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Introduction

Sir John Templeton was, by common repute, one of the most successful and best-known professional investors of the past 100 years, as well as an outstanding philanthropist, knighted by the queen of the United Kingdom in 1987 for his many years of charitable work. Forbes magazine dubbed him “the dean of global investing,” in recognition of the trail he blazed in seeking to invest across the world when others were too afraid to do so. Louis Rukeyser, host of Wall Street Week, a popular network television program, on which Templeton appeared many times, said that this “quiet, deeply religious man” was “one of the genuine heroes of Wall Street.” Prem Watsa, a Canadian fund manager, described Templeton more recently as a “wonderful man and, for all practical purposes, perhaps the greatest investor of all time.”1

The detailed research we publish in this book confirms that John Templeton was indeed one of very few professionals who can rightly claim, hand on heart, to have consistently obtained the Holy Grail of stock market investment—above average returns with below average risk. In his case this was a record that he sustained for the best part of half a century. His best-known mutual fund, the Templeton Growth Fund, never once in 38 years under his guidance failed to deliver a positive real (inflation-adjusted) return over any 60-month period. This is a record that only a handful of other professional investors can claim to have achieved over such a long period.

Four years after his death, Templeton’s name and investment philosophy live on around the world through a wide range of funds that either carry the Templeton name or claim to use his methods. Many billions of investors’ money is today managed on the basis of the simple but profound principles first laid down by a man who stands comparison with Warren Buffett, George Soros, Peter Lynch, and a handful of others as one of the all-time greats of the modern investment world. The reason for this enduring legacy is simple: His investment methods have stood the test of time. They work, and in this book, timed to coincide with the 100th anniversary of his birth, we set out to explain what those methods were, the truth about his track record as an investor (there are a number of surprising myths), and why and how his methods continue to be relevant today.

Given how many words have been written already on the subject, it is legitimate to inquire whether the world needs a further book on the Templeton approach to investment. We asked ourselves the same question when we originally considered embarking on this project. Amazon, the online bookseller, lists no fewer than 50 books, for example, about Templeton’s life, investment approach, and spiritual concerns. We came to the conclusion, however, that there is still room in the market for a single-volume, independent assessment of Templeton’s investment methods and philosophy, written from a professional rather than a religious, philanthropic, or family perspective; and with the future, not the past, in mind.

These are the main reasons why we believe that a single-volume study that seeks to encapsulate the essence of John Templeton’s investment wisdom is both fresh and timely:


1. A fresh perspective.


Some of the many books published about Templeton’s life and methods in the past have verged, we think it is fair to say, on hagiography. Many seem to have been written to advance his philanthropic and religious interests rather than primarily to enlighten investors. Others are either out of print, or sponsored works by close associates, published with the assistance of one of Sir John’s charitable foundations. This one, in contrast, aspires to be an independent and objective contemporary assessment by two investment professionals with many years of direct experience in the investment business. The 10 years that one of the authors (Sandy Nairn) spent working directly for Sir John have given us additional first hand insights into what his approach to investment means in practice.



2. Access to new material.


We are fortunate to have had access to a considerable amount of previously unpublished information. This includes copies of the letters that Sir John wrote to his investors and clients over the course of 50 years, as well as detailed data and analysis of his performance record that have not been professionally published before. In 1993 Mark Holowesko, then chief investment officer of Templeton’s fund management business, began the practice of circulating around the offices of the Franklin Templeton group copies of internal memos and letters the firm’s founder had written in the past. They proved popular with the firm’s employees and remain an invaluable source of insight into his thinking. We reproduce extracts, with our comments, in this book—some in the text, and others in the Appendix. As with the essays of Warren Buffett, the clarity and insights that characterize Templeton’s writings instruct as well today as they did at the date of origin.



3. Timeless lessons.


Sir John’s philosophy of investing, which is built around the presumption that investors must have the courage and patience to ride out economic and market cycles and stick to a rigid investment discipline, remains highly relevant today. Twice already this century, from 2000 to 2003, and again from 2007 to 2009, investors have experienced savage bear markets in which stock markets around the world have fallen, peak to trough, by around 50 percent. Many investors remain shell-shocked and disillusioned by the losses they have incurred as a result. Had they followed a disciplined Templeton approach, we can show that they would not have fared nearly as badly as many did. Nor, we can say with confidence, would they have become so disheartened. John Templeton was an optimist by temperament, but, like many great investors, saved his best investment performance for bear markets, underlining the fact that success in investment is just as much about avoiding losses and preserving what you have gained, as it is about picking winners.



4. Methods that work.


Sir John’s track record as an investor, as we have noted, is remarkable not just for the consistent returns that he produced for his clients and fund investors, but also for their below average risk. Ten thousand dollars invested in the Templeton Growth Fund, his first mutual fund, at its launch in 1954 would have grown to $1,736,100, 38 years later. The fund outperformed the equity market for four decades at a compounding rate of more than 3.7 percent per annum. In investment terms, where investment genius is typically measured in fractions of a percentage point of superiority against the market averages, this margin of outperformance constitutes a genuinely extraordinary track record.

Standard financial theory holds that such a sustained period of outperformance can only have been achieved by luck, or by the fund manager taking additional risk. Yet, as we will demonstrate, the fact is that the Templeton Growth Fund produced its exceptional performance with less, rather than more, risk than the average fund.

As a value investor, John Templeton’s approach to markets was rooted in the simple but powerful idea that buying assets for less than they are worth is the most certain and the least risky path to superior investment returns. We demonstrate with original research why these methods do indeed work; why they are so often misunderstood; and why so many investors in practice fail to take advantage of them.



5. Current opportunities.


We believe it is important for investors today to appreciate that the events of the past 10 years, that encompass the Internet bubble and its consequences, the tragic drama of 9/11, and the Iraq war, as well as the great global financial crisis of 2008 and its aftermath, reinforce the importance of some fundamental truths about investment. One is that there are always opportunities to make money, even when the outlook appears particularly gloomy. One of Sir John’s favorite maxims was that “the time to invest is at the point of maximum pessimism.” Despite, or perhaps because of, having lived through the Great Depression during his formative years, he himself, by virtue of his temperament and personal faith, retained an unshakeable faith in the capacity of mankind to rise above adversity, which he was confident would in due course be translated into attractive investment returns. In the final part of the book, we look at where some of the best long-term opportunities now appear to lie.



6. Morally defensible investing.


After the collapse of Enron, the uncovering of Bernie Madoff’s vast Ponzi scheme, and the excesses of bankers during the recent credit crisis, investors’ faith in the institutions that look after their money has been badly shaken. John Templeton’s life and career is a timely reminder that success on Wall Street, in the City of London, and in other financial centers can be achieved without sacrificing the old-fashioned virtues of courage, honesty, and integrity that now appear to be so regularly and so blatantly disregarded in the financial industry. Throughout his professional career, initially as an investment counselor and later as a fund manager, Templeton demanded and set the highest professional standards. As a matter of personal habit he was invariably punctual, courteous, and polite; and in a business career spanning more than 60 years, he took comfort in never having been sued, and in never, knowingly at least, having made an enemy.



7. An inspirational life.


It is important, finally, not to lose sight of the fact that John Templeton’s life and career are evidence of the importance of personal commitment and endurance in the face of adversity. The young man from Winchester, Tennessee had to overcome many obstacles and setbacks on the way to acquiring the exalted reputation and wealth of his later years. When he was an undergraduate, at the height of the Great Depression, his father told him that he could no longer afford to finance his university education. Templeton was forced to scratch around to find the means to pay his own way and complete his education. Twenty-three years later his first wife was tragically killed in a motor accident, leaving him for several years alone with three young children to bring up on his own. Although his greatest financial success came only after the age at which many people have retired, his story remains an inspiration to anyone who wants to believe that it is possible to become wealthy and lead a fulfilling life at the same time.





The year 2012 marks the 100th anniversary of Sir John Templeton’s birth. He was 42 years old when he launched the Templeton Growth Fund, his first mutual fund, and the vehicle that was eventually to make him both fabulously wealthy and internationally famous. When the fund was launched, he had already been an investment counselor for 16 years, one known to his clients as a shrewd and sensible adviser, but still relatively unknown to the wider investing public. Whereas today there are thousands of funds in which investors can choose to place their money, in 1954 the new fund was a genuine innovation, being one of the first of its kind to offer insular North American investors exposure to a diversified portfolio of non-U.S. stocks within a tax-efficient mutual fund structure.

Having sold his original investment advisory business in the early 1960s, Sir John was directly responsible for the management of the Templeton Growth Fund from its launch until he and his partners sold the Templeton fund management business to Franklin Resources in 1992, by which time its assets under management had grown to $21.3 billion. In 1987 he handed over day-to-day responsibility for stock selection to his assistant Mark Holowesko, but retained a watching brief over the portfolio. Twenty years after he sold and retired from the business that he had created, the Templeton Growth Fund and its many offshoots remain among the world’s largest equity funds.

The family of emerging market funds that John Templeton set up in 1987, in another of his far-sighted business decisions, alone accounted for $40 billion of assets under management in 2011. The track record of the funds’ management team, led by Dr. Mark Mobius, has demonstrated the efficacy of his mentor’s methods. In the 10 years to November 2011, the original Templeton emerging markets investment trust has outperformed its Morningstar benchmark by 4.3 percent per annum. The net asset value of the EP Global investment trust, managed by one of the authors, has similarly outperformed the MSCI World index by 3.3 percent per annum since its launch in December 2003.

After his retirement from the fund management business, Sir John devoted most of his time for the rest of his life to his philanthropic and religious work. His primary focus in the later years of his life became his Christian faith and the affairs of the Templeton Foundation, whose endowments he continued to watch over with an eagle eye. Funded by his considerable personal fortune, the foundation gives away more than $50 million per annum in grants, gifts, and other forms of financial assistance. It continues to fund an annual prize to reward those who have pioneered scientific research into spiritual phenomena. The Templeton Press has published scores of books and articles that emphasize the importance of spiritual development.

