanding fund manager of his generation securely in place. I have not sought to look in detail at his subsequent post-retirement reappearance in Hong Kong as the manager of a Chinese equity fund, since it is too early to pass a definitive judgment on his performance in that interesting new venture (it has made a disappointing start). In the interests of readability, I have maintained the present tense for all eight of the profiles. I have also left the original Appendices unchanged. 

         One happy consequence of the first edition of Money Makers is that I have been able to deepen my knowledge of several of those I profiled at the time. Jim Slater, for example, knowing of my interest in the commodity cycle, persuaded me to become a founding shareholder and advisor to a Brazilian farmland fund, Agrifirma Brazil (now renamed Genagro Ltd), which he helped to set up in 2008. Shortly before that, I completed a full-length book about the methods of Anthony Bolton, based on further extensive conversations about his experiences and ideas. I have subsequently written a third book, this one on the methods of Sir John Templeton, published in 2012, for which Mark Mobius, one of his disciples, has provided several useful insights.   

         It has been a pleasant surprise to discover how little I have had to change my personal judgments as a result of these more extensive contacts. I have also felt little need to change the conclusions of the original edition. It remains the case that the basic principles of investment – buy low, sell high, spread your risk, acknowledge your limitations and tailor your methods to your temperament and experience – do not change with the passage of time. Attempts by academics to introduce more scientific methods to investment practice were all the rage in the 1990s, but the results have, by and large, been disappointing.  The search for psychological and behavioural explanations for market movements has turned out to be a more productive line of enquiry than the assumption that investors are driven by rational expectations. 

         If I had to add any emphasis to my original text, it would be to say that the case for using low cost index funds for building exposure to core assets in an investment portfolio is much stronger than I gave it credit for in the original edition. It is a well-documented fact that the great majority of professional fund managers and investment advisors fail to deliver consistent outperformance of their benchmarks over time. Index funds, which passively seek to track the performance of well-known market indices, have meanwhile become both much cheaper and more widely available, making them an increasingly attractive building block in any investor’s portfolio. Any newcomer to the investment field should start in my view by reading the wonderful books of Jack Bogle and Charley Ellis which make the case for indexing and cost minimization as core disciplines in your investment portfolio.  

         That general principle does not in any way however invalidate the case for studying the methods of the most successful market practitioners, or indeed investing in their funds. It merely makes it imperative, as in any professional enquiry, to seek out the very best of the bunch. That is what I set out to do when I first wrote Money Makers. I know that my own portfolio has benefited hugely from what I learnt. It is gratifying to know that others have also profited. One pleasing example concerns an up-and-coming fund manager by the name of Sebastian Lyon, who so liked what he read in one chapter of the original edition that he subsequently travelled up to Edinburgh to meet and seek advice from its subject, Ian Rushbrook. The two men found they shared the same philosophy and remained in regular contact.  When the board came to appoint a new Investment Adviser to Mr Rushbrook’s investment trust Personal Assets after his untimely death, they had no hesitation in appointing Sebastian’s firm Troy Asset Management to do the job, with what so far has been very satisfactory results.  

         Most investors are guilty of serial offences in their behaviour, not least in chasing what is popular rather than what is objectively good value. The best and most profitable way to invest is of course exactly the other way round: trim and protect your profits when markets are overvalued and look for new opportunities when the reverse is true. Don’t be afraid to think for yourself – and, most importantly of all, don’t be detered by the inevitable reverses. A fascinating new field of scientific enquiry, behavioural finance, has started to chronicle the many emotional biases which prevent human beings from doing the most rational things with their money. “Investing is not a smooth graceful progression to wealth,” observes the American authority Charles Ellis. “It is a bumpy road and requires persistence and constancy of purpose.”   

         The long-term case for investing in the stock market remains robust; and to the extent that shares have recently become cheaper the current difficulties may already be creating more favourable opportunities for the future. (My personal view is that we are not yet quite through the long and painful adjustment that became necessary after the excesses and policy errors of the past decade, but it will not be that long coming). In order to profit, however, it is necessary to understand exactly what successful investment in practice entails.  

         There is no escaping the fact that active fund management is a little like professional golf – a field where the mediocre can earn handsome rewards, but where true champions, who can raise and keep their game at a higher plane for years at a time, are few and far between. It takes rare gifts to sustain success in this business over more than a few years, but the challenge to a certain type of individual is irresistible. It is evident that someone like Anthony Bolton has an ideal temperament to pursue his contrarian investment style; dedicated, unflappable, thoughtful, somewhat obsessed. It takes courage and commitment to go on, year in year out, taking a different view to everyone else in your profession. As the author John Train says in his outstanding study of successful professional investors of the modern era: “Although a professional investor can sometimes strike it rich with a big coup, there’s no luck in professional portfolio investing, any more than in master chess. It’s a skilled craft, involving many decisions a week. The year-in, year-out manager of a large portfolio can no more pile up a superlative record by luck or accident than one can win a chess tournament by luck or accident.”
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         The point that both Morgan and Graham were at pains to make all those years ago is that it is the nature of the stock market to go up and down. You cannot have the periods of gain without the equivalent periods of retreat. It you don’t like that fact, you shouldn’t be in the market at all. The good news is that there are more up periods than down periods and it is the down periods that create the best buying opportunities. But never forget, either, that successful investment is not as easy as it is often made to appear. It pays to be forearmed – and to have wise and experienced counsel at your shoulder. I hope you will find just that in this book. 

         Jonathan Davis 

         February 2013 

         

            Endnote 
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         1. Introduction 

         This is a book about some of Britain’s most successful professional investors – who they are, what they do and how they think. It is designed to appeal to anyone who shares my interest in the stock market and wants to know how the experts go about making money from it. It is, thank goodness, no longer politically incorrect, as it seemed to be thirty years ago, to believe that the stock market fulfils an important function in the working of an efficient economy, nor to suggest that there is anything wrong in people trying to maximise their wealth through buying stocks and shares. For good or ill, we are all capitalists now. 

         The stock market does enjoy one huge advantage over most other ways of risking your money. Unlike say, gambling on the horses, or buying a National Lottery ticket, stock market investment is an activity where the odds actually favour the ordinary investor making money over the medium to long term. There is no certainty about it, but the balance of probability is that anyone who invests sensibly over a period of years with some idea of what they are doing will earn a significant real return from their investment. “The stock market is a casino,” says one of the professionals I quote in this book, “but it is also a very nice casino in which everyone can get to go home with a return of 10% after the house take.” This book is designed for anyone who finds that thought appealing and would like to make some capital from it. 

         Over the past few years, I have been fortunate to spend a lot of time talking to those lucky few who are able to make their livings purely from their stock market expertise. Through my work as a columnist on a national newspaper, and my consultancy work for large companies, I have been privileged to share the thinking of many of the sharpest investment minds in this country and watch them go about their work. This book is the result of many hours of conversation and research. It is my attempt to pass on to the general reader some of the professionals’ insights into the art of investment. 

         It so happens that investment is something at which Britain is rather good. Although we still lag a long way behind the United States in our popular enthusiasm for the stock market, as a nation we are undoubtedly blessed with some of the most talented professional investors anywhere in the world. In a typically understated way, we have been managing money and investing on behalf of others longer than almost anyone in the world. London and Edinburgh are both established centres of excellence in the investment management world. Investment expertise is also one of our leading export industries. 

