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The Tulips

of the Sixties

Each wave of speculation has its own new concepts,
orimages as Le Bon would putic. Beguiling in thei simplicity
and seemingly foolprool, they dazzle myriads ol invesiars
simltaneously, Vicios Hugao said nothing can stop an idea
whose time has come. In the early 19605 (1e time had again
come for i journey into famtasyland,

It had taken a ey ¥ long time for investor conflidence
wrecover [rom the holoeaust of 1929-1932 e Dow Jones
Poichustrial Average did noy lneak thraugh s 1999 high of
MLAT until November 1954, and by the e of 1954 j
had crossed the 400 level. The marker worked higher in
1955 and 1956 losing some of (e Bains in 1957. Buy in
1958 and 1959 it was up again sharply, and closed the year
1959 a1 676.36.

Although the nation had suffered a sharp recession and
high unemployment in 1957, the worst of the post-World
War 11 period, business had moved up sharply thereafter,
and there was widespread confidence in the “new EConomics”
and the ability of the nation's cconomic advisors 1o keep
the cconomy out of serious diff iculties, This confidence was
not to be dissipated for another 15 years,

As the decade of the | ifties closed, the stock market Again
became the subject of widespread interest. Large profits had
been made by people who picked up stocks at the distress
levels of the 1930s and the 1940s. Gains of tenfold or more
were nol uncommon an blue-chip securitjes, By 1960 prices
of many lead ing natural resoy rce companies were up as much
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as 25 times from their 1932 |gyws. Mutual fund sales were
strong, and investors weye shown via chays thist even if they
had purchased stocks at the top of the 19929 mirker, wil
Price appreciation and reinvesied dividends, each dolla
mvested then would have been worth m;
1960+

An entire generation had grown up deprived of e
memorable experience of a final margin call followed 1y,
insuh'cnu_'r, Confidence in the stock market had heen fully
restored, | was Part of a new wave of UNIVETSIV-1rained
investment professionals whe were provided with thegpy ol
stock valuation whicl, we believed, if Properly practiced, woul|
have prevented us from making the Speculative errors of
the twenties ang allowed us to 1ake advantage of the severe I
depressed price levels in (he following 1wy decades. Ayl
sowe, like so many wt'H-nmauing_ mtelligent, seenungly torally
rational experts of Previous Benerations, marched ¢ onfidently
on toward the nex cataclysm, and i was not far away

Y times more in

Electronic Bubbles

In the market of the carly 1960s some of the mast
Spectacular gains were made by growth stocks, stocks whose
earnings and dividends Brew at a faster and more stable
rate than the marke as a whole, usually because they were

IBM, Xerox, and Polaroid were examples as were Fairchild
Camera, Texas Instruments, an General Instrumens with
the new technology of semiconductors,

At the same time, institutional ownership of siacks was
increasing, Accompanied by rising public interest in the
market. With relatively few additional offerings of blue-chip
shares, fears were being expresse that a shortage of h igh-
quality investmen stocks would develop. (The same [ears

* Primarily (e magic of compound jures esl. o Rates of Return on foy
on Common Stachs (Lasrie and Fislier, University of Chicago, 19649, i1e average
rerun on all siocks on the New York Stock Exchange was caleulued 1o
have increased 108 titmes from 1929 10 1060 with reinvestment of dividends
excluding taxes. The Dow itsell was only 6% higher,

Falitienls
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had been expressed in the 1927-1929 market.) Smart investors
were concentrating on finding new issues which would become
“blue chips” because of their excellent growth records. Often
such investment in solid young companies paid off. A pur-
chase of discounter E. ]. Korvette in the mid-1950s appreci-
ated tenfold by 1961, The investor who bought a thousand
shares ol Control Data, a manufacturer of large-scale compu-
ters, when it was [irst issued at $1.00 in 1958, had stock
valued at $121,000 in 1961, The acceleration of the U.S.
space clfort after the Sputnik launches in 1957 meant that
tens of billions of dollars would be appropriated for the
LLS. program in the ensuing years, with creative technological
companies likely to benelit substantially. Once more we see
both solid beginnings and excellent material for concept.
Intrigued with the gains made in new issues to date, a
iremendous appetite for exciling new companies was fostered.
The interesting feature of the early 1960s new issues mar-
ket—and a link with speculative manias of the past—was
that people were ready to buy almost anything: all that was
required were one or two scientific Ph.D.'s who would promise
to develop such items as iconoscopes, particle accelerators,
photoelectric cells, or silicone semiconductors. The more
esoteric the concept, the better the public liked it. Any
company ending in “-onics” was almost automatically guaran-
teed an enthusiastic reception. Adler Electronics, Bogue
Electronics, Nytronics, Bristol Dynamics (not “onics,” but
close) all were snapped up and commanded large premiums
within a few months. (One is reminded here of the company
established during the South Sea boom to extract oil from
radishes—a product for which there was no known use. So,
manv investors in the early 1960s had not the slightest idea
of how or to what end such technology was to be used.)
Investors scrambled for such issues without the least idea
of the company’s fundamental situation. Promoters took
advantage of the public’s infatuation with technology to
provide as much "merchandise” as possible.
Another spectacular growth area during the new issue
hoom was the more pedestrian one of bowling stocks. With
the development of the automatic pinsetter, the sport became
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more p_:'nl'uablul to the proprietor. There also seemed to he
a growing public inter

