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A Note from the Gardners


This book closes out a trilogy of investment works that begins with You Have More Than You Think and then progresses to The Motley Fool Investment Guide. So if you’re new to investing, you should put this book down and start with You Have More Than You Think, then read The Motley Fool Investment Guide. And only after that, pick up this book again!

As the closing book in our trilogy The Motley Fool’s Rule Breakers, Rule Makers is the most “advanced” work of the three, which isn’t to say that it’s harder to read or any more complicated than the others. That is to say however, that its contents are intended for more experienced investors, people willing to take greater-than-average risk to own the most dynamic growth stocks, and knowledgeable enough to evaluate that risk. It is also for serious business thinkers.

Indeed, this book is as much a “business book” as it is an investing book. Increasingly we believe that the most successful investing strategy simply involves locating winning long-term businesses.

To become involved in the search (or just watch from the sidelines), we invite all readers to visit our Web site at http://www.fool.com.

We both spend many of our waking hours contributing to our site, which offers scads of articles and features about individual stocks and investing in general, as well as an interactive discussion specifically about this book. The Motley Fool can help you track your portfolio, buy a mortgage, and get answers to tax questions—the latter for free, via our Foolish CPAs. You can also follow our own investment strategies: David runs the site’s Rule Breaker Portfolio, while Tom runs the Rule Maker Portfolio. Both are real-money portfolios, for which we provide daily recaps and updated outlook and investment lessons. Each portfolio’s returns are displayed, too, and compared to the market averages on daily monthly, annual, and historical bases. (And yes, both are kicking the market’s @$$.)

Finally if you would like to send e-mail pertaining either to this book or to getting online with The Motley Fool, just shoot us a line to

RuleBook@fool.com

Or, you may write. Send snail mail to The Motley Fool, c/o RuleBook, 123 North Pitt Street, Alexandria, VA 22314. (Consider visiting Fool HQ if you’re passing through town!)
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Foreword: O, for a Muse of Fire


In the character of King Henry V, William Shakespeare gave to world literature one of its brightest military heroes. Henry is the young king who charges across the English Channel, wins a shocking upset at Agincourt, and becomes heir to the French throne. He achieves these things by his eloquence, his guts, and his love of his men, all of which Shakespeare renders evocatively and, as always, quotably.

If you went back a couple of plays, however, you’d see another side of Henry. Henry IV, Part I introduces us to Prince Hal, a dissolute youth who whiled away his days hanging out with scapegraces and ne’er-do-wells at an Eastcheap tavern. Pranking with common thieves, carousing with bar wenches, cracking jokes past midnight in a seedy neighborhood … this was a prince most unprincelike. But from this acorn one could nevertheless envision the tall oak that would one day sprout: Prince Hal’s love of fun, for instance, would come back as Henry’s battlefield daring, and the low company he kept provided him with the common touch that he expertly applied as he led his men into the open ground between two woods that was Agincourt. On that day, October 25,1415, largely by dint of French ineptitude combined with the deadliness of the English longbow, Henry’s forces slew almost seven thousand Frenchmen while sustaining losses of only a few hundred of their own. Henry’s leadership and victory remain among the bravest in military history.

Even though the young Prince Hal takes an unorthodox approach to his princeship, he nevertheless knows what he was about, as he states in Henry IV, Part 1:

I know you all, and will a while uphold
The unyok’d humor of your idleness:
Yet herein will I imitate the sun
Who doth permit the base contagious clouds
To smother up his beauty from the world,
 That when he please again to be himself
Being wanted, he may be more wond’red at. (I, ii)

By the end of the play, Hal is indeed pleased again to be himself; he emerges, in fact, as a hero through his defense of his father’s kingdom from rebellion at the Battle of Shrewsbury and by slaying his audacious rival Hotspur. In so doing, Prince Hal reasserts himself as the true heir—in both blood and temperament—to the English throne. He is the Rule Breaker ascendant. The comic irresponsibility that was so much a part of his charm early on has been replaced by an equally charming graciousness and generosity, demonstrated by his willingness to allow his Foolish old friend Falstaff to claim the credit for vanquishing Hotspur.

By Henry V, Henry the Rule Breaker has become Henry the Rule Maker. He leads his men through his eloquence and his example, each by turns tender and brutal. Shortly after refusing to stop the execution of one of his old drinking buddies (Bardolph, who’d robbed a church), Henry dons a cloak to disguise himself so that he can mingle among his troops the eve of battle and discuss with them the morality of war. Similarly after victory he woos Catherine of Valois with words of great beauty but then also at another point in the play orders his French prisoners killed. These are the actions of a Rule Maker, and a very good one.

As the historian Rafael Holinshed (Shakespeare’s source) wrote,

This Henry was a king, of life without spot, a prince whom all men loved, and of none disdained, a captain against whom fortune never frowned, nor mischance once spurned, whose people him so severe a justicer both loved and obeyed (and so humane withal) that he left no offence unpunished, nor friendship unrewarded; a terror to rebels, and suppressor of sedition, his virtues notable, his qualities most praiseworthy.

The Bard didn’t always remain true to his sources, but he did here.

Shakespeare’s Henry is the best metaphor we could find for the precepts set forth in the book before you, because he begins as a Rule Breaker—Prince Hal—and becomes a Rule Maker—King Henry V. And that transformation, in a different context, is what this book is about.

Alexandria, Virginia
St. Crispin’s Day, October 25, 1998



Introduction: Breaking and Then Making; Rules


—WILLIAM SHAKESPEARE, HENRY V (I, ii)
Many things, having full reference To one consent, may work contrariously; As many arrows, loosed several ways, Fly to one mark; as many ways meet in one town, As many fresh streams meet in one salt sea; As many lines close in the dial’s center; So may a thousand actions, once afoot, End in one purpose, and be all well borne Without defeat.

This is a book about rules—how they are made and how they are broken.

In the business world, every industry has its rules, which are determined by the industry leaders. In order for a new business to come into existence and gain significance, it must consciously break those rules or be doomed to follow them, ever the pawn on someone else’s chessboard. To survive and prosper, entrepreneurs therefore invent new rules or change the game altogether, and out of those efforts come competition, capitalism, innovation, and improvements in the standard of living. All great businesses begin by being Rule Breakers.

After a company has broken the rules, it enters into a middle stage, becoming what we term a “Tweener.” Tweeners ultimately face one of two mutually exclusive destinies: The best achieve sufficient speed, size, efficiency, and scope to usurp the throne and make the rules in their industry. These are the Rule Makers, which, like kings, are legalized monopolies. They maintain high valuations, wield outlandish power in their industries, and exert great influence over the business world at large. These companies make great long-term investments and are of tremendous benefit to society in that they provide important goods and services at unparalleled combinations of high quality and low price. However, sadly, the vast majority of Tweeners do not manage to make the rules. For them, failure may come quickly, or it may come after many years of falling just short of becoming Rule Makers. When it becomes apparent that they will never be Rule Makers, the treatment they then receive from the stock market is rough, if not deadly, as they fall hard from high expectations and high valuations. We call this the “Tweener death rattle,” which is akin to the treatment given by kings to failed usurpers. In most cases, fallen Tweeners never rise in any significant, sustained way again.

