


looked at the other players in the industry
and seen their mistakes.

Three-quarters of my efforts, when I'm
flying around looking at companies, is look-
ing at what they’re going to earn three years
from now. If you look at Wall Street broker-
age reports, they've got estimates for the
year 2000 and for '01, and then they've got
an afterthought of a number for subsequent
years. They'll predict that the “growth rate
is going to be 15%.” That's baloney. The only
time the growth rate is not 15% is when the
broker is the underwriter. Then the growth
rate is 20%. It's a void in Wall Street analy-
sis and for me it's the most important ele-
ment.

Q: What other elements are imporiayt?

A: Tm looking for concentrated market
share. Most of the time, if not all the time, Il
pick the No. 1 player in an industry where
twe or three players divide up 70% of the
business. Right out of the chute, this boxes
out entire industries. There are 9,000 banks
and S&Ls in the U.S, and there are not two
or three with 70% market share. The same
thing with retailers.

Q: What do you mean by quality?

A: I want companies to be financially strong.
Maybe 18% of our companies have net cash
on their balance sheet, and nobody really has
a bad balance sheet. Not that I want them to
be conservative — I want 2 management to
be able to make that critical acquisition if
they need to. I want the balance sheet not to
be a time bomb. I also tear up the balance
sheet to look at things from an operating
basis, as opposed to a financial basis. I'm
locking for high return on eapital employed.
I like to see return on equity of cloge to 20%
or better, without 2 whole lot of leverage. We
look for low bricks-and-mortar. High Bross
margins, usually 50% or better. And operat-
ing working eapital — which excludes eash
and short-term debt — that is low relative to
sales. I've even found some companies that
have negative operating working capital,
which means that as they grow revenues,
their working eapital grows. Their customers
throw buckets of cash at them. Administaff
and Marriott both have negative operating
working capital, so as they grow they get this
extra seeret source of money.

Q: How con you control risk in growth
stocks?

A: T espouse what I call & “modified con-
trarian approach.” I like to find companies
whose stocks may be down more than 50%
off their highs, but where that happened
more than a couple of years ago, so that all
the ying-yangs who bought on momentum
are gone. Every great cornpany probably
went through a rough pateh at the time
between when it was a smalleap and a big-
cap company. All these things about growth
and quality would suggest companies that
trade at 50 times earnings, but I find them
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at reasonable prices, at least at my entry
point. If Pm right, I find a company that can
double or triple in three years. If 'm wrong,
the company still has a great balance shest
and a dominant position in its business, so
I'm not torn to shreds.

Q: Give us an historical example.

A: We looked at Intuit and recommended it
in June of '97. A year and a half earlier, the
stock had peaked because the Department. of
Justice said Microsoft couldn’t buy the com-
pany and Intuit had been only a one-product
company. But by the time we bought, Intuit
had a portfolio of products — Quick Books,
Quicken, etc. — and was trading at under
two times revenues. They had over haif a bil-
lion dollars in cash and securities on the bal-
ance sheet and they were investing heavily in
the Internet. Wall Street analysts wanted
them to stop investing in the Internet, so
that the earnings could go up. Wall Street
wanted 'em to go back to their core compe-
tency. How stupid was that? As a stock pick
for us, through our last issue, Intuit was up

Te.

Q: So when you should be ploying golf
youre writing 25-page theme pieces on
cable modems and semiconductor capital
equipment. What’s your favorite theme?

A: Our genomics work is the crowning
achievement of everything I've done in the
four years GARP has been in business.
Before we visited PerkinElmer in the sum-
mer of 1998, I didn't know rmuech about
genomics. I'd never even taken a high-school
hiology course. But we realized that
PerkinElmer would be a great stock, be-
cause they had a DNA sequencer that was
50 times faster than any existing sequencer.
There was all this funding for the Human
Genome Project, so there would be money to
buy the sequencet. And they were gpinning
off their mature analytieal instruments busi-
ness. The problem was — when we started
talling to all the other players in the indus-
try, to academics and to patent attorneys, we
learned that what really was more important
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than sequencing the genome was protein-
expression analysts and resequencing of
what'’s already been sequenced, to under-
stand the downstream pathways in the body.

So we concluded that PerkinElmer was
like TBM in the late 1970s, That's when IBM
had its last great mainframe product cycle,
but then Apple introduced its PC and
Mierosoft mtroduced its operating system.