est in the sport,
what happened in the nmrkctp!acr burcslti‘ul;:r;:;tﬁ:{:‘t]l I:L'“
modlest reality. Brunswick and AM F, principal ma:m!‘m-::l:'rltl:
of the automatic pinsetters, became overnight glamour STIJ{'k'ﬁI
A H:Imcl of new issues came on the market l'l'_‘|}:l'|'_‘5f_‘lt1!ji‘l.-
bowling lane operators, pin and ball manufacturers, and ev -H
construction fivms specializing in building new bowlin alle Lsn
?II were greedily snapped up by the public. A few sa nE hi'ar}i‘»l
lncImh!lg some people who had been in the h‘utincﬁs. fr;;
some ume, realized that there was indeed a fllnil-r_' ]il-'nil Lo
the future of the sport and that such overexpansion would
come back to haunt everyone. The boom in bowling st I:
continued merrily on despite the warnings. S
ﬂlluthtir phenomenon of this market was the rise of 1l
Small Business Investment Companies {(SBICs) authuriz:‘rf
by an act of Congress in 1958, SBICs were encouraged b
the [ederalgtwcrnmcnt toinvestin promising new cnmrf-mic:
thc?r were given both tax concessions and cheap federal imns.
which had a leveraging effect on the money put inm'thcl:
company by private investors. The SBICs were the hatcheri
fmm which the future new issues would come. They ch::
in on the ground floor, normally having options on large
blocks f{f stock in addition to making loans to the }rqu
companies. Through SBICs, investors would be ettin E
play on electronics, medical technology, bowling aﬁd 111g
other interesting sugarplums at bargain basement ]l}ricr:s Aa :IT
of course, the SBICs were run by professionals, e
Accnfding to Forbes magazine, between January and Au-
gust 1961, 177 new SBICs were licensed, with almost 50
being _puhlicly held.' Investors were frantically biddin ;I )
the Pprices of SBIC shares, and SBICs were just as hung riII
bl:l}"lng the small companies they thought would be the icx‘l:
winners. In allowing investors a crack at the action earlier
and |}L‘I.I‘]E run by well-informed pros, the SBICs bore an
?Llercstmg resemblance to the Investment Trusts of the
saig—li:::h:mrkm. Certainly investors regarded them in the

The underwriters of new issues did of course operate
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under some regulations, but many of the underwriting firms
were one- or two-man organizations with a single secretary.
At first, electronics were the favorites, but later the interest
expanded to discount retailers, bowling, SBICs, and other
areas, The countryside was scoured for companies that could
be sold to the public. "Why go broke—go public" became
the underwriter's rallying cry.

The promoter funderwriter had to properly package his
merchandise. This meant that if it was remotely connected
to technology, the company was given some sort of space-age
name. Most buyers looked no further. Although a prospectus
was issued few speculators examined it. It didn't matter if
an electronics company had never made a profit, and likely
never would. If the stock the speculator was getting at 5
was likely to open at 7 bid in public trading, who cared?
With the small supply put on the market and the large public
appetite, many stocks immediately opened at huge premiums,
sometimes doubling or more. This sort of blind, almost willful
ignorance of reasonable value is a danger signal in any market.

Not only did the promoter funderwriter earn an excellent
underwriting fee, he often alsb took large positions in warrants
at a nominal cost; and if the stock moved up sharply the
underwriter made a second killing.

New issue prices were made to open artificially high by
keeping the number of shares offered small, and carefully
controlling the distribution. If a corporation wished 1o sell
200,000 shares and they could be placed easily, only 100,000
might be offered by a more unscrupulous underwriter. In
a tight issue, price could be pushed much higher by telling
a buyer he could have a given amount of stock only if he
bought an additional prescribed amount at higher prices in
the aftermarket. This procedure is illegal but is still followed
among more unethical underwriting houses. (Widespread
irregularities were found inan SEC study alterward.) Brokers
kept their allotments until the issues opened at premiums,
and hot stocks were distributed 1o relatives, privileged ac-
counts, or people to whom favors were owed. Most investors
cither didn’t know or didn't care about these goings-on.
Images of wealth (perhaps more simply called greed) through
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new issues were oo 5
truths.

For a while the public made tremendous profits in new

1ssues and interest was exceptionally widespread. Again as
in the 1920s, the discussion of exciting issues e .
made, and the "hottest"” :
conversation.

One way of Judging speculative m
they produce, and in this

trong to be overcome by such plain

cit i the money
underwriting houses dominated

: anias is by the literature
s : i period there was no lack of books
oltering advice 10 investors. One of the better known was

wf‘ittc|1 by a dancer, Nicholas Darvas, enti ,
Two Million Dollars on the Stock Market. A"r: I:llreldrr:':::r: p::::;t
even put lqgetlmr an average of 500 painters and advertised
that it was increasing much faster than the Dow. I
'Nr:w Issues were the speculative overflow of the get-rich-
quick attitude prevailing in the averall market in 1960 and
: lished growth companies were venerated and their
price /earnings multiples soared. At their peaksin 1961, IBM
traded at 81 times earnings, Polaroid at 164 times, and )'{c:rnx
at 123‘ times. Blue chips, too, continued to trade at higher
and higher multiples. The price /earnings ratio of the S&p
500 moved from 7.2 1o 22.2 between 1949 and 1961.