The aspiration of thousands of corporations to the throne is what fuels capitalism and, by extension, the general improvement in the standard of living. Without those aspirations, our world would be a far poorer place. Today, for example, many people living below the poverty line own a telephone and a television set, powerful devices completely unavailable—not to mention unknown—to even the richest potentates of the premodern world. These technologies exist because somebody had a dream that turned into a design that itself in turn became a reality—because somebody broke the rules. And these products then became affordable, were improved, and were distributed across the planet because of the companies that made the rules. Again, these are the fruits of capitalism and competition.

Investors can reap raging returns by investing in Rule Breakers, young companies that hold out the possibility of copious moneymaking as they drop down onto the chessboard and suddenly, outrageously, put the king in check. In so doing, these upstarts also place themselves in danger of being quickly eliminated, which means that investors in Rule Breakers take on extreme risk—but extreme risk can bring extreme reward. Investing in Rule Breakers—in great companies at their infancy—is the subject of the first half of this book, written by David Gardner.

Investors can also reap royal returns by investing in Rule Makers, playing the kings for profit as regularly and lucratively as medieval kings used to tax their own people. Investing in Rule Makers involves substantially lower risk, and lays the foundation for a lifetime of investing. Rule Makers make money at market-beating rates for years and years, like a tollbooth or the tax man. Investing in them—which should always be undertaken before and then in addition to investing in Rule Breakers—is discussed by Tom Gardner in the second half of this book.

Both Rule Breakers and Rule Makers can pay off handsomely by themselves, but the best investments of all involve buying a Rule Breaker and holding it all the way through to its becoming a Rule Maker and beyond. It only takes one of these in a lifetime to make an investor rich.

A lesson to all investors: Business is as simple as changing the rules at the beginning and then making the rules at the end. This is a book about rules. On the face of it, it may look like an investing book, but it’s also a business book, too. And maybe something more.

Rule Breakers: David Gardner

The Rule Breakers section of this book started out as an attempt to answer one of the more frequently asked questions on www.fool.com: “Why did you guys buy America Online and Amazon.com? They don’t seem to fit any of your parameters!”

First we should explain that when our interrogators said “buy,” they were referring to transactions in our Fool Portfolio (now renamed the Rule Breaker Portfolio), the real-money online account whose holdings and results we publish every day for all the world to see at http://www.fool.com/rulebreaker. (The Rule Breaker Portfolio is up 645 percent since its inception in August 1994, versus gains by the benchmark S&P 500 of 160 percent during the same period.) It was to this portfolio that we would occasionally add a new growth stock that did not fit our traditional parameters, which we laid out in The Motley Fool Investment Guide. There, we almost went so far as to make them our set of rules for finding good growth stocks. Among other things to look for, the list included strong sales and earnings growth, meaningful insider holdings, and a cap on daily trading volume. When our latest addition to the Fool Portfolio seemed to break some of the guidelines we’d outlined, many people who had learned to evaluate stocks using our parameters tended to get bemused or frustrated. Rule Breakers, Rule Makers is, in part, meant to address their concerns and explain these very situations. (And I’m writing the section because this is the form of investing I most love.)

The results of this effort constitute the first half of this book. All Rule Breakers, I found, share six attributes, and I have dedicated a chapter to each. These characteristics can be tested for, applied like litmus paper to a given growth company and only those companies that display all six may be considered Rule Breakers.

While not every Rule Breaker will beat the market, most (in my experience) do, and they often do so magnificently. Look at the early stock performance of these classic Rule Breakers (all of which we’ll be learning more about) and you’ll see what I mean: America Online, Amazon.com, Amgen, Apple Computer, Cisco Systems, Iomega, McAfee, Microsoft, Nucor, Starbucks, Wal-Mart, Whole Foods Market, and Yahoo! Ten-baggers all (these are stocks that have risen in value at least ten times), and some of them—the ones that have gone on to become Rule Makers—have made more than several hundred times one’s initial investment.

To close, it’s not surprising that the stocks we bought despite their breaking our previously published dicta have wound up being our best ones. That’s really the way it should be. If you’re going to break your own rules, you had better be justified in doing so! We thought then, and know now, that we were. But it’s been very valuable to reexamine these various companies and identify the key attributes that they all share, attributes that have contributed directly to their success on the public markets and the riches that they have created for their shareholders. I hope that in conceiving of this model, I have helped readers think in original and rewarding ways, and contributed something new to investment literature.

In that order.

So let’s spend a few hours together learning exactly why this has happened, and how in the future we can profit off of the narrow, though neverending stream of true Rule Breakers.

Rule Makers: Tom Gardner

The Rule Makers section of this book began with another question frequently asked on our Web site: “What am I to do if I don’t want to risk my savings on upstart companies? Even if I did want to, I haven’t the time to research and track them. I don’t want to buy mediocre mutual funds, but I don’t have a lot of time each month to follow my investments.”

That call for an investment approach focusing on stabler yet still-flourishing businesses provided the impetus for our online Cash-King Portfolio (now the Rule Maker Portfolio) created to profit from corporations that systematically lay down the laws in their markets. These are the heavyweights with broad smiles, wooden forearms, and their competitors’ lunch money; they’re the companies that you know darn well will be around in ten years, probably inking masterpiece earnings reports while boxing the ears of any who would impede their growth.

As natural monopolies today, they will never deliver the awesome returns of the greatest Rule Breakers. Accelerated growth is for the first half of their life cycles and the first half of this book. In visual terms, the Makers more resemble a turn-of-the-century freight train grinding west across the Mississippi than they do the multistage, liquid-propellant rocket of a Breaker. They are portraits of patience and steady dominance, kings in untarnished crowns. And while they’re unlikely to triple in size next year, they can still be expected to provide market-beating investment returns year after year—sometimes even for a lifetime. In fact, at the core of the Rule Maker thesis is the belief that an investor can build a portfolio around these stalwarts and hold it for a decade—without once waking his or her spouse in the small of the night. The Rule Maker model is designed to be convenient and superior.

It’s also designed to be accessible. Investing in Rule Makers provides every single American—regardless of age, race, gender, or income—with an entry into the public markets. Through online discount brokers, an investor with anywhere from $1000 to $100 million can build a portfolio of ten Rule Makers, to be held for ten years, for about $50—a fee substantially below the ten-year fees you’d pay for mutual funds.