         An official report in 1996 estimated that fund management, although it employs no more than 35,000 people, contributes 0.4% of the country’s Gross National Product. It brings in £425 million a year of income from abroad. This is one reason why so many of our best fund management firms are now being bought by large foreign banks, which want access to our long-standing expertise in this field. One of the benefits of Big Bang, the act of deregulation which swept away many of the restrictive practices in the stock market in 1986, is that it has opened the business of investment management to much greater completion than before. There had been an all-round improvement in professionalism and standards. 

         The effects have not all, admittedly, been for the good. The 1990s witnessed some deplorable cases of dishonesty and incompetence at some the largest and best-known City firms: Barings and Morgan Grenfell to name but two. The new century has produced other examples, calamitously in the great banking crisis of 2008. There have been worrying signs of the emergence of a ‘star system’ in the investment management business. Cut-throat competition to secure the services of the best fund managers has led to an unhealthy spiral in the rewards paid to top names and a dangerous obsession with short-term performance. Some of the biggest players in the business seem to have forgotten that, however highly rewarded, they are ultimately paid to manage other people’s money, and not merely to enrich themselves. While there are plenty of honest and competent investment managers around, there are only a handful of exceptional ones. 

         What I have attempted to do in this book is to take a detailed look at a number of professional investors who I believe can with justice be called ‘stars’ of the investment business. These are investors who are held in the highest regard by their professional peers, not just for their performance over a period of years, but for their commitment to the art of investing. Apart perhaps from Jim Slater, none is a household name, yet all eight share the experience of having made a lot of money from practising their skills. Between them, I calculate that they manage something like £15 billion of other people’s money, and earn their employers over £100 million a year for doing so. But for most of them the financial rewards have long ceased to be their primary motive. They carry on because they are hooked on the business of stock market investment itself. 

         Investment managers are also, of course, commercial animals. Fund management is a business like any other. It is not enough to be good. You have to convince others how good you are as well. According to Warren Buffett, the legendary American investor, the business of investment management is ‘25% performance, 75% marketing’. One has to allow for the fact that few professional investors are as good as their marketing departments would have you believe. Beating the market averages is a much tougher business than their seductive advertisements suggest. Academic research has demonstrated quite conclusively that only a small minority of professional investors consistently do better than average over a period of years and even in these cases, it is difficult to prove conclusively that this is the result of skill rather than luck. But while consistent outperformance is rare, it can be achieved; and those in this book have all done it for protracted periods. This is the reason why they are worth listening to. 

         Despite the advent of investment consultants whose sole function in life is to analyse the performance of professional fund managers, there is no one way of measuring success in investment. It is not just about making the most money, but doing so with an acceptable level of risk. There is little point in trying to rank the performance of someone running a hedge fund – a highly geared specialist vehicle for professional investors, of the kind run by George Soros – with someone running a general unit or investment trust targeted at ordinary investors. As a matter of policy I have only included in this book those who operate in the mainstream of investment management. Explaining how the masters of the hedge fund business make their money is a fascinating subject, and one where the financial rewards can literally be fabulous, but is a subject that I have left for another time and place. 

         Although I have screened the performance figures of all those profiled here, I have allowed myself to be influenced by subjective factors as well in deciding who to include. Twenty years of working in and around the City have allowed me to consult many of the top names in the business about who, in their opinion, are the best professional investors. There is a surprising degree of consensus about the names, as there is also about those whom the experts regard as the most overrated. I am grateful to all those who have let me tap their brains and experience so exhaustively. 

         Apart from track record and the respect of their peers, one other criterion I have insisted on is that those profiled must have something of value to say about the craft of stock market investment – and be prepared to say it, since this book could not have been written without their co-operation. Deep Blue, IBM’s chess computer, may have beaten the world champion Gary Kasparov for the first time, but would still make a very dull interviewee. In the same way there is no obvious correlation between being successful as an investor and having something of interest to say about it. In fact, as Ian Rushbrook pointed out to me, one of the great things about the stock market is precisely that it is oriented towards results. You don’t have to be able to articulate why what you have done works and a number of experts who failed this test have been excluded for that reason. It ought to be said here that while the subjects of the book have all had the chance to correct factual errors, the final judgements are mine and mine alone. 

         The format of the book has deliberately been kept as simple as possible. Each chapter consists of a detailed account of one professional investor. It describes his background, personality and views about investment. In the final chapter, I pull together the common threads that run through the previous chapters and make some observations about what lessons can be drawn from them. This is not a ‘how to’ book, but I will be disappointed if anyone who reads it does not come away with some valuable insights into how to improve their own investment performance. 

         

            A short note on investment terminology 

            The business of analysing investment performance has become a growth industry of its own in recent years, with a concomitant increase in new vocabulary and jargon. There is no reason why readers should bother themselves overly with it, but you may find some of the basic concepts helpful in differentiating between the investment styles of the investors described in this book. 



            
               Bottom up investment is the term used to describe those who base their choice of investments on the merits of individual stocks and shares rather than on broader economic or business trends. There is a parallel to the way that economists distinguish between microeconomics, the study of the behaviour of particular firms and individuals, and macroeconomics, the study of the behaviour of whole economies. 

            
               Top down investors, by contrast, believe that the most important decisions to make are not which particular shares to buy, but which stock markets, which currencies and which types of financial asset they should be invested in. The main classes of investment assets are: equities (shares), bonds (fixed interest securities), cash, property and index-linked gilts. For large investment institutions, in particular, these asset allocation decisions can often be the primary factors that determine their investment performance. The sheer size of their portfolios means that they cannot rely on just a few stocks and shares to determine their results, as individual investors can. 

            
               Active fund management is what most professional investors are paid to do. It is the business of trying to outperform the market by buying and selling shares or other investments which are expected to provide an above-average return over a given period of time. A share’s return each year is measured in two ways: by the income it pays and by the extent to which its capital value rises or falls. A share whose price rises from 100 pence to 120 pence during the year and pays dividends of 5 pence is said to have produced a total return of 25% (20 pence of capital appreciating plus 5 pence of dividend, expressed as a percentage of the 100 pence purchase price). 

            
               Passive fund management is an alternative approach which has grown in importance over the last ten years. The premise here is that, for many investors, the odds of consistently outperforming the main stock market indices are not good enough to justify the cost and effort involved. Better in these circumstances to buy a fund whose sole purpose is to mimic the performance of the main stock market indices (a policy known as index tracking). The market indices play another role in the life of professional investors. They are the benchmarks against which an investor’s performance is measured. An investor that invests solely in UK equities will typically assess their results against one of the main UK stock market indices; either the FTSE Index (popularly known as Footsie) which records the performance of 100 of the large quoted companies, or the FTSE All-Share Index. The latter measures the performance of around 900 shares and gives a broader picture of the market’s movements, including as it does many small and medium-sized companies. For international investors, there are any number of global, regional and country indices to choose from. 

            Of the two poles in the investor’s universe, return is the easy one to measure. Risk is a much harder animal to pin down. In the absence of an agreed definition of what investment risk is, the measure most commonly adopted is that of volatility. This is a statistical measure of how far a fund’s returns have deviated from the norm over time. In this narrow sense, a fund which demonstrates high volatility is deemed to be riskier than one with lower volatility. It makes more sense however to think of the risk as the probability of permanent capital loss. 