for the year, bu

stocks had already begun to cool and both groups were tradin
well below their highs. In an antiinflationary move thE
Hl‘.‘nllﬂ'}" administration forced the steel companies u-; roll
!c:au:k price increases in April of 1962, and the market
interpreted the action as antibusiness, This was (he trigger
for already mounting bearish sentiment. More and more
people were beginning to believe the lofty ratios for growth
stocks, and even the Dow itsell, were out of line with historical
stajjdi‘lrrls. and that the new issue Bame was merely another
variation of the greater fool theory,
Prices fell o rising volume. The week of May 25 was
Ehc poorest for the market in over ten years with $30 billion
in val_ues lost, and on the 28th, the Dow declined almost
;!5 points, the worst day since October 29, 1929, A the du;r:
It stood at 576.93. A wave of anxiety and fear again swr."pt
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through the boardrooms of America, shattering :unlu:; L:::i
and dreams. A question not thought about for J::f;:l suriﬂlem
again: Was this the bcginmng_ uflanmher 192¢ cv
reaction also touched off panics in Europe. 555, Eutlitia
In [act, it turned out not to be ;ITH}E'I["['I 1.1‘?:‘?. ll;l'l,rw,.
credit for this helongs more to tighter regulations .]m.rw!:.,h””
legeal margin requirements ”1.“.#'} rather 1||;|.|1 to the m:{.i o
ol the speculmors, Many iJIdl"-'"_llHliﬁ had circumver i
nErgin requirements by borrowing I.rum h.'kti.k:*. m..f:;:. '1|}r_!';;.
the high-fliers and met the fate of their prede esS0r | !.i”. i
Inthe midst of a day of particularly heavy, pessimistic trac B

the market suddenly and inexplicably turned around. Afte

: ; i i
being down by 23 points in the morning, the Dow soared
to a gain of 28 points for the day.

TALE 5 ) o
Yo Decline
Price 1961-62 1962 lrom
Whnr:lruua-d High Low High
il winiizs i .
‘-1:- -II litciromnios [April 1861 B ?-‘f :!.'I‘II':- lf:|11
------ et cinins {June 1955) 4] 16 :1'”|'| i
(TR TRTTS {&pril 1960) 93 13 24
LUiniviersal Elpe .
Ill.lq:lm (MNowv, 1961) 4 18 1n 82
Bowlin
EUM?MUI' Corp. {Jan, 1855) 3 51, :;:- gg
Fair Lanes Inc. (Sept. 1959) 10 129, i
of League
M;}amlnﬂg {Nov, 1960) 9 14 ':h gi
Sports Arenas Inc.  (Nov. 1958) 4 14%; 1
SBICs
Boston Capital (Sept. 1960} 15 28" T 75
lectronics Capital
: Corp, {June 19589) 10 662 ﬂ:;l g;
Franklin Corp. (June 1960) 10 25 G4
Greater
Washington
Industrial
Investments [April 1960) 10 30 Ay a4

=1983,
Sources: S&P Indusirial Manual, 1962-1963; S&P Financial Manual, 1962
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The panic was over, but the crash had wiped out gver
$100 billion in Paper values. While the averages recovered
and went on to new highs, the crisis had broken the back
of the new issye market, Like the "!:inrierimys"hc-fnr:- them,
most of the smal| promoters closed their doors. Gone were
the big paper profits on their warrants, many of w
valueless. Gone also were the re
by investors in new issues,
large losses. Table 5 shows
high, and the 1962 low of

And what became of al) those hot new issues inthe ensuing
Years? An SEC study of 500 randomly selected 1SSUes -
derwritten in the late 1950s and early 1960s revealed that
12% had simply vanished, 43% had Eone hankrupl. 25%
existed and were operating at losses, and only 20% showed
any profitability whatsoever. OF the 500, only 19 appeareced
to be highly promising, The adds of 2 big kill were far less
than playing a single number in roulette, ‘and possibly even

somewhat less than purchasing the bubble companies in
Exchange Alley in 1720,

hich were
mendous paper Eains made
All too often they turned into

the issue price, the 1961-1969
selected issues.

The Rise and Fall of the Gunslinger

The speculative Spirit, so often dormant for centurics,
rested only briefly after 1969 belore possessing the marker
again in the later part of the decade. A glance at the years
1967-1970 shows tha @ number of time-honored fiduciary
and accounting principles were abandoned in favor of a new
“reality.” The operative image of the times, to which so much
was sacrificed, was performance. In this era, it meant the
rapid turnover of stocks in pursuit of the quick kill. And
at the vanguard of the revolution was a Broup of fast-moving,
Iree—whcfling Young men in their twenties and thirties who

