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Just to set the record Straight, Michael Lauer was reluctant to do this interview. 

Nothing personal, you understand. In fact, he admits being a fan of 

the earlier Market Wizard books. It's just that he doesn't think he qualifies 

as a "market wizard"—at least not yet. "Perhaps after I've done this 

for ten years, maybe then I'll qualify," he says. 

 

Well, Lauer hasn't been managing a fund for ten years, but in the 

seven plus years that he has, very few can match his combination of stellar 

returns and low risk. Since inception in January 1993, Lauer's flagship 

fund has realized a 72 percent average annual compounded return net 

after deducting all fees (an estimated 97 percent gross return*, trouncing 

the corresponding 13 percent return for the Russell 2000 (the stock 

index that most closely matches Lauer's investment universe) and the 20 

percent return for the S&P 500. A $1.0 million investment in Lauer's 

fund at inception would have grown to an astounding $51.7 million in 

just over seven years (net to investors after deducting fees), compared 

with corresponding figures of $2.4 and $3.7 million for investments in 

the Russell and S&P 500 indexes. 

 

You might think that with such lofty returns, Lauer must be taking 

some huge risks. Amazingly, Lauer has achieved his stratospheric returns 

while keeping losses both small and short-lived. The maximum peak-tovalley 

equity decline in Lauer's flagship fund was a moderate 8.7 percent, 

and it has never taken more than four months for the fund to reach 

a new high. 

 
*Gross return figures were not available. This number represents the author's estimate, 

based on reported net returns and stated fees. 

 

THE WISDOM OF V A L U E , THE F O L L Y OF FAD 
Another notable feature of Lauer's performance is that even though 

over 90 percent of his returns were earned on the long side, he has managed 

to do remarkably well during declining market periods. Since the 

inception of his Lancer Offshore fund nearly five years ago*, the S&P 

500 has registered sixteen monthly declines for an aggregate loss of 60 

percent. During those same losing months, Lauer's fund earned a cumulative 

positive return of 66 percent. 

 

Although Lauer emphasized what he considers the relative brevity of 

his track record, his trading experience (a personal account) predates his 

fund manager career by over a decade. He acknowledged that the average 

return for his personal account was even higher than for his funds, 

but he downplayed this track record as irrelevant, because it was 

achieved using leverage and involved a much lower asset base. 

 

Lauer's flagship fund currently manages over $700 million. The capital 

under management could be significantly greater, but he is closed to 

new investors and even returns assets when profits cause the funds he 

manages to grow beyond what he considers an optimal size. Since Lauer 

deliberately restricts himself to a small number of major stock investments 

at any given time (for reasons detailed in the interview), he could 

increase the amount of money he manages by simply expanding the small 

number of his holdings. Lauer, however, explains that he is very happy 

with the status quo. His operation currently consists of only two traders, 

two analysts, and several support staff—and he likes this cozy arrangement. 

He has no desire to increase the size of the firm. 

 

As a college student, Lauer supported himself by driving a cab during 

the night shift, an experience he considers far more relevant to his later 

success than his formal education. He graduated in 1979 with a B.A. 

degree in international relations (he later earned an M.B.A. in finance). 

Being fluent in several arcane languages, Lauer briefly went to work for 

one of the government intelligence services, an experience he declined to 

discuss for confidentiality reasons. 

         In 1980 an influential family friend, whose judgment he respected, 

advised Lauer that he could find a more attractive career path in the 
 
Lauer's performance numbers prior to the start of this fund are available only on a quarterly 

basis, making monthly comparisons with the S&P 500 index prior to this point 

impossible. 



financial sector. He arranged for Lauer to be interviewed by Oppenheimer 

& Co. Lauer landed a job in the stock research department, 

where he eventually became a multi-industry and technology analyst. 

During his career as a stock analyst, which spanned three brokerage 

firms (his subsequent affiliations included Cyrus J. Lawrence and Kidder, 

Peabody), Lauer was selected to be a member of the Institutional 

Investor All-Star analyst team for seven consecutive years—a streak that 

ended when he decided to become a portfolio manager in 1993. 

 

The interview was conducted in a conservatively decorated, windowless 

conference room at Lauer's firm. Lauer's passion for investing and 

confidence in the superiority of his own approach came across very 

strongly. "I am sure I could explain to you every holding we have, and you 

would agree that it makes absolute sense as a compelling investment." 

He was also surprisingly opinionated about what he considered the folly 

of some of his peers. 

 

Our conversation began with the reason why Lauer does not include 

as part of his track record the documented recommendations he made as 

an analyst, which date back to 1982 (eleven years prior to the initiation 

of his fund). 

 

Note: Although the performance statistics in this introduction were 

updated through March 2000, the interview itself (the first one I did for 

this book), which contains a number of prognostications regarding specific 

stocks and funds, was conducted on May 4, 1999. 

 

I guess your recommendations as an analyst cannot really be 

turned into a meaningful track record unless you assume that 

you would have traded the same percent of equity on each recommendation. 

But, of course, in real life, it doesn't work that 

way. I'm sure you take much larger positions in some trades than 

in others. 

 

Absolutely. In fact, many analysts blow out when they become fund 

managers because they do not have the conviction level that is essential 

to put on a big position. I tell my guys that if we come up with a 

good idea, and as a firm we only buy 50,000 or 100,000 shares instead 
of a million plus, then that trade is a mistake. This is also the reason 

why we limit ourselves to a maximum of fifteen major positions (on 

the long side). 