            Among active fund managers, a traditional distinction is between value and growth investors. Value investors are primarily interested in buying shares that they judge to be ‘cheap’. That is, they appear undervalued when measured against one of a number of different criteria, such as the stock market value of companies in similar lines of business, or their own share price history, or the value of other competing types of security (for example, government bonds or gilts). The kind of shares that value investors look for typically have relatively low price/earnings (p/e) ratios or relatively high dividend yields. Growth stock investors, by contrast, are primarily interested in buying shares in companies whose businesses are growing rapidly. The shares may not necessarily appear cheap at the moment, but their growth potential is expected to produce an above-average growth in share price in the future. 

            These are some of the standard valuation tools that investors look at when judging the merits of a particular share. 

            
               Yield (or dividend yield). The value of a company’s annual dividend payments, expressed as a percentage of the current share price. For example, a company with shares priced at 100 pence and paying dividends of 5 pence a year would have a dividend yield of 5%. (This is the gross dividend yield; it is also possible to refer to a share’s net dividend yield, that is after the deduction of income tax.) 

            
               Price/earnings ratio. (Also known as P/E ratio, or earnings multiple.) This is a company’s share price expressed as a multiple of its earnings (or profit after tax) per share. A company which has reported earnings per share of 10 pence and sells at a price of 100 pence has a historic p/e ratio of 10 (100 pence/10 pence). A company which is forecast to report earnings per share of 10 pence in its next year end statement and sells at 100 pence has a prospective p/e ratio of 10. 

            
               Return on capital. A company’s profitability expressed as a percentage of the amount of capital invested in the business. There are a number of different ways of calculating this figure. A related concept is return on equity, which measures a company’s profit as a percentage of the capital that shareholders have subscribed or ploughed back in to the business (i.e. excluding capital raised in the form of debt). 

            
               Price to book value. The ratio between a company’s share price and the company’s net worth, as recorded in its balance sheet and expressed as a per share value. Thus, a company with a net worth of 100 pence a share, and whose shares sell for 150 pence, has a price to book value of 1.5 (150 pence/100 pence). 

            
               Net worth. Is calculated by taking the balance sheet volumes of a company’s assets and subtracting all its liabilities. This figure is also known as shareholders’ funds. Because accounting conventions record assets at cost, rather than at current market value, a share’s book value will usually understate the current value of the business. 

            
               Price to sales ratio. The ratio between a company’s share price and its sales, expressed as per share value. A company with sales of £100,000 a year and 100,000 issued shares has sales per share of £1. If the share price is £2, its price to sales ratio is 2.0 (£2/£1). 

            
               Real and nominal returns. All professional investors need to isolate the effect that inflation has on the investments they make. To make a real return, a share has to grow in value by more than the rate of inflation. If inflation is 3% a year, a share that returns 6% a year has produced a real return of approximately 3% (6% – 3%). 

            All the investors profiled in this book are active investors, but their styles are strikingly different in important respects. This is reflected in such things as the length of time they tend to own particular investments (the holding period), the rate at which they change their holdings (their turnover rate) and the range of markets in which they are prepared to invest. 

         

      

   
      
         2. Anthony Bolton: The professional’s professional 

         

            AN ORDERLY MIND 

            To find Anthony Bolton’s London office, you take a trip to the heart of the City, to a large modern office block that overlooks St Paul’s Cathedral. The site formerly housed a large American bank whose global ambitions proved to be greater than its capabilities. It is unquestionably his employer Fidelity’s grandest office yet, with a marbled entrance hall and a selection of David Hockney prints on the walls, reflecting the success of the firm’s foray into Europe. Bolton’s office is located on the second floor, where he sits at a standard issue desk, facing away from the view of Sir Christopher Wren’s glorious creation outside. On a shelf behind his desk is a row of books that contain, in date order, his notes on all the meetings with companies that he has recorded and kept over the years. (There are over sixty in all, of which more than 80% concern his meetings with UK companies.) There is a computer screen in the corner, and on the walls family photographs, cartoons and a handful of the numerous industry awards his efforts have won over the years. The overall impression is strongly reminiscent of a university professor’s office. This is orderly, functional space, and not much more. There is little to indicate that this is where arguably the best money manager the UK has ever produced goes about his business. 



            To meet, Bolton is a slim, unobtrusive figure with bright eyes and slightly curly, now greying hair. He speaks quietly and suprisingly haltingly, but mostly in complete sentences, the telltale sign of an orderly mind. He gives off an image of cool and quiet efficiency, is unfailingly courteous in company, and would certainly not look out of place in a serious university. You gain the impression that there is little he does with his life that is not deliberate. But that, intriguingly, proves not to be entirely the case. This is someone who had to be kicked out of bed by his father to get a job on leaving university, and who drifted into the City by chance rather than from any lifelong conviction that he was destined to make money from buying and selling shares. This leisurely start to life has not stopped him becoming one of the most highly sought-after fund managers in a highly competitive, well renumerated business whose top performers can earn multiple millions in a single year. 

            Quiet and thoughtful, and anything but flash, Bolton is a model of what the modern professional investment manager should be: clear-sighted, disciplined, hardworking and conscientious, with a track record of consistent outperformance in all his funds. Although the business of investment can never be reduced to a science, Bolton’s career has demonstrated how a mixture of flair, common sense and hard work can be profitably applied to the art of picking stocks. He is a contrarian investor, someone who takes positive delight in scouring the bargain basement areas of the stock market, looking for shares that are damaged or unloved, but capable of redemption. The strategy has its risks, even for a diversified fund, but it has worked like a dream over the 28 years that his funds have been on the market, and that is what ultimately counts for any professional fund manager. 

            The two funds that have occupied the bulk of his career, Fidelity Special Situations and Fidelity European, have both achieved a compound annual rate of return of 20% while under his management, comfortably beating the market and their peer group in both cases. The funds and their manager have won a stack of industry awards, too numerous to mention, and both command best-of-class ratings from Standard & Poor’s, Morningstar and other leading independent fund rating services. Serious observers have described him in print as Britain’s answer to Peter Lynch, the legendary Irish-American stockpicker who for thirteen years ran the world’s largest mutual fund, the Magellan fund, for Fidelity in the United States. More significantly perhaps, in a poll of leading fund managers conducted by Sunday Business in 2003, when asked to nominate the competitor they most admired, no fewer than five out of the ten named Bolton.
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            In his own view, as well as those of his admirers, Bolton’s great strength as an investor is that he is an emotionally placid individual, more than capable of taking setbacks with fortitude. “You have to be a fairly calm person to be a fund manager” is his own assessment. “The great thing about him,” says Peter Jeffreys, a former colleague who went on from Fidelity to co-found the ratings firm Fund Research, “is that everything he does is completely straight up and down. There is absolutely no side to him, none at all.” Sir Charles Fraser, a fund director, asked to provide an anecdote about Bolton, replied simply: “I have none. He is not an anecdote sort of person.” Less immediately obvious is the high degree of commitment and organisation that Bolton brings to his task. Like the majority of successful professional investment managers, he believes that to be a professional investor, you have to be wholly absorbed by the markets. “I think you have got to be fanatical about it”, he says, “because investing is continuous and intangible. There’s no beginning or end to it, and there is always something new that needs delving into. I think you have to be completely taken by it to do well. If I look at the investment managers I admire, none of them do it part time.”
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            He concedes that it may be different for those, such as George Soros, the hedge fund speculator, who specialise in making big bets on the macroeconomic outlook. For those two or three decisions a year, assuming they are the right ones, and they are backed heavily, can be all the difference between success and failure. But for investors who specialise in picking stocks, as Bolton does, there is no alternative to being fanatical. When he started, he had only 20-30 shares to look after. But now, thanks to the success of his funds, which have grown two hundredfold in size since 1987, there are nearly two hundred stocks to track in his various portfolios. It requires not just hard work, but the support of a large team of analysts to keep tabs on what they are all doing. At the last count, there were more than 50 analysts at Fidelity in London whose work he could call upon. Bolton has helped to train many of them himself in the art of stock analysis, Fidelity style. They know what he wants and he has faith in what they produce.  