While his faith was a central part of his life, his religion plays only a tangential part in this book, which deliberately focuses solely on his investment career and beliefs. Right up until his death at the age of 95, Sir John continued to study investment trends and followed financial events around the world with an unswerving attention to detail. His eye for a bargain remained as keen as ever. During one of our conversations in the initial research for this book, we mentioned the fact that some privately owned businesses in the United Kingdom were then selling very cheaply, at two to three times earnings. “Gee,” he replied, quick as a flash, “I would be interested in hearing more about those. Can you send me some details?” He was 91 at the time.

At the same time, his sense of the many risks confronting the world remained acute. As early as 2003, for example, he was expressing his concern to us about the bubble that was developing in the property market on both sides of the Atlantic. This was fully four years before the subprime mortgage crisis was to send the housing market in the United States into a tailspin and the world financial system into its worst crisis for more than 70 years. This crisis was one that John Templeton publicly identified in advance, just as 20 years earlier he had correctly and publicly forecast both the onset of the great stock market boom of the 1980s and 1990s and the investment potential of emerging markets. Such global awareness was one of the key factors behind his impressive track record as an investment adviser and fund manager, and the reason that his public pronouncements were so widely followed for so many years.

The purpose of this book is to explain, as clearly as we can, the lessons and implications that we believe can be drawn from Sir John Templeton’s life, experience, and investment wisdom. As such it is not a biography; nor is it simply an analysis of what he said and did, although the book inevitably has elements of both. We would like to think of it more as a handbook for those who are interested in understanding and applying the philosophy of investment that John Templeton developed and practiced for so many years. Such an understanding is relevant to both private and professional investors, from whatever part of the globe they come. Because he spoke so much sense, and had an uncanny ability to express himself in simple language, it has proved impossible not to quote liberally from his own writings and observations.

The book is structured as follows. Chapter 1 reviews the story of John Templeton’s life and career. This has been told many times, but we are able to add some new detail, correct one or two myths, and draw on original interviews with a number of those who worked closely with him. Chapter 2 provides fresh insight into the way that Templeton, in the first stage of his professional career, operated as an investment counselor, quoting liberally from previously unpublished letters to clients and memoranda to his colleagues. In Chapter 3 we look in detail at the track record of the Templeton Growth fund, and attempt to answer the question: Just how good was he as a fund manager? We also analyze when and under which conditions his fund achieved its outperformance. Chapter 4 returns to the main themes of his investment philosophy, and how he applied them. We look at the difficulties and challenges of applying his investment philosophy and process in practice, contrasting the way that he went about his decision making with that adopted by most investors. In Chapter 5 we demonstrate, with the help of an exhaustive proprietary study of market behavior in 35 countries, why his particular analytical methods were (and remain) conducive to producing superior long-term returns. In Chapter 6 we summarize our conclusions and look back at recent market experience, attempting to interpret what has happened from a Templetonesque perspective. We conclude with an assessment of the investment opportunities and threats that face investors today. The Appendix contains a selection of memos written by John Templeton that we think will be of interest to the student of his methods and beliefs. Other memos from the same source, which we do not have space to include, can be found on the Independent Investor web site (www.independent-investor.com/templeton-memos).

The idea for this book was not his, and Sir John did not, sadly, live to review our manuscript. Although he gave the project his blessing and encouraged us to speak to his associates, this is not an officially authorized account of his life and methods. It may be worth emphasizing that we have neither sought, nor received, any financial support from either his family or his foundation. We are grateful, however, to the Executors of his Estate for permission to quote from his memoranda and letters, and to all those who agreed to speak to us about their experiences working with him. All matters of interpretation remain our responsibility. In particular, we would emphasize that in the final section of the book, where we examine the current outlook for investors from a Templeton perspective, the views are of necessity our own, rather than his or those of the Franklin Templeton group. For stylistic reasons, we have found it easier to refer throughout the book to our subject either as John Templeton or simply Templeton, and only exceptionally as Sir John, the honorary knighthood bestowed on him in his seventies. We are open to receiving comments and other source material from those who worked with this great investor during his life, and will endeavor to incorporate them in future editions.

Jonathan Davis

Alasdair Nairn

London and Edinburgh

December 2011

Notes

1. Interview with Prem Watsa, CFA Magazine, Sept–Oct 2011.





Chapter 1

The Man and His Life

The story of how a precocious young man from Winchester, Tennessee, grew up to become one of the most respected and wealthy professional investors of all time has been told many times, so much so that, as with many rich and successful men, discovering where the legend and the truth diverge is not always straightforward. John Templeton was a man of the highest personal integrity, but some of the stories about his rise to fame and fortune have, one suspects, lost something in the telling over the years. To judge by some of the conflicting details in different accounts of his life, certain facts have, with the passage of time, been either gilded for the benefit of effect, forgotten, or mixed up with one another.

It is generally true that hindsight tends to make an individual’s path to success appear smoother and more certain than, in reality, it was at the time. There is no doubt that John Templeton himself was fully aware of the importance of storytelling in building and sustaining an aura around his life and business success. Although shy by nature, he was an accomplished user of the media to advance his business career; a tireless publisher of books about his investment ideas and religious and philanthropic interests; and as a man, for all his genuine humility, not wholly immune to a certain amount of vanity. He had a sense of humor, but was not the kind of man to tell jokes. Yet there is no gain saying the extent of his achievements, or his remarkable record as a pioneer and exponent of the art of disciplined investment, an art he practiced and sustained over more than three generations.

What is not in doubt is that, rather like Warren Buffett, another of the twentieth century’s greatest investors, John Templeton was brought up with an unshakable determination to succeed. His self-assurance, allied to an unrelenting capacity for hard work and the ability to reduce complex analytical issues into a framework of simple but reliable heuristics, was instrumental in enabling his later triumphs as a professional investor. Determination and self-assurance were etched into his character from an early age. As a young boy, encouraged by his parents to be resilient and to show initiative, he showed a keen interest in enterprise.

At the age of eight, according to one of his earliest biographers, he was ordering fireworks from a manufacturer and selling them to other boys at his school for profit. As a teenager, unable to afford a car, he cannibalized the parts of two wrecked Fords, bought for $10 each, to create one vehicle in which he was able to drive himself and his friends around for the next four years, before selling it at a profit. When his school was unable to offer him the math instruction he needed to get into Yale, his chosen university, he persuaded the head teacher to allow him to teach an extra class in geometry and trigonometry himself, learning as he went along and ending (perhaps unsurprisingly) with the highest marks in the exam.

His drive to succeed faced its most severe test in the grim Great Depression year of 1931, when his father had to tell him that he could no longer support him in his undergraduate studies at Yale. The 19-year-old Templeton, by then in the second year of an undergraduate degree course in economics, had suddenly to find other ways to finance his studies. Recalling this early crisis many years later, he said: “At the beginning of sophomore year (which was two years after the great stock market crash of 1929) my father told me with regret that he could not contribute even one dollar more to my education. At first this seemed to be a tragedy; but now looking back, it was the best thing that could have happened. It caused me to begin studying really hard to get top grades and thereby maintain two scholarships to help with the expenses.” It also impressed on him that hard work and self-reliance were the keys to survival in life. “Seeming tragedy can be God’s way of educating his children,” he observed later.

“Mother had saved a little cash from selling vegetables and eggs, and I borrowed $200 from my Uncle Watson, which Mother paid back years later. This enabled me to travel to New Haven and to apply to the very well organized Yale Bureau of Student Employment, which was run by a capable man named Ogden Miller, who later became headmaster at the Gunnery School. He helped me to get scholarships and also to earn money at various jobs, such as being Senior Aide of Pierson College and chairman of the Yale Banner and Pot Pourri yearbook.”1

In addition to these worthy endeavors, Templeton took to playing poker with his fellow students to make up the shortfall in his funding—this despite the fact that in his later professional life, he was to bar his colleagues from investing in gaming stocks, as well as tobacco and drinks companies, on ethical grounds. Templeton estimated that he managed to earn enough from the poker table, using his knowledge of probability and his native quick wits, to pay for 25 percent of his fees. His remaining financial needs were met by a combination of the loan from his uncle, scholarships, and jobs at the university.

His time at Yale also saw him make his first stock market investment. “As a senior at Yale,” he told his colleague and biographer Robert Herrmann, “I earned $1,000 as the first Senior Aide of Pierson College. That was a tremendous help because it covered one-half of all that year’s expenses. When the 1934 accounting for the Yale yearbook was finished, about $800 in profit was distributed to me as chairman and was used to open an account with my roommate, Jack Greene. He was then senior partner of a stock brokerage firm in Dayton, Ohio called Greene and Ladd because his father had died during Jack’s junior year at Yale. This account is now 42 years old but the name of the firm has changed to Cowen & Company. My first purchase of any stock was the $700 preferred stock of Standard Gas and Electric Company, which was selling at 12 percent of par because of the Great Depression. From that original $800 and later savings have grown all of the investments I now own.”2

By this time, Templeton had already decided that he wanted to go into the investment business. After majoring in economics and collecting his degree from Yale in 1934, he won a Rhodes scholarship to Oxford to study law for two years. At this most prestigious of English universities, he was taught by a law don at Balliol College, there being at that date no specialist tutors in business, let alone the lesser subject of finance. The idea that investment might become a distinct academic discipline was still many years in the future. Benjamin Graham’s seminal textbook Security Analysis, written with David Dodd, had been published in 1934; but John Burr Williams’ Theory of Investment Value, another landmark in the development of financial analysis, did not appear until 1938, having originally been written as a thesis at Harvard University.