 

I take it then that you disagree with the premise that more diversification is bet-

ter. 

 

For a number of reasons. Concentration is critical to superior performance. 

The greater the number of stocks you hold, the more marketlike 

your performance becomes, and the less value you add as a 

money manager. Those who preach diversification as a risk control 

measure are essentially hedging their fundamental ignorance of their 

own holdings. 

        Also, one of my objectives is to be able to make money in any market 

climate, which means that I have to decouple my performance 

from the market indexes. Limiting myself to a relatively small number 

of positions is essential to achieving this goal. 

      Finally, from a purely practical perspective, it is much easier to 

find and stay on top of fifteen positions. I believe that few, if any, fund 

managers are as well informed about our fifteen stocks as we are. 

 
Why fifteen as opposed to five or fifty? 

 

There has been some convincing academic research showing that 

with fifteen different stocks one can achieve approximately 80 percent 

of the benefits of much broader diversification. Keep in mind, 

though, that to achieve our twin goals of exceptional performance 

and low correlation with the broader market, we don't want to diversify 

too much. 

 
Is this a fixed number? 

At any given time, our holdings will exceed fifteen stocks because of 

the frequent rotation of our portfolio—the divesting of some of our 

positions and the addition of others. But fifteen positions will usually 

account for more than 75 percent of the portfolio's value. 

 
What is your correlation with the major indexes? 

It's been inconsequential. The closest correlation to an index would 

be with the Russell 2000, and only because most of my long positions 

happen to be the Russell 2000-type names. 



In your recent letters to clients you've been surprisingly critical 

of some mutual fund managers. 

 

What is happening now [May 1999] in the fund industry is not only 

dangerous but it's also downright insidious. Many of the largest public 

funds that individual investors believe are being actively managed, 

with stocks presumably being selected based on fundamental merits, 

are actually closet index funds. 

 

What do you mean? 

 

Take Fidelity Magellan as an example. When Peter Lynch managed 

the fund, he typically held one thousand to two thousand stocks. He 

picked stocks based on value and earnings expectations, and his performance 

was exemplary. During his thirteen-year stewardship, the 

fund averaged a 29 percent return, nearly doubling the S&P 500 

gains of 16 percent. Now the fund holds only about three hundred 

stocks, with most of the money concentrated in about twenty-five 

core positions, even though assets have mushroomed from $12 billion 

to $90 billion since Peter Lynch's departure. 

         The fact that their portfolio is composed almost entirely of the 

highest capitalization S&P 500 stocks and a few other high capitalization 

stocks tells you that they are not picking stocks based on fundamental 

research. Magellan is only masquerading as an actively 

managed fund, when in reality it has become nothing more than an 

"enhanced index fund"—that is, an S&P 500 index fund that is 

weighted to the top-tier stocks. The same can be said of many of 

Magellan's peers. You could call this now prevalent investment style 

"turbo-indexing." 

 

If the strategy is working in terms of return, what is wrong with 

that? 

 

The problem is that their approach depends on the "greater fool" 

premise. [It's okay to buy a stock that is grossly overpriced, as long as 

you sell it to someone else—a greater fool—even higher.] This 

process always ends in tragedy for those left holding the bag, which in 

this case will likely be mutual fund investors. 

The theoretical case for indexing is actually quite persuasive. It 

allows the investor to own a representative piece of the market, with 

presumably lower risk due to the index's diversification. In addition, 

because of their low turnover of stock holdings, index funds also offer 

the benefits of lower management fees and more favorable tax treatment. 

Frankly, there is nothing wrong with this argument. Indexation, 

as it was intended, is a reasonable investment strategy. 

       As index funds outperformed the majority of other funds at lower 

costs, however, they attracted a steadily expanding portion of investment 

flows. This shift, in turn, created more buying for the stocks in 

the index at the expense of much of the rest of the market, which 

helped the index funds outperform the vast majority of individual 

stocks, and so on. As a result, what started out as a strategy for 

investors to link their fortunes to the market via an index has been 

turned on its head, with the index responding to the ever-increasing 

share of index-linked investment capital. 

 

How do funds such as Fidelity Magellan fit into this picture? 

 

The managers of these funds are not being evaluated based on their 

absolute performance, but rather on how their performance compares 

with the benchmark—the S&P 500. Thus, their goal has become to 

beat the benchmark and is not necessarily linked to their clients' paramount 

objective: making money. 

 

As a consequence, to advance and preserve their careers, the professional 

managers have shaped their portfolios to essentially overlap 

the S&P 500 index. To the extent that they slightly modify the portfolio, 

there has been a strong bias toward a greater concentration in the highest 

capitalization stocks. This has caused the highest tier of the S&P 

500 stocks to become even more extremely overpriced relative to the 

rest of the index. Thus, we now have a phenomenon of the top fifty 

stocks in the S&P 500 trading at an average of over fifty times estimated 

earnings, compared with an average of only about twenty for the 

remaining 450 stocks in the index, and the high teens for a broaderbased 

index, such as the Russell 2000. The bottom line is that in the 

present perverse incentive structure of benchmark-guided portfolios, 

there is more risk for fund managers in not owning certain grossly overvalued 

mega-capitalization stocks than in abstaining from them. 