         

         

            DEVOTED TO DETAIL 

            Bolton’s working week is a long one. Given the emphasis that Fidelity places on in-depth research, the amount of paperwork and electronic material he has to shift through every day is formidable. A typical day for Bolton begins with him leaving home in West Sussex at 6.30 a.m. to catch a train to London. He reads the Financial Times on the train and also does his homework on one or more of the companies he will be seeing later. On the way to and from the station he also catches up on the forty or so voicemails he has each day, many of them from colleagues reporting back on recent meetings with potential or current holdings. His working week revolves around company meetings. When he was covering both UK and continental companies, it was not unknown to do as many as five or six a day, and there are many others for which a colleague will provide a report. Fidelity as a group sees an average of fifteen to twenty companies a day in London, sometimes more, either in its offices, at the companies themselves or by conference call. This commitment to face-to-face meetings is, Bolton has no doubt, one of its main competitive strengths as a firm. 



            Each company is analysed beforehand in detail by the in-house analysts, and becomes the subject of a detailed pack of information, several pages long, covering the key financial data, plus brokers’ views and any other relevant material, such as press cuttings and so on. The meetings are an opportunity for Bolton and his colleagues to ask questions of the management and keep up to date on how the business is going. All these meetings are written up afterwards. Bolton himself takes his own hand-written notes, usually two or three pages long, which he files neatly away in the books behind his desk. He brings them out later to check that companies have not changed their tune since he last saw them. Browsing through them gives an insight into the austerity of his methods: in the dozen or so volumes I looked at one day, there was not a single anecdote, piece of gossip or personal remark to be found (and not even a doodle, for that matter). It requires, not least, an ability to concentrate intensively on the task in hand. 

            Unusually, in addition to Fidelity’s own analysis and research bought in from brokers and others, Bolton also likes to look at a number of share price charts before seeing companies, in order to see what their recent price action has been. Add all this up, and you have a pile of daily paperwork that would make Sir Humphrey Appleby, the mandarin in the television series ‘Yes Minister’, proud. It is one reason why he normally gets home at eight in the evening, and says he dreads the end of holidays because of the huge pile of files that he knows will be awaiting him on his return. One way he escapes from the pressure of work is by composing classical music, an activity he has recently resumed after having been very keen as a child. It leaves little time for socialising with his professional peers, or even his Fidelity colleagues. He is not by his own admission “a going out for a beer person. I commute in from the country. I don’t do a lot of evening things. I like to get home.”
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            “There is an awful lot of reading”, he says. “One reason I commute by train is that I can kill off quite a lot of it that way. You have to know what you are looking for because you can become mesmerised by the sheer volume of it all, and lulled into complete inactivity. I like to screen a lot of things and most of the broker material is frankly unnecessary, at least for my purpose. There are certain analysts whom I rate, and I know to look out for their stuff. If the note is a sell and it’s a company I don’t own, I won’t even look at it. If it’s a sell and I do own it, then obviously I’ll want to have a quick look. But you have got to weed out the dross.”  

            The background briefing material that Fidelity analysts prepare on each company is presented in a standardised house format. Even so, the sheer weight of material means, says Bolton, that “you have to have a system to get through, otherwise you are sunk”. Some of his fund manager colleagues survive by ignoring all the brokers’ research, preferring to stick to in-house material alone. But this is not Bolton’s style. “I don’t have that approach. You never know where the next idea is going to come from.” An eclectic mind, he insists, is needed to make his style of investing have any chance of working. 

            When companies come to visit, as they do in ever growing numbers, Bolton says that what he is mainly looking for is evidence that the managements know their business. But he is far from starry-eyed about the importance of management in the success of a company. “While some investors put a lot of emphasis on the quality of management, I’m more of a Warren Buffett follower in that I would rather have a good business run by average management than the other way round. I find that people who impress you in meetings are not necessarily the best managers.” He mentions John Gunn, who was widely lauded for a while in the 1980s as the best manager in the City. A few years later, his company, British & Commonwealth, was bust. 

            “I like managements who are consistent in what they say. I dislike hyperbole, managers who consistently overegg the pudding.” He is more concerned to see what companies are saying about their products: “If they put great emphasis on one product when they come to see us, and next time fail to mention it at all, we will obviously start to get worried. You are obviously looking to read between the lines.” If a competitor says something positive about a company’s product range, it counts for twice as much as the company saying the same thing itself. 

         

         

            A CHANCE BEGINNING 

            Given such a highly formalised approach to his work, it comes as something of a surprise to learn that Bolton only drifted into the business of investing by chance. His early experience was gained at a small and rather risqué merchant bank called Keyser Ullmann. In its heyday in the early 1970s, it enjoyed a reputation for adventurousness, later somewhat tarnished by a number of unsuccessful and controversial deals that eventually resulted in the bank disappearing as an independent entity. Bolton went there as the bank’s “first and last graduate trainee”. He had studied engineering at Cambridge, but says that after two years of the subject the “one thing I was pretty certain of was that I didn’t want to become an engineer”. When the time came to leave university in 1971, he did so without having a job lined up. 



            About three weeks after the end of his final summer holidays, Bolton’s barrister father, who had previously encouraged him to take his time over deciding what to do, suddenly began to apply pressure on him to make a more positive attempt to find a job. A businessman friend of the family suggested he think about the City, and another family friend, a stockbroker, gave him an introduction to Keyser Ullmann, which at the time was still growing fast and had decided (according to Bolton) that “this graduate training business sounded a good idea”. By such strange quirks of chance are successful careers often launched. 

            Unlike many other successful investors, Bolton did not set out to find a job as an investment manager, nor did he arrive in the business with any burning ambition to make money from the markets. As he points out, amongst his peer group at university, corporate finance was still very much the ‘in thing’ for those who went into the City. Investment management was regarded as second-division stuff. “Corporate finance had the glamour attached to it”, he recalls, “and investment management was hardly known as an industry.” He himself had no prior interest in the markets, and knew nothing about them. Not for him a history of trading stamps, or other moneymaking schemes, while he was a child. Unlike many of the greatest investors, whose motivation to succeed often stems from a poor background, Bolton had a conventional and comfortable middle class upbringing. 

            Bolton spent five years at Keyser Ullmann, and reckons he got good training while he was there, despite the bank’s subsequent problems. He started as a general trainee, “behind the tills, doling out the money, trooping off to the money markets, where they all went around in top hats in those days”. After a brief stint in administration, he spent a little time on the investment side, and it was there that he finally “picked up the bug of stocks and shares”. He was offered a job as a research assistant in the investment arm of the bank. It was here that his career as an investment manager began. The investment side was separate from the rest of the bank and most of the money it managed was in investment trusts. This meant, says Bolton, that when the bank got into difficulties and depositors started taking their money away, his side of the business remained largely unaffected. 