And quite unlike (as well as far more lucrative than) owning a mutual fund, investing in Rule Makers gives you a direct stake in corporate America, helping you fulfill Alexis de Tocqueville’s Foolish ideal of self-sufficient participation, of economic independence as a necessary condition for intellectual independence. Tocqueville, a French political scientist, traveled throughout the United States in the 1830s and from what he observed concluded that democracy was working because America could be a land of property holders—a general public of owners. As individual stakeholders, the citizens not only had the right to influence the prevailing political system, they had a reason to do so—it affected them directly. Today, stock ownership of the world’s leading public companies extends those same claims and interests to you.

After that jabbering, you may suspect that the second half of our book is going to be a preachy and stuffy evaluation of overlarge businesses, more apt to sedate than inspire. Let’s hope not. As evidence to the contrary I offer this: In 1995, www.fool.com published an unsophisticated, easily understood review of ten emerging monopolies. There wasn’t anything magical about my selections—nearly anyone could have made them; they included businesses such as Microsoft, Dell Computer, the Gap, Cisco Systems, and Intel. Then I suggested that these ten stocks could be purchased and profitably held for a decade—pure heresy to the movers and shakers on Wall Street. Three years later, the collection has taken on the confused appearance of some bizarre transport vehicle: half freight train, half liquid-propelled rocket. As a group, they’ve beaten everything in sight, generating returns of 440 percent versus S&P 500 gains of 100 percent. Regarded as past their prime by many investors, these locomotives were pushing forward, creating manufacturing efficiencies, and chugging into international markets, all the while broadly expanding profits for their owners.

How those corporations were selected, and how you can find your own collection of Rule Makers, is the subject of the second half of Rule Breakers, Rule Makers. Our focus will be on the real rewards derived from long-term compounded growth, because while a $10,000 investment that doubles in two years is a thrill, the public market can provide so much more. The doubling of that double, and then the doubling of that doubled double, and then the tripling of that doubled doubled double is how stock-market wealth is accumulated over generations.

Wall Street will not inform you of this. With its market strategists, its brokers selling on commission, and its underperforming mutual funds loaded up with fees, the Street long ago stopped preaching the benefits of simply buying and holding stock in exceptional businesses. The Street’s fee structure cannot tolerate patience and compounding. Accordingly, The Motley Fool stands in direct opposition to this present incarnation of Wall Street. We believe that, in time, democracy, the Internet, and an educated public will view the corner of Broad and Wall in lower Manhattan as nothing more than a quaint historical reminder of shortsighted commercial greed. The citizen’s market lies ahead. Our aim here is to beat its average return.

And so, now to the business of rule breaking, where we will focus on companies that break their industries’ existing rules, to their shareholders’ wild happiness.
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PART 1: Rule Breakers


Once more unto the breach, dear friends, once more.

—WILLIAM SHAKESPEARE, HENRY V, PART 1 (III, i)







Chapter 1
Rule Breakers Introduction: Evolution


—WILLIAM SHAKESPEARE, HENRY IV, PART 1 (III, i)
I say the earth did shake when I was born.

As Charles Darwin did before him, the celebrated Harvard paleontologist Stephen Jay Gould has made much ado—has filled whole books, actually—about one of our society’s common misconceptions regarding evolutionary theory. Namely, that many of us fallaciously view evolution as a process of continual improvement, as if our species—all species, in fact—were following a constant upward progression from less complex to more complex, from less intelligent to more intelligent, from weaker to stronger.

We tend to think this way because we all tend to place our own species (not without some cause, mind you) at the height of the “evolutionary pyramid.” It is we, after all, who have developed self-consciousness, who are capable of creating tools to build everything from fast cars to junk cereals, who have thought things through enough to touch the moon. And we’re the latest thing, as species go, the most recent arrival to the party. (Humanity has only been on the planet for the last 45,000 years, meaning that our character’s first appearance comes in the latest chapter, 100,000, of our planet’s long-running drama.) Given all this, one can easily see how some might conclude that evolution must involve constant improvement: the most creative species of all has been the most recent development on planet Earth. Everything must have been a prelude to the Coming of Man.

Gould counters this fallacy by explaining that evolution doesn’t necessarily entail something getting better and better, only that it is continuing to adapt successfully to changing environments. He would argue, for instance, that if global environmental conditions suddenly made it advantageous to be stupid, only the stupid among us would survive and eventually propagate—that’s just natural selection, the principle at the heart of the theory of evolution, at work. Of course, that’s a silly example, but it’s useful in distinguishing what is “true evolution” from what isn’t. Natural selection simply causes species to evolve in a way that best suits their given environment; it does not by definition result in species that are inherently and progressively “smarter,” faster, stronger.

If you’re wondering just what the heck this has to do with a business-and-investing book, wonder no more. Consider this: Natural selection, the crucial driving force of organic evolution, is the cleanest metaphor I can think of for what drives success in business—and success is of utmost interest to business managers and long-term investors alike.

In the context of this book, the things being naturally selected are not advantageous genetic traits, but, rather, the advantageous characteristics of a business model or strategic plan, as well as those of a particular workforce capable of dreaming up such plans and executing them. The agents of natural selection in business are not, of course, environmental conditions, but customers and their needs. It is customers who naturally select businesses, and thereby cause industries and economies to evolve over time. Some companies will win and some will lose, and what separates the one group from the other will be its ability to adapt to the needs of customers in changing consumer and marketplace environments. If you understand this, you’re already well on the way toward understanding what a Rule Breaker is.

Before progressing, let’s make this really clear:

organic evolution = business evolution

competing species = competing businesses

natural environment = marketplace environment

natural selection = customer selection

OK, with that said, know that the evolution of the business world has fixed a number of rules that have become so ingrained as part of the status quo that many of us take them for granted. Do these examples feel like rules to you? They do to me:

Typewriters will never come back to displace computers.

By virtue of their sheer global dominance, Coca-Cola and PepsiCo cannot be dislodged as the number-one and number-two market leaders in soft drinks.

What worked yesterday in fashion will be flouted today but could emerge tomorrow as the Next Big Thing.

Home-cooked meals are yielding to eating out, takeout, and delivery.

With its superior technology and near monopoly, Intel cannot be dislodged as the market leader in microprocessors.

These truisms and many others form the “rules” of our time; they define the way our world works, the way things are—the way that business has evolved. Most businesses did not have a part in creating this status quo, but they probably still benefit from it, as in some cases they work to supply the beneficiaries (the Rule Makers), or, in most cases, at least buy from them.

But the only constant, as we’ve heard again and again, is change. And thus the changing needs of customers change the business environment and create opportunity. Indeed, it is when established industries fail to evolve that opportunities arise for the Rule Breakers.

So let’s make like Scrooge and spend some time gazing back at the rules of Business World Past. Do these sound familiar?

Ma Bell telephony provides consumers with the cheapest, most efficient way to exchange information when not face-to-face.