We learned that Affymetrix had a chip
that eould resequence and had a patent lock,
80 no one could touch them. And Visible
Genetics had a PC-based sequencer — anal-
ogous to Apple being the first PC company
of note. Gene Laogic was another one that we
recommended,

We decided to go with some of the more
high-octane players. We're an independent
research firm, not the underwriter for
PerkinElmer, so we can look at the entire
industry and pick the right player. And that's
what we did. We recommended Affymetrix
in November of 08 at 26 and the stoclcs $270
today. That's over 10-times return.

Q: Was it a cheap stock?

A: Well, Affymetrix did have a high valua-
tion and no earnings. But the market cap
was hundreds of millions of dollars and now
it's in the billions. That’s the key to this: find-
ing the Internet stocks when they're at mar-
ket caps of hundreds of millions. So I went
after PerkinElmer as my prime target and
wound up recommending companies that I'd
never hesard of. T just did a Lttle bit of
research in genomics and realized that it was
a8 important as the Internet. All the drugs
that companies make today exploit only 5%
of the pathways in the human body. With
genomies, we're talking about the other 95%
of the pathways.

Q: What else do you like?

A: Mentor Graphics. This whole electronie
design automation industry didn’t change a
lot in the last 10 years. Cadence Design
Systems and Synopsys are the two larger
players. We originally recommended
Cadence over Synopsys — Synopsys’ stock



price was high and Cadence’s was low.
Cadence is up about 70% since we recom-
mended it, so I'm not going to talk about it.
But Mentor Graphics is strong in four areas:
system-on-a-chip, FPGAs, physical verifica-
tion and cireuit boards.

Mentor Graphics is the leader in design
software for FPGAs, or, Field Program-
mable Gate Arrays. FPGAs are easier to
produce than ASICs [application-specific
integrated circuits], so FPGAs are going to
eat into the market for ASICs. Right now
programmable logic devices, such as FPGAs,
are a %2 billion market, while ASICs are 2 $9
billion market. So Mentor Graphics is a play
on providing the key standard software to
the programmable logic device industxy. The
thing that makes Mentor Graphics exciting
as a stock i that it’s valued at 1.5 times rev-
entes and the software carries a 90% gross
margin. So with revenues growing in the
fourth quarter of 1999 by 7%, that's great.

Most people look at Mentor Graphics’ 10-
year record and say: “What an awful compa-
ny!” The reason was that their old tools were
getting clobbered by Synopsys, But all those
sunset products make up just 30% of sales.
So 70% of sales are now from system-on-a-
chip, FPGAs, physical verification and cireuit
boards. Even goftware for circuit boards is
not passe, because when you crank up the
megshertz in today’s gystems, the boards can
go haywire.

Q: What profiteth them?

A: They can earn 70 cents in 2000, when
they’ll have a low 22% tax rate because of all
the problems. In 2002 we forecast $1.40 a
share, fully taxed. Underneath the top line, a
lot’s been going on. Margins and revenues
are going te go up dramatically, and mean-
while they're valued like a piece of junk,

Q: What other dramatic ideas do you have?
A: American Power Conversion. The com-
pany has a great record, but 1999 was a
tough year for them, Sales were up 19%, and
earnings were up 38%. Isn’t that bad?

Q: My heart bleeds for them. What hap-
pened to the poor dears?

A: They had a channel inventory issue in the
third quarter, when their sales grew only 9%.
It’s cleaned up and the December quarter
looked great, ending with 48 days’ inventory
on their balence sheet. They'll grow 20% in
the next year, from $1.3 billion in sales this
year to $1.7 billion next year.

Q: What will make them grow?

A: There are two main trends. One is back-
up power for desktop PCs and work stations
— that accounts for only one-third of rev-
enues. The rest is from servers, and that’s a
play on the Internet. Until recently they've
not been a player in the market for large
data centers, where instead of having a ded-
ieated uninterruptable power supply [UPS]
for each server, you have them all strung

together with a massive machine backing
them all up. The market for UPS for desk-
tops and small servers is $22 billion, while
the market for the bigger-size UPS is just
$1.7 billion. But these guys revolutionized the
business in the low end. And now theyve
acquired Silcon, which has a superior tech-
nology for the high end ealled “Delta
Conversion” technology. Their other server
product, a little more low end, is called
Symettra. Together, these two produet fami-
lies are, say, 15% of sales. But theyre
addressing a market nearly as big as
APCC’s core market. Silcon grew at over a
60% rate in the last quarter, while Syrmmetra
grew 409. T imagine these two families of
products are going to continue to grow at a
fantastic rate.