 

Including enhanced index funds, such as Fidelity Magellan, the 

S&P 500 index funds now account for over two-thirds of new equity 

investments. What happens when the enhanced index funds want to 



lighten or liquidate their current positions, which are overwhelmingly 

concentrated in severely overpriced stocks? Who are they going to sell 

to? This is an amazingly small community. Only about 25 mutual fund 

institutions control almost one-third of total equity assets in this country, 

and every one of those guys knows what the others are doing. It 

may become quite uncivil if they all run for the exits at the same time. 

 

So you're saying that many individual investors who believe they 

have placed their money into the most conservative stock funds 
are unwittingly holding high-risk investments. 

 

Absolutely. What started out as a conservative, passive investment 

strategy has metamorphosed into a "greater fool" investment pyramid. 

When this situation begins to unravel, the losses will be horrific. People 

talk in terms of a bear market being a 20 percent or 30 percent 

decline. I can make a case why a stock such as Microsoft—which is 

by far the largest component of the S&P 500, and not surprisingly the 

biggest holding in Magellan (and most other mutual funds)—could 

decline by as much as 80 or 90 percent. I believe that the risk is 

potentially quite dreadful, not only to Microsoft, but also to the 

indexes that it dominates, and by extension to the unsuspecting individual 

investors in index-related funds. 

 

That's an intriguingly provocative assertion. Please elaborate. 

 

Microsoft is arguably one of the great success stories of the century 

and a terrific company. However, at a market capitalization in excess 

of $600 billion, it is valued at over twenty times its annual revenues— 

that's revenues, not earnings. To put it in a different perspective, the 

market is valuing Microsoft higher than the total GDP for Canada, a 

G7 member. And this for a company whose growth rates have been 

diminishing and whose primary product line—computer operating 

systems—is threatened with obsolescence by alternative solutions. In 

addition to the Justice Department, nearly the entire technology 

industry is trying to undermine Microsoft—a process that has already 

begun to happen. 

 

You cite Microsoft's ratio of capitalization to revenue being very 

high at twenty. What would be a normal ratio? 

It depends on the industry, but for the stocks in our current portfolio, 

market capitalization is typically smaller than revenues. For example, 

one recent holding, Tektronix, had revenues of about $2 billion and a 
market capitalization of only $500 million at our cost basis. So in this 

case, capitalization was a fraction of the revenues. That's what value 
focus is about. 

 

It sounds as if in the case of Microsoft you believe not only that 

profits will fail to grow remotely enough to justify the current 

valuation, but also that profits may actually be squeezed. 

 

It is interesting that the operating system prices have not yet 

declined, but the average selling price of a computer has declined by 

over 20 percent in just the last year. All the PC manufacturers are taking 

the hit, and even Intel is having trouble selling its Pentium 3 chip. 

Meanwhile, Microsoft is still charging the same prices they were two 

or three years ago. Many of the PC manufacturers are clearly 

unhappy that they were left absorbing all the compression in profit 

margins. This situation can't last, and I submit to you, most future 

compromises will come from Microsoft. 

 

Nor will the forthcoming likely humbling of Microsoft be particularly 

unique from a historical perspective. We have seen market dominant 

companies come and go. Think of all the computer companies 

of the 1980s that are no longer with us or have become inconsequential 

players: Burroughs, Sperry Wang, DEC, Data General, Prime 

Computer, etcetera. This is a list of companies that thrived for a while 

but eventually succumbed to competitive dynamics. When I joined 

the business, DEC was the sexiest growth company and IBM was the 

reigning technology king. The former was taken out of its misery by 

Compaq (which then proceeded to stumble), while the latter is still 

trying to redefine itself after several restructuring attempts. In either 

case, the investors who stayed with these stocks did rather badly, particularly 

relative to the market. 

 

I remember when I was working as a junior analyst, Prime Computer 

had gone from $4 to $40 when the senior analyst recommended 

it. That was a terrific lesson for someone who was just beginning. An 

institutional salesman asked my "mentor": "With the stock having 

gone from $4 to $40, what do you see that the rest of the world 

doesn't? Obviously some of the good fortunes that you're talking 

about are already reflected in the valuation." His rejoinder was that he 



now had a "higher conviction level." It seemed to me that his conviction 

was grounded in the fact that just about every other major brokerage 

firm was recommending the stock—a circumstance that 

implied he would receive credit if the stock surged, while having the 

comfort of lots of company if it plunged. A couple of years later, the 

company was essentially out of business. That's what happens in 

industries where the technology is so dynamic that it blinds people to 

the competitive realities. 

 

What lesson did that experience teach you? 

 

That market perception, not the prevailing fundamentals, determines 

a company's valuation. It was the market's perception that drove the 

stock from $4 to $40, not the fundamentals. The fundamentals can 

be very ephemeral, especially in the technology industry, as I believe 

will prove to be the case with Microsoft and, for that matter, much of 

the Internet phenomenon. The irony is that, with few exceptions, the 

same factors that make an industry exciting also make it a potentially 

ruinous investment because it will attract excess financial and intellectual 

capital. 

 

In other words, the more profitable a business, the more competition 

it will attract, driving down profit margins. 

Exactly. That's why Microsoft has been so resolute about keeping 

competitors at bay. 

 

I take it by your comments that you believe the government's 

antitrust suit against Microsoft has merit. 