Were out to conquer the market by the speed of their reactions
and the sureness of their insti

gunslingers,

Youth brought a new honesty 10 Wall Street. Stocks were
not bought to be held forever. The difficulty of judgment
Was recognized, and errors were unashamedly acknowledged,
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and the gunslingers would buy or sell in the blink of an
eyve. Il one liked a story, he bought a large block of stock,
olten researching it later; if he turned negative on a security
or the market, stocks were just as quickly sold. Quick turnover
led 1o exceptional results, and the rapid buying and selling
of large blocks of stock by the gunslingers became known
as "go-go” investing. Trading as a result mounted sharply,
and portfolios were often turned over in their entirety several
times or more in a single year. Value, according to the new
rules of the game, was not to be found in the established
blue chips preferred by their elders. The real gains were
in the new issues, the growth stocks, and the concept stocks.
The year 1962 was already ancient history.
| For some time prior to 1967 public attention was increas-
ingly riveted on the better-performing mutual funds. Gerald
Tsai. the young Chinese whiz who chalked up an exceptional
record managing the Fidelity Growth Fund, became the first
go-gostar. Buying or selling atthe drop of a hat, Tsai increased
the asset value of this fund almost 50% in 1965. Tsai lefi
the Fidelity Group and set up hisown Manhattan Fund hoping
to raise $25 million and surprised limself by raising $247
million in his initial offering. Tsai's fund was up 40% in
the exceptional 1967 market, more than double the Dow,
but even this performance was dull next to some of the
emerging new go-go managers. By 1968, when his fund was
down 7% and ranked near the bottom, 299th out of 305
funds rated by Arthur Lipper, Tsai's luster had already
dimmed considerably. A low ranking in mutual funds often
meant the withdrawal of capital by investors, which was then
translerred into the more successful funds. In the long run,
T'sai’s business acumen seemingly proved significantly better
than his market capabilities, as he was able to sell his mutual
fund complex to CNA for approximately $30 million in its
stock.

The new breed was bruisingly competitive. It paid to be.
Fred Alger, at 34, van $300 million in 1968 and received
a million a vear in compensation. He was quoted as saying
“I would rather be down 60% in a year, and be number
one [among funds] than be up 60% and be number ten."
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]'-_‘r::d Carr, 38, ran the Enterprise Fund
leading mutual fund in 1967, w
and tht? hest-perfnrmjng large fund in 1968 with close 1
a 45% increase. So impressed were investors with Iﬁs- "
formance that in 1968, $1.1 billion worth of
funds were sold, approximately one-sixth of
sales1 nationwide. Carr's Mmanagement company, which w
public and commanded 2 high premium gaﬂ: him =
worth at the time of $30 million, . e

Enterprise purchased small,
stocks. Carr's buying, followed by

pushed such stocks up, a self-fulfilling prophecy as long as
nul':':'ﬂd?r sold. Carr, however, did not view events in this IiEhF:I
Believing he was a traditional conservative long-term inve:tgn :
Carr was bothered that people thought his funds were risk'-‘

_ ffi:‘unc of the games the fund managers played hur.r}-
f:'lstlnl:l resemblance to the operations of investment tru.stﬂ
inthe 1920s. One of the brightest meteors in the performan X
:ﬂi}' was Fred Mates whose Mates Fund began upcraliu:zli
n mid-1967. Mates had a highly developed social conscience
and would not buy stocks of cigarette or armament com anies
nor of companies that polluted the environment E-Fcn 5 :
his f_unrl was for a time the wonder of the indust . showi s
a gain of almost 154% in lae 1968, o showing

For all his social conscience

borderline financial practices, ;"Li

purchased “letter stock.” This stock is not registered with
thr:_ SEC and cannot be sold publicly. The buyer gives the
selling company a letter stating it will not altempt to register
the stock for a specified time period, often several gcn I
or more. Because such an investment is extremely i]li}ruiv:lﬁ
a discount from market of 30% or more is usually ?w:n‘
InSeptember 1968, the Mates Fund purchased 300,000 ,fha I
o{ Omega Equities, a small conglomerate, at $3 :‘25 a sh i
with the stock trading at $24—;a tremendous dislr:c:-um :ff
for letter stock. Mates then revalued y
one-third discount from the market, givir
profit of almost 500%. Not
of revaluing letter stock w

: » the nation's
ith an almost 1189 gain,

pcr~
the group’s
mutual fund

thinly capitalized growth
swarms of eager investors,

Mates followed some very
ong with other funds, he

cn
the stock ar 516, a

1g his fund an instant
to fault Mates alone, the practice

as fairly common in the industry
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at the time, and the records of other funds were also boosted
by such machinations. Instant results was the name of the
game.

The fact that so much of the gunslingers “performance”
was aclhieved with mirrors and sleight of hand should cause
us to wonder where all those prudent, rational investors had
disappeared 1o, Anyone involved in the market should have
koown, even without the benelit of our listorical review,
that such practices as letter stock revaluation were very
dangerons and would almost certainly end in disaster. Once
agatn, the public either didn’t know where such “perform-
ance” came from or, worse, didn't care.

S0 mmch money flowed into the Mates [und that s
bhookkeeping snarled and it could not accept new business
alrer - 1968 Ovders Tor $50 million, three times the asset
vialoe i early June, were turned away. Hundreds of angry
Lottens Howwed i and the switchboard was [looded with calls.
Foen biibes were oflered (o get shares in this money-making
it e

Pollutni-dree companies are not always pollution-free
tevesoment values, Owmega Eguities, which was 22% of 1he
Maes preontfobio, was suspended by the SEC from tading
on December 200, 1968, and an investigation was hegun. Mates
revised the stock down o his cost of $3.25 a share, but
with no market existing for it, he could not redecem his mutual
fund shares. Investors who had so desperately wanted 1o
get in six months earlier now wanted out but the doar was
bolted. Tt was all downhill from here. In carly 1969, Omega
resumed trading at $4.00. The Mates Fund asset value
thisimegrated, plummeting from §15.51 in late 1968 to under
$L.00 at the end of 1970, where it stood close to the bottom
of the Arthur Lipper Rankings.

