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THE BIG MONEY













CHAPTER ONE





ANYONE CAN


BECOME RICH





One Stock, BASM, and the Seven Steps









America won the Revolutionary War. Although the reasons are complicated and involved strategy, perseverance, supplies, and more, we know from our school days that the British relied on an outmoded way of fighting. They were very well organized, marched in a straight line, and stood tall in their bright red coats when they fired.




In contrast, the Colonials were more free-form, hid behind trees, and fired when ready. Comedian Bill Cosby had a routine in which he played the captains of two teams, the Red Coats and the Settlers. When the captain of the Settlers won the coin toss, Cosby then asked him what he wanted.




The Settlers’ captain said that the enemy team had to wear those bright red coats, approach the Settlers in a straight line, and fire only when commanded to, while the Settlers could hide behind rocks and trees and fire at will. We have always laughed at this, and put a lot of faith in that part of what we learned in school. The regimentation of the British undermined their ability to fight this type of war. The Colonials’ flexibility and new ways of fighting were instrumental in helping them win a war against a much larger and better-equipped army.




America won its independence.




What if I told you that most investors today are practicing a form of “Red Coat Investing” that undermines their ability to become truly wealthy?




I would add that there is a way to win your own independence from inflexible, counterproductive investing. It is through very easy yet solid techniques that I and many other investors with top records have used for decades to capitalize on great stocks. It is not magic, nor does it work while you sleep. You have to actually learn the key techniques of how to recognize a great company and a future winner and then know how to hold on so you can create wealth.




First you have to free yourself from old ways of thinking. Next, you need a “compass,” so that you can direct your attention to some critical but simple things. Haven’t you always wanted to recognize, buy, and hold one of the companies that have made stock investors 100X (100 times) their money? (Throughout the book I use X to denote multiples—thus here it means “one hundred times the value of the original investment.”)




This book is about the compass, and about Seven Steps that are the simple but highly effective procedure you use, so you can stop beating yourself. It is not a manual with complex instructions, but in contrast, it uses entertaining true stories from my decades as a stock picker, with lessons. This is the way most of us learn most quickly and effectively.




Over time, you’ll be able to work with more confidence and less frustration, and have a far better chance of making the big money. While this can be triples and quadruples, I think of the “big money” as more like making 10X, 25X—even 100X or 200X—your investment by owning the greatest companies, and owning them with true insights and patience over the long term. This will reward you with a second form of independence: being independently wealthy.




Since computers arrived on desktops in the early to mid-1980s, investing has not improved, nor has it improved with the arrival of the information age. For most people, information overload has simply made it much tougher to pick stocks in order to become wealthy. People look for almost everything, lacking focus and the secrets of what to look for. Those secrets of how and what to focus on are revealed herein. By simplifying and focusing, your chances of getting rich go up enormously.




My college English-literature teacher taught us that there were only seven great themes in all literature, so every book, movie, or play embodies one of those themes or a derivative of one of them. Well, there are a few more than seven themes (or principles) in all of investing, but not many. Almost all of the best growth-stock investing revolves around certain themes of how a company makes its money, grows, and thereby provides great stock wealth to its shareholders.




When we can recognize things that have occurred before, investing becomes much more simple. Each great company has a business model that it should describe in very straightforward terms: how it will grow, be very profitable, and protect itself from competitors. Learning to recognize the things that really matter gives you that critical focus and helps you avoid drowning in the flood of information available in this information age. Thus you can concentrate on the relevant aspects of that business model, the strategy and key assumptions a company makes, and, of course, how good its management is. I will outline how you go about finding this relevant information and how to focus on four critical factors, or BASM:B usiness model,A ssumptions,S trategy, andM anagement. Investors who learn to focus on BASM become the investors who invest for the greatest gains.




 




The earnings that companies generate do create the stock gains over a relatively long period of time, but there is a lot of confusion and noise in the short term. The reporting and accounting techniques in the “numbers game,” and even fraud and lying, can all seem like one of those English garden mazes to most of us at times. Thus I regard earnings as the “golden eggs” that create stock gains, but what I call the “golden goose”—BASM—is actually responsible for generating those golden eggs.




Still, our universal human instincts, foibles, and responses often get in the way of good investing. These foibles include greed, which can be a positive force if controlled, but a negative force when emotions run high. Next come lack of patience and lack of regard for time horizons, or insensitivity to benchmarks. Another critical and very human mistake is trying to predict short-term market moves and basing all good stock investing on high-risk factors, a strategy that almost always torpedoes great investing. Central to all great investing is substituting knowledge for emotions and building the right kind of knowledge to make the big money.




To use BASM and the tools and concepts of successful investing, we need to stop doing the things which, although typical of human behavior, constitute beating ourselves. We need, then, to follow the Seven Steps:




	

knowledge


	

patience


	

disciplines


	

emotions


	

time horizon


	

market timing


	

benchmarks







The Seven Steps and BASM combine in a very fluid and natural way to allow you to invest for the big money. Learning to use these things is not very hard. You can see how they work in the examples I offer in this book. You will be using what is, in effect, the case method, which is the core learning tool of Harvard Business School, many of the other top business schools, and most great law schools (although my own experiences, recounted here, and yours will be much more effective than anything you learn in school). It seems to work far better than other methods. It is experiences that make investors great, and these experiences can help to make you great—meaning rich.




Did you make an early prediction that the Asian crisis would hit in 1998, or that the bull market would peak in March 2000? Most of the time, people cannot accurately predict early in a season the two teams that will be in the Super Bowl or World Series; nor can they predict the weather, or even some of the most important things that happen in their personal lives. We all like to feel that we can predict certain things, but we also know that reality says we rarely can do it accurately.




But when I get to know the CEO of a company well, I can start to understand how he or she will react to new situations. Although you may not be able to actually meet with CEOs, you can certainly read up on their track records, public statements about their company, and articles about them—in short, get to know what you truly need to know about them as you learn the techniques in this book.




Today, the Internet and other resources make it possible for you to learn all about who a CEO truly is. You can find out things right at your desk that I and other professionals had to research through travel, meetings, and phone calls.




You can predict the behavior of your closest family members and friends in certain situations, so even if you cannot predict the behavior of CEOs quite as well, you can still separate the great ones from the rest. That’s what it’s all about.




Identifying great CEOs and understanding the best corporate business models can make you very wealthy. The system of identifying those investing elements that I describe over and over again is what most great investors have found through their experiences—like those in the cases we look at here. It is the best way to make a lot of money, and over the years I refined what many of us used into the key four elements of great companies and great stock picks. Thus BASM—the four elements—is how you can identify and predict the companies whose stocks will generate the big money for investors.




I will never forget a warm spring day in Chicago more than a dozen years ago, when a man came up to me from the crowd after I had made a presentation to a large group of investors in the mutual funds I managed. He was in that portion of mutual-fund investors who also liked to buy some individual stocks to try to get rich. He made it clear to me that, for him, the best part of the presentation was not my fund per se, but my stories about how I picked the best stocks. Years of talking to investors have reinforced the fact that those who want to get rich crave the same kind of stock stories that professional investors tell each other over lunch.




These investors felt that they learned and benefited not so much from rules, books, or articles but from hearing about the experiences of successful investors. I immediately recognized how profoundly important that principle was, for not only had I learned from my own experiences and from great investors I knew, but I had also learned a lot from the very beginning by embracing the experiences of someone who was interviewing me for a job before I graduated from business school. It was one great story, but sometimes that is all it takes.