World markets are best understood by matching them with their political alignments; economies are NATO-aligned, Soviet-aligned, or other.

Superstores are the natural, most profitable, and emphatic endpoint to retail, the final stop in a progression that ran from mom-and-pop to boutique and on through mall.

The bubonic plague is incurable.

At one or another point in history, each of these was a rule every bit as unwavering as our previous set of examples. Yet now, they are all in tatters. This list could go on and on, too: the horse-and-buggy—hello, Ford … the candle—hello, Edison … the iceman came, then—hello, refrigerators!—the iceman went!

How does this happen? Remember the fallacy that Stephen Jay Gould points out in our ideas about evolution: most of these companies or industries are guilty of it. Once-successful companies that ultimately became unsuccessful believed in and focused on constantly improving, rather than adapting. Their research and development money went to upgrade their existing products and their marketing money was spent on promoting these products; they were always looking to cut costs, and their competitive research was confined to the study of industry players who were playing the same game by the same set of rules. Companies like this are doing all the right things, but it may be the beginning of the end.

For in such circumstances, the original business solution that brought a company into being in the first place may suddenly be lost. But whether due to myopia, arrogance, fear, or sheer inertia—or a combination of these—the company’s in too deep and can’t turn back. Time for some competitor, some naughty entrepreneur, to come in and kick down the doors, and the one thing you can say for sure about capitalism is that this is exactly what will happen: someone’s going to start breaking all the rules.

As an investor, you want your money riding on that entrepreneur. As a businessman, you should aspire to be that entrepreneur. (And as citizens and customers, we will all benefit hugely due to that entrepreneur.)

This part of the book attempts to define, locate, and illustrate what sets these Rule Breakers apart. Each of the following half-dozen chapters will introduce and examine one of the Rule Breaker’s attributes, all six of which must be present in any true Rule Breaker.

Why Rule Breakers? Why bother reading on? Two reasons:

First, Rule Breakers provide investors with the most dynamically high returns achievable on the public markets—period. Inspiration enough? OK, if not, consider this (we’re thinkin’ T-shirt here): Rule breaking investors have more fun. (It’s true!)

Second, Rule Breakers provide inspiration and guidance to all business people, be they managers, planners, or executors. Rule-breaking is capitalism’s special sauce, its tastiest and most necessary condiment. So, let’s spend some time together eating like gourmands and studying like chefs.

Then, be the sauce.



Chapter 2
First to a New World


—WILLIAM SHAKESPEARE, HENRY IV, PART 1 (III, ii)
Our hands are full of business, let’s away, Advantage feeds him fat while men delay.

Even though he was known more as a master navigator and mariner than as an entrepreneur, if you study the life of Christopher Columbus, you’ll recognize a fellow who had as much affinity for business as he had for sea charts and caravels. Indeed, the Admiral of the Ocean Sea possessed the entrepreneur’s sine qua non: persistence. After his adopted Portugal rejected his proposed expedition in search of the fabled western passage, Columbus packed up his duds in 1485 and scooted over to Portugal’s Iberian rival: Spain. Spain too turned him down, once and then a second time. And maybe many more times—we’re not sure. But it wasn’t until at least a third pitch session, in April 1492, that Columbus received his thumbs-up from Queen Isabel.

If you picture Columbus as one of history’s better-known entrepreneurs, you must cast the Spanish crown in the role of successful venture capitalist. The united kingdoms of Aragon and Castile risked 2,500 ducats on a business plan with a killer objective: to find a direct sea route westward to India and the rich continent of Cathay (modern-day China). Today, we tend to picture King Ferdinand and Queen Isabel as powerful monarchs condescendingly loosing the purse strings to give Columbus a tiny fraction of their vast fortune, but the situation couldn’t have been more different. Spain, in fact, was virtually broke, bankrupted by years of military campaigns against Moorish domination. So while the Moors were gone—vanquished for good in the siege of Granada in 1492—Ferdinand and Isabel needed Columbus to succeed because they needed the money!

With that in mind, picture the two of them surrounded by their bankers and advisors late one night as they sweat out the decision. They’d been presented a classic Rule Breaker, a man who, in the words of historian Lisa Jardine, proposed to undertake “a daring and improbable attempt to forge an entirely new set of trading routes westwards and thereby … sustain the same vigorous trade without recourse to the existing network of Christian, Jewish and Islamic agents, merchants and middlemen.” (Italics added.)

But their present debt wasn’t the only thing troubling the Spanish sovereigns. Spain was, quite literally falling behind other European nations, and if it continued to do so, it would never replenish its treasury. Portugal, following the vision of Prince Henry the Navigator, had for more than sixty years been systematically exploring and charting the west coast of Africa, planting its stone pillars (padrões) on African soil to mark each voyage farther south. Then, in 1488, Bartholomeu Dias rounded Africa’s southernmost extremity and named it the Cape of Good Hope. “Hope,” though, was no longer necessary; Dias’s journey made it perfectly clear that India could be reached by sailing east around Africa, which Vasco da Gama eventually did in 1497. Ferdinand and Isabel saw John II, their Portuguese counterpart, getting ready to reap the riches of the Orient—while they were doing nothing.

Being outshone by its powerful neighbor and nearly out of currency, Spain was in the unenviable position of needing to gamble but not having much to gamble with. Enter Columbus and his vision: “I should not go by land to the eastward, by which way it was the custom to go, but by way of the west, by which down to this day we do not know certainly that anyone has passed.” He had made his work familiar to the king and queen over the previous five years, executing commercial projects in their service while he pitched them on the side. To bolster his case, he invoked ancient geographers and astronomers like the Greek masters Ptolemy and Marinus of Tyre, whose work had convinced him that Japan lay about where the Virgin Islands are. (That’s what comes of ancient geography—best to stick with ancient philosophy.) Columbus, for his part, convinced the Spanish throne. In April 1492, Ferdinand and Isabel chose to back him, hoping to circumvent the elaborate networks of agents and import-export middlemen who dominated the overland and sea routes east, slowing trade and sapping profits.

In October of that year, Columbus made his famous landfall in the West Indies and cruised along the coast of Cuba before heading home. Then, over the next half century, the Spaniards established a huge empire in America and made their first settlements in East Asia. By 1550, Spain had become the undisputed foremost power of the world. Before the sixteenth century ended, Spain would own Portugal.

We may not find many better examples of true rule breaking than Columbus’s first voyage to the New World. What were the previous rules? How had things “always been done”? You already know: Europe followed the trail of Marco Polo, conducting its trade overland, to the east. Nobody had ever done things differently (you can just hear all the naysayers going on about this)—done things differently and survived, anyway.

No better analogy comes to mind for the first attribute we find in our corporate Rule Breakers, which we shall now introduce:

Top dog and first-mover in an important, emerging industry

Let’s now spend the rest of this chapter breaking up that phrase into its constituent parts.