Wealthy and more aggressive investors usually did not
buy mual funds; instead some received their kicks from
hedge funds. Mutual funds are normally forbidden o borrow,
short sell, or trade in commodities. A hedge fund, which
is a limited investment partnership with ten to twenty shares
normally ranging from $100,000 1o $250,000, was [ree to
do any of these. The hedge fund provided go-go action

The Tulips of the Sixties

at its fastest, and it was the ideal instrument for the high-
powered gunslingers of 1967 and 1968. Large in-.-eﬁrin
flocked to them and by the end of 1968, hedge fund '1-557_'!;\
had grown to $1.3 billion. Entrance was not cheap: :|. .1 or

o . b « -
2%, ;mrntlml fee and 20% of the profits 1o the manager. A
$10 million fund up 50% provided $1 million a year to the

S-IH.‘i_'t.‘ﬁs[lI{ manager. Il a “"High Noon” atmosphere exisied
on Wall Street in these years, the quickest draws ;u.ul the
lup;hn:!-tl turnover were generated by this group. The entire
portfolio could easily be turned over four or five times in
a year. .

. Many of the gunslingers were encouraged to take extraor-
dinary risks by the nature of the beast itself, It was 2
heads-1-win, tails-you-lose situation. A gamble that paid Lul'[
gave the manager 20%. 11 he lost, it was the client’s money
ersuir:s. il he was 100 conservative, 1 more :u.ggrr:a-;iw ;;u.u.n
_I:Imgm- might easily lure the customer nwnf -.-.-i|II1. a more
'mpressive performance record. Excessive risk does not stay
caged for long. In the 1069-1970 crash, the Tlntfgr fun:it
asa group were devastated, and the battered partners tllt".'.-'
ot a good portion of (he remaining capital. Many of (he
managers, accustomed 1o lavish Iving on their six-figure
_pt-ufrts, sq}:l:!ru]@.- fomnd themselves without any source of
mcome. Some of the smoking pistols were traded in. for
bartender aprons, shoehorns, or cabdriver medallions

What kind of stocks attracted the gunslinger in I
The most important common denominator as
concept. The stock had 10 have *a story,”
the gunslinger and would excite
crates were one of the first

his heyday?
always was
one that excited
tlllr.' market. The conglom-
: manias to sw arke
beginning in 1964 or 1965. Investors wer: n:::;-;ﬂ:‘r::;‘l:ml::_!‘-
tl_lc tremendous earnings growth of Litton Industries, Ling-
Temco-Vought, Walter Kidde. Teledyne, and a cast of du:!cnq
of others and bid these stocks up to extremely high muhiplen:
Tl:'!an}r of the most highly regarded companies apprccialc;i
five or tenfold in a few years,

Conglomerate executives talked of new free-form man.
agement philosophies and technic

_ Jues to go with the swinging
umes. Deadwood was iimmediate e

ly cut away from acquired
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companies, marketing efforts were rr.-jt_wc:mlcd. :mrj‘ voild,
rapidly rising earnings resulted. Synergism (1 + .1 = 3) was
mentioned often. A company that produced tennis racquets,
fighter planes, and toilet paper would spf:a_k glowingly of
its interlocking markets, which would allow it to pare costs
and increase sales. The gunslingers, interested only in the
“"bottom line,” loved the high-earnings streams of these
companies, and the exciting concepts I:cl:lind 1I1|'.:|n.

The conglomerates gave them the ra;:u} earnings igr«:ull--.'lll
they wanted, but it was done mostly by financial sleight of
hand. In its essence, the game was played as follows: _

International Dynamics is trading at 30 times earnings
and acquires another company, Stand:?rfl Broom, !.v_hmc
earnings are 50% of the acquirer's $1 l'III"I'Dl:I, [mcrnatm_na!
Dynamics pays ten times earnings for the acquired companies,
some 30% more than it currently trades for on the lnariu::t.
and rather than paying cash pays for it in its ’f"‘]’tk at its
current market value of $30 before the acquisition. T.he
earnings are pooled; that is, the income of the two companies
are added together and divided by the new number of sh:rm.-s
outstanding. Table 6 demonstrates the effect of such pooling.

Because it commanded triple the P/ E multiple of Standard

Broom, International Dynamics increased jts earnings per
share 29% by the exchange. Only 16.7% more stock had
to be issued 1o increase total earnings by 50%. If the market

TABLE &
International
Dynamics
International after
Dynamics Acquirin
ore Standard Standar
Marger Broom Broom
Net earnings $1,000,000 $500,000 $1,500,000
Shares outstanding 1,000,000 Shares issued 1,166,667
in Exchange
166,667
Earnings par share $1.00 51.23
P/E ratio an 3
Price 30 . 38%.
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keeps the same valuation on these earnings, the stock would
rise to $38%4 To provide earnings growth in the following
year, International Dynamics could, with its P/E multiple
of 30, simply acquire another company with a low P/E
multiple. It might then create an exciting earnings record
accompanied by steadily rising stock prices (ifthe P/E multiple
remains unchanged) such as the one shown below-