Over years of talking to individuals and giving presentations, I acquired a lot of insight into their problems and challenges, and always tried to make them feel confident that they could own and concentrate on a few stocks—or even try to become rich from just one stock. Naturally, I also talked a lot about how I invested their money that was in my mutual funds. That is why I was there. They asked questions about how I picked stocks and said they would love to hear story after story. I told them that those of us who did well at stock picking loved the stories too and we told them to each other. The stories are not just interesting and entertaining, but the best way for both money managers and individual investors to learn and then act on what they had learned. This is why I decided to tell some of these stories in this book. As I said, I want to give investors a compass for navigating their way to financial independence while having the simplicity of approach and confidence to act on what they learn and put some real money to work.




Obviously, learning but not acting on what you have learned won’t get you there. Sure, we all know that, but emotions and lack of a compass to direct us to what to learn is a pretty common problem for investors and one that often blocks action.




My good friend Ben Bloomstone, a veteran broker, once waited in line at a Starbucks coffee shop in Seattle many years before Starbucks even went public. He saw how terrific the operation was and how much he and the other customers loved it all. Yet Ben had no real way of assessing how the company would differ from countless competitors, and never focused on the key things (what I came to call BASM), so he never bought its stock. Although he wonders today why he did not buy Starbucks on its first offering, I think he would not have hesitated had he known the principles of BASM—he would have owned it, and it could have made him a fortune. Another good friend, Vic Linell, wonders why he sold Microsoft each time the market scared him, or some other factor made it seem as though the stock would plunge, only to see Microsoft shares dip temporarily and then continue to go up and make fortunes for many other people.




These two friends have been two of the top institutional brokers in the country, providing great research from their brokerage firms to leading investment professionals. Yet they got too busy doing a great job in their professions, and they never had a system of stock picking that was different from those used by their research analysts. Research analysts do great research but think differently from money managers, and are generally not very good stock pickers. (Good analysts understand the importance of BASM, but they don’t follow the logic of the Seven Steps—and that makes a big difference.)




Why do I make this unequivocal statement? Because I began my career as an analyst and evolved into a stock picker. Instead of imposing the detailed history of my own career on you at this point, I will unfold the parts that will help you, through stock stories, as the book goes on, showing you why BASM and the Seven Steps have made me very successful—and how they showed me the way to help a lot of others make a great deal of money.




My experience is the reason this book is about stock picking, not securities analysis.




In August 2005, as Google celebrated its first anniversary as a public company, its stock was roughly 4X the price at which it had gone public. Many bulls and bears had trouble understanding the price.




Approaching its initial public offering, or IPO, the Internet search-engine developer was the subject of a huge amount of press and fanfare, since its product was so popular. The debates about how expensive the stock was approached the same high levels as debates on national issues or major sports championships. Most of these debates took fundamental approaches using some concepts of securities analysis, but I did not see any of them really get into the key issues that BASM focuses on—that is, would Google be viewed just as a hot product and hot stock, or as a great company to own and follow?




As Google comes into a period when it will contend with the key factor all potentially great companies must face—competition (Google’s is from Yahoo and Microsoft), it will be BASM once again that will define how we track Google’s progress and judge whether it will belong in the ranks of the great ones.




HOW DID I DO IT?




Like most investors, I learned from experience and used each experience as a stepping-stone to understand how great investors identify business models and pick winners.




The very first stock story I heard, at a lunch down on Wall Street in 1971, made a great impression on me, and I used what I heard over and over again; it set a tone for my entire career. It is something that, I think, will help many other investors:




I was about to graduate from Harvard Business School and had spent the morning interviewing with a great group of security analysts from a large Wall Street firm. Now I was having lunch with their boss, the director of research. The interviews had gone extremely well; I sensed a good rapport between me and the analysts. This lunch seemed to confirm that in the course of nonstop conversation.




I had been impressed with the analysts, and I was even more impressed with Dave. Unlike some research directors I had met, he was not so much an administrator as he was a mentor and teacher. “I want to develop stock pickers,” he had said, adding, “I want a bunch of real investors in my department. That is what this business is all about.” He and I knew that many analysts do in-depth research and turn out very impressive reports, but they may not know how to pick the right stock at the right time to make their clients a lot of money.




As our long lunch drew to a close, my host took the check and pulled from his pocket a huge roll of bills that looked as if it could choke a water buffalo. My eyes grew wide in wonder. I couldn’t help asking Dave if he always carried around so much cash.




“Oh, I guess so,” he replied casually. “I have a lot of money in a drawer, and I just pull out a bunch when I think I need some. Frankly, I don’t think about money at all. I started with nothing and became very wealthy investing, and I don’t need to work. I come to work because it is fun, and I love it, and I love picking great stocks.”




THOSE DEFINING MOMENTS IN LIFE




Most of us can remember a few moments in life that were “defining.” That is to say, something set us on a new or different course or made a big difference. This was one of those moments for me, and I have never forgotten it. The seemingly simple stock story that he told me established the basis for a large part of how I came to invest. That one story made a big difference for me.




First, I recognized on that day that I should always try to work in organizations with great people who knew a lot about investing, rather than try to get most of my information from technical journals or texts. I had read about “grand masters” in investing and other areas of life, and it seemed as if one should learn the best and the most from a master. But I had always envisioned this type of person as very famous and had not realized that many masters did not have their name in lights.




Dave was the first person I had ever spoken with at length who had become very wealthy from picking his own stocks, so I was eager to hear more.




He told me that he had invested in a bunch of small, fast-growing companies over time, and some worked better than others. He felt that while everyone should have a portfolio, or group of stocks, that had future growth potential, ones that made sense for him or her, he had always believed that it was smart to also have a few stocks that had the possibility of making one rich.




One day he invested in Xerox. The company, formerly known as Haloid, had a technology that it was perfecting and selling in 1959. The stock went public that year and was trading over the counter, so he bought it. Xerox, the first automatic office copying machine to use regular paper, was listed on the New York Stock Exchange in 1961. Because its price had been appreciating strongly, it became much better known, and the gains accelerated. He went on to say that he read all he could about the new technology and the market reception, the lack of real competition, and the potential for the company. Xerox had been relatively unknown before then, as was the new technology that enabled its machines to make paper copies from printed pages. Back then, everyone used low-tech methods—such as carbon paper, slipped in between sheets in a typewriter—to make copies.




After reading and understanding all about how the company operated, Dave still had not been satisfied, since there was no assurance that this new technology would pay for itself and actually flourish. One of the more important things he did was to talk to other companies’ purchasing people, who actually bought the machines; he also spoke with many of the users in some nearby Wall Street offices. He chatted with clerks and secretaries. He asked good questions about their usage patterns, what they liked and did not like, and what would make them buy more copiers. That gave him a real feel for the state of the market and gave him enough relevant information to make his own back-of-the-envelope calculations.




Dave used common sense and estimated how many machines could be sold as technology improved; as prices dropped; and as marketing, distribution, and awareness all were projected to show reasonable expansion. He worked out a weak case, a really strong case, and a middle-of-the-road case. Just from these calculations, it was plain that the potential for earnings growth was huge. Dave had what he needed and wanted in commonsense terms, but he also could look at real numbers on one piece of paper. The simplicity and logic of it all were very impressive, and today I still love so-called models of a company’s future earnings that can be made simple, straightforward, and logical.