Top Dog

“Top dog” should be one of the simpler concepts to understand in this already-simple book. It simply denotes “market leader,” “largest player,” or what have you. To determine top dog, we typically evaluate public companies based on their market capitalizations and private companies on their revenues.

The reason for gravitating to top dogs is simple: Top dogs, as a result of their positioning, possess natural advantages over all other competitors. Top-dog advantages include any or all of the following: pricing power (due to market share), rapid deployment of new products (using established distribution networks), “automatic marketing hype” (gained from constant mentions in the press—and even by competitors), safety margin (a benefit of sheer size—top dogs can get away with making some horrible errors that would cripple a smaller canine), and numerous others.

These, however, are only the obvious ones. Perhaps more important for investors are the less-apparent, and perhaps less-tangible, assets of top dogs. Remember, top dogs don’t generally reach their alpha status by luck: The brains and vision that got the company there in the first place are its real advantages, and must be recognized as the assets that they are. Was Columbus lucky? In some ways, absolutely—the man died still thinking that he had landed in Asia. But your authors nevertheless come down on the side of those who believe that you create your own luck, that, as Branch Rickey used to say, “Luck is the residue of design.” Columbus was a good investment on his own merits.

Was Microsoft lucky? Sure. Microsoft was lucky to have such a talented and flawed competitor in Apple. Microsoft was lucky, first of all, that Apple was so talented, because Microsoft learned a great deal from Apple … but then Microsoft was lucky as well that Apple’s business approach shunned cloning and therefore limited outside software development and, ultimately, ubiquity. We should all be so lucky to have competitors like that. But yet, while acknowledging this good fortune, we shouldn’t miss the main point. Microsoft’s destiny was only helped by luck, not predicated on it. Microsoft, like so many successful enterprises and people, mostly created its own luck through its own talent and effort.

So let the Foolish word on luck be writ right here: In this world, you mostly create your own. And the bigger you are, the more you can create. That’s another reason to favor top dogs.

You may wonder about the point of the following list, because, after all, of course the top dog is going to be bigger than number two! The list shows the differences in market valuations, but neglects to display these companies’ respective sales. Yet despite hugely better valuations, many of these top dogs have sales levels quite comparable to those of their second fiddles. So, to see what really sets the top dogs apart, note the distinctions between these companies’ price-to-sales ratios, which compare market capitalization to revenue. These simply show us the “price tag” that the market has put on each company, the overall value of each as a multiple of their sales:

Market Caps



	 Industry

	Top Dog Market Cap
	Number Two Market Cap


	Market caps are as of October 1998.


	Soft Drinks 
	Coca-Cola: $173 billion 
	PepsiCo: $53 billion



	PC Manufacturing 
	Dell Computer: $74 billion 
	Compaq: $49 billion



	Fast Food 
	McDonald’s: $44 billion 
	Tricon Global (KFC, Pizza Hut, Taco Bell): $7 billion



	Leisure Footwear 
	Nike: $11. 5 billion 
	Reebok: $0.9 billion



	Internet Search Engines 
	Yahoo!: $11. 4 billion 
	Excite: $1.7 billion



	Electronic Commerce 
	
Amazon.com: $5.8 billion 
	Barnes & Noble: $2.0 billion

 


These numbers bear out the claim: the stock market clearly prefers top dogs. When you think of the price-to-sales ratio as a price tag that

Price-to-Sales Ratios



	Top Dog
	Number Two



	Coca-Cola: 9.1 
	PepsiCo: 2.5



	Dell Computer: 4.9 
	Compaq: 1.7



	McDonald’s: 3.7 
	Tricon Global: 0.8



	Nike: 1.3 
	Reebok: 0.3



	Yahoo!: 72.1 
	Excite: 11.8



	
Amazon.com: 17.6 
	Barnes & Noble: 0.7




the market puts on a stock, you can clearly see in the table above how much more expensive (and therefore valued) the top dogs are when compared to their next-largest competitor. Typical is the situation in PCs: Dell is worth $25 billion more than Compaq, yet its revenues ($15.2 billion) are about $12 billion less than Compaq’s ($27.6 billion). Similarly, Coke’s sales are right about even with PepsiCo’s, but not so the market valuation multiples. And so with the rest.

Now, did we handpick these industries, selecting examples that would prove our point? No. These were literally the first six industries that came to mind when composing this chapter. Make your own list of six other industries and run the numbers: while the comparisons may not be this much of a blowout in every instance, we expect that you’ll discover the same thing we did. This is not happenstance, but rather the way that the world and the stock market work.

The top-dog advantage causes some stocks to be priced like Mercedes Benzes while others are priced like Kias. As we’re aiming here to locate young companies that will eventually sport the Mercedes price tag, we demand that our Rule Breakers be the top dog in their industries.

All that said, we should explain that we selected the admittedly cliché phrase “top dog” over its many equally clichéd variants (“big cheese,” “number one banana,” and the like) for a good reason. Top dogs are active, fast-moving bundles of canine particles, as opposed to inert fruits and dairy products. And that metaphor of aggressiveness and activity leads very elegantly into the next component of Rule Breaker attribute number one.

First-Mover

When you break the rules, you better be the first one to do it.

It’s the cookie jar rule: The first hand in the cookie jar always wins. Take the top off, shoot your fingers in, grab the cookie, and eat it quick.

OK, you got away with it this time—but we saw what you did. If you or anyone else tries that again, you are BUSTED. (It’s much harder to break the rules a second time.)

It works like that in business, too. Let’s go back to something we talked about a short while back: “It is when established industries fail to evolve that opportunities arrive for the Rule Breakers.” This eternally true and constant dynamic presents our so-called first-movers with their greatest advantage: the time necessary to put distance between themselves and their competition—the time to emerge as top dogs.

Of course, no first-mover advantage can be sustained forever. But still, the edge gained by being a first-mover is incomparable. By way of example, look back to Columbus—he provided Spain with one of the great first-mover advantages of all time. That initial “me first” momentum push into the New World gave Spain an economic edge over her rivals that lasted for decades and decades.

Whole Foods Market (Nasdaq: WFMI) was a first-mover. Founded in 1980 as a single store in Austin, Texas, it was the brainchild of three businessmen who wanted to create a horse of a different color—or, in this case, a supermarket of a different flavor. The men themselves—John Mackey (still the CEO almost twenty years later), Craig Weller, and Mark Skiles—all had owned and operated local natural-food stores, and believed that they’d hit upon a ready-for-prime-time concept: natural foods sold in a supermarket format. At the time, there were less than half a dozen natural-food supermarkets in the United States, and the sight of organic food in Kroger and Safeway and Giant was rare indeed. Whole Foods was thus sailing into uncharted territory, competing either against nobody (one way of looking at it), or against grocery stores (which as an industry did $436 billion in sales in 1997, to give you some sense of scale).