Year | Year 2 Year 3
Earnings FL00 $1.29 $1.65
Price 30 38%, 491f4

The process can continue for years with none of the

companies acquired or International Dynamics itself increas.
ing internal earnings one penny. Furthermore, the rate of
earnings growth can be tailor-made by deciding what size
companies to acquire in each period. If it continues to acquire
low P/E ratio companies and maintains its multiple, the price
of its shares will increase steadily. Nothing could be easjer!
This example is simplified but provides the essentials of
how the conglomerate game was played. The extent 1o which
the concept was bought is shown by the price/earnings ratios
of the various favorites in Table 7. The 1970 low prices
again give us an idea of the tremendous drops that take
place when disillusionment sets in.
James Ling of Lir_:g-"l'cmcu—"v’nughl was

the mid-1950s. Ar s pinnacle, Lin

among the country's top 15 industrial companies. To raise
capital and get an even higher value for his stock in the
late sixties, he decided to sell 1o the public a portion of
three companies owned by the conglomerate: a pharmaceuti-
cal concern, a sporting goods company, and a meat packer.
The subtle humor of the Exchange floor dubbed the compa-
nies Goof Ball, Golf Ball, and Meat Ball. Ling considered
himself a high priest of finance. One year he urged his
shareholders after reading his elaboratel
to present them 1o students as a model

B'S corporation ranked

y embossed report
in understanding
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TABLE 7. The “Glamours”—and 1929,

Thirty growth stocks lost 81% of their value in the 1969-1970 crash,
fisl o shade under the drop in history's worst market brfi.']_k,'

Stock Prices

7 1970  Extentof P/E Ratio
1:?9;? Low Daclina ot High

Computer Stochs

i
Control Data 163 ?Ig ?g".’i ga
Sparry Rand 65 L5 Ao
Mohawk Data m :g o o
University Computing ;gg =i 4 b
1BM 4
Data Processing Financial 92 g g; ;?
Leasco Data 57 4 o 2!
Levin Townsand 67 - 4 s
National Cash Register B a o e
Electronic Data Systems 162

Average decline of computer -

slocks

hnol Stocks

;;fs r“;ﬁ.rl:llw.l'I 141 51 64 3_31?3
Xerox 115 65 gg o
Optical Scanning 146 ;ﬁl i o
Texas Instruments :-:g 2y o 2
Itek
Recognition Equipment 102 :: gg -I-TIE
Fairchild Camars L1 S - > s
EGRG 72 o %
Genaral Instruments 63 1 = Az
Ealvar 73 M

Average decline of technolagy =

stocks
Conglomarate Stocks =
Litton Industries 104 13 :g A
Gull & Western 66 2 4 A
Ling-Temeo-Vought 135 z s -1/
Bangor Punta 61 -

i ar 15 B2 2
il;iﬂd' T4 B o2 "
Teledyne 72 Tg g; ;3
MNorhwest Industries B0 -4 =
Textron 57 :; o o
United Brands 58

Avarage Decline of =

Conglomerate Stocks 4

Average Decline of All Stocks 84

Average Price /Esrnings Ratio

= -1958 high s
ol fock ched highs sfter 1968; in such cases, the post
uf:: !:.(.::ﬂ'?;-l:'f“;!ﬂ vu!fnﬂlgl deficit, ** In order to avold distortion, m:l:: PL{E
ratios of Kalvar (1.218) and ATO (740} are c:::liu:lfﬁ;-lld thay bean inc i
P/E ratio would hove been substantially ighar.
;:::r:;- Dun';lﬂhrlw:u, January 1971, Reprinted with specisl Pul'll'l'ln}lllﬂl‘l. 1871,
Dun & Bradstrest Fublications Corporation,
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finance, Ironically he may have heen
as good a starting point
thralls his audience.

right. The report is
as any to study how the bubblemaker

One of the most interestin

g performance concepts of this
market was National St

ident Marketing, a company we met
briefly in Chapter 1. A conglomerate, NSM dazzled botl
institutional and individual investo

spinner was its president, tall,
that the company's shares rose
it traded in April 1968, a

1
rs alike. So good a concept
polished Cortes W. Randell,
from $6 to $14 the first day

Ithough the bloom was already
fast fading from conglomerates at that time. It reached a

high of $82 later tha year and $143 in 1969. All in a bear
market! In 1969, while investors were annihilating the P/F
ratios of other conglomerates, NSM was trading at the
astronomical multiple of 104 times earnings.

Randell surrounded himself with all the trappings of
Power: a Lear Jet named Snoopy, a suite in the Waldorf
Towers, a 55-foot yacht that slept 12, and a $600,000 castle
on the Potomac, which even included a mock dungeon,
possibly for disbelievers. In addition, he had a net worth
in NSM stock of $50 million. How did he do jt7 Randell
dazzled Wall Street with an idea that was perfect for the
time: the youth market. The company estimated that the
disposable income of this market was $45 billion in the late
1960s. It projected tha the key 18-t0-24-year-old segment
would grow from 119 10 25% of the population in the next
seven years* and their income would rise to $72 billion by
1980. NSM had 600 students acting as part-time sales repre-
sentatives on college campuses. He told analysts his company
had a “lock” on this market, and to continue his expansion

‘ompanies whose successful
I sometimes wonder if "rotten

*According 10 Andrew Tobias in The Funny Money Game, 3 book about
the rise and fall of NSM, these population growih figures were highly
exaggerated. In order [ these percentages 1o be realized, 25 million 8.
1o M-year-old immigrants were needed, or 100 million outside of this age

group had to be disposed of, Apparently few outsiders checked these figures,
Another indication of the “rationality” aften found in markers,
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to the core” might also apply all too often).