As much as I benefited from training in my early investment days, it was the practical applications of this commonsense approach that started me on a track that became my personal methodology in most things, including talking to airline pilots, truck drivers, and baseball-card dealers, over the years, to name just a few. In this situation, as the Xerox stock had climbed higher, my lunch partner had known more, had greater confidence, and had bought more. The ups and downs of the market would affect the stock price, of course, but he bought on dips because he had great faith that this company would persevere. He told me that the more knowledge he had, the more money he made; and the more money he made, the more he wanted to know.




I could understand why many investors and businessmen were skeptical about the new product, as they wondered whether buyers were just experimenting with this new toy that seemed to make copies that were so much more expensive than those done with, say, carbon paper. Remember that this great boom period for Xerox occurred before personal computers, and even word processors, appeared in offices. It was just as appropriate to be highly suspicious of brand-new, untested products, services, and markets back then as it is today. Skepticism is a reflection of a healthy sensitivity to risk, and it manifests itself either in staying away from what is feared or unknown or in working to gain the knowledge to clear up some of the doubts and uncertainties, one way or another.




The doubters—there are always plenty of bears for every great idea—felt that the cost of the machine would be far too high for a really broad market to develop, and the copier would not pay for itself in a business that cared about costs and expenses, which is virtually every business. Moreover, the copies came out damp with ink, the machine made noise, and the process was slow. In these early days, nothing at all had been solidly proved. But this company had a product in an early stage and was selling into an immature market, and unlike most of the Internet companies of the 1990s, Haloid Xerox did have some earnings, good management, and a solid business model.




Up to now, Dave had made pretty good money on various investments, like many other investors. But, while many investors over the years held, for example, Xerox, Microsoft, Medtronic, Home Depot, Toys “R” Us, and many others at just the right time in their early years, most investors took a profit and got out way too early, missing the chance to build a fortune with a few stocks, or one stock. Countless investors were shaken out of great stocks because something happened that made the overall market go down, and they just plain bolted for the door.




The difference was that they did not build deep knowledge of the company behind the stock—the kind of deep knowledge that keeps you in the stock when the market fluctuates, the kind of deep knowledge that makes you want to buy more stock, and the kind of knowledge that keeps you in the stock for a very long time.




If you look at an old stock chart from that period, you see that after adjusting for splits, Xerox stock would have sold for about $4 around the time Dave first bought it; some dozen years later, it had hit $160 per share. He had made 40X his money, essentially a lifetime’s fortune, and that was that.




That period in which my new friend Dave made his fortune was the real golden era for Xerox. Later it would see its fortunes get better or worse. Many of those periods in which the challenges were poorly met had to do with its own management. So Xerox in the following decades presents us with other great lessons to learn, and we will be coming back to this company. Clearly, though, I had learned a great lesson from my friend—a lesson that would launch me on a quest early in my professional years. The quest I speak of is with me even now.




This book is about doing what Dave did.




Using stories that are both educational and entertaining,The Big Money reveals the best methods to simplify stock picking and to stop defeating ourselves. You will hear from one of the greatest investors of the 1920s and see how he describes investors beating themselves almost a century ago. This, unfortunately, is still the case with most people today. We are all emotional creatures, and busy and swamped with information and data, but far too many of us have no obvious “navigation chart.”




The lessons from each story are universal in the sense that they can be applied to many, many stocks, not just one, and not just in one industry. The theme of simplifying investing is paramount, and this book is not built on numbers or concepts that you need experience to use. This book is for everyone out there willing to spend a few hours a week reading and focusing on a few key factors that can make you the big money from one stock or just a few stocks.




I ask people, “How are you going to recognize the next Microsoft, or the next Home Depot, Dell, Nike, or McDonald’s, if you do not really understand how we recognized those companies in the first place?”




McDonald’s did not invent either hamburgers or fast food, and Nike did not invent running shoes. Both, however, became the clear leaders of their industries. Microsoft did not invent computer operating systems, word-processing software, or spreadsheet software programs, yet it became the market leader for all of these products.




Home Depot did not invent hardware stores or retailing (though it did pioneer something of its own), and Dell did not invent computers (though it too was a pioneer). Not only that, but in their early years, when these companies were just lifting off, they were not first in their industry. Every one of these companies came from behind. You will be both interested and entertained by these examples, and you will find that the lessons in the following stories can make you rich by helping you to recognize what makes a company and its stock potential sources of great wealth.




All of these companies, and many more that you have heard of—and a long list that you have not heard of—had a few key things in common. These things were ideas that were translated into strategy, business plan, and action.




Over time, companies like Cisco, Dell, Microsoft, Home Depot, Wal-Mart, and others have made investors hundreds of times their money (and in some cases thousands of times, as with Wal-Mart). Yet many more stocks were there for the taking. Some were good gains, some were great gains, and some could make patient investors wealthy for the rest of their lives.




I do feel that most people should have the bulk of their retirement money in mutual funds or with financial advisers or both, so that they are not burdened with managing their retirement account. But I also feel that everyone can use the methods I have developed, own a few stocks, and concentrate all of his or her investment time on the “wealth” stocks, with the objective of becoming truly rich.




It is not just the famous names that can make you rich. You will find a story about a company named Molex in Chapter 2, why I invested in it, and how it did pretty much what Cisco did. You will be witness to the inside battle between Apollo Computer, the leader in work-station computers in the early 1980s; and Sun Microsystems, which replaced Apollo after a tough fight, and went on to make investors over 200X their money.




The battles are endless. Consider what happened when Sears, Roebuck and Co. was king of retail in this country and celebrated its dominance by opening the 110-story Sears Tower in Chicago in 1973. The Sears Tower was the world’s tallest building (until 1996), housing the headquarters of America’s most successful retail and catalog operation. Analysts back in the seventies projected that Sears would keep its number one spot for a very long time. They were wrong, very wrong. The reasons why Sears fell and Wal-Mart rose are directly related to business model and management, and if one looked hard at the key elements of their stated strategies, what the management was doing, and the main parts of the business model, instead of just extrapolating the momentum of earnings and analysts’ estimates, it was all there to see.




Perhaps investors might remember tremendous gains from Zapata Corporation, or Schlumberger, both in the energy business, and perhaps not. Maybe some will know that Quaker Oats and Ralston Purina each had their periods of 700 percent and 800 percent gains in only a few years, or that Rite Aid, the drugstore chain, once went from $4.75 per share to $55 in about twenty-four months. It is easier to remember that Disney went from $4.50 to $120 in one six-year period (1966 to 1972), while McDonald’s multiplied investors’ money by 50X during that same time. But many will not be aware that MGIC, a good financial company that professionals as well as individuals owned, rose from $1.70 to $96.




The point is that you cannot always predict which business sectors will produce great gains in a given period. Sometimes the gains will come from the technology sector, sometimes from retail or media companies, and at other times from interesting companies that are just doing a great job while other companies in their industry sector are stagnating. Most of the time, it does not matter whether a company is a drugstore or a software company. What does matter is whether it has an open-ended market opportunity and a great BASM to take advantage of that opportunity.




This is not a history book; it is a book of great lessons to teach you to recognize what will make you rich. Nevertheless, history shows us which companies have generated the huge gains for stockholders and why. We all need this perspective in order to recognize great investments in the years ahead. Investors who wonder how Google will fare are far better off if they understand what happened to all the great search-engine companies that came earlier, from Alta Vista and WebCrawler to Lycos and others, concentrating on companies’ descriptions of how they would grow and be profitable—the business models.