Today, Whole Foods owns and operates the nation’s largest chain of natural-food supermarkets; at the close of fiscal 1997 it was doing $1 billion in sales via seventy-five stores. The company continues to enjoy the benefits of visionary management, which used its first-mover advantage to practically create its own niche industry. And in an industry whose net profit margins historically hover around 1 percent, Whole Foods’s margins were last seen trending up to 3.5 percent. That’s not much compared to Coca-Cola, but compared to industry peers, it’s pretty cotton-pickin’ good. As of late summer 1998, WFMI stock, up 330 percent since its debut at the start of 1992, had more than doubled the S&P 500 (up 160 percent) in the same period.

Whole Foods’s success is impressive, but one simply cannot write about first-movers and not analyze Amazon.com (Nasdaq: AMZN), the pioneering Internet bookseller. Amazon had no meaningful competition when it did its first sales in 1995, and, amazingly, when you consider the potential of the Internet and the hype surrounding it, enjoyed a two-year head start on major competition. Barnes & Noble was the first to challenge Amazon.com in its online book sales, but at the close of 1997, Amazon recorded $66 million in sales for the fourth quarter, while the much much larger Barnes & Noble tallied just $6 million. And how did the largest “real-world” book store competitor, Borders, do for that same quarter? Nada. Borders didn’t get its online store up until the second quarter of 1998.

Billionaire Jeff Bezos founded Amazon.com after leaving Wall Street to research what products would sell best on the Internet and latching on to the notion of selling books. “You can build an online bookstore that cannot exist any other way because there is no way to have 2.5 billion titles in a bookstore in the physical world,” Bezos told Advertising Age in July 1997. Then, while competitors were researching ways to duplicate his electronic-commerce model (steep discounts, convenience, prompt delivery), Bezos busied himself with what most good first-movers will do—forging ahead into new territory. For Bezos and Amazon, that meant initiating an “associates program,” which essentially created a global sales force. Participants in the program—and virtually anyone on the Internet can take part—build Amazon “mini-storefronts” into their Web pages and are awarded 15 percent commissions on sales of all books sold through these outlets. The associates program was invented by Bezos, and it has gone on to be copied by numerous other electronic retailers. But Amazon invented, so Amazon moved first.

Indeed, in moving first, Amazon created such business momentum that its customer list ballooned far past all competitors’ lists. In October 1998, the company announced that it had served more than four million customers, 64 percent of whom were repeat purchasers. Indeed, when it came time to expand its business into CD-music sales, Amazon already had an active clientele that dwarfed those of any other Internet retailers trying to specialize in music CDs. CDNow, whose public offering had benefited from the bullishness about electronic commerce that was partly the result of Amazon’s efforts, suddenly found itself competing with Amazon yet armed with but one-quarter the customer base of its counterpart.

As Amazon went on to buy out the Internet Movie Database, shareholders and other, more disinterested observers began to recognize that Amazon had parlayed its first-mover advantage gained through online bookselling into a position as the best-known electronic-commerce company just as the Internet’s popularity exploded. Indeed, the company was dubbed “Amazon,” not “Books.com” or something like that, to match its ambition to generate a stream of retail sales that might rival the mighty river itself. And you can do that—if you’re a first-mover.

We could fill a book with other examples of first-mover advantages, but we’ll hope that the point is now evident. We can move on to the final component of the Rule Breaker’s first attribute.

Important, Emerging Industry

In the quest for true Rule Breakers, we must next consider the actual industry in which a given company operates. You already know that we are looking for companies in “important, emerging industries.” But what does that mean, exactly?

Well, I’m tempted to suggest some sort of numerical parameter to make this determination brainless, but the ones I come up with are so hypothetical that they undercut the intended convenience of working with numbers in the first place! For instance, one could project the industry’s sales over the next ten years, hazard a guess at a given company’s hypothetical market share at that point, and then estimate the company’s market cap at three times those sales (a mature industry leader’s typical multiple). This formula might sound plausible, but to see its weakness, let’s just make something up for Amazon.com, calling its industry Electronic Commerce for Entertainment Products (books, music, movies, and the like):

Electronic Commerce for Entertainment Products: 2009 A.D.

Industry Sales: $20 billion

Amazon market share: 30 percent

Amazon sales: $6.0 billion

Amazon market cap: $18 billion

From the late-1998 price, this projected $18 billion market cap would represent a ten-year annualized rate of return of 12 percent on Amazon’s present $5.8 billion market cap.

However, this is mostly, if not completely, ridiculous. Projecting most industries’ business models forward much past three years is difficult; projecting anything having to do with the Internet forward ten years is impossible. We can’t even know whether Amazon will be that narrowly restricted in its product offerings then. If I had to guess, I’d offer a definite N-O. Plus, Amazon today sells objects—what happens when these products become electronic, become digital, so that our computers are routinely playing back movies, music, and even books that today we are buying in tangible form? I’d guess that Amazon has as good a chance of pioneering that shift in commerce as anyone, but how do I factor that in? Can’t, usefully. Heck, there’s always the chance that Amazon won’t even be around in ten years. It could implode, explode, or whatever’s in between by then. (By then, for all we know, there may be something in between!)

In emerging growth situations, specifically numerical parameters involve so much speculation that I don’t find them very helpful. (The scenario described in this exercise may be helpful in some situations and is, I suspect, as scientific as “professional” money managers get with stocks like Amazon.com.) Rather than use numbers, try common sense. Let’s ask ourselves this simple question: What if the industry of the company I’m looking at vanished from the face of the earth tomorrow? Would everyone notice? Would anyone?

Well, sure, somebody somewhere would notice. But would everyone? Let’s revisit our two most recent examples. First, would everyone notice if electronic commerce disappeared? Yes. Even though only a small percentage of the population has actually bought anything via the Internet so far, the disappearance of this industry would be such a big story that everyone else would hear about it. What about natural-foods supermarkets? That’s a less important industry, and, admittedly, many people would not notice its disappearance. Grocery stores are an important industry, of course, because most people buy their food from one each week, but natural-foods supermarkets are still enough of a niche business that the sudden disappearance of them overnight would not create a nationwide stir. That said, though, due to their growth and the strong trends in place behind their growth (namely, that people are willing to pay up for fresher food these days), I would still consider natural-foods supermarkets fairly important in the grander scheme—and definitely emerging.

That’s the other side of this coin. The true Rule Breaker is operating in an emerging industry, and that’s certainly true of both natural-foods supermarkets and electronic commerce. So, in evaluating industries, you must equally balance “important” and “emerging,” never having one without the other (though you can allow the scales to tilt one way without excluding a given candidate). Electronic commerce is a classic balance: it is both important and emerging. Natural-foods supermarkets, on the other hand, are definitely emerging, but they’re only somewhat important. With them, the scale tips, but because both items are present on the scale, we give Whole Foods Market the nod here as well.