Although he had certainly read Graham’s Security Analysis, which he later described as “the best book ever written” on investment, we do not know whether Templeton was familiar with the writings of John Maynard Keynes, whose most influential work, his General Theory of Employment, Interest and Money, was published in England during the 23-year-old Rhodes Scholar’s final year at Oxford. The General Theory contains some of the most famous passages ever written about the practice of investment, but if Templeton did read it, it seems that the world’s most widely quoted economist failed to leave much of an impression. We have failed to find a single line of Keynes, or any reference to him, in any of the scores of memoranda, articles, or press interviews in the Templeton archives.

Having finished his studies at Oxford, and before returning to New York to start his career, Templeton decided to take seven months to travel across Europe and Asia on a shoestring budget with a university friend, James Inksetter. During the course of this trip, he and his companion visited no fewer than 27 countries, observing the rise of Hitler at the Berlin Olympics and acquiring early experience of the world outside the United States. This experience was to stand him in good stead in his later career as an exponent of global investing, of which he was to become such a prominent pioneer. There were few countries with significant stock markets that he had not visited before he set up shop as an investment counselor, a discipline in which his knowledge and experience of other cultures and economies was evident from an early stage. The countries he visited for the first time included India, China, and Japan.

In his own words: “I finished Yale in summer 1934, so I was in Oxford for two years after that. Oxford I found was so different from American universities. They gave me six weeks’ holiday at Easter, and six weeks’ holiday at Christmas, and we Americans there took full advantage of that. I spent the second six weeks learning all I could about Germany, including listening to Hitler—I didn’t meet him, but I did listen to him. It was the build up to war, but it didn’t really involve America until Hitler invaded France.” Many years later Templeton returned to Oxford to found Templeton College, the first college in the university to be devoted to full-time management education.

Into the Investment Business

The first job that Templeton found on his return to the United States was as a trainee at Fenner & Beane, a stockbrokerage that was later absorbed into Merrill Lynch. After only three months he was offered a much better paid job as treasurer at an industrial company, which sent him to Chicago, Dallas, and then back to New York. Two years later, aged 26, and by now married, he was ready to take the plunge and leave his job to set up his own investment advisory firm, which had long been his ambition. He later acquired the business of an elderly investment adviser in New York for $5,000 and set up office in the newly completed art deco skyscraper Radio City (now better known as Rockefeller Center). The purchase of the business was funded in part by a $10,000 loan from his former boss at Fenner & Beane. The loan was repaid after a year. It was the only time in his life that Templeton, who abhorred debt, and strongly advised against its use for stock market speculation, says he had been seriously in debt to anyone. (The loan from his uncle that helped him to complete his studies at Yale was, as we have seen, later repaid by his mother).

Templeton’s own account of his earliest professional experience is as follows: “Three months after I went to Merrill Lynch, one of my first mates was a Rhodes Scholar at Oxford, who said that he was Vice President of an oil exploration company and they had an opening for a treasurer. They offered me more than double what Merrill Lynch was paying me, and I thought I needed practical experience in how corporations operate, so I resigned from Merrill Lynch and was shifted by this exploration company, first to Chicago and then to Dallas and then back to New York. That took a little over three years. At the end of three years, I owned some shares in my employer. I bought out the shares, which they helped me buy, and that gave me enough money to live for five years without income. The truth is that I started out my life with no money whatever. I made my own way through Yale, and with scholarships through Oxford.”

This was true, although it would not be strictly correct to say that he came from a poor family. As he noted, once he had decided to set up his own firm, Templeton was not in the early years always able to draw a salary. Two years after acquiring the first investment counseling business, and getting his name above the door for the first time, he merged it with another larger firm, to create a new firm, Templeton, Dobbrow & Vance, in which he retained a substantial majority shareholding. Given his other commitments, it was perhaps just as well that the frugality for which he was to become well-known was already much in evidence. He and his first wife, Judith Dudley Folk, whom he had married in 1937 after a three-year engagement, vigorously embraced thrift as a way of life, furnishing their house with secondhand furniture bought at auction. She found a job in advertising and together they made a pledge to save, as a matter of policy, half of their joint incomes every month. (There are once again parallels with Warren Buffett, one of many successful investors for whom thrift is, or has become, an ingrained habit.)

“To make thrift a joy rather than a burden, we made a game of it by telling our plan to all friends and relatives, who then gave us ideas. We found a furnished Manhattan apartment with a view of the East River for $50 monthly. Our friends helped us find ‘blue plate’ dinners in restaurants for 50 cents. In 1940, the only Manhattan apartment we could find for $50 was on the sixth floor of a no-elevator building on East 88th Street. To furnish five rooms we could budget only $25. Our friends watched newspapers for furniture auctions when people were moving away. At such auctions if anyone bid $1 for a chair we said nothing, but if no one bid we said 10 cents. Our costliest purchase was $5 for a $200 sofa bed, which was so good we used it for 25 years.”3 With such “joyous games,” as Templeton described this self-imposed frugality, he and his wife furnished the apartment within the $25 budget. His tightness with money is a recurring theme in all his future professional colleagues’ accounts of their time working with him.

A Stock Market Coup

A second important episode in the Templeton story is that his first serious step as an investor was to decide, in 1939, just as World War II was breaking out, to go out and buy (sight unseen) all the stocks on the Big Board of the New York Stock Exchange that were priced at $1 or less. There are different versions of this story in print, but in the one that reads best, he even declined his broker’s offer to give him the names of the stocks he was buying. His argument was that the stock market was due for a recovery, and that even the most uncompetitive companies were likely to do well on the back of the stimulus provided by the inevitable increase in government spending that would be necessitated by the outbreak of war. So sure of his thesis was he that he did not even need to know the names of the stocks he was buying.

Templeton himself recalled this extraordinary stock market foray many years later: “The very day that happened [the German invasion of Poland], I said to myself that if there’s ever a time when corporations that are struggling come back to life is during a war. Following the Great Depression, there were more than 100 stocks on the New York Stock Exchange that had gone down to less than a dollar a share, so I called up Merrill Lynch and said, ‘Buy me $100 of everything below $1 a share.’ That proved to be very lucky. Within four years, I had four times my money.”

It is perhaps open to later generations to doubt whether this simple account of nerveless youthful investment genius was quite the whole story. Throughout his life Templeton was renowned for the thoroughness of his research; and indeed it was his study of previous episodes in financial history that had led him to conclude that low-priced stocks were likely to do better during the kind of wartime stock market recovery that he was expecting. It seems implausible, given the scale and audacity of the speculative investment that he was making, that he was not fully aware of the names of many, if not all, of the stocks he had instructed his broker to buy. Further, it is not wholly convincing that he made his decision entirely on the spur of the moment, the very day that Hitler invaded Poland, as his later telling of the story seems to imply.

It is worth recalling, too, that in today’s money, the $10,000 investment would be the equivalent of more than $150,000 dollars. Such a sum was many times the average income of the average American citizen, and twice the amount Templeton himself was about to pay to establish a foothold in the investment counseling business. For a young man of 27 it was certainly an audacious move, not least because it was effectively funded with debt, in the form of the $10,000 loan he had earlier taken out from his former boss in stockbroking.4 No fewer than 37 of the 104 stocks that the brokers acquired on his behalf were already in bankruptcy. It is tempting to say that few investments could have been more speculative, or less typical of the disciplined methods that Templeton was to advise others to pursue in his later career.

Although he was to become renowned in his later career as a long-term investor, who never failed to extol the virtues of patience and an even temperament, it is fascinating to speculate how much equanimity in practice a young married man, even one as self-confident as Templeton, was able to muster as he waited for his massive speculative gamble to play out. Did doubts enter his mind at any point during the four years he held on to his portfolio of third and fourth rate stocks? It is worth remembering that his investment decision was, not for the first time in his career, well ahead of events. His $10,000 purchase of stocks was made more than two years before the Japanese raid on Pearl Harbor, which was the trigger for President Roosevelt to take the Americans into the war, something many of the Allies on the other side of the Atlantic, from Winston Churchill down, were far from convinced was going to happen.

If, as he later recalled, the $10,000 loan was repaid within a year, it seems unlikely that this could have been solely the result of any rapid increase in the value of his stock portfolio. Although the price of stocks on Wall Street rose on the day that Germany invaded Poland, and again the day afterward, they did not break out decisively above their level on September 3, 1939 for more than three years. The Dow Jones index fell by 12.7 percent in 1940 and by 15.4 percent in 1941. It was not until April 1942, five months after Pearl Harbor, that the stock market finally began the significant wartime rally that Templeton said that he was expecting to follow the outbreak of war. The index did not surpass its level on the day Britain declared war on Germany until after the invasion of Normandy in June 1944. Four years on from his original purchase, on September 1, 1943, the Dow Jones Industrial Average was less than 2 percent higher than it had been on the day he made his first investment. Of course, many individual stocks fared much better than the average. There were good reasons for believing that near-bankrupt companies would fare better than the averages.5 For his portfolio to rise by 100 percent in 12 months in a flat market, and by 300 percent over four years, as his account suggests, was therefore a remarkable achievement.

A more realistic assessment may be that his analysis, as was true so often in his career, was correct, but that his decision to invest was some years ahead of events. The outbreak of World War I had been followed by a surge in the American stock market, but after an initial two-day rise this was not what happened in 1939. The assumption was wrong. Many years later, in a letter to his clients, Templeton noted how many weak or failing companies had subsequently produced exceptional results.6 Wartime saved many companies that otherwise might not have survived. The worse their balance sheets were, the more leverage they enjoyed. More than 200 companies had risen by 20 fold or more in the previous 20 years. Yet it is notable that most of these companies had experienced their lows in 1941, not in 1938. In other words, while Templeton was vindicated by later events, the timing of his speculative foray, so different from his later investment style, was distinctly premature.