“Lands’ End will veally benefit
when broadband allows
you to drill down through
sizes and colors.”
— William W, Baker

Q: Is this growth ol o reasonable price?

A: This company iz very reasonably priced,
and it’s growing like a weed. They can earn
$1.25 in 2000 and $1.80 in 2002. Their growth
is bagically top-line driven, not margin-drivern.

Q: What else have you got?

A: ChoicePoint. It was spun out from Equ-
fax in 1997, which saw its core business as
sexy and ChoicePoint’s insurance business as
mature. There are two prongs to the story.
One is that ChoicePoint’s supposedly matire
insurance business has suddenly gotten wind
in its sails from the Internet and telephone
marketers. The second element is that if you
look at its cash-flow statement, they've spent
over $240 million on aequisitions.

Q: How do we know that’s money well spent?
A: In this type of large datsbase business,
the first application was the credit bureau
and that is fantastically profitable. Choice-
Point’s insurance database business has over
55% operating profit margins. They're con-
solidating databases for pre-employment
screening. So people making decisions on hir-
ing people can check backgrounds for a crim-
inal record. To catch the axe murderer from
Texas, who's moved to Massachusetts. But
most of Wall Street’s foensed on the core
business. It’s a personal-lines insuranee busi-
ness. All the insuranee eompanies contribute
to the database, then ChoicePoint massages
the data. The biggest thing is auto claims.
Then ChoicePoint sells the data back to the
insuranee companies, so that Allstate doesn’t

get someone who was just dropped by Aetna
because he had too many accidents. An insur-
er like a Geico is gaining market share left
and right, and we're seeing Allstate saying
it's got to rip up its traditional business
model. Geieo’s going to have a telephone call
center, where the insurance prospect’s Caller
ID triggers a database and the Geico sales-
person’s screeh is flooded with all sorts of
information on the prospect: how many kids,
whether he’s got a teenage son, They can
speed up the call and make an underwriting
decigion on the spot.

ChoicePoint owns that market. There is no
other viable player.

Q: What could ChoicePoint earn?

A: You must consider that they're burdened
by over 50 cents a share in intangible oper-
ating expenses from their acquisitions. But
they could earn $1.55 a share in 2000 and
$2.40 in 2002.

Q: What's next?

A: Pentair. It’s a complicated company with
lots of different subsegments — which is one
of the reasons it doesn’t get any valuation
respect. The other reason being that the
internal growth rate had fallen into single-
digit territory.

Q: Which of those subsegments will make
a difference going forward?

A: The tools subsegment matters the most.
Over half of revenues — and earnings, too —
come frorn tools. The Delta business is wood-
working tools, while the larger Porter-Cable
business makes drills, nail guns and such.
They just acquired DeVilbiss, which makes
air compressors, pressure washers and gen-
erators. These are tools sold through Home
Depot and Lowes.

Q: What's the drill?

A: These guys constantly gain market share.
Home Depot is growing and they are grow-
ing within Home Depot. Tools is the growth
vehicle for this eompany. Year after year
they've had internal growth in the low dou-
ble digits.

Q: So why isnt the stock unreasonably
priced?
A: The knock on the company is that you
have these other pieces: electrieal and alee-
tronic enclosures. They bought Schroff, a
Europesn eompany that makes “electronie”
enclosures for telephony. The Hoffinan enclo-
sures business in the US. has been more
“electrieal,” which connotes a box in a refin-
ery or factory. Everybody looks at that busi-
ness and says: “They make big steel boxes
for factories, classic Old Economy stuff,”
After buying Schroff, Pentair said, “Let’s
crogsfertitize.” I flew out to the Hoffman
plant, outside Minneapolis, and they had ded-
icated a portion of their floor space toward
more data and telecom products.



‘With this telecomn and data business, I esti-
mate that volumes are growing at a 14%
rate. It is a double-digit business, where it
used to be a flat business. The thing that sep-
arates this company from others is its man-
agement. When they make an acquisition,
they can maoke it perform better, in terms of
profit margins and new products.