         

         

            DEVELOPING A STYLE 

            Three things about the way that Keyser Ullmann managed money proved influential in the development of Bolton’s style as an investor. One was that they specialised in smaller companies, something that remains one of his trademarks today. The second was that they went out and visited the companies they owned. This was rather novel at the time, when most investment managers still relied heavily on stockbrokers to bring them information and ideas. Third, one of the directors was interested in technical analysis, or the use of share price charts, to supplement conventional fundamental analysis of shares. This too remains one of Bolton’s interests. 



            His job as an assistant to one of the fund managers included writing a few paragraphs on each company’s half-yearly and annual results, saying whether or not the shares still looked reasonable investments. He remembers the fascination of discovering the Datastream machine, then something of a novelty in the City, which allowed him to search (‘screen’) the universe of stocks and shares looking for those which met common specified characteristics.
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                Nevertheless, he says, it took him quite a while before he fully understood how the business worked. 

            Bolton had to cut his teeth as an investor in the scary markets of 1973/75, when the secondary banking crisis was at its height, and the stock market endured its worst decline in living memory. He remembers lunches at which all the other fund managers spent their time boasting about how little money they actually had invested. Instead they seemed to be competing against each other to see who had most of their money in cash. “There was a feeling of: What have I got into? Is the whole world going to end? Would the stock market ever stop going down?” It did, but it was not long before Bolton had decided that, with all the problems at Keyser Ullmann, now was a good time to move on. After a few interviews, he was offered a job as a fund manager by the Schlesinger group, which was owned by a wealthy South African family with property and financial interests in London. Among them was a unit trust company, run by Richard Timberlake and Peter Baker. 

            Both men proved influential in the development of Bolton’s career as an investor. Baker was the one with most of the investment ideas, while Timberlake, something of a pioneer in the modern fund management business, concentrated on the marketing. The former, says Bolton, had a very objective view of investment and was always willing to judge an idea on its merits. “If you could make a good case for something, he would look at it. I always felt that if the tea lady came in and said you ought to buy ICI and these are the reasons why, he would be prepared to listen.” 

            Baker was also mathematically minded, with an interest in how to price options using mathematical models. He was one of the first people in this country to take an interest in the quantitative techniques associated with modern portfolio theory. Noting how academic research had demonstrated the difficulty of beating the market averages, he also launched an index-tracking fund, a concept that in those days was well ahead of its time. During this period Bolton had a hand in running seven or eight different funds, doing “a bit of everything”. One of these funds was a ‘special situations’ fund, a type with which Bolton has been closely associated ever since. 

            Schlesingers was not all that stable an environment however. There were constant rumours that it was for sale. South Africans, says Bolton, are “very much dealers, they like to buy and sell things, not to hang on to them”. So when the second of his bosses, Richard Timberlake, was recruited by Fidelity to help set up a UK operation for the first time in 1979, Bolton let him know that he was interested in following him there. At the time, he says, he did not even know who Fidelity were. When he discovered that they were the biggest independent investment management firm in the United States, with a reputation for consistent performance based on in-depth fundamental analysis, it clearly helped. As a result, he became one of the first two investment managers that Fidelity International recruited. He was 29, with only limited experience but the great advantage of being known to the new managing director. 

         

         

            STARTING OUT AT FIDELITY 

            While from today’s perspective opting to join Fidelity may seem like an obvious career move, that was not the way it appeared to many at the time. The Department of Trade, says Timberlake, had never authorised a foreign group to run retail funds in the UK before, and insisted on several conditions before allowing Fidelity even to set up its stall. Big Bang, the act of deregulation which was to sweep away many of the cosy closed shops and restrictive practices that had long prevailed in the Square Mile, was still seven years in the future. Exchange controls had only been lifted a few months before and business sentiment remained fragile. Inflation was in double digits and seemingly out of control. The pro-capitalist government of Margaret Thatcher was still very much feeling its way after the Conservative Party’s election victory earlier in the year. 



            Few in the City had heard of Fidelity, and those who had were often not impressed by the workaholic methods of American business. “My brother worked for Fidelity’s auditors and I was told all sorts of horrific things about hiring and firing and what Americans were like”, recalls Timberlake. Bill Byrnes, the Fidelity man charged with overseeing the launch of its UK operations, says; “We were a fledgling investment management company struggling to establish itself in the United Kingdom, operating in a recessionary period of soaring inflation, sky-high interest rates and wobbly equity markets. To top it off, Fidelity International had an association with an American company at a time when American invaders were viewed (not entirely unfairly) as short-term opportunists who fled the scene at the first indication of adverse circumstances.” It therefore took some courage to join this unknown ship: indeed, he recalls, it was only after prompting by his wife that Bolton finally picked up the phone and confirmed his interest to Timberlake. 

            Timberlake asked Bolton to run a special situations fund, as this was the one that he had most enjoyed when he was at Schlesingers, though it was not top of Fidelity’s priorities in the early years. (Byrnes and Timberlake in fact tried to persuade their new recruit to run a Japanese fund for them, an invitation that was politely refused.) Ironically, in view of what was to happen later, Special Situations proved the hardest of Fidelity’s original funds to sell. The fund struggled along at around £2-£3 million in size for quite some time. At one stage, the sales team were even offered double commission to help get sales moving. It was only in the second half of the 1980s, when the fund appeared at the top of the five-year performance tables for the first time, that investors began to buy the fund in substantial volumes. 

            What, exactly, is a special situations fund? At one level, the answer is obvious. It is a fund that looks to invest in companies which are facing unusual and exceptional circumstances, and where any turnaround in fortunes can be anticipated to produce a profit within a relatively short time. “Almost any share at a particular time can be a special situation”, is how Bolton described it in his first manager’s report on the new fund. “In general it will be a company attractively valued in relation to net assets, dividend yield or future earnings per share, but additionally having some other specific attraction that could have a positive short term influence on the share price.” This might be a takeover, a new issue, a change of management, a recapitalisation or some other triggering event — over the years, as we shall see, Bolton has refined and analysed what he does in some detail. 

            But at the time he started his Fidelity fund, one of its greatest advantages, he admits now, was precisely the fact that hardly anybody was actually quite sure what the term meant. There was, he recalls, a general perception that it was an ‘aggressive’ (i.e. risk-seeking) fund which looked for capital growth opportunities outside the ranks of the blue chips. Tipping potential takeover candidates was one of the routes that investors found relatively easy to grasp. The initial reports emphasised that Bolton was looking for quick profits, and willing to live with above average volatility. But beyond that, there was – and remains – plenty of scope to experiment. The flexibility of the ‘special situations’ concept has given Bolton the leeway over the years to develop his own distinctive style of investment. It is the kind of fund that appeals to those who believe that investment managers with exceptional talent can make a big difference, whatever the academics may say about the difficulty of finding a manager who can beat the market consistently over time. 

            The association with Fidelity has clearly worked out well for both parties. It is difficult for anyone unfamiliar with the American investment scene to conceive of the huge influence that Fidelity enjoys in the United States. It is not only the world’s largest independent investment management company, but has long been prominent in helping to shape the way that both the marketing of the investment business and professional standards in investment management have developed since World War II. Fidelity was one of the first firms to invest heavily in fundamental research, one of the first to see the need for recruiting and training the best brains to a business previously regarded as something of a backwater in the financial industry, and also one of the first to pioneer the direct marketing of collective investment vehicles to ordinary investors. 