Investment Counselor

Recalling his early days as an investment counselor in an interview 60 years later, he said: “When I opened my own office in Radio City, I must say I made a lot of mistakes. Perhaps the biggest mistake of all is to start out like a law firm does, or like a medical firm does, and hope that your reputation alone will attract customers. I tried that. In fact that was the standard among investment counselors. When I started out, I would have been looked down on if I had done any advertising. The result was that it took a long time to accumulate clients. Now that it is acceptable to be a salesman, I would surely think you ought to spend three-quarters of your time selling.” This was a theme, as we shall see, which was to recur when Templeton later moved into the mutual fund business. Sometime after opening his office in New York, in order to save money he moved the bulk of his operations to the suburb of Englewood, New Jersey, 45 minutes away from the center of Manhattan.

Throughout the 1940s and 1950s Templeton and his partners continued to build up their investment advisory business. Wartime and the subsequent Cold War provided early lessons in the wisdom of controlling clients’ exposure to the stock market. Templeton was one of the first firms to attempt to regulate clients’ exposure to the market on the basis of a quantitative assessment of the current level of the market, an approach that came to be known as the Yale or Vassar method, and which we describe in more detail in the next chapter. The key elements of this method were to reduce market exposure when it had become overvalued and increase it when it became undervalued against historical experience.

Nothing sounds simpler or more logical. Buying low and selling high has been the street trader’s watchword since markets began. It is, however, something that most investors find much harder to achieve in practice than it should be. Templeton’s analysis was based on comparing the level of the market in a rigorous fashion with the earnings, cash flow, and yield characteristics of both the recent and more distant past. It proved to be a useful tool that, by his own account, was to help steer the firm’s clients safely through the bear markets of the late 1940s and 1950s, while inevitably sacrificing some of the upside in the stock market’s best years. It was only later that he was to develop the practice of basing his individual stock selection on forward rather than historic earnings.

The Fund Management Business

In 1954, looking for new ways to expand the business more quickly, Templeton decided to launch a new mutual fund. This was the Templeton Growth Fund, domiciled in Canada. It was unusual in being one of the very first mutual funds to offer North American investors the opportunity to invest in a managed fund that set out to invest across the globe. At the time, it was still a commonplace view among investment professionals that it was too risky to commit anything but a small proportion of their assets to investment opportunities outside the United States. In addition, legislation prevented many pension funds and charitable foundations from investing in securities outside the United States. The fund itself was the first of a number of new managed funds to be domiciled in Canada, where there was no capital gains tax. The tax advantages of the fund had obvious advantages to a U.S. investor, and they duly featured prominently in the way that the fund was marketed.

Behind those immediate benefits, however, were the seeds of a distinctive new investment philosophy. Templeton’s argument, still a minority view at the time, but now mainstream thinking, was that widening the range of potential investment opportunities could only increase the universe of potential bargains, to the benefit of investors. His view had always been that the risk of global investing is exaggerated and can in any event be offset by diversification. “Research shows that a stock portfolio with investments around the world is likely to yield, in the long run, a higher return at a lower level of volatility than will a simple, diversified single-nation portfolio. Diversification should be the cornerstone of any investment programme.”7 (It is a neat coincidence that the Templeton Growth Fund was launched just as the future Nobel Prize winner Harry Markowitz was demonstrating that diversification across poorly correlated asset classes could reduce investors’ exposure to risk without jeopardizing returns, an insight that underlies much of modern financial theory.)

For many years investor interest in the Templeton Growth Fund was limited. Its performance was strong in absolute terms, capitalizing as it did on the 1950s postwar recovery in equities, but it remained little known and poorly followed. For the first 10 years, as we show in Chapter 3, it would have struggled to keep pace with the MSCI World Index, had such a thing existed at the time. Any investment consultant who monitored its performance at the time would have been forced to conclude that it was a slow developer. Later, however, the performance of the fund was to improve dramatically and as its track record became better known through the efforts of his new partner Jack Galbraith, who came in to market it, more investors and intermediaries began to take notice. Other firms also began to offer similar global funds, and before too long the mutual fund industry was growing at a furious pace.

How, we asked him, did the change to a marketing-backed business come about? Templeton replied: “I was sitting in my office one day and a man came in and said he had been an airplane pilot during the war, but now he wanted to be a salesman. He thought I had a good performance in investments, and asked: Could he sell my mutual fund? I said, ‘I don’t have any money to pay you’ and he said, ‘That’s all right. I’ll just take a commission.’ His name was John Galbraith, and he started out by taking performance charts of my fund in Canada, the Templeton Growth Fund in Canada.” (The charts showing Templeton Growth Fund’s extraordinary track record of performance later came to be known inside his firm as “the mountain,” in recognition of its succession of soaring peaks.) See Figures 1.1 and 1.2.


Figure 1.1 Templeton Growth Fund Cumulative Growth

Source: Templeton Working Paper: A. G. Nairn and M. F. Scott, “A Data Study of Historic Returns in World Stock Markets 1953–1997”; Datastream/ICV.
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Figure 1.2 Templeton Growth Fund Class I Shares

Source: Nairn, Templeton Growth Fund, Annual Report 1996.

[image: image]


According to Templeton’s biographer, Jack Galbraith was a trained accountant who had spent a number of years working in the fund industry before approaching Templeton with a proposal to help market his fund. In Templeton’s account, “His wife ran everything except the calling on brokers, which he did himself. He would walk into a broker’s office and see somebody who wasn’t busy and sit down beside them and say: ‘Tell me, what mutual fund has the best results?’ They would name some firm, and he would say ‘Look at this,’ and show them the chart of the Templeton Growth Fund. That caught their attention, and so a large number of them began to sell the fund to clients. He paid them a commission and he kept a commission for himself. It worked like magic.”

According to Templeton’s official biographer, Robert Hermann, Galbraith had originally proposed a deal under which he could eventually acquire the fund’s management company if he succeeded in increasing the assets of the fund tenfold over 10 years. Templeton declined this offer, but instead suggested that Galbraith acquire 20 percent of the fund’s management company at the outset. This the latter did, although not before telling his wife that he had been disappointed to have ended up with “only half a loaf” instead of “the whole loaf” he had wanted. The management company stake was to become worth many millions of dollars, and make Galbraith a very wealthy man.8

It was, ironically, only in the 1970s, however, as Galbraith and his wife began to build a larger marketing team, that the Templeton Growth Fund began consistently to outperform the market. Until that point its track record had been impressive in absolute terms, but still had a tendency to underperform the markets it was investing in. It was during this period that Templeton began to invest heavily in the Japanese stock market, a contrarian move that was to play a large part in establishing his later reputation. At the height of this phase in its life, the Templeton Growth Fund had as much as 60 percent of its assets in Japanese stocks. Yet at the time few professional investors would touch Japan, so little known or understood was the country. Having visited scores of countries on his regular travels abroad, and with an insatiable appetite for new information and experiences, John Templeton was ideally qualified to introduce thousands of American investors to the benefits of investing in international stocks.

Templeton’s partnership with Jack Galbraith proved a huge commercial success. Within four years the Templeton fund range—later expanded from the Growth Fund to incorporate a number of other funds managed on the same principles—had grown in size from $13 million to $100 million. By the 1980s, helped by the pro-business policies of the Reagan administration and the onset of the greatest bull market of the twentieth century, the fund was measuring its assets in billions, rather than millions, of dollars. By the time the business was sold to Franklin Resources in 1992, the firm had assets of $21.3 billion, spread across a range of more than 70 funds, including a well-known emerging market fund managed by Dr. Mark Mobius, which had been launched in 1987. Templeton and his colleagues received several hundred million dollars from the sale of the fund management and distribution companies they owned. Templeton personally, his son Jack, and his business partner Galbraith owned 70 percent of the voting stock in the business, according to press reports.

It is worth emphasizing that not everything ran smoothly at all times. During the savage bear market in the early to mid-1970s, for example, the value of the Templeton Growth Fund fell sharply in three out of five years. The net asset value declined by 9.9 percent in 1973 and by a further 12.1 percent in 1974. The saving grace was that the fund’s loss of value was less severe than the decline in the main market index, reflecting the defensive qualities of Templeton’s rigorous value-oriented approach. It was a setback nonetheless. In 1974, the combined value of all the funds managed by Templeton amounted to no more than $13 million, a tiny fraction of the $90 billion empire that it was to become over the course of the next 30 years.

Moving to the Bahamas

Another irony is that it was partly an accident that Templeton was still engaged in active money management at all when the bear market of the mid-1970s hit. In the late 1960s, by then already wealthy from the sale of his advisory and other investment businesses, he had decided to move his base from the United States to the Bahamas, where he was building a house on an exclusive private estate known as Lyford Cay. Templeton had sold all his other business interests in the hope of retiring to spend more time on his charitable interests. Despite its later spectacular success, the reality is that he had been unable to find a buyer for the Templeton Growth Fund at the time. The family who had bought his other interests decided that they did not wish to acquire the fund.

As a result he decided to continue to manage it himself. He set up a small office above the local police station near his new home in the Bahamas, where he continued to live from 1968 until his death 40 years later. Working with minimal resources (and distractions), he said that he spent an hour a day on the beach scanning scores of research reports, looking for stocks that he considered to be bargains. Being so far from the noise and bustle of Wall Street was, he quickly became convinced, a powerful contributory factor to his continued ability to do better than most of the big professional firms at the heart of New York’s financial district.

With the advantage of hindsight now, I think there are two reasons for this success. One is that if you’re going to produce a better record than other people, you must not buy the same things as the other people. If you’re going to have a superior record, you have to do something different from what the other security analysts are doing. And when you’re a thousand miles away from Wall Street in a different nation, it’s easier to be independent and buy the things that other people are selling, and sell the things that other people are buying. That independence has proved to be a valuable help in our long-range performance.