Besides, just as in military battles, chess, and elsewhere, all the great moves repeat again and again. Business models can be virtually the same, even if the products or services sold are different. That’s why Molex taught me things that helped me to recognize and make huge money from Cisco. The key parts of BASM were the same for these two companies.




I listen carefully as debates rage today about Google—the “poster child” for what people hope is the big opportunity stock—and others such as Apple and its iPod, Netflix, TiVo, nanotechnology companies, and more. Debates over Google are most often about its valuation based on price-to-earnings ratio. But for every time investors wish they had sold a “seemingly” expensive stock, there are many instances when they sold stocks that could have made them rich, because they had no guide other than “conventional valuation arithmetic”—they didn’t know what to look for.




It is disappointing how many students and investors I talk to do not really understand how Microsoft or Dell or others came from behind to win. They need to know how these things happened if they are to recognize which companies are to be the biggest successes of tomorrow. So picking a winning stock cannot be like a second-rate general trying to fight the last war; it is all about understanding themes that will occur over and over again, in order to recognize how to win the next war. You can be sure that the management of the great companies understands the history of the winners’ business models. So do the best investors.




Thus, to spot Google and nanotechnology and stocks of the future, we move away from the conventional—“Red Coat investing”—and use BASM and the Seven Steps.




The most successful managers and strategists are true visionaries who have learned the right lessons from the past and stand by their commitments even when things are tough. Nike’s Phil Knight battled against Reebok, and he led Nike to victory in the contest to be number one. The same goes for Microsoft’s Bill Gates, who battled Lotus (which had the early spreadsheet lead of 70 percent market share); and Dell, which came along five years after Compaq, when Compaq seemed invincible.




To me, these same stories are going to repeat again and again, with only the names changing. The Internet battles already fought and won were very much decided by the factors of BASM. The Internet is just beginning to transform our lives and how we do business, and successful investing will mean understanding why eBay and Amazon and Yahoo have done what others could not do. New Internet companies will not end with the arrival of Google. There will be many more. The Internet age has only just begun. More new technologies will continue to arrive in this age of science and discovery. Nanotechnology, or the science of the very small, which focuses on things that are the width of a human hair or less, is already finding new ways of doing things. As in any new, exciting area, there will be mania stocks and there will be great investments, and one needs to know how to recognize each.




Some investors ask me how you tell the difference between a stock like Krispy Kreme Doughnuts, which became a mania stock (irrationality prevailing), and Google, which seems to be a solid company so far. There are some good lessons in this book that will answer those questions and many more that are front and center in today’s markets and in the markets of every era. These lessons will help you with many stocks in the future.




I enjoy comparing Apple Computer in its early years with TiVo in its early years, since the lesson is a good one. Investors who have no idea of what happened to former great technology companies that “owned” their industries’ number one position, including Wang Laboratories, Digital Equipment Corporation, Lotus Development, and Compaq Computer, will find that they will become much stronger tech investors if they know the outcomes of these great battles, and the reasons for victory and defeat.




Finally, there are even simple ways of dealing with potential fraud or financial reporting problems, and using BASM and the Seven Steps in this regard as well.




Have you heard of Sambo’s restaurants? Well, just as Molex taught me things that led me to recognize what Cisco really was when Cisco made its public debut, in the 1970s Sambo’s taught me to recognize what Enron really was in the 1990s.




Everything repeats. This is a huge plus, and a huge secret to making money with stocks. Learn to recognize things that you will see again and again, and you will be way ahead of many other investors. This is true equally for winners and losers. In this book you will learn how to recognize the themes and the stocks. All of these themes involve BASM and the Seven Steps.




Nonprofessional investors have big advantages over professionals. Among other things, they do not have to provide elaborate reports to committees in order to justify buying or selling and get the votes required to support such decisions. Professionals do have some advantages, but individuals have many more. There is a world of great opportunity if you simplify and focus only on the specific knowledge that you need. This knowledge leads to confidence, and that, with some disciplines, leads to big money.




This book is for people who want a clear, simple way to add to their mutual funds and investments with some stocks that can make them truly wealthy. It is for all of the countless millions more who want to know the stories, the concepts, and the lessons that will guide them to win their own freedom from inertia and from the old ways of investing.




Looking at earnings is important, of course, and I will discuss how one does this, but it is the golden goose that creates those earnings on which we must focus in order to simplify and to understand the great stocks. BASM, or some version of it, worked very well for me in my stock selection and in building a record that was one of the five best in the country for fifteen years. It has also worked for many more of the best stock pickers in the country.




I hope you enjoy the stories, gain from the lessons—and then go out there and, as Phil Knight would say, “Just do it.”















CHAPTER TWO





KNOW WHAT YOU OWN





Knowledge






To succeed in business, to reach the top, an individual must know all it is possible to know about that business.




—J. PAULGETTY












HOW IT WORKS




Some people today have heard of Molex, and many have not. Almost nobody had heard of it many years ago when I first invested in it. I became familiar with it and bought it on the company’s initial public offering in 1972. I made a lot of money and owned it more than once.




Over time the stock gained almost 20,000 percent or 200X its initial price, so the stock performance made it a “Cisco” long before Cisco appeared. Some specific things about the Molex management and business model made it similar to Cisco. That helped me to recognize what Cisco could become when I was studying Cisco as it went public almost two decades later. This is one of those great examples of why certain things in history create the basis for recognizing tomorrow’s big-money winners.




Molex, located amid cornfields in Lisle, Illinois, was a tiny electrical connector company that went public in 1972. I was then working at Washington Management Company and was assigned to be the analyst on this company. Although I knew little about technology companies, what I had read about tech companies and stocks interested me. I was a bit nervous, of course, because I did not fully understand the factors that made technology companies and products good, or what made them successful.




What I quickly found out is what most individual investors need to know: if you look at BASM and the factors that make any company good or great, you will be able to invest in technology with greater ease and better results. You do not need to be an engineer, and you should not go down the “let’s play engineer” route and thus get confused by so-called techie language.




I did not stay nervous all that long. I read some more and found that the specific technology products a company sells can be less important than how the company manages the development and evolution of that technology, how it works with its customers, how it markets its products and services, and finally, how it manages itself. There were, and there are, a lot of good technologies, but very few good, let alone great, technology companies.




I do not want to minimize the importance of great technologies, new or old. But think of the technology as the “ante” to get into the “game”—the competitive battle for customers and market share. Think of BASM as the way those companies that win are able to do so. Good technology companies, like all other types of businesses, rank very highly on the four factors of BASM. That leads to the most important aspect of high stock valuations: repeatability. Many, if not most, tech investors are attracted to companies with “hot” products. They become trapped in the stocks as companies fail to carry the great product successes forward and achieve repeatability. Then investors end up with disappointing profits or even lose money.




When I first went to see the management of Molex, I will never forget how convincing the top people were. They didn’t try to sell me on their company, but they did convince me that they really knew their mission and how to achieve its objectives. They had great credibility with me, and over the years that turned out to be warranted. They were not promising the moon, and they were not announcing technologies that would conquer the world. The Krehbiels, the family who ran Molex, were a solid midwestern family management team who had worked together for years to grow the company, which had been founded in 1938 to manufacture inexpensive molding materials for toys and flowerpots.




Now they wanted to use their great storehouse of manufacturing knowledge and years of experience to enter a more dynamic market. They had chosen electrical connectors, because they looked a few years ahead and believed that electrical connectors would have a great future.