Yes, but the case itself will become a moot point because competition 

from evolving alternative technologies will make their key 

product—the operating system—obsolete, or certainly much less 
ubiquitous. 

 

Okay, you've made a convincing argument for why Microsoft 

stock is on the precipice just waiting for someone to push it off 
the cliff. Are you short? 

Not now, although we have been from time to time. Keep in mind 

that since Microsoft is an institutionally overowned, highly liquid 

mega-cap stock—as is typical of most of our shorts—we can put on a 

significant short position within an hour or less. Magellan and its 

„. peers will take considerably longer to unload it, but with highly bruis- 

ing consequences. Will I be short at the top? Of course not, but I 
don't have to be. If the stock goes down 80 percent, as I believe is 
possible, there will be plenty of room left on the downside. 

 

But what I am getting at is: What will get you from the concept 
into the actual position? 

 

An event that triggers changes in how the company is perceived by 

the investment community to something less stellar than it is now. 

Another thing we monitor very closely is institutional ownership. 

Microsoft has a 95 percent institutional ownership. Who is going to 

absorb all of that supply if Fidelity and other benchmarking copycats 

decide to reduce their holdings? When the institutional ownership 

begins to dwindle, it is a safe bet that the stock will go down under 

the weight of its own supply. 

 

Are the statistics on fund holdings readily available? 

Yes, the SEC requires them to report it. [He buzzes an assistant to 

bring a sample sheet showing the fund holdings for Dell.] 

 

What are you looking for in these numbers? 

I'm looking for someone with a huge share position that is beginning 

to sell. We may trade around a position. The big mutual funds don't 

do that. They either buy, sell, or hold. If Magellan is beginning to sell 

a 100-million-share position, what is going to happen to the stock— 

particularly since many other funds will suddenly become likeminded, 

exacerbating the supply? 

 

You just asked for the numbers on Dell. I assume that is another 

company whose stock you consider overvalued. 

That is an understatement. Dell recently was selling for a market capitalization 

greater than the entire sales of the PC market. Now it's 

down 30 percent from that point, and I submit it will go even lower, 

because PCs are the quintessential commodity, with supply being 

unlimited and demand finite. 

What drove the stock so high? 

The indexation phenomenon we spoke about and the generally selfreinforcing 

feedback cycle, wherein people buy a stock precisely 

because it is going up. If you look at the stock, it's a crowded trade. 

Everyone owns it. For example, in the Janus 20 fund, which as its 

name implies holds only 20 stocks, Dell accounts for almost 10 per 



cent of the total portfolio. Certainly Dell is a wonderful company. But 

what we short are unreasonable Wall Street expectations, not inferior 

quality companies. 

 

I challenge you to defend the valuations of those companies that 

account for the largest holdings in the most prominent mutual funds 

in this country. You may tell me "they are great companies." That is 

one of the biggest misconceptions in this business. With all due 

respect to Warren Buffet, this business is not about investing in great 

companies; it's about profiting from inefficiently priced stocks. 

       [At this point, an assistant brings in the fund holding statistics for 

Dell. The numbers show that the large mutual funds have been reducing 

their substantial positions.] You see, everybody here is basically selling. 

It's no coincidence that the stock is down 30 percent from its high. I 

submit to you that within six months Dell Computer will cease being 

among the top ten holdings for most of the largest mutual funds. 

 

Here we have an example of a stock whose price your analysis 

showed was grossly overvalued, and there was evidence that 
the large mutual funds were beginning to divest. Did you go 

short? 

 

If you go short a stock when there is no news to activate a decline, 

then it could go against you for some time. Therefore, one has to time 

the short in line with some event, such as the quarterly earnings 

report. During the past several quarters, we felt that we wouldn't be 

hurt going short Dell into a quarterly earnings report because the 

stock has shown that it needs a spectacular positive surprise to go up. 
If it just meets expectations, it goes down. If you get a situation where 
the numbers are slightly disappointing, the stock plummets. That's 

the type of situation we look for. 

 

In a situation like that, do you time the short sale right before 

the release of the earnings report? 

 

That's a bit tricky because if the numbers are really disappointing, 

there could be a preannouncement, which means you could miss the 

opportunity if you wait too long. On the other hand, if you sell it too 

far in advance of the report, you run the risk of the stock going sharply 

against you before the report is released. In this case, we went short a 

week or two before the report. The earnings were actually okay, but 

revenues were slightly below estimates, and the stock fell 30 percent 
in three days. 

 

When did you cover? 

We got out immediately when the stock opened sharply lower after 

the report. 

 

How do you gauge when a stock is likely to have poor earnings? 

This is an area where good contacts are invaluable. The only situation 

in which we use brokerage firms' input frequently is on the short side. 

If you get an analyst whose opinion you value saying, "It's a great company, 

but the earnings this quarter may be a bit light," you know that 

the stock will probably be very vulnerable. You have to read between 

the lines because, for political reasons, analysts are unlikely to actually 

change their ratings. 

 

Assume you are short and the stock is going up against you, but 

the fundamental reasons why you believe the stock is overpriced 

have not changed. At what point do you throw in the towel? 

 

It's the price of the stock that makes the trade right, not my visions of 

what it should be. If the company comes in with results that are in 

line with my expectations and that I consider to be disappointing visa- 

vis the Street's forecast, but the market does not respond as I had 

anticipated, I cover. 