Then, the other factor is that so much of my time in New York was taken up with administration and in serving hundreds of clients that I didn’t have the time for the study and research that are essential for a chartered financial analyst. And that was the area in which God had given me some talents. So now in the Bahamas I had more time to search for the best bargains.9

He had earlier told another biographer William Proctor: “When my wife and I were looking for the best place to live, one of the questions we asked was ‘Where can we carry on our work in the most pleasant surroundings?’ . . . All my life I’ve enjoyed the open air, and especially the flowers, ocean beaches and clear water of the tropics. We were attracted very strongly to ocean beaches, and now that we live here we are surrounded by three ocean beaches. So I use every opportunity when I can get away from routine work and telephones to take a briefcase full of papers and sit in the shade on the beach. There I concentrate either on security analysis, or on religious reading or study. I find it’s an excellent place to work. You can work with greater concentration there than you can in an office or in a home.”

Templeton went on to say that while his family investments and charitable activities took up most of his time, the fund was not neglected. “I spend, at most, an hour a day at the beach thinking and doing my work. . . . There are too many demands on my time to spend any longer. But I do it almost every day I’m not traveling, and that turns out to be about 150 days a year. It’s a very pleasant time of withdrawal, and the interesting thing is that it seems to be productive, too, in terms of producing good overall results for our mutual funds. To be able to work with the sand and ocean surrounding me seems to help me to think in worldwide terms.”10

Market Guru: Global Contrarian

Time and the market cycle also proved to be on his side. Having correctly spotted the potential explosive growth of the Japanese stock market in the early 1970s, by the end of that decade Templeton had switched his main focus of attention back to the American stock market. As early as 1982 he was announcing to the world, and indeed anyone who cared to listen, that he expected the U.S. stock market to boom over the coming years. It was a theme that he was to return to time and again over the next 15 years. It was also vindicated by events, as stock markets around the world, led by the United States, embarked on what was to prove the longest and most sustained bull market of all time.

In 1982, for example, he went on the TV program Wall Street Tonight to declare that there was a better than even chance that the Dow Jones Industrial Average, then trading below 850, could hit 3,000 within 10 years. In the event the market hit 3,000 in 1991, confirming Templeton’s status as a market guru. Although with hindsight this looks like an obvious call, at the time it is easy to forget that many pundits were writing off the American stock market after nearly a decade of indifferent or calamitous returns. In August 1982, the same year that Templeton made his prediction, BusinessWeek had famously produced a cover story that announced “the death of equities.” In 1993 he predicted that the Dow Jones index would hit 6,000 before the end of the century, which it duly did in 1996, before going on to peak at a remarkable 11,723 in January 2000.

The 1970s was the start of a period that saw his reputation as a market guru rise by leaps and bounds. Whereas before John Templeton had been a respected but largely unknown figure outside the narrow circle of Wall Street, now in his 70s he was being hailed as one of the most famous investors of his generation. In all he made 15 appearances on Louis Rukeyser’s widely followed TV show Wall Street Week, mostly to reiterate his message that the times were good and that this was an outstanding opportunity to invest in the United States stock market, as indeed it proved to be.11 Galbraith’s marketing and PR efforts transformed the fund’s visibility and helped to propel its fund manager into national prominence, exemplified by the first of several appearances on the front cover of Forbes magazine in 1978.

By this time, too, Templeton had firmly established his reputation as a contrarian investor. Alongside his faith in the merits of global investing, he had long been convinced that the most reliable way of achieving the best returns was to concentrate on finding bargains wherever they could be found, regardless of prevailing fashion or sentiment. By definition this meant buying things that most other investors did not want, and extending the search for bargains right across the world, anywhere stocks were traded in size. “People are always asking me where the outlook is good, but that is the wrong question” he said on more than once occasion. “The right question is: Where is the outlook most miserable?”12

The implication also was that it could take time for valuation anomalies to be put right. These insights remain at the heart of the Templeton investment philosophy. This philosophy can be summed up like this: “Buy stocks for less than they are worth and hold them as long as it takes for the market to appreciate how undervalued they are.” By definition also, this clearly implied that finding the best bargains could only be achieved by being prepared to go against conventional wisdom.

In formulating his approach, Templeton acknowledged his debt to Ben Graham, the so-called father of security analysis, whose pioneering book Security Analysis, written with David Dodd and first published in 1934, Templeton had read while an undergraduate. The book set down a series of analytical techniques for assessing the value of securities, all of which Templeton has subsequently used at different times as part of his own formidable analytical method. However, as will become clear, it is too simplistic to characterize his approach as pure value investing.

A key part of Templeton’s analytical technique is not just to look at company’s current earnings, balance sheet, and cash flow. What matters to an investor is how earnings and cash flow are likely to develop in the future, not where they are today. As Mark Mobius, one of Templeton’s best-known disciples, puts it, “you have to look at the future, not just at today.” The technique that Templeton developed at his firm was to make sure that all the key variables of a potential share purchase should be projected several years into the future.

He argued that a share that does not meet conventional value criteria, such as a high dividend yield or a low historic earnings multiple, could still be an attractive purchase if the key performance parameters were set to grow in the near future. By definition, therefore, a Templeton-influenced investor is interested in both growth and value. Or, as Templeton himself put it in an interview once: “Looking for a good investment is nothing more than looking for a good bargain.”13 Anything, in theory, could qualify. It was the combination of price and growth potential that was critical. Where he differed from classical deep value investors such as Ben Graham was in recognizing that historic valuation metrics were not sufficient to produce a bargain. His first and most famous fund was labeled the Templeton Growth Fund for a reason.

How Others See Him

Mark Holowesko, his former assistant and chief investment officer, still occupies Templeton’s office building in the Bahamas, but now runs his own fund management boutique. He gave us his personal reflections on the 15 years he spent working with John Templeton. This is how he recalled his early years:

Sir John was a unique employer in many ways. For one thing, he paid me by the hour, even though I had a Masters degree! He didn’t care if I took three days off in a row and then worked 20 days in a row, as long as I was only paid to work so many hours a year. At the end of every week, I’d write a little note to him saying I worked so many hours, and he’d get a pen, write a check for me, and leave it on my desk. We did that for much longer than you would believe.

I still have my first rejection letter from Sir John, where I asked him for a job and he turned me down, but wished me good luck in the future. I also still have my first raise, which was in November 1985. After six months he very kindly gave me an increase of $1.50 an hour. Now I could afford cheese on my hamburger! It gives you some of the character of the guy. When I first started working for him, he always worked on hotel stationery because it was cheaper. Because it was half a cent a page cheaper to buy loose-leaf and staple it together, we had loose-leaf instead of legal pads. You could go on for days with stories like that.

Working for him was incredibly tough. Here was someone who used to come into work seven days a week. He’d come into work after church on Sundays. You were always behind him. He always drove you to do more than you would have done, just to try and keep up with his pace. Even when he was 75, he never let up. He’s obviously brilliant, but his genius, I think, lies in his ability to take complex things and break them down into issues that are simple. His rules on investing sound very simplistic, but aren’t. He could run circles around the guy who has got a Harvard MBA but who is looking at the world in too complex a way.

I got a job with him in the end because I wanted to take the CFA exam. I wrote to him and explained that you need another CFA to sponsor you, and he was the only one on the island. Would he do it? He said sure. After I passed the first level, I wrote him again and that was when he invited me in for an interview. My first job was basically legwork. He came in during the Bhopal disaster, for example, which was a big issue for Union Carbide, and said, “What sort of liabilities were involved in similar instances in the past? What would the potential liability be for Union Carbide?” His attitude was: “Okay, here’s a problem. The stock price is down tremendously, let’s just put some numbers around the problem and see what the market discount is.” That’s the sort of thing that I would do on his instruction.

Eventually I started picking stocks on my own, recommending ideas. Then I took on research responsibilities, then research responsibilities for the group. After that I took on account management responsibilities, managing separate accounts. Eventually in May 1987 he came in and he put all of his mutual funds on my desk and said: “From now on, why don’t you write up the trade tickets, what you think should happen to these funds and leave them on my desk?” People say Sir John’s a stockpicker, not a market timer, but as he handed over the management of his funds in May 1987, I think he was a pretty good market timer too! It was a baptism by fire. [The U.S. stock market was to suffer its largest ever one-day fall in October 1987, when the Dow Jones Industrial Average fell by more than 500 points, a decline of 22 percent]. In 1989 I became Director of Research and then eventually CIO. It’s been a fun, exciting ride.

One of the authors, Sandy Nairn, also recalls his early years working for Sir John as being unorthodox in their simplicity.

I joined Templeton in 1990. Part of the process involved flying over to see Sir John and a couple of other people. My first big impression was the contrast with my experience when I joined my previous employer. The chief executive there didn’t know my name. It was only a small company, but he had no involvement with the hiring process at all. It was all very hierarchical.

Yet I went to Nassau and here was one of the world’s legendary investors sitting down and talking to you about your background and what interested you. It was clear that this wasn’t a job for him, but a vocation. What really struck me was that he was the chairman of the company, owned the company in fact, and yet he knew as much about any of the stocks in the funds as anyone else in the company—in fact, probably more.

My second clear impression is that he didn’t talk very much. Everyone else I’ve ever dealt with has talked. You just listened and occasionally responded. Sir John had an uncanny knack of letting you blather on indefinitely. He just soaked up information, and put you at ease. He had delegated the management of the company to Tom Hansberger, largely I think because he wanted to remain directly involved with the investments.

Again this was the exact opposite of where I had come from. There, people couldn’t get out of the investment business fast enough! They wanted to get themselves away from responsibility for making investment decisions. The attitude was very much: Junior people do company analytical work. At worst, the guys at the top were portfolio managers; at best they were “strategists” or even completely divorced from it. But for Templeton, it was the complete opposite; as far as he was concerned there was no higher form in life than being an analyst. The amazing thing is that he would have been 77 or 78 at this time.