This is a great example of the assumptions component of BASM. Molex made assumptions about why electrical connectors would be a great business to be in, and those assumptions were critical to its success. (Years later, Microsoft made assumptions that the marketplace would want standard software and would not hop around from one hot product to another. These assumptions made the company willing to make no profit at all on some early offerings just to “lock up” customers.)




The proliferation of electronics that use connectors, from autos and VCRs to Pepsi vending machines, meant a huge moment of opportunity.




You have probably seen connectors—components made of plastic with wires coming out of them. You will find them in just about every electrical product you can think of. Using sophisticated connection devices instead of, say, soldering parts together makes manufacturing cheaper and more competitive, allows for upgrades, and improves product performance.




Connectors are used to connect a personal computer’s hard drive (major memory storage, or disk drive) to the rest of the PC, including the “brains,” or central processing unit. They do much the same with a long list of things in your car, including the engine, dashboard, and headlights. From televisions to vending machines, the machines that use connectors represent a huge market.




Most of the time, great companies are not limited to serving little niche markets, but correctly pick product or service areas that will have enormous if not unlimited markets to sell into.




This end market is made up of companies that manufacture all sorts of things. Ever since connectors replaced old-fashioned soldering, the pressure has been on the connector companies to make devices that are progressively lower in cost yet significantly improve product performance. Companies that do this win the juicy contracts.




I held these connectors in my hand and could see that manufacturing had to be expert and keep to fine tolerances. It was easy to see that you had to have a low failure rate and had to be very competitive on the cost. (If a connector was defective, you couldn’t put it in the “refurbish” bin—you trashed it.) I looked at some of the customer order ledgers management showed me and could see that the customer had started with small orders, showing that they were “trying out” Molex in the days when AMP, the biggest and most prominent manufacturer around, was the leader in this industry. (AMP is still the biggest, but is now part of the Tyco conglomerate.) I see Molex, which is growing faster than AMP, as the innovation leader.




The company’s statements and reports seemed consistent with what was going on in the world. The folks at Molex wanted everyone to know them, to read about them, and to understand their business models, assumptions, strategy, and management strengths. They knew that doing this would show us that they wanted to be the best—and that they really could be.




Acquiring in-depth knowledge leads to genuine confidence. Both are essential to make the big money. Knowledge was an early key to investment success for me. It became the first of what I eventually thought of as the Seven Steps to successful investing.




I learned in high school physics the old story about the bird flying past the window. An unsophisticated observer might assume that the bird would just fly on and on in the same direction indefinitely, but a thoughtful person would not extrapolate that way. So I did not assume that what I observed would just continue on indefinitely. Analysts extrapolate as much as they analyze in some cases, using earnings as well as corporate product cycles. This is one of the all-time greatest pitfalls that prevent people from making big money: assuming too much.




What my research was aimed at, then, was what could change as well as what could repeat. What did Molex have to do to repeat product cycles, continue innovation, and get contracts? I did not know this on day one, but I learned that Molex had three of the most important things a company could have if it is going to be a huge winner:




	

taking market share from other worthy competitors


	

having a huge or open-ended market opportunity


	

knowing exactly how to lock in customers and work closely with them







Keep in mind that I did not know BASM then. In my early days as an investor, I learned BASM from companies like Molex. You can learn the same things from the cases in this book and then invest with this knowledge in mind.




I believed what Molex’s management said about its product development efforts, and thought it was right about the huge potential market it envisioned. I knew from my own reading and research that there were many things going on in the world that would create this huge market and drive very high growth.




In fact, it all really did happen. Today Molex supplies five connectors to a Pepsi vending machine, nine connectors to a typical scanner, four connectors to a washer or similar appliance, and seven connectors to a cable-television box, just to name a tiny fraction of the products that make up its end market.




What I liked the best is what I could seeon the surface. I could use rough numbers and see great market dynamics. What the management said to me was also stated in company releases and annual and quarterly reports. It all lined up and was very straightforward.




What I most wanted to know was whether I would be foolish if I extrapolated the great near-term growth and market-share gains over a considerable period. Many small companies can achieve initial success but cannot repeat that success year after year, particularly as they grow larger.




As I said earlier, Molex had been a family-managed firm since its inception. I read recently about how unusual it is for family managements to make it to a second, let alone a third, generation. According to some experts, only 4 percent of companies are still family-dominated in the third generation. Molex is still family-dominated today, and very successful.




I liked management a lot, and that was step one in becoming a believer.




 




Next came a closer look at Molex’s business model, which centered on being as profitable as possible while avoiding debt, and, very important, working closely with customers in order to anticipate and meet or exceed their needs. This enabled Molex to be exceptionally good at designing what customers would want most, and having products that performed at the top. Molex wanted a very broad product line so that it could fillall needs, and avoid being stuck in a niche.




The key to me was how working with customers and spending a lot of energy, time, and money on this major activity made up the heart of a winning business model in this industry. All the Krehbiels and the other management people I talked to at Molex obviously had dedication and credibility—what they said and what they did hung together. You will see that this is not always so easy to do. Many, many companies say that they work with their customers, but as you read their annual reports and examine the annual reports of competitors or customers, you will see the difference between those who really do what they say and say what they do, and those that do not. “Staying close to the customer” is hard, and expensive, but it pays off. Companies such as Molex, Cisco, Home Depot, and Wal-Mart have a business model that is heavily weighted toward understanding the most important needs of customers and then creating a way of meeting those needs, present and future.




An average company does not develop a deep enough understanding of customers’present and future needs. Most companies have a “financial fear factor” that keeps them from doing what it takes, since they often make short-term decisions to maximize profits. Spending money on customers’ needs, though, maximizes future profits and growth and helps to lock in customers—a critical element in repeatability.




So lots of companies give lip service to working closely with customers, but it is quite difficult to do while also maintaining expense control and profit margins at winning levels. Many managers talk this game, but few can actually deliver. This is why identifying “management that can execute” is one of my three buy disciplines, discussed in chapter 4, “Buy and Sell Disciplines.”




What I learned from Molex was a key factor that helped me to make the huge money we later made in Cisco, differentiating it from the many other companies that all wanted to do the same thing in those early days of computer networking and switching. I recognized the greatness of the business model and the execution abilities. Both stocks made the big money for investors and are examples of the fact that everything really does repeat. Learning to recognize these key elements of success early will give you the knowledge and confidence to buy tomorrow’s big winners.




Making a lot of money with Molex was a classic case of how knowledge goes hand in hand with wealth. Successful investors start with knowledge. The more knowledge you have, the more money you will make.




Naturally, because markets and stocks have volatility, knowledge is a great asset to have. Knowledge brings confidence, and confidence is what keeps people in stocks that are undergoing price pressures yet continue to have great growth in earnings. Confidence is what helps successful investors to buy more shares when prices dip, while investors who do not know what they own become emotional and sell out of fear and lack of knowledge.




Knowledge reduces risk. As Ralph Waldo Emerson wrote, “Knowledge is the antidote to fear.” When you have knowledge, you can invest a lot more money to make far bigger gains. Thus,know what you own, and why you own it.




KNOWLEDGE IS POWER




In investing, as in many other areas of life, success often depends on knowledge. In the case of Molex, some simple analysis and common sense provided me with the knowledge I needed to make a lot of money.