 
Give me an example. 

Last year, I went short Intel a couple of weeks before the earnings 

report because I thought the market expectations were unrealistically 

optimistic. Not surprisingly, the company issued a preannouncement 

that earnings would be close to 90 cents per share, which was way 

below market expectations of about $1.15, and the stock fell sharply. 

About a week later, they issued the official earnings figure, which was 

92 cents, and the stock rallied sharply, more than recovering its entire 

loss because the figure was considered "better-than-expected." Now, I 

may think that's ridiculous, but if the news I expected is out, and the 

market still does not respond as I had anticipated, I am not going to 

fight it. 

What is the selection process for the stocks you buy? 

The basic theme that underlies three-quarters of our trades is buying 

a dollar's worth of assets at a substantial discount. For purposes of 



simplification, I would abbreviate our strategy on the long side by 
emphasizing six elements of our selection screening process. 
First, we must be knowledgeable about the industry and have 

ready access to senior management—ideally in relationships that have 

been developed and cultivated. This familiarity gives me a sense of 

comfort about my assessment of what a stock's true value should be. 

The second thing we look for is a market-adjusted decline of at 

least 50 percent. I say market-adjusted because if the market is down 

50 percent, then the stock being down 50 percent doesn't mean anything. 

If the market is down 10 percent, 1 want to see the stock down 

60 percent. 

 
I find that interesting, because I know that statistical studies 

show that buying stocks that demonstrate relative strength—that 

is, that are stronger than the market average—tend to do better 

than the general market. Yet you are only buying stocks that are 
relatively weak. 

 

Relative weakness is a gradual Chinese torture-type of decline. I'm 

not talking about relative weakness; I'm talking about a catastrophic 

plunge. To use the example of one of our recent holdings, Tektronix, 

when a stock goes from nearly $50 to $15 at the same time the market 

has been moving sharply higher, you have a debacle, not relative 

weakness. 

 

So you're looking for a collapse, not a stock that has done just 

poorly over time. 

 

I wait for the market to create a pricing inefficiency. That's what Warren 

Buffet talks about—Mr. Market giving him the opportunity. Well 

we actually practice that, whereas most others just seem to preach it. 

What gives you the opportunity is a few of the major funds deciding 

that owning the stock is so stigmatizing that they don't want to be 

associated with it. They would prefer to blow out of their position at 

almost any price rather than have to answer for having the stock in 

their portfolio at the end of the month. 

 

But don't many of the stocks that crater just stay depressed or 
drift even lower? 

This is just the starting point of our screening process. We will get on 

to the rest of my screen in a minute. Right now, I'm only focusing on 

the question of how I make sure I don't lose money. I'm not talking 

about making money yet. 

 

Then if a stock is doing okay, you're not even going to be looking 

at it. 

 

For our bread-and-butter—type of holding, which accounts for 75 percent 

of our portfolio, it's not even going to show up on the screen. 

The third element in the selection process is the balance sheet. I 

will compromise on disappointing reported earnings—that's usually 

why the stock got blasted in the first place—but I won't compromise 

on the balance sheet. The debt has to be manageable relative to the 

cash flow. Also, in my industries of interest, book value matters. Ideally, 

I like to buy a stock at near, or even under book value. One of the 

sad things about the current stock market environment is that it is so 

driven by earnings expectations that balance sheets are practically 

ignored. 

 

Fourth, I want to see either company share repurchases or insider 

buying. When the senior executives are buying shares for themselves, 

and particularly when the company is repurchasing its stock for the 

treasury, it sends a strong message that the downside is often limited 

and provides an added safety net. What safety net does one have buying 

AOL? The stock could go down 90 percent and still be only fairly 

priced. 

 

That's a pretty radical prognostication. Before you go on with 

your list of stock selection factors, can you explain why you consider 

AOL so extremely overpriced? 

 

AOL, which by the way is the third largest holding of Fidelity Magellan, 

is the blue chip of the Internet world. The bulls argue that the 

company is growing very quickly in a sector that is the industry of the 

future, and therefore valuation is practically inconsequential. Well, as 

a value investor partial to reason, I take issue with that viewpoint. In 

the long run, there has to be some economic rationale for the price of 

a stock. The barriers for entry into any ISP Internet business are low, 

with several thousand service providers in the United States alone. 

Some of them are even offering the service for free. No matter how 

generous I make my growth estimates for AOL, and even allowing for 

a historically high price/earnings ratio of 40 to 1,1 still cannot come 



up with an implied market capitalization greater than $15 to $20 billion. 

Yet the market currently values AOL at about $ 160 billion, and it 

was as high as $200 billion. This figure is higher than the entire ISP 

Internet business is going to be for some time to come. 

If a stock routinely has daily trading ranges of 20 percent or more, 

without any substantive news, you know that the market has no idea 

how to value it. It's all driven by flow of funds, and if the flow of funds 

into the highest capitalization stocks diminishes, then AOL will certainly 

suffer disproportionately. It is interesting how rational money 

managers become in a bear market. Only then do they begin to question 

the underlying valuations. 

 

Okay, continue with your list of stock selection factors. 

The fifth screen is value. The value has to be extremely compelling. 

 

How do you measure value? 