Before proceeding to the embarrassing example I’d like to use to further prove my point about the dual significance of an industry being important and emerging, we should address what you do when you can’t really figure out what industry your company is in. This, believe it or not, is often the best situation of all! When some of the Internet’s first great brands popped up and went public, one would typically find them lumped together into an industry classification called something like “Internet.” There, one would find America Online (a service provider), Yahoo! (a search engine), Netscape (software), and Amazon.com (books), and all manner of others. Was Amazon.com a bookseller (peers: Barnes & Noble, Borders Group) or an Internet-commerce company (peers: CDNow, Cyberian Outpost)? How confounding! When you have a hard time figuring out where to place a company, that inability frequently indicates that a company is creating its own industry, one of the most powerful Rule Breaker situations of all. Smile at such opportunities.

Such opportunities, though, are always gambles, and because this book is all about locating businesses and stocks that will provide handsome returns to their shareholders, it’s as helpful to be aware of the pitfalls in that search as it is to focus on the objects of our quest. So, in this chapter as in others we’re going to identify pretender companies that may appear to some to have been Rule Breakers or Rule Makers, but were instead Faker Breakers or Faker Makers. And that leads to a somewhat “embarrassing” look at some of my own past investments.

Each of these companies had the feel of a Rule Breaker to me at a time well before I had even thought of businesses or stocks in such terms. They were emerging growth companies in the late 1980s or early ’90s and represent some of my first forays as a young investor. All were on the Nasdaq or American Stock Exchange at the time, and none were penny stocks:

Styles on Video (SOV)

New Image Industries (NIIS)

TCBY (TBY)

Media Logic (TST)

International Colin Energy (KCN)

DigiTran Systems (DGTS)

The Stephan Company (TSC)

Today, TCBY and Stephan are the only ones you can even still locate as you casually flip through the stock pages in a newspaper. All of the others are either defunct or pathetic-looking low-volume penny stocks.

Yet, interestingly enough, I more than doubled my initial investment on every one of these. (But that’s not really the point; I had others I lost money on, too!)

Back then, these seven were my high-fliers, my stars. Styles on Video was selling digital-simulation photography that showed women what their new hairstyle would look like before they got in the stylist’s chair. New Image Industries put a camera in your mouth during dental checkups so that you’d have visual proof and agree with your dentist that you needed that dental surgery. TCBY was going to market the “new ice cream,” frozen yogurt, billed as a healthier substitute. Media Logic, geez, I can’t even remember what exactly they were going to do … something about floppy-disk duplication equipment for the overseas markets. International Colin Energy was my ace small-cap oil driller in Alberta (I remember making the frequent long-distance call to discuss operations with the CFO), while DigiTran Systems was selling software simulations to instruct and provide practice for crane operators. And for millions of average people everywhere, “The Stephan Company” would be synonymous with the phrase “hair tonic.”

Big plans all, and some top dogs and first-movers there, too. But I hope you can see that in each of these instances, the company in question was not operating in an important and emerging industry. The only possible exception is TCBY, which was my first great stock and did succeed in creating a nationwide franchise (albeit at low—or later no—margins). These businesses were not important, and the companies that worked them are completely unmemorable.

These were Faker Breakers, dear reader. Let my early-career misadventures with short-term, high-risk investing serve as a good lesson. Even though these actually wound up being good investments for me, had I instead invested in true Rule Breakers, I would have made a lot more money. I’d probably still own a few today, a dozen years later, and I’d be staring down Uncle Sam’s gullet as I considered how to deal with some potentially heavy capital-gains tax situations. Instead, I have no such decisions to make because those smaller piles of money were long ago rolled into other investments. I am poorer for having taken that approach, but not quite so poor as if I had stuck it out in those Faker Breakers!

You now have an appreciation for each component of our first attribute of the Rule Breaker: “Top dog and first-mover in an important, emerging industry.” Note that the true Rule Breaker must conform to this principle, just as it must also to the five introduced in the chapters that follow. So far as naming names, we’ve already introduced two Rule Breakers in this chapter: Amazon.com and Whole Foods Market. We’ll continue to look at these companies, as well as others, as we, like the master mariner of yore, sail deeper into uncharted waters.



Chapter 3
Anatomy of Melancholy


—WILLIAM SHAKESPEARE, HENRY V (III,vi)
Advantage is a better soldier than rashness.

—WILLIAM SHAKESPEARE, HENRY IV, PART 1 (I,ii)
’Sblood, I am as melancholy as a gib cat or a lugged bear.

Learned, loose prose of seventeenth-century England may be no better exemplified than by Robert Burton’s Anatomy of Melancholy, which first appeared in 1621. Burton’s literary style, a forerunner to our own informality, directly contrasted with the rigid formality of essayists from a generation before. Writing from Oxford, where he spent his entire adult life, Burton published his amusing, digressive, and citation-filled work pseudonymously—as Democritus Junior, in tribute to the Laughing Philosopher of ancient Greece. According to Burton, Democritus late in life “lived at last in a garden in the suburbs wholly betaking himself to his studies and a private life, ‘saving that sometimes he would walk down to the haven [the town of Abdera] and laugh heartily at such variety of ridiculous objects which there he saw.’”

My beat-up old green copy of Seventeenth-Century Prose and Poetry, still kicking around from college, mentions in its introduction to the work “the oft-cited story of [Burton] going to the bridge at Oxford to amuse himself by listening to the bargemen swear,” an activity “overtly an imitation of his Greek forebear laughing at human folly at the port of Abdera.”

We can all relate to this: from time to time, we are all Democritus and Burton, inclined toward the enjoyment of others’ folly. That’s OK—it’s mostly harmless pleasure. But it’s also just a short stop away from this pleasure’s wicked stepmother: enjoyment not just at others’ folly, but at their demise. A great word for that comes from German and has been incorporated into English: “schadenfreude.” It’s one of those simple German compound nouns that are never simple to read or pronounce. In German, Schaden just means “damage,” while Freude means “joy.” Thus, “joy at others’ damage.”

We must watch ourselves, because the very act of anatomizing melancholy can give way to fits of hellaciously addictive schadenfreude. Nevertheless, anatomizing melancholy is what we’re about to do. So guard yourself, dear reader, as we cut our path toward the second attribute of Rule Breakers via a short digression to look at a Faker Breaker: Boston Chicken.

How Not to Run a Business: Boston Chicken

At the stock market’s closing bell on November 11, 1993, market watchers were utterly shocked. Boston Chicken (Nasdaq: BOST), the “meal-replacement” take-out diner specializing in chicken, had just completed one of the great IPOs of all time. Expected to open at $20, the Chicken laid a golden egg and started over $40. It peaked over $46 that day before closing at $42, up 110 percent over the IPO price. Boston Chicken became one of the hottest stories of the year.