Plenty of other investment companies bought Molex’s public offering. We got a little stock and made some money, but not a lot. Not long after that, the market started to react to a bad economy and took Molex down quite a bit. Because of our deep knowledge, we went against the market drop, taking advantage of the short time horizon and sellers’ emotions. So we bought the bigger position we had originally wanted but couldn’t get because of heavy demands for the IPO. The stock quadrupled, then paused and went sideways for a little while, and then tripled after that. Nothing goes straight up, and very often the market action of a stock unduly influences people who lack sufficient knowledge about what they own and, consequently, fail to follow the right buy and sell disciplines. (As you know, I’ll discuss buy and sell disciplines in chapter 4.)
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Over the long term, Molex sales went from just over $17 million to over $2 billion in a bit more than three decades, an expansion of almost 120X. Profits multiplied even more as margins improved, going from $1.78 million to $858 million at the peak, or 482X. The stock, adjusted for splits, went from 33¢ to $61 at the peak, or 185X.




Most tech companies do well for only a few years. They rise quickly but soon begin to fall behind their competitors. Continued long-term success makes the great companies special. Repeatability of results flows from a great business model and leads to longevity.






You can observe a lot by watching.




—YOGIBERRA







It did not occur to me in my early days that a parking lot could be a great source of information for investors, but ever since I heard from a colleague about a McDonald’s parking lot, I do not count out anything.




When I began to cover McDonald’s for our company, I visited with management, talked to good Wall Street analysts, and read everything I could. I expanded my knowledge. I also made it a point to talk to franchise operators. I even walked into restaurants to see if there were patterns or trends or other bits of information that I could pick up. I liked to talk to people who used the products. I wanted to know what it was that made people go to McDonald’s in droves, particularly more so than to other hamburger restaurants.




I remembered what Dave had done to acquire so much knowledge about Xerox at the very beginning.




I saw with my own eyes and heard from customers that consistency, quality, and cleanliness were there, and were very important factors. Those factors were built into the core of the McDonald’s business model, so it became evident that a hamburger restaurant does not succeed just on tasty food. It must be differentiated; the restaurant needs a real business model that can stand the heat of the competitive kitchen, so to speak.




I had tried very hard to get all the portfolio managers at Wellington Management Company to buy the stock, but the group in Philadelphia (I was in Boston), led by legendary “value stock” buyer John Neff, had always felt the stock was a bit expensive. They were unsure whether the company could stay differentiated long enough to justify the higher price. But one day I heard in the morning investment meeting over the speakers that connected our offices that John Nyheim, a senior associate of Neff’s, had bought the stock into their portfolios.




I asked Nyheim about it. I was pleased that the group had done so, but I noted that they had resisted buying earlier for the reasons I mentioned (and because John had stated that he personally did not like the burgers).




John said, “Yes, Fred, that is correct. But first of all, I now go there because my kids love it, and they make me go. Second,” he added, “when I go there, it is always full and hard to park at. And third, it is the only place I go where there is a full array of every car, from the Volkswagen Beetle to the best Mercedes. This company serves a very broad market with mass appeal—thatis a great market!”




These things had changed his mind. I could see that John Nyheim, a great investor, had an open mind, which is one of the best weapons of a great investor. Great investors do change their opinions. They are not trying to declare the truth; they are trying to find it.




Moreover, John was doing what I liked to do—he was looking at the users of the product and studying the marketplace. One does not need to learn great lessons every day—there are only so many—but one has to remember them anduse them. That is how great investors become great, and that is how to make money in stocks.




As I studied McDonald’s more and more over time, I realized that what looked simple was not. Management had designed brilliant, complex systems to achieve uniformity, quality, and cost controls, all of which supported great prices.Sustainability andrepeatability are two things always to look for. They do not come out of thin air, they do not come easily, and they never result from luck. They come from the M in BASM.Management is what makes the difference.




COMMONSENSE INVESTING






Chiefly the mold of a man’s fortune is in his own hands.




—SIRFRANCISBACON







Whether it was Molex or McDonald’s or others, common sense showed me how to evaluate the markets they served. Working up some very basic numbers led me, as it would lead any investor, to the same conclusions I would reach by studying BASM. In other words, BASM is the golden goose, and the earnings are the golden eggs. Over time this earnings growth will translate into great stocks.




Even though one could work up very complex earnings models for McDonald’s and all other companies, all you need to know is whether you think the company will meet or beat Wall Street estimates. You are not trying to persuade somebody else to buy, nor are you writing a report. What you want to know is whether or not the company is going to grow strongly, and make or exceed the earnings estimates that are already out there. Common sense and a pencil are all you need.




I looked at how tiny a share of the restaurant market McDonald’s (MCD) had, and knew that if it executed well, it could grow strongly for many years before it had much of a share. Then, I looked at the company’s projections for opening new restaurants, and the revenues of the whole company, divided by the number of stores out there, to get the average amount of revenue and profits per store (annual report), for starters. Even though new restaurants take a little time to get to good profitability, it was easy to see from these numbers that MCD would grow very strongly, and I felt that the P/E of the stock did not reflect that outlook (see chapter 4 on how to measure stock price to earnings and to growth rates in a simple way). My own arithmetic on this, which is easy even if you do not like math, said to me that estimates could easily be low. Reading about the brilliance of the company’s systems gave me knowledge and confidence that execution would be great. Execution from BASM and the number of new restaurants that were opening told me to buy.




Keep in mind that with all quality stocks, the professionals do not have any advantage over anyone reading this book. What Dave did with Xerox or John with McDonald’s demonstrates that. If you want to get rich from stocks, and understand BASM, and if you have common sense and a desire to do a little work, and thus seek knowledge, then all it takes is finding one truly great stock—just one.




RECONNAISSANCE AND THE “AMBER ROOM”




During my first visit to McDonald’s, when I was a young securities analyst researching and following this company, I spent an entire day at the company’s headquarters in Oakbrook, Illinois. That was the moment I got to look into the very core, as it were, of the company. One of management’s senior executives took me to a special area.




“This is what we call our Amber Room,” my host proudly asserted, as he showed me a modest room dimly lit by amber light. Stepping through what was much like the hatch of a ship’s compartment, I found myself standing in a room with a circular floor, most of which was taken up by a circular water bed. The walls formed a conical shape, sweeping upward to a point. “Scientists have found that amber light, coupled with a relaxing atmosphere, stimulates those brain waves most responsible for creativity. Creativity and innovation are central to our future and to maintaining our leadership position in our industry,” the executive concluded as he observed my reaction to this fascinating environment.




That visit to McDonald’s certainly showed me that this one could indeed be the big one. Those on the management team were driven to be the best, they were highly creative, and they were thinking a lot about how to be successful for a long time to come. All of that is good, but those things alone did not make McDonald’s great. As I describe later, I visited with the managements of the major airlines, and they were all driven to compete, but that did not make them great. I had visited with a bunch of restaurant managements and had not yet seen a company that could be called a great company. So what was it about McDonald’s that made it a great company? You may seldom (if ever) be able to travel to far-flung locations and meet with managers of companies that interest you, but today, unlike my early days, we have the Internet with huge amounts of information on company Web sites, and we have Regulation FD (Fair Disclosure) from the U.S. Securities and Exchange Commission (SEC), which states that companies cannot give professional investors (or anyone else) private information that they do not release publicly.




So youdo have the advantage. You get all the information and do not have to fly back home and write a report or get the approval of a committee. You can look at your research and buy.