Randell preached youth, and through youth, earnings
tripling annually. Investors took the bait and kept the stock
at a tremendous price /earnings multiple. This allowed Ran-
dell 1o make his fast-paced acquisitions program using his
stock to buy other companies. Some of his acquisitions only
remotely dealt with the youth market: shirt making, housing,
msurance and travel companies, as well as a sports jacket
manufacturer, Randell's program was in [act a kind of
acquisitions treadmill—he was spinning the wheels faster and
faster in order 10 make his earnings projection come true.
Randell could pay high prices for the companies he acquired,
alten 20 or 30 times earnings, double or triple what could
be realized elsewhere, because his stock traded over 100 times
earnings itsell, Such is the power of "funny money.” Most
amazing ol all was his ability to carry it off in the cold light
o 1968, when all conglomerate tricks and "buzzwords” were
connpletely discounted by a disillusioned and burnt Street.

Wandell's secret was his extraordinary ability to romance
Wall sueer. Analysts were showered with attention, their
v ol mnportance Hatered by being called from the
b phione i his Lear jet and taken as guests 1o his castle
o bow o craise on his yacht down the Potomac. Some o
thee believers were prestigious indeed: Morgan Guaranty,
Donaldson Lulkin and Jenrette, the Harvard Endowment
Fund, the General Electric Pension Fund, the Cornell Endow-
ment Fund, and Gerald Tsai's Manhattan Fund (122,000
shares for $5 million) to name just a few. With such prestigious
fellow investors, highly regarded lawyers (Covington and
Burling) and auditors (Arthur Andersen), and Randell's
dazzling visions, it was easy to overlook the signs of trouble.
In November 1969, Randell made a speech to the New
York Society of Security Analysts stating that NSM's earnings
in 1970 would triple to $2.00 a share. Other executives in
the company objected, saying it could only be done with
acquisitions which had not even been considered to date.
As the stock was nearing its peak, a group of officers and
directors sold almost $10 million of their own shares as letier
stock to institutions at a 40% discount. Less than a week
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later Randell made another smaller sale, Like their South
Sea counterparts 250 years earlier, they were getting out

In the company's fiscal 1969 year (ended August .SI]
Carnings were created entirely through in
another was stretched, all duly footnoted
”.I course, for those who had the bad taste 1o look. T}
Pnggvst iem was the consolidation into income of $3 'J‘.GIH H'I}TJ
i earnings from acquisitions not even rr:nsurnrtm;cltl t‘ he
liscal year end. Legally they were s ey

: aid to have been agr

ar ¢ | , - agreed
llu I principle, With middle-of-the-road accounting proce-
dures the company would have taken g loss for the IIIS{:'Il

1969 year. It did show a loss in the firsy quarter of the
next year, and interestingly enough it was the ammunccmcn‘;
ﬂfrtllts reverse in earnings, rather than the readily available
evidence of corporate E:llicﬂﬂﬂf}‘. in its annual re ort ::I-
snunt_lcrl the death knell for this company. The huhEIc Iu::—ll'\:Ii
as quickly as and more severely than the South Sea Com ran!'
itsell. From ; high of $143 on December 22, 1969 ill h"}
down to $3.50 in July 1970, s .
Another group of stocks
altention of e punslingers w

chains, pj'ullic'u!.'uly fried chicken outlets, were expandin
at a l{.'l'.l ific rate. One analyst wryly noted that -.-.':tll lhf
completion ol current EXPANSIon  programs every ;g
woman, and child in the rountry would have 1o ear ay mu.::-:il
and a half of chicken 2 day to justify the present F:-r:':: 5
_Nursmpr homes were alsp 4 heavily exploited Iarcai Witl.l;
increasing I'Fdnr:il money going into health care for tIu:: aged
many gunslingers naturally concluded that chains of nurEin :
!mmcs were the way to riches and big positions were lakc::
in them. One of the favorites, Four Season Nursing Hﬂllll’:‘i
BOL up to over a hundred limes carnings and (urned ~“-
handsome profit for the institutional holders beflore poj
nkrupt. Accounting again| HonE
.Thr earnings growth of man
this market were put together
few bothered 1o analyze stater

genious account ing.

that caught the enthusiastic
as the franchisers, Fasy Tl

y of the concept stocks of
by creative accounting®* but
nents thoroughly. The new

*1 will discuss this further in Chapter 12,
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generation had the "feel” for this market and were proved
tight as the prices of their choices shot up. Images exercised
a stronger influence over investors than facts or rational
analvsis,

The ending of this mania was similar to all the others.
Greater and greater risks were taken, but no matter how
large the odds appeared to be against them, investors seemed
to win most of the ume. Prolessionals and amateurs alike
appeared drunk with the incredible gains that had been made
in less than two vears. Articles appeared by senior Wall Street
ligures condoning the current speculation and rationalizing
why it should continue. One young money manager exu-
herantly wold Forbes at the peak, "It's going up, up, up; we're
going to get accustomed 1o higher and higher price-carnings
ratios.” Forbes added prophetically, *While the ups can be
exhilarating, the downs can be terrifying."*

The break that followed was the most severe since 1929,
The Dow fell from 985.21 on December 2, 1968, 1o 631.16
on Mayv 26, 1970, some 35%. But this was not where the
real damage was done. The devastation was in the concept
stocks of the gunslingers. (See Table 73

Many of the more famous gunslingers ended up on Boot
Hill. Some of the money men 1 knew who had made five-
or tenfold or more on their personal portfolios lost even
thew original investments, 1f they were lucky enough to hold
their jobs, they were often finished with investing [or them-
selves.