            The great bull market of the 1980s and 1990s put vast amounts of money in its hands. The rapid growth has created periodic adjustment problems, but the company rolled on like a juggernaut through the bear market of 2000-2003. In 2004, Fidelity Management and Research, the Boston company, was running over 180 different funds and had more than $1 trillion in funds under its management. This, to put it in some context, is equivalent to around 40% of the entire capitalisation of the London stock market. So large and influential has the firm become that the US now boasts newsletters that do nothing but monitor what is happening to Fidelity’s army of funds. Its international affiliate, Fidelity International, of which the UK office is a part, has also grown steadily with more than $180 billion in assets under management. Its fund range today includes more than 30 UK retail funds and more than 250 offshore funds. 

            Despite its many years of growth, the original Fidelity business in Boston remains a private company controlled by the Johnson family, which started it in 1946, and other senior management. Although there are overlaps among the shareholders, Fidelity’s International arm is set up to operate as an independent business. Ned Johnson is the second generation of the family to preside over its operations and, unusually for such family dynasties, his tenure has been every bit as successful as that of his father, a charismatic figure known to everyone inside and outside the industry simply as ‘Mister Johnson’.
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                Unusually also, for a family firm in the fund business, the investment methods favoured by father and son are rather different. Whereas Mister Johnson liked to give individual fund managers their heads to invest in whatever personal style suited them, however idiosyncratic, his son has shaped the modern firm around a belief in the overriding importance of research, both fundamental and technical. He also takes a ruthlessly utilitarian approach to his employees. While Fidelity’s fund managers are paid handsomely, and enjoy high quality technical support, those who fail to deliver sustained performance are ultimately shown the door. 

            The highly competitive environment and cohesive culture does not suit every kind of fund manager, but those who like it tend to like it a lot and prosper, as Bolton has done. A key feature of the Fidelity approach is that the fund managers are left to get on with running their funds, largely unhindered by other responsibilities. The running of the fund management team and investment process is left to the chief investment officer, while more recently, in response to the growing emphasis placed on corporate governance, another director handles the routine (though sometimes delicate) business of managing relationships with the companies in which the firm’s funds own shares. The marketing and administration of the business is run from a separate office outside London. Whereas at many investment banks, a spell in investment management is seen merely as a stepping stone on the ladder to the top of the bank, at Fidelity fund management is the end itself. 

            “The Peter Lynch mould at Fidelity”, says Bolton, “is that you’ve got to let the investment people spend all their time running their investments. If you mix in other things as well, the investment is likely to suffer.” The round of daily meetings with companies leaves little time for anything else. It is an article of faith that the Fidelity way is the best, an attitude that prompts some outsiders to accuse it of insularity. Rather than recruiting from outside, virtually all the firm’s portfolio managers, and a number of its analysts, are trained from scratch in-house to ensure consistency in the firm’s investment approach. Again it may not be everyone’s cup of tea, but for those who enjoy the discipline of being part of a tightly managed family, it works. The recruitment process is undoubtedly helped by the power of the Fidelity brand. In a survey of 500 investment professionals reported by the Financial Times in 2003, Fidelity topped the list of most highly regarded fund managers for the fourth year in a row. 

         

         

            ONE SIMPLE INSIGHT 

            Bolton started managing his Special Situations fund in 1979. In 1985 he took on the management of Fidelity’s first European fund as well, and ran it and its sister investment trust until 2001, when he began the handover to a colleague, Tim McCarron.
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                For a number of years he also managed an offshore European fund based in Luxembourg. In 1994 he added a UK investment trust, Fidelity Special Values, which mirrors the investments of the Special Situations fund, to his portfolio. At one point Bolton had overall responsibility for some £10 billion of other people’s money, a prodigious sum for one individual to manage. His two pools of money – Europe and UK Special Situations – are properly judged in isolation, but there are some common underlying principles that have governed the way he has managed all the money entrusted to him. Most of these principles can be clearly traced back to the ideas that Bolton identified as having force in his very early years at Keyser Ullmann and Schlesingers. 



            The big insight that Bolton has carried with him throughout his career can be easily summarised. It is simply this: that in order to achieve better results than other people, you have to do something different from everyone else. Or in his words: “If you want to outperform other people, you have got to hold something different from other people. If you want to outperform the market, as everyone expects you to do, the one thing you mustn’t hold is the market itself. You certainly shouldn’t hold the market and do lots of dealing as well, because the transaction costs will punish you. You have got to be different.” In his case, this has pushed him first in the direction of small, rather than large, quoted companies; and then towards companies which for a variety of reasons are unloved and unfashionable, but where it is possible to foresee a positive change in the near to medium-term future. 

            “I manage my funds with an above average risk profile, based on contrarian type stocks”, is how he sums up his approach. “My ideal is a company where things have gone wrong, but where it looks as if things may be changing. I am looking for stocks that are unfashionable and cheap, but where there is something which will recapture investors’ attention before too long.” The idea of looking at shares which are out of favour is not of course new. In the UK, it is almost seventy years since M&G, the pioneer of the unit trust industry, launched its first Recovery Fund. That was based on the idea that you could do well out of buying shares in companies which were recovering from recession or some other setback, either external or self-inflicted. Conventional recovery stocks of this type have always been a big component of Bolton’s special situation portfolios, and indeed have become more prominent in the last few years. 

            But they are not the only types of special situation he looks for. He also looks for companies which are under-researched, and which are therefore unlikely to be properly valued, and for companies that have growth potential that nobody else has yet recognised. In fact, Bolton’s main achievement is to have taken his basic concept of being different from the pack and pushed it further than M&G, or any other mainstream fund management company, has so far dared to take it. There is a price to be paid for this in terms of risk. Although he has always insisted on a well-diversified fund, it means he has found himself holding a lot of stocks that most people would think twice about owning. That doesn’t always play well with the armies of consultants who these days routinely pore over the statistical properties of every fund: one of the measures that most excites their attention is the extent to which a fund’s holdings deviate from those of the market as a whole (its so-called ‘tracking error’). Bolton’s funds have one of the highest ‘tracking errors’ of all UK equity funds.
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            Whether or not contrarian stockpicking of the kind that Bolton goes in for is in reality unusually risky is a moot point. What it does mean, unquestionably, is that it places an onus on the fund manager to pick his stocks with more than average care. Mishaps and the occasional disaster are an inevitable consequence. Bolton has had his fair share of disasters along the way, including such horror stories as Polly Peck, Mountleigh and the Parkfield group, all of which either went bust or had to be rescued while in his ownership. A similar experience threatened to befall him more recently when Railtrack, the rail network operator, was threatened with effective renationalisation, a situation that was only redeemed when Fidelity and other leading shareholders banded together to take legal action against the Government. Without the strength of a broadly diversified fund, and the market clout of Fidelity behind him, these bad experiences might have proved too much for a less highly regarded manager, but Bolton is now sufficiently well established to be able to shrug off the occasional failure. He is playing a numbers game, and is confident that the gems will, on average, outnumber the duds. 