Everyone who went to see Sir John tried to figure out the secret of the Templeton approach. In fact he’d tell you it all in the first five minutes, but you just didn’t notice it. I know that my head was full of unconnected ideas at the time, like a tin full of broken biscuits. I knew about every investment technique in the world, but not about how to join them together, he just said to me: “buy cheap stocks.”

There is a danger that you think this is too simplistic. Doesn’t he know about this, that and the other technique, you could ask? The trouble is that he absolutely did know these things. He absorbed them all and yet he still came back to this simple approach. My view is that the level of clarity he had about the big issues is what defined his genius.

I remember an example in the 1990s, when the fund I was running had had 18 to 20 percent in emerging markets, but I had reduced this to 3 percent, while everyone else in the industry still had a weighting of 20, 30, 40 percent. I asked him what I should do and he just said: “In all my 45 years of investing, I have never thought it sensible to buy expensive stocks for my clients.” And that was it—next topic! His attitude was: “I don’t care what everyone else says unless they can show me why I’m wrong in my judgment about the value of a company.” The truth is that all he has ever cared about is what things are worth. If a share was worth too much, then he thought you should sell it. It was as simple as that.

He was very careful with the selection of people he would employ, and that’s why he spent time with them, because he was entrusting the future of the company to them. His CEO at the time was a wonderful character who hired people from very different backgrounds, anything from the straight laced to the mad party animal. It made for a very different atmosphere. We all got on very well and had a lot of fun, because we were all very different. What he didn’t do was pick only people from the top business schools where they are all dragooned into thinking in a particular way. I think he just loved diversity.

Mark Mobius, who now runs the Templeton/Franklin group’s range of highly successful emerging markets funds, recalled his own first dealings with Templeton.

It all started in 1985 and 1986 when I was working for a brokerage company. They sent me to Taiwan to take over the management of a joint venture, the first of its kind in Taiwan at that time. After about a year and a half, I get a call from Sir John and from Tom Hansberger, his business partner, asking me to be the manager of a new fund they were setting up, the Templeton Emerging Markets Fund.

After some negotiating I came onboard and started running that fund, which was then about $100 million in size. By 1994 it had grown to be worth $14 billion. [Today it has grown to $40 billion.] The foresight that Templeton had in taking on this fund with Merrill Lynch, who had originally started it, told me something about the man. He had been looking at emerging markets for quite some time. He was a bargain hunting global investor who was willing to go into markets where others feared to tread.

It was difficult to leave Taiwan, but I decided that this was a chance to leap into something more exciting. It certainly wasn’t the money. I wasn’t going to get paid any more than I was making, and I had a lot of perks in my job in Taiwan. I had a driver and all that stuff. But those types of things don’t really impress me, and I was more excited by the prospect of what was coming. As it happened, things just went from good to better. In hindsight it was the right decision because in Taiwan, at most I would have managed a billion dollars. Under Templeton I ended up with a lot more than if I had stayed where I was. It really has turned out very nicely.

Fortunately I bought into his way of investing right from the start. I can’t really remember why, because I was interested in technical analysis for a long time and I taught some of that at the Chinese University in Hong Kong. When they expounded the Templeton philosophy, however, I think it just made an awful lot of sense. His genius was that he could simplify things to make it easy for anyone, even someone as thick-headed as me, to understand.

One of his key insights was to realize that valuing a stock by reference to the price-earnings ratio today is far too simplistic. He would say: “Oh no, we don’t want to look at what the P/E is today. We want to look at what the P/E will be in five years. Let’s look at the future, not at the past.” His approach was really growth and value. I would say that that is one of the things he had added to Graham and Dodd. He also believed in flexibility. There is a tendency for people to become rigid, which is not a good idea.

The other aspect of working for Sir John is that he pretty much left us alone to do our own thing. Of course he gave us guidelines on how to work, but generally speaking he was hands-off. Whenever we needed help, he would give it, but he mainly let us run our own show. We never had any formal contact on how to invest anything, except at board meetings. That was a formal report of what we were doing. Other than that, the only real guidance was “keep on looking for those bargains”!

Templeton the Man

Anyone who has met John Templeton has been struck at once by his politeness, his extraordinary capacity for hard work, and his ability to focus single-mindedly on the task in hand. According to Holowesko, his assistant in the Bahamas for many years, Templeton was always fastidious about using his time to maximum effect. Gary Moore, a longstanding friend of Sir John who advised him on ethical investment, recalls that a typical appointment would last “from 8:02 to 8:13.” Once the business was done, it was always on to the next task without a moment’s break.

Jack Galbraith, Templeton’s business partner, recalled the same thing. “By nature he doesn’t want to waste time—so you don’t ever find yourself sitting around exchanging small talk. You always have a sense that he has more things to do than time to do it. . . . Just as he respects his own time, Templeton extends that respect to the time of others. John Hunter, one of his Canadian stockbrokers, says that when he tells him that he will call at 9:15 Canadian time, the call will invariably come through at precisely that time—from wherever Templeton is traveling in the world. In fact, to ensure that he is prompt, he has always set his watch 10 minutes fast.”14

Hard work, punctuality, and commitment are qualities that Templeton tried to impress on all those he met and worked with. During his working life, he made a habit of carrying a book or a stack of research reports with him so as not to have waste any time while traveling. His notorious thrift extended to all aspects of business life. When Holowesko started working for Templeton, to give just one of many possible examples, he was instructed to staple together bits of scrap paper so as to save on the cost of buying new stationery. When asked whether the founder was really as careful with money as his reputation suggested, Jim Wood, who led the marketing for the Templeton firm’s institutional accounts business in the late 1980s and early 1990s, replied, laughing: “My guess is he died with his first nickel in his pocket!”15 When a group of potential Chinese investors arrived in the Bahamas to meet him, he recalled, Templeton presented them all with a cheap alarm clock “that cost about five bucks apiece,” which was “somewhat embarrassing.”

He could, however, be generous to his employees, Mr. Wood recalls, and although he was to become fabulously wealthy in his later years, he never lost touch with his origins. “I don’t think that Sir John really cared how much money he was making. He never had any money growing up, and I don’t think he cared a whole lot. He was doing what he wanted to do, and he just thought that if he kept working, the rest of it would take care of itself. During the first 15 to 20 years of the Templeton Growth Fund [when the fund barely grew in size], I guarantee he never got close to jumping out of the window!”

Throughout his life, Templeton relied on his Christian faith to sustain him through adversity. Never was this more needed than in 1951 when his first wife Judith died after a motor accident. Templeton was left with three young children to bring up, as well as the demands of running his own business. According to his friends, he coped with this appalling reverse with great resolve, convinced by his faith that it was futile to challenge “God’s design.” Five years later, he married his second wife Irene and lived contentedly with her until her death in 1993. His eldest son, John Templeton Jr., has for many years taken a keen interest in the business that his father founded, but always insisted that he had no intention of competing in the same business while his father was alive. Instead he pursued a highly successful career as a pediatric surgeon.

After selling the business, John Templeton lived quietly but productively in the Bahamas, where he was well known as a generous local benefactor. He worked from a new office building just outside the gates to the Lyford Cay estate, and a short walk from the first floor room above the police station, which had served as his office when he first came to the Bahamas. The new office was built shortly before the sale of his fund management business in 1992. It is from this building, and with the help of his long serving administrative staff, that he continued to administer his wide range of philanthropic and charitable activities until his death on July 8, 2008. The Templeton Foundation itself operates from West Conshohocken, Pennsylvania, while the fund management operation, now part of the Franklin Templeton group, remains in Florida, where it had been set up in the 1980s to handle the administrative and marketing operations of the Templeton funds.

With his love of work and serious purpose, John Templeton was, some felt, easier to admire and respect than to know well. The Canadian fund manager Peter Cundill, an exponent of Grahamite value investing, met John Templeton on several occasions, and described him as “something of a mentor.” After a business meeting in Lyford Cay, having been across to see the older man, he noted in his diary: “He is extraordinary in the breadth of his skills and interests, and yet he can be so dry and seemingly humorless, even egotistical and mean-minded. He is a highly complex personality—for all the beaming patriarchal smile—and yet I always have to acknowledge that he has given me enormous help not just in financial matters but in spiritual ways too. Somehow I still can’t imagine having a warm dinner with him where the reserve is abandoned. Maybe it will happen one day.”16 His colleague Jim Wood, although he developed an excellent working relationship with his boss, and had regular discussions with him, says: “I think he tried, but it just wasn’t in him to be warm and fuzzy.” He almost never watched television or movies, and hardly ever read a novel.17

In 1972, Templeton established the Templeton Prize, an annual award that was originally conceived to do for religious studies what the Nobel Foundation does for academic and intellectual work. By design the prize is the most lavishly endowed of any in the world, but was not, he felt, as widely acknowledged as it deserved to be. In more recent years the Foundation, founded in 1987, has quietly modified its objectives away from the ostensibly religious to encourage and support scientific analysis of big questions related to human purpose. At the end of 1989 it had assets of $1.7 billion, making it one of the 40 largest foundations in the United States. Templeton published a series of books offering practical advice to young people on how to advance their spiritual awareness. He also gave money to schools and other local communities to encourage them to instill in young people what he liked to call “the laws of life.”
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Chapter 2

Investment Counsel

As we have already seen, John Templeton’s investment career falls into a number of distinct, but overlapping, phases. In this chapter, we concentrate on his early career as an investment counselor, which broadly spans the two decades between 1940 and 1960. Although this period of his life was to make him a wealthy and respected businessman in the United States, one who appeared more than once in the pages of the business press, it was not until the 1970s, when he was already in his sixties, that he was to become globally known and respected as a figure of substance in the international investment business.