Q: How fast will the overall compary grow?
A: They can do 9% internal growth going
forward, and adding aecquisitions, grow about
156%. This comparny’s progress is not driv
by accounting. You dor't see them taking
huge writeoffs when they buy a company.

Q: What will Pentair earn?

A: They can do $3.70 in 2000 and $5.10 in
2002. The stock is trading at under 10 times
earnings.

Q: And next, you like . ..

A: Lands’ End. The catalogue business has
attractive characteristics, like low asset inten-
sity. Plant, property and equipment, per dol-
lar of sales, is one-third a regular retailer’s.
This is a company which over five years
averaged return on equity of 20%, with no
leverage.

Q: Didn’t they just have a blow-up?

A: When they push the right levers, the
business goes through the roof. But when
they push the wrong levers, the stock just
goes down again and agaim. They had some
style issues and they cut the number of
pages mailed by 25% in the first weeks of the
fourth quarter — and it resulted in a 15%
sales decline. Now Chief Executive Dave
Dyer has returned and they are going to
fine-tune the model. Theyll send out less
paper, but only 4%-5% less this quarter,

Q: But you see the upside in the Internet?
A: There are certain businesses that benefit
from being on the Internet today — with
slow 288baud modems — such as online
trading. You enter a few numbers and click
Send. Lands’ End will really benefit when
broadband connections allow you to down-
load rich graphics smd drill down through
sizes and colors. Today 10% of their sales
ecome from the Internet with just dialup
modems. With the Internet, they immediate-
ly save the dollar on the catalogue. Their
operating marging are going to be 6% this
year. On the Internet, maybe they go from
6% to 9% or even more. And the top ling,
which has been averaging growth of 6% a
year for five years, eould start growing 20%
a year,

Q: When?

A: 1 see a transition over the next three
years here. And even though they screwed
up this past year, we estimate they still
earned about $1.65 in the year ended
January 2000. They could earn $1.90 in the

year ending January '01 and $2.80 in January
'02. By then, we'll begin to see much more
broadband Internet. So the aceeleration I'm
looking for really deesn’t happen until '02.

Q: And you also like E*Trade Group?

A: Some people will say, “Why is GARP rec-
ommending a eompany whose market share
is not dominant?” The Old Economy version
of stockbrokers yielded a market with many
players. When we moved to disecoumt broker-
age, Charles Schwab managed to take 65%
market share. The reason is that they're no
lenger depending on a relationship between
people, they're relying on brand marketing.
Now when you move to an electronie venue,
i’s that and more so. The potential from
being the most recognized name is extraor-
dinary.

Q: Is E*T'rade reasonably priced?

A: When GARP recommended it in October
'08, it was at a split-adjusted $4.75. Not three
weeks after we recormmended it, E*Trade
dropped to a price equivalent to zero, if you
netted cash, So the stock has quadrupled,
and at the same time, the number of accounts
is up 3.5 times. I look at it In two pieces. You
have a company with a $6 billion market eap,
and my forecast for the September 2000 fis-
cal year is for $700 million in commissions
and other revenues. Gross profit margins are
43%, 80 it’s a pretty high-gross-margin busi-
ness. Then we're looking at roughly $200 mil-
lion in net interest from margin aceounts. It's
a consurmer branded business. This industry
is going to consolidate and E*Trade is
already miles ahead of the other players.

Q: Didn't the online brokerage industry
slow down last summer?

A: These guys plowed right through that.
Thelr number of total acemmts grew from
676,000 in December of 1998, to 1,881,000 in
December of '99. Looking at these numbers
you would never know that anything hap-
pened. The reason why is that this is a con-
sumer branded company.

Q: Will they report profits?

A: Like a lot of Internet companies, I think
they're going to put the pedal to the metal
for a couple of years. By the June quarter
they may get into the bilack, but the point at
which this industry matures is so far out
And remember that they've still got to pen-
etrate mutual funds, institutional trading and
international. On normalized marketing
expenditures, 1 had them earning about 35
cents in the Septermber 99 year, rising to
about 50 cents in 2000. You can buy this eom-
pany at seven times revenues, before
accounting for the Telebanc merger, and get
a quarter-billion of net margin interest prof-
it thrown in.

A: Thanks.
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