Moreover, there are plenty of companies worth getting to know in depth that have operations right in your city or town, particularly national chains and franchises. Go in there and look at the company from acustomer’s perspective. Get a real feeling for the location and the facility, and experience how the company delivers its service or products. This is what the military calls reconnaissance. Before you make your move, find out what the terrain is like—become familiar with a company’s reality, not just abstractions about it or what management claims.




Real confidence comes when you have read the annual reports and releases from management, and then looked for yourself. It may sound too simple, but, in fact, ensuring that what they claim about themselves and what their customers think of them are the same will help you identify winners.




 




The first thing I could see about McDonald’s is that it was inherently innovative. The company devised a system to deliver a hamburger that had a distinctive taste (and mass appeal) coupled with a lower price than the burger you got at the diner just down the street.




Low price was important, but quality, service, and cleanliness were crucial parts of the business model that really attracted customers. Through research, McDonald’s created and maintained a great set of operational systems. It is far tougher to maintain such systems than it is just to stick with low cost and prices. McDonalds’ brilliant, innovative systems enabled it to do what nobody else could do: make all the hamburgers consistently good and make them taste exactly the same, every day, at every store. This was the greatness that had even competitors offering compliments.




Being an innovator is a good thing, but being the first one out with a product is not necessary for success. Sometimes the companies that race to be the fastest with innovations have trouble maintaining growth, particularly if they do not have systems to handle rapid growth. When Ray Kroc bought out the McDonald brothers in 1961, there were a number of fast-food restaurant chains in the United States. None that existed at that time became great long-term investments for outside shareholders. Hamburgers were certainly not new, having originated in their modern form, on a bun, at the 1904 World’s Fair. Then, in 1921, White Castle was born in Wichita, Kansas, serving small burgers on buns. It grew to be the first chain restaurant of its type, standardizing what it served.




White Castle did really well, and a bunch of imitators sprung up, none nearly as good. But White Castle never expanded aggressively, never developed a broader menu, and never developed the essential operational systems, real-estate plan, or financing to be a megachain. It stayed in the cities, failing to expand into the lucrative suburban markets. Without the kind of systems that McDonald’s developed, a suburban expansion probably would have failed. But the tiny burgers and onions were popular, and in some areas still are. (White Castle also established a market share in supermarkets, where you can buy those good old little burgers in the frozen food section.)




Howard Johnson’s, born in the 1920s, did very well for decades, but it became a full restaurant, with locations only on highways and primarily serving travelers who wanted a full meal, so it was neither burgers-only nor fast food. Even after the oil embargo of 1973 almost killed the company, and it closed many units, the founder built it back over time. Not until later, after his son took over, did it became poorly managed; it then went from a great American success story to second-rate—one of the most telling examples of howmanagement makes the critical difference.




Burger King was born in 1954. (Wendy’s came along right about the time I was deeply involved in my investigation of McDonald’s, and went public in 1976.) Burger King was an excellent competitor. But McDonald’s had a culture that impelled it to never rest and to constantly broaden the menu, which, in turn, led it to expand from lunches to breakfasts and dinners. The company relied heavily on the experience and ideas of franchisees, many of whom were bright and aggressive and came up with winning ideas. For instance, the Big Mac was conceived by a franchisee, as was the Egg McMuffin. Culture matters a lot, and McDonald’s had a winning culture. If you, as an individual investor, wanted to see the effect that culture had on operations, all you needed to do was eat at the nearest McDonald’s and watch how the staff functioned and how they related to customers. Reconnaissance!
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All of the things I have mentioned contributed to McDonald’s being a truly great company. When one really got to know McDonald’s as a company, though, it became clear that the core secret to great management success was operations.




Ray Kroc wanted to buy the couple of restaurants from the McDonald brothers because he felt that with a successful plan the restaurants could be made much better. His plan included dropping barbecued beef (which took too much time to prepare and to eat), and concentrating on hamburgers. Kroc wanted to grow a big chain and developed a strategy to make this possible. More important, he felt that he needed systems that would manage the costs and standardization of menu, service, and profit margins for every unit.




WAVING THE MAGIC WAND




So, while competitors were expanding, including selling lots of franchises, Ray Kroc played the tortoise and expanded slowly for a few years, while implementing his systems. This was like waving a magic wand, because these highly sophisticated systems made the operations very profitable and created a framework for growing the world’s largest restaurant chain over time.




McDonald’s (MCD) stock rode a number of waves of appreciation, as the company pushed forward to expand rapidly. The stock went public in 1965, and rose by 33 percent the first day—and then did not do anything much for months. Soon, though, it tripled in a year, and then tripled again in the next two and a half years. So its first few years made McDonald’s a tremendous investment for many. Around the time I was first visiting and getting to know MCD, it was planning aggressive expansion.




I realized, when I saw the amount of detail and the brilliance of the systems, that what MCD was doing could be repeated over and over again, and therefore I could see no limits to its growth. I came back to Boston from Oak Brook and made my first recommendation of the stock. Some of the portfolio managers bought it. This was not a new public offering, and since the stock had done so well, many who did not look closely at this company would not buy it, fearing that its nice run was over. They did not see that it could grow to be a major gain over time.




We bought the stock at about $15, and within twenty-four months it was $60, and that was just the beginning. McDonald’s has made a lot of people rich over time. One did not have to buy it on the first day. We did extremely well even though we bought years after the IPO. (I was still in school at the time of the IPO.) My hat is off to those with knowledge and patience who bought the IPO. Over a thirty-year period, 100 shares bought on the public offering would have cost $2,250 and grown in value to about $1.8 million, so a $10,000 investment would be worth $8 million.




Many people made fortunes along the way. Those who bought at higher prices often had the knowledge, and thus the confidence, to invest much more money. Thus they made more money.




McDonald’s was my first great company. I saw that it had taken control of its own destiny. While Wendy’s and Kentucky Fried Chicken (KFC) did, well, MCD became the clear leader. Even KFC had to marvel at how McDonald’s outdid everybody else in standardizing all of its restaurant units. The systems meant easier, faster, more profitable expansion, and customers were happy at the standardization of the three key things that they could see and that McDonald’s emphasized: quality, freshness, and cleanliness.




YOU NEED A SYSTEM




Everybody who plays blackjack and some other casino games hears about people who try to develop a system to beat the house. Well, in many industries and companies, a proprietary system is the company’s equivalent of beating the house. It helps the company to beat the competition by doing things better while also achieving higher profits and growth to drive stock prices. Management plans the strategy and implements the business model—the path to profitability—but management has to execute the details of the plan. An investor needs as much relevant knowledge about these factors as he or she can acquire.




Knowledge is such an important element in differentiating companies that slip and slide from those that excel that I want to go into a little detail so you can truly understand what differentiated MCD, and still differentiates it. Operational differentiation and excellence are concepts that will apply to many companies that you will invest in.




For instance, we know that Intel has excelled over the years by continually coming out with the best new microprocessor chips to serve as the brains for personal computers. The Intel systems create repeatability, so for decades big computer manufacturers felt that Intel would always have reliability in its new chips, not just new chips. When Apple recently wanted to switch from IBM chips, for a number of reasons, including lowering the amount of heat radiated by a chip, it could have chosen a cheaper chip from a clone of Intel chips. But Apple chose Intel for reliability and repeatability as well as lower heat radiation and other characteristics.