His early professional years, before he moved into the higher profile and more profitable business of fund management, are nevertheless full of interest. It was during this period that many of the ideas with which he is now widely associated were first formulated, as can be seen in the internal memos and letters that he sent to the firm’s clients. A small selection of these is reproduced, in full or in part, in this chapter. More examples are reproduced in the appendix. Although written more than 50 years ago, the clarity of thought and expression that they display provide some fascinating clues to the character and intellect of their author. However rapidly the world may change, the fundamentals of sound investment remain the same from one generation to the next.

As far as we know, John Templeton’s decision to become an investment counselor had already been made by the time he completed his undergraduate studies at Yale University. It was not until two years after his return to the United States from Oxford that he was able to take the first steps toward achieving his professional ambition. An investment firm bearing his name was, it seems, first set up in 1938, while he was still employed elsewhere. By his own account, his first big break came when he bought a small investment advisory business in New York for $5,000, thereby getting his name on the door for the first time and moving into an office in Rockefeller Center. Two years later he merged this business with another investment counseling firm to create a new firm, Templeton, Dobbrow & Vance. Soon afterward, although he maintained the Rockefeller Plaza address, in order to save money he moved the bulk of the firm’s employees and operations to the suburb of Englewood, New Jersey, about nine miles north of Manhattan and a 45-minute distance by train and subway. Englewood was also where he and his wife lived.

For the next 20 years, he and his partners in this investment advisory partnership succeeded in building a growing and profitable business, looking after the money of a wide range of clients, principally wealthy families, estates, and trust funds. The firm in due course added a number of colleges, corporations, foundations, and institutions to the client list. It also was active in promoting the merits of profit sharing plans to companies. Templeton’s 80 percent shareholding in the partnership was funded initially by a combination of his savings and by the gains on his stock market portfolio, which, so he later recalled, enabled him to survive during the firm’s first five years without the need to draw an income every month.1 In a memo about the firm that he circulated to clients and friends in 1957, he listed what he regarded as the firm’s most important achievements.


1. Gross income has increased 25-fold in 16 years.

2. Net worth has increased more than 20-fold in 16 years.

3. Personnel has increased six-fold in 16 years.

4. From its beginning in one city only, the organization now works throughout the United States and Canada, with offices in five cities.



“We prefer to think of this organization,” he went on, “more as a sort of family than as a corporation. The group of partners and clients is closely knit and can still be thought of as a family, although it has grown from nothing to become of the 10 largest investment counsel companies in the nation. The company began 18 years ago for the purpose of providing assistance of unequaled quality for investors. The growth has been consistent and steady year after year.” This growth was attributable, he claimed, to the fact that the firm had helped its clients to achieve both “good results and peace of mind.” The good results, in turn, were largely the result of two policies in which our work has been “different from that of others, namely (1) emphasis on the importance of practical, long-term investment planning and (2) security analysis which is quantitative and systematic.”

As events turned out, Templeton had spotted an opportunity well ahead of many of his peers. In the same memo, he pointed out that the profession of investment counselor had been new and barely known to the wider public when he started out. Before the advent of investment counsel, most financial advice had been offered by brokers, investment banks, lawyers, and other professionals, none of whom were free of conflicts of interest, the besetting problem of the financial services industry (then as now). An investment counselor, by contrast, as he saw it, could provide a uniquely dispassionate form of help not previously available anywhere in the world, which Templeton summed up in these six words: “confidential, unbiased, expert, continuous, conservative, and personalized.”

This fledgling new profession received an early boost in 1942, when the Internal Revenue Service in the United States agreed to allow the fees for investment counsel to be deductible against tax for the first time. By the 1950s, buoyed by the continued postwar expansion of the American economy, the new profession was growing sufficiently fast to justify forming its own trade association, in which Templeton took a leading role. It appointed an early exponent of public relations to help promote its advantages to potential clients. Templeton and his partners subsequently sold the business to an insurance company run by the Richardson family, enabling him to concentrate more fully on what by then had become to him the more interesting and more profitable business of fund management.2 By that stage, Templeton’s firm was acting as an investment adviser to five different funds, in addition to its conventional clients, and his fund management subsidiary was briefly listed on the stock market.

The Yale Method

We know in broad terms the method that Templeton and his colleagues employed to manage the money of their clients, but we do not have the records that enable us to analyze his performance as an investment counselor in great detail.3 An internal memo prepared by one of Templeton’s colleagues, reproduced in the Appendix, showed that the firm did attempt to measure and report to clients how much value its advice had added. Between 1947 and 1952, the memo suggests that, according to the firm’s “progress index,” a representative client’s portfolio was worth 25 percent more “than it would have probably have been worth if it had not been under continuous supervision” by Templeton and his colleagues. Templeton himself at one point refers to the success of his own personal portfolio and suggests that the impact of portfolio planning could be to double a client’s funds over 20 years. In practice it is not as easy to judge investment performance in an advisory business as it is for a fund, since so much in the former case depends on the individual circumstances and risk profile of the client.4 The performance of a fund, which of necessity and by design maintains a single portfolio for all its investors, is more transparent and therefore easier for an outsider to analyze. Judging by the steady growth of the business, however, there seems no reason to doubt that the results of the firm’s disciplined investment strategy were satisfactory.

In a magazine profile some years after the business was established, Templeton described the role of an investment counsel as follows.

Our role as investment counsel is not unlike that of a doctor or a lawyer—except that there are no midnight emergencies.. . . Much as a law firm has its specialists in various phases of law, we have specialists in the different types of investments: electronics, steel, transport, petroleum, etc. And our clients regard us as they would their doctor or their lawyer, with confidence. We, in turn, respect their confidence and confidences and treat them and their investment needs in an individual manner just as a doctor would treat the needs of those who come to him. The relationship between counselor and client is, and must be, highly personal since each client’s problems differ from those of all others.

What we do know, from the firm’s surviving records, is that John Templeton’s advisory firm managed most clients’ money on the basis of what he said had come to be known as the Yale method, so called after the university that had adopted the approach at the time. As Yale was Templeton’s own alma mater, from which he had graduated in 1934 with a degree in economics, it is interesting to speculate how and when it came to adopt the principles he employed in managing money for his own firm’s clients. Did he himself have a say in the new strategy being adopted by the university, as his letters to clients seem to imply? There is an intriguing suggestion that Yale was one of the few institutions to which John Templeton refused to give any money later in his life, so there may be more to this story than we have been able to establish. (The Yale method described by Templeton should not be confused with the multi-asset strategy adopted more recently by the Yale Endowment Fund, an approach introduced by Yale’s chief investment officer, David Swensen.)

It is probably worth recalling that at the time of his becoming a professional investor, the science of investment was still in its relative infancy. Benjamin Graham’s seminal textbook Security Analysis, for example, written with David Dodd, had only been published for the first time in 1934. (Templeton read and appreciated Graham’s work, describing it later as one of the greatest influences on his thinking.) Another landmark text for security analysts, The Theory of Investment Value, by John Burr Williams, originally written as a thesis at Harvard University, was not published until 1938. By then Templeton had already completed his education in England with two years as a Rhodes Scholar at Oxford University. While in Oxford, although he had majored in economics at Yale, he was taught by a law don at his college, Balliol. Despite its eminence, the University of Oxford employed no specialist tutors in business, let alone finance or investment, at that time.

The essential feature of Templeton’s approach as an investment counselor was to adjust the amount of money that investors held in the three main asset classes—equities, bonds, and cash—in the light of the stock market’s current strength or weakness. When the market was strong, or high compared to its normal trading levels, the proportion in stocks was reduced. When the market was down, and trading at a low level relative to its normal performance, the holdings of equities were increased. Any money that was not invested in equities was held instead in bonds or cash. This broad approach is one that is still followed by investment advisory firms today, although the basis for deciding how much to allocate to each of the main asset classes varies markedly from firm to firm and is rarely as systematic as Templeton’s approach. In the 1940s when Templeton first began to implement such an approach, however, it was still a relative novelty.

The distinctive attribute of the Yale method, which came naturally to Templeton’s orderly mind, was its use of statistical analysis to assess the level of the stock market. He employed a formulaic approach, rather than human judgement, in determining what proportion of clients’ money should be held in equities. This figure was directly and explicitly related to the value of the Dow Jones Industrial Average, the most widely followed index of its day. The normal equity allocation for an average client of the firm was 60 percent, although this proportion could vary from as little as 25 percent to as much 90 percent, depending on an individual’s particular circumstances. This normal equity allocation was then adjusted up or down to reflect the extent to which, in the firm’s judgment, the market had risen above its “normal zone.” So, for the average client, the equity proportion could in theory rise from its baseline of 60 percent to as much as 100 percent, or fall to as little as 0 percent at times of market extremes.

One of the first surviving memos that Templeton wrote to his clients dates from 1945 and makes the case for a disciplined, simple, and coherent approach to investment.

Planned Investment

Memorandum to Clients 1945

It is a continual source of surprise to Mr. Vance, Mr. Dobbrow and me, when speaking for the first time with investors with whom we have not spoken before, that so very many people seem never to have thought out comprehensively the nature and problems of investment management. So many go along, year after year, in a haphazard manner, buying a stock now and then whenever some situation, which particularly strikes their fancy, is called to their attention.

In a steady or rising market, the haphazard investor usually obtains profitable results and is lulled into a false sense of security. Then along comes a decline like those which culminated in 1921, 1932, 1938, and 1942 and the good record is more than wiped out, because he had no plan for capturing and locking up the profits in the happy days.