The Common Characteristics of the Manias

The most surprising thing about speculation is its remark-
able similarity [rom period to period. Similarity in the condi-
tions necessarv to breed the manias, in the abandonmeni
of prudent principles, and in the infatuation with concepts.
IMaost important, there is a tremendous similarity in the
attnudes ol the market participants. In each case—tulipmania
i seventeenth century Holland, the South Sea Bubble in
cighteenth cenmury England, the "new era” market of the
twenties, and the go-go years of 1967-1970—the bulk of
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people in the market were intoxicated with
and the ease with which it could be

was so simple. One merely had to
in Florida or

the idea of wealth
procured. The image
own a tulip bulb or land
T A computer leasing company share to build
a ftlnrdlunc. There is even a remarkable similarity in owning
exciting “concept” companies in 1720, 1929, 1962 .-m:f
1967-1968.* Each mania created its own s;uci:;I |"ca1i;.' far
rr:lmm'cd from past standards of value. Caution was l.':y'iﬁ‘ drtl
aside by many, and justifications were made about whk tl 18
were really different “this time.” Hns
In each marker excessively risky

as prudent, and those who did not
aside. A young gunslinger at the height of the Bo-go euphoria
of lﬂﬁ?ulil'll'{iﬂ was interviewed on TV and discussed hi.s
:!g.grr.ﬁ‘ﬁl'lr"l: tvestment “strategies.” When the name of ch'"!.-
min (-r;ah::m, whose measured approach crupha.si;rin I’::Ir
evaluation of risks and conservative pricing rDI‘IIles EE:;u'm_-
up, thetmmmy manager said “the trouble with old 'Ecn i5
that he just does not understand this market.” .
[1c.wax right. Benjamin Graham could not for it violated

all !u.:: tvestment standards. Shortly it came c‘rashin dow
carrying most of the go-go crowd with it e
In every era, once the crowd begins to realize the excesses
of lrhr: boom, there is a scramble o escape, resulting in .‘.lllitl'_'
whln:h most often carried values far below the point I:f];t:un
Wh]rl'_‘ll the manias began. Perhaps the most curious fact of
all is that the sharp percentage drops from each highwate
mark wenl': so similar—on the order of 90%. (See Tagble 8 }r
Our history lesson, then, has shown us that 5pcf.'u1:uilvc
bubbles are not simply relegated to the realm of the L;
and the examples of recent history—all too recent for L!:::: -
fort—would indicate tha any theory or h}'|n..:l.lmsis w.hic’I;
assumes consistently rational, prudent behavior on the part

actions were justified
g0 along were pushed

. : ,
John Kenneth Galbraith, for one, not

in - ar i

wjrll:";q.-]j:i:l I"%‘E-i!:i market prr!c::lr duplicated the market of the late 19205

ity lit mdusiries to an extraordinary extent being the same.” Th;
und hoom was the counterpart of the investment trust, with the

p'u:;]u: ."]' both cases |r.1!:|'n£ homage to the brilliance of their managements
satbraith concluded “Financial genius is a rising stock market,”? .

eil that the concept of glamour stocks
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TABLE B. Market favorites

of different eras,

Market (roud

Price Decline

High Price Low from High, %
Heolland, 1637
Semper Augustus
tulip bulb) 5.500 f1.# 50 f1. 29
England, 1720
South Sea Company £1,050 £129 88
1928-1232 o
Air Reduction 223 N BB
Burroughs 87 Bt/ 24 !’
Case 457 17 2 4
General Electric 201 8y 98 il
General Motars 115 % 94 3
Monrgomery Ward 158 <LH a8
1961=-1962
AMF 63%, 10 84
Automatic Cantean 4580, 9%, Fi:]
Brunswick 7471y 13, 82
Lianel 37 4%z 88
Texas Instruments 207 49 76
Transitron 423y B 85 ‘
1967-1970 -
ITEK 172 17 %0 £
Leasco Datz Processing 57 7 88 3
Ling-Temco-Vought 135 7 95 =
Litton Industries 104 15 -1
Mational Studens Markeﬁng 743 be 1179 498
University Computing 186 13 87

*Floring

the market in an attempt

of investors 1s simply buildin

B on sand. The academic expla-
nation of professional investmen performance is gravely
flawed because s hypothetical assumptions simply do not JE
apply to the cases just touched on. For -
in focusing attention on the difficultie
the efficient market hypothesis does
why investors do not outperform
section we will analyze the irration

all its usefulness
s in beating the market,
not satisfactorily explain
he market. In the next)
ality we have viewed ir
to formulate a berter explanation