 

We use some conventional measures, such as price to sales, cash flow, 

book value, but not necessarily price to earnings because, as I pointed 

out before, the company could actually be losing money on a reported 

basis. The most important measure of value, however, which I admit 

is somewhat subjective, is price to intrinsic, or private market, value. 

What do you mean by private market value? 

 

It is my assessment of what the company would be worth to an 

acquiring company in the same business that may decide it is cheaper 

and more expeditious to buy its earnings growth on Wall Street than 

to develop it internally. In other words, private market value is what I 

estimate I can sell the business for to a competitor or possibly a financial 

buyer. 

 

What is the final element in your selection process? 

All five of the factors we discussed so far are defensive in nature, 

focused on capital preservation. They are designed to diminish risk 

but do not automatically translate into a significant money-making 

opportunity. All five could be in place and the stock may still fail to 

move. The key question is: What is going to make the stock go up? It 

is our task to identify and time that catalyst. Based on experience, the 

more severely depressed the valuation and the more pessimism that 

surrounds the stock, the less it actually takes to reverse 

Give me some examples of catalysts. 

 

A company restructuring that significantly addresses the isolated 

problem that drove the stock down in the first place, a realization that 

the company will shift from deficit to profitability, or any other such 

significant corporate development. It needs to be an event that will 

change the investment community's expectations for the company. 

 

Can you provide an example of an actual stock you bought based 

on this selection process? 

Let's stay with Tektronix, which we bought in late 1998. It met each 

of the six screening criteria. 

 

First, the company is in a niche technology sector that is easy to 

follow, and we have known key management personnel for a decade. 

Second, the stock had dropped from nearly $50 in early 1998 to 

$15 later that year—a decline of 70 percent. 
Third, the company had an easily manageable debt level and a 

positive cash flow. 

 

Fourth, Tektronix had already repurchased three million shares 

and had board approval for the repurchase of another five million. 

These were sizeable quantities relative to the approximate fifty million 

total shares outstanding before the buyback commenced. In 

addition, key management had also made meaningful purchases. 

Fifth, the value was compelling. As I mentioned earlier, the total 

capitalization of the company was equal to less than 25 percent of its 

annual revenues. It was also selling at a discount to its book value and 

at a fraction of its private market value. 

 

Sixth, there was an identifiable catalyst that could be timed. The 

company had three businesses: printers, measurement instrumentation, 

and video-editing equipment. The first two of these businesses 

were sound, with strong market shares and good profit margins. The 

third, the video-editing unit, although by far the smallest and least 

significant of the three, was bleeding profusely and the key culprit 

behind the company's woes. Through our research, we concluded 

that a decision would be made to extricate the company from this 

underperforming unit. We felt that once the market realized that Tektronix 

would get rid of its video-editing business, its stock would soar, 

based on its remaining healthy printer and instrumentation divisions, 



which we estimated were worth $35 per share on their own, with a 

private market value substantially north of that. 

 
You've been pretty specific about how you select your stocks. 

How do you decide when to get out? When and why did you get 

out of Tektronix? 

 

My typical target is a double within twelve months. Unless I believe 

the stock has that potential, I probably will not be interested. In the 

case of Tektronix, the stock hit the double less than six months after 

we bought it, and we significantly reduced our position. Usually, 

when I get out of a stock, I still believe there is at least 20 or 30 percent 

left on the upside, but the key question is whether I can get a 

better risk-adjusted return somewhere else. 

 

So once a stock you buy approximately doubles, the question is 

no longer, "Will it move higher?" but rather, "Can I buy something 

else that will give me a higher return with less risk?" 

 

Yes, it comes back to the notion that we restrict ourselves to fifteen 

stocks. If we have a position in the portfolio, it means that it still has 

to be more attractive on a risk-reward basis than any other opportunity 

we could find as a replacement. 

 

The methodology you described obviously only applies to stocks 

you buy. What is the difference between the way you approach 

short positions versus long positions? 

In our typical long position, we are looking to buy stocks that are 

grossly undervalued, and we are prepared to hold those positions for 

twelve months, or even longer. In contrast, in our short positions, we 

are looking for stocks that will experience a shortfall relative to Wall 

Street's expectations in the near term, and our anticipated exposure 

period is, at most, a couple of weeks. 

Also, on the long side, we never use stops because we are so intricately 

familiar with the companies we buy and the stocks are so lowpriced 

relative to their intrinsic value that we consider the risk 

manageable. On the short side, however, because the risk is theoretically 

unlimited, we will use stops to limit our losses, no matter how 

persuasive the bearish argument may be. 

Sometimes this backfires. For example, one of our shorts several 

years ago was Thermolase. The company had developed a laser hairitif 

removal treatment. Our information was that the treatment didn't 
work well and was painful. The very fact that one could make an 
appointment without any waiting told me that something was wrong. 

Only one clinic—and you could get an appointment right away—and 

the market is valuing the stock at over $1 billion! It was absurd. We 

sold the stock at around $31 to $32. After I got short, I didn't like the 
price action, and I was concerned about a short squeeze. I ended up 

covering the position at around $35 to $36. The stock eventually collapsed 

to $1. I had it nailed. I was dead right in my analysis, but let's 

be honest, I chickened out. 

 

On the long side, you only buy stocks that your analysis tells you 

have very limited risk. On the short side, you will stop yourself 

out before a stock goes very far against you. Did your risk control 

strategy ever fail? Was there ever a situation where you took a 

large loss? 