Many investors do not know that one of the core reasons for Intel’s huge success with its customers, aside from great product research and development, is that it spends a fortune on research and development inproduction methods and systems. In other words, after you have a winning semiconductor design, you have to produce it with the lowest number of defects and rejects and potential problems with chips. To produce huge numbers of chips quickly, ship them to customers fast, keep costs in line, and ensure a minimum number of defects, you need awesome production systems. These systems have to be intelligently designed, and they cost lots of money. Intel was smart to do this.




So, what kind of systems do you need for a hamburger chain? Well, your customers are not going to be happy if they have been to one or more restaurants where they wait only 110 seconds for their fast food then go to another one in the same chain and have to wait several times that long, let alone taste any difference in the same food. That is bad business. It costs the restaurants goodwill and money. McDonald’s is a company that understands that if the hamburger bun is presliced all the way through, not just partly, it saves time and money and speeds up the process. Originally, the first wave of operational elements that Ray Kroc introduced allowed the company to lower the price of hamburgers from 30¢ to 15¢, maintaining profit margins, but obviously bringing in many more diners at that price, driving up total volume and profits.




Details like how many hamburger patties to a pound, how long to toast a bun (17 seconds), and how much sanitizer to use when cleaning the shake machine (1 packet for 2.5 gallons of water) are crucial. Systems also provide feedback to store managers, so that they can see how they are doing relative to system averages and best and worst stores in many areas of measurement. McDonald’s management knew exactly how many rows and columns of burgers would cook on a grill, that a higher temperature grill had to be used for the Quarter Pounder, and that the grill must be scraped clean after each batch, no matter how busy the store was. That was supposed to take 15 minutes. You can read a great deal about these things; it is all there. The important thing to know as an investor is that all of this can be important to making companies like McDonald’s, Starbucks, Wal-Mart, Federal Express, and many more great companies. Watch for these things in the future.




Nothing is left to chance in the best-managed operations. Ray Kroc credited the systems with McDonald’s early dominance of the industry. By 1979 Wendy’s had an 8 percent market share; Burger King, 11 percent; and MCD, an amazing 35 percent.




This is one model of what makes a great company great. Many models are similar, though, which is why I chose this example. Also, many analysts feel that the restaurant business is as management-intensive as any other business, the competitive environment is as tough as that in any industry, and restaurants have as high a casualty (failure) rate as companies in the tech sector. Each company that was really successful in growing profits and stock price had to have management that could demonstrate real execution as well as ideas, innovation, and leadership. For Wendy’s, it was Dave Thomas, and for McDonald’s it started with Ray Kroc, but he wisely brought in great people.




AN EXISTING MARKET, SERVED BY EXPRESS




McDonald’s came into an existing market and just plain did things a lot better. The real great growth stories are those about companies with really big markets or demand and an opportunity to do it better. There is a long list of small companies that became big this way. Companies that fill a niche do not necessarily get really big or become great, but they can. The niche, though, limits them, so bigger companies often acquire them.




One huge market that had no technology attached to it was package delivery. Just as locating restaurants intelligently and lowering prices and raising quality can enlarge a market that has already demonstrated growth, so can technology increase the growth and size of the package-delivery market. That is exactly what happened with Federal Express (FDX), now known as FedEx.




Just as Ray Kroc had the vision to start things off right, maintaining slow growth until the systems and management team were in place, the genius of FDX was Fred Smith, who had a vision of what could be done for express delivery of important packages. In fact, Smith wrote a paper while an undergrad at Yale University about the methods and routes used by airfreight shippers and why they were inadequate. He maintained that a system should be developed for time-sensitive shipments of things such as computer parts, medicines, and electronics. After graduating from college and serving in the military, Smith went into the aviation business and, before long, crystallized his ideas about how to get people their packages in two days or even overnight. This idea revolutionized how an industry did business and became a standard for rapid delivery. But it took great management and a lot of systems and technologies to get there.




FedEx is one of the most ingenious business ideas ever. This business was located in Memphis, a city that had good airport weather almost every day of the year and was centrally located relative to the big markets to and from which shipping was done. Memphis was the ideal choice. From a few Falcon jets, the company has grown into a huge fleet of planes, numbering almost seven hundred. Many people felt that sending everything through Memphis had to be stupid and costly—how could it make sense to route a shipment that was to go from Miami to Atlanta, or even to Jacksonville, Florida, through Memphis? But Fred Smith had a system to track load factors on each plane in each city, and he had most planes at some point with an 80 percent load factor (80 percent of capacity), which is very high and very profitable. Also, it was not just what he was doing, but what he wasnot doing. He was not scheduling flights between hundreds of different cities every night.




The real genius of the FedEx business model is in understanding what is so costly about the delivery business, and also what is the key factor that causes delivery failures. The big cost is in the planes: the capital needed to lease or purchase them, the costs of maintaining them, and paying pilots to fly them. Smith figured out that if you fly everything to one city and then out to the various locations around the country, you can do that with a fraction of the planes and crews that would be needed if you tried to go from every single city served to every other city served, point to point. This efficiency meant lower costs that, in turn, pumped up the company profits, and kept prices charged to customers reasonable relative to alternatives.




Second, the system of having a central point from which to receive and ship turns out, in a complex operational sense, to simplify things so much that failures to deliver on time become very rare. That reliability is critical to becoming number one in the industry.




 




The core of the business model was the central shipping city, so that costs, prices, and reliability could be maintained at levels nobody else could match. That is what makes a company great, especially since this was a system that was geared for almost unlimited growth and repeatability of results.




Interestingly enough, in the mid-1990s there was an article in a major business magazine about what happened with interoffice mail in the Merrill Lynch New York City headquarters. The system was terribly constructed and broke down under heavy volume. Sending something to another department on another floor should have taken hours, but it was beginning to take days. So professionals at Merrill who had to send reports and documents to another part of the building started to FedEx them for overnight delivery. The packages would be picked up around 5:00P .M., flown to Memphis, then flownback to New York City the same night, and delivered by 10:30 the next morning!




It worked great until the bills started to mount up and a reporter got wind of it. The story was embarrassing for Merrill, to say the least, and very complimentary for Federal Express. Here is the interesting part: If an investor just read that one story, which showed how great FedEx was, and bought the stock on the basis of this information, that individual would have made several times his or her money in a few years. Naturally, I recommend reading and research, and the more knowledge the better. Yet sometimes things are quite straightforward, and your research is geared to looking for what generates repeatability or prevents competitive intrusions. In the cases of McDonald’s and FedEx, it was the systems part of the business model more than other things, coupled with imaginative management, which let you know that they intended to win and probably would.




GREAT COMPANIES ENDURE,


 BUT THEY MUST BE BUILT OVER TIME




Companies are born with the potential to be great. But we cannot know how they will do until they are tested. So we watch, and we study, and we decide whether or not we are going to invest.




Without going into numbing detail, it can be said that FedEx had the same attention to systems and details as did McDonald’s from the very beginning, and that is what made it so tough for anybody contemplating coming in as a competitor. Every night, a long stream of planes circles in the Memphis sky, waiting to land, while a large number of highly trained people on the ground unload, scan, and wait for each arrival while simultaneously working on each subsequent departure. It is a system built to manage the details, involving a high degree of technology and human training.




As great as Fred Smith’s original vision is, without the systems and culture and a management that can execute, competition would have made FedEx just one of a group of tough competitors. Instead, it is the king, just as are Intel, Microsoft, and McDonald’s in their own worlds.
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