         

         

            THE SHARES HE LIKES 

            Being an analytical sort, and being constantly required to justify his methods to potential investors in his funds, Bolton has broken down the types of special situation he wants to buy into a number of different categories, all in the general category of ‘unfashionable or undervalued’ stocks. This has shown some subtle changes over the years, though the underlying philosophy is unchanged. In his early reports to investors, Bolton listed eight categories: small growth stocks, recovery shares, asset situations, new issues, companies involved in bids, energy and resource stocks, companies reorganising or changing their business, and new technology companies. Now in his presentations, he has refined the list to cover six generic types of situation. The headings are recovery, unrecognised growth, valuation anomalies, corporate potential (mainly shorthand for takeover prospects), asset plays and industry arbitrage. The philosophy behind this categorisation is set out in more detail by Bolton himself in his book Investing Against The Tide. 
            



            Of all his many early successes, Bolton is particularly proud of his success in finding the Mersey Docks and Harbour Board. This was a classic example of a business that conventional opinion thought to be a disaster, but which turned out to be what Peter Lynch liked to call a ‘tenbagger’ (a share which makes investors ten times their money). For years, the Board had been lumbered with the cost of enforcing the disastrous dock labour scheme introduced by the Labour government. This guaranteed employment to all dockers in the area, whatever the state of demand. Mrs Thatcher’s government ended the dock labour scheme, but left most of the companies which operated the docks with the burden of meeting the resulting redundancy payments to dockers. 

            What Bolton saw, but which many others did not, was that the company was sitting on a highly valuable property portfolio. When the Conservative government privatised another docks company, Associated British Ports, it wrote off most of the company’s liability for its redundancy payments in order to make sure the issue was a success. Bolton took a bet that something similar would happen with the Mersey Docks and Harbour Board. He was proved right: in fact, the government wrote off 100% of its liabilities for redundancy payments, leaving a business that was both asset rich and, for the first time in years, capable of making a worthwhile profit on its activities. The shares rose tenfold in just a few years. 

            The ‘corporate potential’ category is also of note. It is not quite right to say that this is purely a euphemism for ‘takeover prospects’, but Bolton has never disguised his interest in trying to spot companies that are likely to experience a change in management or control. He regards this as a legitimate activity for a professional fund manager, and one that many of his professional peers unwisely neglect. He had spectacular success in buying independent television companies in the 1990s. Five of the six he bought shares in were later taken over, reflecting the industry-wide consensus that the small regional monopolies originally set up by the government could not survive in the modern age of satellite and digital technology. (He was later to play a pivotal and unexpectedly high profile part in the merger that combined the last two surviving ITV companies, Carlton and Granada, in 2003.) Privatised electricity firms were another case where he found it was possible, on general principles alone, to foresee an industry-wide round of takeovers well in advance. 

            The general moral for investors in his approach is that there can often be something remarkably fragrant lurking behind a bad smell, provided you are prepared to go and sniff it out. Not all companies that perform badly are necessarily beyond redemption. The trick for a contrarian investor is to put yourself in the way of interesting ideas of this kind, where you can see the potential for change and also have a chance to get in early enough to take advantage of the change before it is fully recognised by the market as a whole. “My experience”, says Bolton, “is that most investors tend to avoid companies that have not done well recently, and this reaction creates the buying opportunity.” More recently, the much increased size and clout of the fund means that Bolton’s emergence on a company’s share register often now leaves him in a powerful position to promote or block changes in a company’s ownership. In underperforming companies, where he has a major stake, he has become more of an agent for change, and less of a passive investor. 

         

         

            CASTING THE NET WIDE 

            In his early days running the fund, Bolton had little internal research to fall back on and says that most of his ideas came from brokers, something that his early notebooks reflect. Early reports to fundholders note approvingly that Fidelity had relationships with more than fifty London and regional stockbrokers, the latter especially useful for analysing small local companies.
                  
			[8]
                Even then, however, he liked to cast the net quite widely. “I have always worked on the basis of having lots of ideas put to you from many sources and then choosing quite selectively from them. It is like a big sieving process. You get all these ideas brought to you, and then you choose just a few of them.” He still uses a lot of broking material now, despite Fidelity’s own extensive in-house research capability. That is partly because it is impossible to cover every stock across such a wide universe, but it also stems from an innate belief that it pays investors to expose themselves to as many new ideas as possible. 



            The trouble with relying on brokers is, says Bolton, that “they tend to be good at getting you into something but aren’t so good at getting you out of it. If they get you into something that doesn’t go that well, then they tend to lose interest in helping you to follow it. Time was when they thought something was a buy, they would tell a few of their favoured clients first. Now the regulators insist that they have to tell everyone at the same time, so there is a sort of scramble and if it is a very good idea, a few people get in and the bigger clients don’t.” The trick for a big investor such as Fidelity, even when it has a good idea, is therefore to find a way of getting in, and getting out of, shares earlier than the market as a whole. These days the firm has a dedicated trading desk to execute the orders that Bolton and all the other fund managers place, but the issue of managing liquidity remains an ever present one – not least because, given the scale of its operations today, Fidelity can quickly become the largest single shareholder in the small and midcap companies that he favours. 

            HOW FIDELITY SPECIAL SITUATIONS HAS GROWN 

            Total net assets 1987-2006 
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            As a result, moving in and out of stocks is no longer as easy as it once was for Bolton, at least in the UK market. As his funds have grown in size, his choice has been between sticking to his last, hunting for small out of fashion stocks and simply looking for more of them, or changing his approach and looking for value among bigger quoted companies instead. Since the mid 1990s, when the fund catapulted in size to become the largest single fund of its kind, he has opted to take both approaches. In the main he continues to prefer to stick in the small and midcap area of the market, partly because that is the way that Lynch and others in Fidelity have tended to do it. But he is equally happy to own more stocks in the upper reaches of the market when valuations appear attractive, as they began to do, for example, he found, towards the end of 2003. For the last few years, his fund has owned what for him is an unprecedented number of large capitalisation stocks, even though in percentage terms his combined holdings in this segment of the market still account for under half the weight they have in his benchmark, the FTSE All-Share Index. 

            Why does investing in recovery stocks, and all the other out of favour categories he likes, seem to work so well? It comes back, in Bolton’s view, to the herdlike behaviour of the market. “You have got to use the excesses of the stock market to your advantage. Looking at recovery stocks forces you to go against the herd. Most people feel confident doing what the herd’s doing. If everyone tells them Vodafone is a good company, then they want to believe that Vodafone is a good company. If three brokers ring me and tell me something is a buy, then I normally say ‘that doesn’t look too good’. The market is excessive. It gets too optimistic on things and then gets too pessimistic on things. I also think it is quite short term and won’t look at things like the longer-term dynamics of a business.” 

            The key thing any serious investor must have is an information advantage over the rest of the market. “Generally I would feel uncomfortable taking a view on some of the macroeconomic stuff, and on things like oil prices. Why should I have a better view than hundreds of other people on them? But if you are looking at a small company in particular, there are times when you come out of some of our meetings with companies, and you can say, ‘Gosh, I probably know more about this company than anyone else at this moment’. It is Jim Slater’s Zulu Principle at work: if you are the expert on something, however small it may be in the broader context of things, you have an advantage over other people.
                  
			[9]
                I want to put my bets on things where I have some advantage over others. We’re also using the power of Fidelity as one of the biggest investors in the world to get access to companies and information. I am not talking about inside information, but about lots of little bits of things that when you put them together gives you a better informed view than the average investor.”
                  