 

I sustained a terrific loss in my personal account during the October 

1987 crash. All the stocks that I owned at the time were very cheap, 

using the same criteria we talked about earlier. However, there was a 

technical breakdown in the market. In one day, the Dow was down 

over 25 percent, and the small caps [small capitalization stocks], 

which is what I owned, were down by a third. In that type of market, 

where there are no bidders, it doesn't make any difference what you 

own; everything collapses. That in itself might not have been catastrophic, 

as the market eventually recovered. The problem was that I 

was heavily leveraged, and I had a huge margin call. Although I could 

have borrowed the money to cover my margin call, I thought doing so 

would be unwise. It was a valuable, albeit traumatic, lesson in the 

evils of leverage. 
 
How much did you lose? 

I don't remember the exact intramonth figures, but I can tell you that 

I was up over 100 percent for nine months going into the fourth quarter, 

and I finished the year only slightly above breakeven. 

 

How did you feel during the October crash, especially given the 

fact you were so heavily leveraged? 

It didn't seem to hurt at all. It was quite surreal, a bit of that anesthetized 

feeling. It was such a universal phenomenon that it certainly 



did not feel like a personal debacle. I knew I had the privilege of living 

through a historical event. It was a priceless education—the fact 

that you could lose control of a portfolio because of exogenous factors, 

such as a technical breakdown in the markets—and it also created 

a lifelong aversion to leverage. 

 

You were an analyst before you were a money manager. Is there 

an inherent sense of conflict being an analyst for a stock when 

you don't like the company, because it's politically incorrect to 

say that? 

 
It's much more than that. There is an inherent conflict between you 

and your client. Your client wants to make money, and you want to 

generate maximum commissions; that is the sell-side [brokerage firm] 

analyst's number one priority. Hence there is a bias for recommendations 

that are easily saleable by the sales force—stocks that enjoy positive 

market perceptions and are ultraliquid so that firms can transact 

a maximum number of shares. Any exceptional money-making potential 

of the idea, or risk to capital if market perceptions turn negative, 

is strictly an afterthought. Recommending stocks that are deemed as 

potentially stigmatizing in a client's portfolio because of recent disappointments, 

or recommending stocks that offer less-than-optimal 

trading volumes, is not a fast-lane strategy for an analyst in the sellside 

popularity derby. In fact, the institutional sales force would be 

openly critical of an analyst who wasted time on stocks that were 

more difficult to sell. 

 

What made you decide to make the transition from analyst to 

money manager? 

 
I had done well trading my own account for many years, and I wanted 

to devote full time to stock picking, which had always been my passion. 

As a sell-sider, nearly 80 percent of my time was spent on marketing, 

and the research was often too oriented on maintenance. 

Another attraction was that, as a portfolio manager, my universe of 

potential ideas would expand dramatically. Also, although I certainly 

wasn't underpaid as an analyst, I was well aware of the economic 

potential implied by the remuneration-for-performance structure of a 

hedge fund. Finally—and I hesitate to say this because I don't want to 

sound arrogant—one of the things that gave me confidence in going 

out on my own was that the fund managers were my clients when 1 

was an analyst, and I thought they would not be particularly difficult 

to compete against. 

 

Your company literature states that you have a policy of not disclosing 

your positions. Why? 

 

There are three reasons. The first applies only to shorting stocks. If a 

CEO sees that you are shorting his stock, he will likely never again be 

easily accessible. I remember in the days when I was an analyst, there 

were several occasions when I wrote what could be termed as bearish 

reports. Ironically, almost all of these reports involved companies 

whose stock I originally liked and had recommended for purchase. 

In one typical example, the stock nearly tripled because of huge 

earnings advances during the recovery phase following a previous 

earnings shortfall. At that point, the market was assuming this growth 

rate, which was clearly unsustainable, would be a permanent fixture. I 

wrote a report stating that the company would see respectable growth 

rates, but would not come close to matching the inflated expectations 

of the market. Mind you, I only recommended taking profits, not 

going short. After that report, the management suddenly became 

much less accessible. The same thing happened to me as a fund manager 

when I listed my short positions—the access to these companies 

would be permanently compromised. And, remember, frequent contact 

with companies' executives^ an essential part of what we do. 

Second, when I disclose my positions, there is a lot of coattailing. 

 

Wouldn't that help you? If you were already long, wouldn't others 

following your position by buying the stock push it in your 

favor? 

 
We don't normally put on an entire position at one time. If I disclosed 

my positions, a stock would show up on the list as soon as the initial 

purchases were made, well before the entire intended position was 

implemented. Therefore, having others coattail my trades could actually 

prevent me from being able to buy the bulk of a stock position at 

a desirable purchase price. 

 

And, the third reason for not disclosing your positions? 
I think of myself as a reasonably courteous person. If an investor 

called and asked me why I owned a certain stock, I would probably 



tell him. But in the process, I would certainly be wasting my time, 

because I would be talking to this investor instead of researching new 

ideas. Moreover if a stock that we were known as owning dropped, 

then I would get a lot of these queries. 

 
But the most irritating calls were the ones questioning why I was 

buying stocks that appeared to have lousy fundamentals. Remember, 

I'm seeking pricing inefficiencies, not high-quality companies. In 

fact, as a direct consequence of my methodology, my typical long 

position will be a company that has had some difficulty, while my typical 

short will be a universally admired entity. This concept is counterintuitive 

to many. My research involves not only knowing the 

 

fundamentals intricately, but also being aware of the investment community's 

perception of the company. If a stock has just gotten 

slammed from $50 to $15, and the major funds have just finished 

dumping their last shares of the company, I submit that they may 

have created a terrific pricing inefficiency. 