The company was a franchise restaurateur that would locate “area developers,” lend them money with which to open bunches of stores in specific regional areas, and then take a slice of store revenues in addition to collecting interest on its loans. The successful IPO spurred the Chicken’s already-aggressive expansion, as it generated significant funds to loan to franchisees old and new, growing the business and giving it a national presence. Despite its aggressive expansion, however, Boston Chicken stock had dropped to $14 just a year after the big IPO. That’s not as bad as it sounds—in fact, it’d be downright misleading if I didn’t point out that in September 1994 BOST underwent a two-for-one share split. Nevertheless, compared to the split-adjusted first-day close of $21, the stock had still lost 30 percent. But then 1995 saw the stock market follow up 1994’s poor performance with a gain of over 20 percent, and Chickenmania got contagious. Indeed, the stock almost doubled in 1995, reaching a high of $35⅞ (or $71¾ unsplit), before closing out at $32⅛. That was a gain of 84 percent.

The stock reached further new heights in 1996, surging to an all-time, never-again-equaled peak of $41½ in early December. This performance was fueled by numerous bullish announcements throughout the year, two of which were considered particularly significant. The first told of Boston Chicken becoming a major shareholder in Einstein/Noah Bagel Corp. (Nasdaq: ENBX), itself an expanding high-flier that had earned a valuation in excess of three times that of three larger competitors combined. Then, in August, Boston Chicken revealed plans to triple to 2,700 the number of Boston Markets (the outlets’ name had by then changed) that it intended to open in the following five to seven years. Considering that the company had 900 restaurants at that point—having had only 83 stores open three years before!—these brash plans vaulted BOST even higher. And these gains were certainly helped along by the strong rumors that Boston Chicken would be expanding abroad, as well as putting its food (which now included hamburgers, meat loaf, and turkey in addition to chicken) in supermarkets.

And, of course, it never hurts to have Merrill Lynch behind you, bestowing a strong “buy” rating for both the near term and the long term.

The stock market flew this coop in 1997, though. Boston Chicken’s shares fell from a January opening $36 to a December closing $67/16, down more than 80 percent.

What happened?!

Well, for starters, the CEO resigned on May 29, 1997, after management declared itself unsatisfied with the results from its aggressive lunch discounting and announced plans to restructure. The Chicken was also sitting on notes receivable totaling $850 million—these were the debt repayments due headquarters from area developers and franchisees. Then, while denying that it needed to hoard any additional cash as reserves against some of these loans going bad, the Chicken announced that it was not only restructuring but offering another 4.5 million shares for sale. On top of that, the company that week also introduced a new line of kids’ meals with the requisite toy premium: a dog named Digs—leading wags to ask whether Boston Chicken could dig itself out of its mess.

Meanwhile, Boston Chicken’s interest in Einstein/Noah Bagel Corp. wasn’t faring too well either, having lost almost two-thirds of its value over the previous six months. The Motley Fool’s food-industry analyst Rick Munarriz had put out a near-perfect “short” call on the stock the previous October 30, noting that its $1 billion market cap at that time was severely distended, particularly when one noted that Quality Dining had bought out the nation’s largest bagel chain, Bruegger’s, for just $120 million. Sure, Einstein/Noah was extremely profitable and growing faster than Bruegger’s, but not that much faster … and how long could it continue to grow, now that Dunkin’ Donuts, among others, was beginning to offer bagels?

Of course, one needs to note that Einstein/Noah also had strong backing from Montgomery Securities, which had brought the company public and published aggressive long-term earnings estimates of 50 percent annualized growth. Unfortunately, this analysis, like so much of Wall Street’s analyses, may have been affected—I’m tempted to write “tainted”—by Montgomery’s financing relationship with Einstein/Noah. Indeed, resident Fool wit and writer Louis Corrigan pointed out, “Public filings show that Noah himself has been selling shares, perhaps to put money into his ark before the stock gets too far underwater.” Einstein/Noah, already having fallen from $36 to $13, would drop to $4 before the middle of 1998.

As of the middle of 1997, Boston Chicken itself still looked relatively healthy, at least on paper. Trailing twelve-month sales were $334 million while net income was $73 million, putting the net profit margin at an impressive 21.8 percent. The stock was capped at $1 billion, which translated into a nice price-to-sales ratio of 3.1. Yet despite these rosy numbers, the area developers had lost $157 million in 1996, causing observers to wonder whether the simple operations of a Boston Market could ever be made profitable enough that debts might be repaid. An ambitious plan of three thousand stores by the year 2000 might sound good, but if each individual unit were losing money and racking up debts, how much would a manager want to push this business model? Three thousand stores was two thousand more than the Chicken had in 1997, leading Fool analyst Munarriz to quip, “Why did Boston Chicken cross the road? To get leveled by a streetcar named reality.”

August brought advisories from the company that third-quarter earnings might possibly decline, due to soft same-store sales. With that, even Merrill Lynch tempered its short-term rating from “buy” to (ahem) “intermediate-term accumulate,” though it did leave the long-term buy rating in place. BOST at this point stood at $12. Then, on February 26, 1998, Merrill went from “long-term buy” to “long-term accumulate,” for those who are still scoring at home. As 1998 wound down, the stock dropped below $1. And on October 5, Boston Chicken declared bankruptcy.

This story could go on and on, but it only gets more depressing and it’s pretty darned depressing right now. So let’s cut to the chase. Boston Chicken has been selected as only one particularly good example from a large number of companies that fail to meet our second attribute shared by all true Rule Breakers.

Sustainable advantage gained through business momentum; patent protection, visionary leadership, or inept competitors

Boston Chicken, in other words, was a Faker Breaker.

Let’s examine the components of this second attribute one by one, through chicken-stained lenses. (Yuck.) The operative question: Did Boston Chicken have a sustainable advantage? We are defining “sustainable” here as two to three years.

So, first, did Boston Chicken have business momentum? In other words, did the company’s strong growth create its own sustainable momentum such that BOST could beat back competition through sheer force of growth? No. Now that we’re students of its business model, we know that the more momentum Boston Chicken had behind it, the quicker it would reach the edge of the precipice. Why did the Chicken cross the road? Because it was stapled to its area developers. And they had to dot the landscape with as many Boston Markets as possible, to feed those one-time payments from headquarters into “earnings per share” as fast as possible, to satisfy Merrill Lynch. The more momentum behind this effort, the harder for any one Boston Market to gain a foothold in a neighborhood and make money. Business momentum doesn’t count as real momentum when the business model is so flawed that one cannot foresee a company making money through achievement of ubiquity. Another way of saying this is that income statements whose revenues are dominated by one-time purchases do not indicate sustainable advantage.
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