			[10]
                
            

         

         

            PROSPERING IN EUROPE 

            One of the notable things about Bolton’s career is that he has managed to demonstrate that his stockpicking methods can work in two distinct investment arenas. Very few fund managers succeed in running an active equity portfolio in both the UK and European markets simultaneously, as he has done. (Nils Taube is one, but there are not many others.) Bolton’s early interest in European stocks can be explained in part by his desire to be looking for shares where other investors are not. “I started getting interested in Europe in the early 1980s. For somebody who likes unresearched stocks, Europe was amazing at that time, because it was completely undercovered. The stock markets were very unsophisticated in the way they reacted to news. Now that has changed dramatically; not completely, but it has changed dramatically.” 



            Traditionally, fund managers had tended to regard the UK and Europe as quite distinct sectors. “You put your linguists onto Continental Europe”, he recalls, “but it was very much the poor relation. Your best people were in the UK, America and Japan, and then Continental Europe was last.” The combination of unsophisticated markets and limited competition made Europe look a good bet at the time, though Bolton adds: “As I was useless at languages, I was probably the last person who should have been put onto Europe. But at least I knew a bit about investment, so I was able to spot things that others had not.” 

            There are good reasons why European stocks are harder for investors trained in the UK to analyse than their American or British counterparts. Accounting conventions are different, for example; the level of information disclosure has historically been less good; and in countries such as France, there are often complex cross-holdings and ownership structures to resolve as well. If you think earnings figures are unreliable in the UK, then the figures reported by Continental companies are much worse. Bolton therefore prefers to rely on other types of valuation ratio, such as the ratio of enterprise value to cash flow, in preference to conventional price/earnings ratios.
                  
			[11]
                This, he points out, is how most companies value each other when weighing up whether or not to make a takeover bid which makes it a useful tool for investors too — especially ones who, like Bolton, are interested in spotting potential bid targets. 

            FIDELITY EUROPEAN 1985-2002 
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            The way Fidelity goes about analysing European shares is to compare sector valuations from one country to another. “Someone will look at, say, the food retailers here, Sainsbury’s and Tesco, and then compare the valuations with the Carrefour, and so on, on the Continent. I believe that if you are looking at an Italian insurance company, you want to look at it first through the eyes of someone who knows about insurance, and only later through the eyes of someone who knows all about Italy. The things you have learnt in the more sophisticated markets such as the UK and America help you to spot anomalies and opportunities in Europe. That is generally what I try to do.” Sometimes the trend actually works the other way round. Bolton bought shares in British Energy, the privatised company which runs the country’s nuclear power stations, not just because other investors were reluctant to buy – ‘nuclear’ being a classic ‘bad smell’ word – but because similar European utilities were trading on higher multiples and there was less of a ‘nuclear discount’. 

            Wherever he is investing, Bolton has always been careful not to base the case for owning the shares he buys on broad macroeconomic grounds alone. (In the same way he makes little attempt to try and time the market.) In economic terms, he once told me, the macro argument for being an owner of European equities, for example, was “not that great”. He reckoned that the drive towards federalism in Europe was actually quite negative for growth. But that was counterbalanced in the early years by the structural changes which have made equities more popular on the Continent, and companies much more open in the amount of information that they will disclose to investors. German companies, says Bolton, are the only ones which still adopt the traditional Continental habit of refusing to see investors who want to come and visit them, but even that is now slowly changing for the better. 

            Bolton’s European portfolios were run on broadly the same principles as his UK ones, but with a greater bias towards larger companies. The primary emphasis was still on small and medium-sized companies, with a market capitalisation in the £50 million to £500 million range, but there was a large leavening (about 25% of the portfolio) of leading companies too. He says he found there were fewer turnaround situations than in the UK but more companies selling at a discount to their asset value. One reason for this is that the potential for takeover has historically been much greater in the UK than in most European countries. Companies which sell at a discount to their asset value for too long are liable to find themselves bid for in the UK market. By contrast, contested takeovers are much rarer on the Continent, where banks, rather than institutional investors, are the dominant shareholders. The main thing that differentiated him from the competition was that his approach was resolutely bottom-up. Many other European funds are run on asset allocation grounds — so much in France, so much in Germany — but Bolton’s funds are driven almost exclusively by where he finds the best value. 

            As a result, the shape of his funds looked very different to that of his average competitor: for much of the 1990s, for example, they were heavily weighted towards Scandinavian countries. This is partly, he says now, because companies in the northern countries of Europe are more willing to talk to investors, and to take shareholder interests into account, than they are in, say, France or Italy. But it also reinforces the basic premise that Bolton brings to his investment approach: namely, that if you do the same as everybody else, then you will end up performing just the same way. In fact, it would be an affront to Bolton’s entire philosophy if he found that his portfolios had the same weightings as the rest of his competitors. They rarely do, as the analysis by outside fund analysts repeatedly demonstrates. 

            He does however keep an eye on the overall balance of the portfolio to make sure that it has not become too reliant on any one theme or market; in his European funds, for example, with the exception of the major markets (Germany, France, Switzerland and Holland), no other country ever exceeded 20% of the total. The same goes for his UK funds, where his weightings in the various market sectors, regularly recorded in his funds’ annual reports, bear only a tangential relationship to the market as a whole. He sees no point in trying to stack the odds against himself by filling his funds with shares in one sector, just because that is what everyone else is doing, when he would rather be buying more attractively priced shares in another. Except in very exceptional circumstances, however, such as the height of the bull market in 1999-2000, when he owned virtually nothing in the modish TMT sectors, it is rare for him to have no exposure at all to a sector. The main way that Bolton manages risk in his portfolios is by making sure that no single bet can put his whole fund at risk: it is unusual for any holding to exceed 3% of the total fund, or for him to be more than 30% ‘overweight’ in any one sector. 

         

         

            LOOKING BEYOND THE UK 

            Although he gave up his European responsibilities between 2001 and 2003, the legacy of Bolton’s time running money outside the boundaries of the UK persists. The UK Special Situations fund has a remit that allows him to invest up to 20% of the fund outside the UK; and the opportunity is one of which Bolton has regularly taken advantage. Indeed, although he only occasionally approaches the 20% threshold these days, in the 1980s he sometimes had as much as 25% in holdings classified as being outside the UK at balance sheet date. The early reports by the Special Situations Trust are punctuated by the sudden emergence of obscure overseas companies that subsequently disappear as fast as they appear. In September 1981, for example, he had more than 5% of the fund in both Norway and Australia, mainly in the form of oil and mining stocks. Five years later a crop of Italian shares appear fleetingly in the portfolio. At another point he is reported to have been buying Eurobond warrants. In the 1990s Bolton again built up positions in Norwegian oil companies; and more recently, he has taken advantage of the economic boom in China to invest in a number of companies there. 



            Although it inevitably confounds the ‘thought police’ in the investment consultancy world, whose sophisticated analytical models depend on the funds they analyse displaying so-called ‘style purity’, the ability to invest in other areas adds a further moneymaking dimension to Bolton’s armoury. His rationale is simple: “Investing in other countries is something that I have always done. It fits in with my style and has served the fundholders well. There is no reason not to go on doing so, particularly where I have a special knowledge of a market or industry.”
                  
			[12]
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