 

If, however, an investor brings up the stock on his screen, he will 

see that the company lost money, or that the revenues are soft, or that 

there have been some negative commentaries and analyst recommendation 

downgrades. Well, that's why the stock is down from $50 to 

$15 and why it is probably close to a bottom, with much of the risk 

expunged. What am I going to do? Constantly repeat the rationale for 

our decision process every time I get one of these calls? And, frankly, 

I was losing my patience, because I'm Lancer's largest investor, with 

nearly all of my net worth tied to its fortunes. 

 

Although we no longer disclose our positions, I keep our investors 

intimately familiar with our strategy and present investment themes 

by writing a monthly update letter and hosting a quarterly conference 

call. 

 

Any final words? 

Any investment approach that is dependent on stock market direction 

for profitability is doomed to mediocrity. Any investment approach 

that is heavily reliant on accurate forecasting or involves the purchase 

of high-expectation stocks is inherently risky. Market supply and 

demand forces create spectacular pricing inefficiencies. All that is 

required for successful investing is the commonsense analysis of 

today's facts and the courage to act on your convictions. 

Michael Lauer's market philosophy is perhaps best summarized 

by his comment that "this business is not about investing in great 

companies, it's about profiting from inefficiently priced stocks." The 

crucial point is that fundamentals are not bullish or bearish in a vacuum; 

they are bullish or bearish only relative to price. The greatest 

company in the world could be a terrible investment if its price rise 

has already more than discounted the bullish fundamentals. Conversely, 

a company that has been bombarded with negative news 

could be a great buy if its price decline has more than discounted the 

bearish information. 

 

Lauer believes in concentrating his portfolio into a small number 

of holdings (fifteen stocks typically account for 75 percent or more 

of assets). He believes broad diversification is a recipe for mediocrity: 

"The greater the number of stocks you hold, the more marketlike 

your performance becomes." 

 

To winnow down the universe of U.S. stocks to a mere fifteen 

core positions requires a very restrictive selection process. To end up 

on Lauer's short list, a stock must pass six screens: 

1. It must be a company and sector that Lauer fully understands. 

(Obviously, this same principle would yield entirely different 

results for different investors.) 

 

2. The stock must have experienced a mammoth price decline relative 

to the market averages (50 percent or more). This rule will 

cause Lauer to focus only on stocks that have been experiencing 

wholesale liquidation, often by institutions. In effect, the only 

stocks potentially good enough for Lauer are those that other 

managers can't stand to hold. 

 

3. The company must have a strong balance sheet and reasonable 

cash flow. 

 

4. There must be either insider buying or a company repurchase 

program or both. 
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5. The stock must represent compelling value (e.g., large revenues 

relative to total capitalization, price near book value). 

6. There must be a catalyst that will make the stock move in the 

near future. Otherwise, although the preceding four conditions 

will limit declines, the stock could just sit where it is for years, 

tying up valuable capital. 

 

Lauer will typically liquidate a stock when he still believes it will 

move higher. The crucial point is that once a stock has risen sufficiently, 

other available opportunities may offer a better return/risk 

profile. Thus, the key question is not "Will the stock move higher?" 

but rather "Is this stock still a better investment than any other 

equity I can hold with the same capital?" 

 

Short positions differ from long positions in two critical ways: 

First, the intended holding period is much shorter than for long positions 

(a week or so versus three to eighteen months). Second, since 

the potential loss on short positions is unlimited, stops are employed 

to limit losses. The one similarity between short and long positions is 

that they both require a catalyst. In fact, for short positions, this may 

be the single overriding issue, as the timing is typically motivated by 

an expected event (e.g., a disappointing earnings report). 

 

Lauer offers two other important concepts. First, superior performance 

requires not only picking the right stock but also having 

the conviction to implement major potential trades in meaningful 

size. As Lauer explains, a small position in a great stock pick is tantamount 

to a mistake. Second, the size and direction of major fund 

holdings provide important information. For example, if major funds 

are large holders of a given stock and then begin to reduce their position, 

then the stock is likely to be under relative pressure for months. 

 

What about Lauer's warnings that the S&P 500 index funds and 

what he terms the "enhanced" or "closet" index funds are filled with 

overvalued stocks? Clearly, this is advice that has a limited shelf life. 

If by the time you read this book, the same general condition still 

prevails (lopsidedly high price/earnings ratios for the highest capitalization 

stocks), then for better or 

However, what if, by the time you read this book, a decline in the 

index and "closet" index funds relative to the broader stock market is 

history?—in other words, Lauer was right, but it is too late as far as 

you are concerned. Even though in this case it may be too late to 

take the literal advice, several very important, timeless lessons are 

still embedded in this section of the interview. First, a strategy that 

may make perfect sense for a small minority of investors (for example, 

index funds) can break down if too large a segment of the market 

follows the same approach. Second, the most popular positions can 

often be among the riskiest. Third, it is important to understand why 

an investment (stock or fund) outperformed in the past. Continued 

superior performance in the future can be assumed only if the same 

conditions still prevail. 