In a rising market, inexperienced investors may obtain the best results, results far surpassing the averages, because they often select highly volatile stocks. As every analyst knows, the fastest rises are to be expected in low priced stocks, stocks of marginal companies, and stocks of companies having large debt and preferred claims. It only takes a few minutes to select a list of stocks which is sure to surpass the market averages, if the average rises. The catch is that, if the market declines, those same stocks are the ones which fall with disastrous acceleration.5

Many people act as if the selection of particular stocks and bonds is about all there is to the problem of conducting an investment program. Of course, the element of “selection” is important. A carefully thought out method for weeding out overvalued stocks and replacing them with undervalued stocks does produce profits. But the backbone of an investment program is the question of “when to buy” and “when to sell.” The first step in planning is to divide the stocks and equities on the one hand from the cash and bonds on the other. The second step is to think out and adhere to a program for shifting out of stocks when they are high and back into stocks when they are again quoted at bargain prices.

The stock market always has been, and always will be, subject to wide degrees of fluctuations. When prices decline farther and farther, it is only natural human emotion to become cautious. Investors who have no prearranged plan to guide them not only fail to add to their stock holdings at the lower levels (sometimes because they have nothing left to buy with), but too frequently they add to the downward pressure by selling out part or all the stocks they own. Conversely, at other times, stock prices are pushed up far above real values by the understandable human tendency to buy when businessmen and friends are preponderantly prosperous and optimistic.

If an investor can sell out when the very top is reached and then buy back at the nadir of the subsequent stock market decline, he will indeed, grow rich quickly. But this can be done only by extraordinary luck. We have never found anyone who could forecast the rises and declines of the stock market correctly and consistently. Mr. Alfred Cowles recently completed a week-by-week study of the results which would have been obtained by following strictly the forecasting advice of eleven agencies which have published stock market trend forecasts throughout the 15 years from 1928 to 1943. He found that the forecasts were correct only 0.2 of 1 percent more than would be expected if the forecasts had been made just at random.

If no one can forecast the stock market trend accurately and consistently, how then, it may be asked, can an investment plan include the important element of shifting the balance between stocks and bonds in the fund? In answer to that question, this company developed in 1938, and put into practice, certain principles which make use of the major market fluctuations without attempting to forecast. Subsequently, such principles have become known as the “Yale Plan” or the “Vassar Plan.” The successful results of these principles in the management of those two college endowments are available in published sources.

In simplest terms, the “balance” of the investment fund is shifted gradually step-by-step away from stocks and into bonds when the stock market rises and then subsequently back from bonds into stocks when the market declines. The result is a moderate growth in the invested funds over each completed market cycle, without the need for any predictions of trends or turning points. An investment plan incorporating these principles assures you that you will be ready and able to buy stocks in periods of gloom when others are selling and that you will be selling when prices are reaching new high levels and optimism abounds.

Any sound long-range investment program requires patience and perseverance. Perhaps that is why so few investors follow any plan. Years may go by before the risks of haphazard stock purchasing are revealed by losses. And years may go by before experience proves the increased safety and enduring growth achieved by planning. Over a period of 20 years, however, it is not too much to expect that investment planning may cause the invested funds to double.6

This message was one that continued to form the basis of the firm’s pitch to clients for many years. By 1957, according to an internal document, Templeton and his colleagues were using this method as the basis of their advice to 99 percent of their clients. He believed that as the manager of “other people’s money,” it was “my duty—an act of faith—to see that their money is handled wisely,”7 a principle to which he held firm throughout his career. High professional standards were not to be compromised. That did not mean, however, that the business was not run in a commercial way. As a businessman, John Templeton was well aware of the commercial value to his firm of having his clients invested in what was, at heart, a standardized form of investment program, one that could be replicated across many portfolios with little increase in cost. His biggest regret, as we have seen, later was that he did not spend more time on marketing the business.

How then did the system work? This is how Templeton himself set out to explain the methodology in the mid 1950s.

What Is Normal for Stock Prices?

Confidential Memorandum to Clients, May 17, 1954

The economic theory developed by Templeton, Dobbrow & Vance, Inc. for calculating the normal level of stock prices is simple. There are only three elements:


1. Stock prices would be normal if they bore the same relationship to current earnings as has been customary in the latest 20 years.

2. Stock prices would be normal if they bore the same relationship to the current cost of replacing the assets of the corporations as has been customary in the latest 20 years.

3. When, because of changes in tax laws or changes in the money supply, high-grade preferred stocks sell lower in relation to dividends than has been customary in the last 20 years, then it should be normal for common stocks to sell lower in relation to earnings; and vice versa.



Although the theory is simple, the actual calculation involves many thousands of figures. We take care to define accurately each word used in the three principles above; and then the arithmetic is worked out on the basis of a large sample of representative stocks.

The estimate of normal based on the three principles above is valid only when applied to a diversified list of industrial common stocks. Different principles are needed if we attempt to appraise the normal for any particular stock. In order that our calculations may be always up-to-date, normal for stock prices is recalculated each month.

In the latest 20 years normal has shown a strong upward tendency, partly because of the change in the purchasing power of the dollar, but more importantly because corporations have retained (after payment of dividends) a large part of their earnings each year.

Normal for stock prices based on the principles expressed above has been computed consistently at a higher figure than the figure arrived at by any other agency attempting to calculate normal. This has meant that the clients of Templeton, Dobbrow & Vance, Inc. have been more heavily invested in common stocks and this has been a profitable situation so far.

It is interesting to note how the three principles mentioned in this memo are all variants of market valuation methods that remain widely adopted today, although better known in some cases by other names. The relationship between the market’s current price-earnings ratio and its long-run average is a calculation that has been popularized recently by Professor Robert Shiller as the “cyclically adjusted price-earnings ratio.”8 The relationship between market valuations and replacement cost of assets anticipates a formula now better known in professional circles as Tobin’s q, named after the Nobel Prize-winning economist James Tobin, who popularized the idea in an important academic paper in the 1950s.9 The relationship between the yield on fixed interest securities and the yield on equities is a widely used analytical tool, one formulation of which is the basis of the so-called Federal Reserve model, so called because of its use in research published by the U.S. central bank in the 1990s.

One of Templeton’s colleagues at Templeton, Dobbrow & Vance, Brevoort Stout, added some further explanatory detail of the practical issues involved in running such a program for clients. The table at the end of his memo (reproduced here as Table 2.1) illustrates how simply a client’s stock market exposure would be adjusted for different levels of the stock market, as represented by the Dow Jones Industrial Average. (It was not until the 1970s that the S&P 500 index, rather than the Dow Jones index, was to become the most widely used index in measuring the performance of the market.)

Table 2.1 Sample of Typical 60 Percent Program

Source: John Templeton archive.




	
	Dow Jones Industrial Average Above 546
	Program Calls for No Stocks





	Sixth Zone Above Normal
	496–546
	10% Maximum in Stocks



	Fifth Zone Above Normal
	451–496
	20% Maximum in Stocks



	Fourth Zone Above Normal
	410–451
	30% Maximum in Stocks



	Third Zone Above Normal
	373–410
	40% Maximum in Stocks



	Second Zone Above Normal
	339–373
	50% Maximum in Stocks



	First Zone Above Normal
	308–339
	60% Maximum in Stocks



	Normal Zone
	293–308
	No Change Necessary



	First Zone Below Normal
	264–293
	60% Minimum in Stocks



	Second Zone Below Normal
	238–264
	70% Minimum in Stocks



	Third Zone Below Normal
	214–238
	80% Minimum in Stocks



	Fourth Zone Below Normal
	193–214
	90% Minimum in Stocks



	
	Below 193
	Fully Invested in Stocks





Program “Balancing” Explained

Memorandum to Clients October 1, 1953

Those of our clients who follow a long-range investment “program” (and the great majority do) may find it helpful if we review and explain several of the practical considerations which arise when the level of stock prices moves from one “zone” to another. To clarify this discussion a typical “60 Percent Program,” based on “normal” as computed late in September 1953, is attached.

Recently stock prices as a whole (usually referred to as “the market”) have been hovering around the boundary between the First Zone Below Normal and the Second Zone Below Normal. [Authors’ note: The Dow Jones Industrial Average closed at 265.7 on October 1, 1953.10] A dip into the Second Zone Below Normal calls for an increase in the proportion each such portfolio holds in stocks. For most clients the increase is 10 percentage points. For example if a portfolio is managed on the basis of a 60 percent program, a drop by the market into the Second Zone Below Normal would call for raising the percentage in stocks to 70 percent of the total fund; a drop into the Third Zone Below Normal would call for 80 percent in stocks.

When, following such purchases, prices rise, no steps would be taken to reduce the percentage in stocks until the market reached the top of the Normal Zone, at which time profits would be taken to a sufficient extent to restore the normal percentage called for by the program. Using the foregoing example of a 60 percent program, no action would be taken to reduce the proportion in stocks until the market rose above normal, at which time sales would be made to restore the proportions to 60 percent in stocks and 40 percent in reserve.

In the process of acting to keep our clients’ portfolios in proper balance according to their respective individual programs, we are confronted with several practical problems. An explanation of these problems and how we solve them may prove timely and enlightening.

Suppose that today the market dropped from the First Zone Below Normal into the Second Zone Below Normal. Theoretically, this would call for stock purchases by hundreds of our clients. It would, however, be impractical and unwise to place buying orders (or make buying recommendations) for all of our clients on any one day.

In the first place, we could not devote the care and attention to each individual client’s requirements necessary to assure the proper selling and buying selections for his portfolio. In the second place, the sudden impact of heavy mass buying on the stocks selected for purchase would tend to drive up the quotations; and would thus defeat our purpose of buying at bargain prices.

Our solution to this problem is to defer, until the date of the month which corresponds to the particular client’s inventory date, our special “balancing review.” For example, portfolios of clients whose quarterly inventories are dated on, say, the 8th of the month, come up for special balancing review on or about the 8th day of each month. (Each portfolio is, of course, reviewed for other purposes more frequently than once each month, but this special balancing review is a fixed monthly routine.) If, on the “balancing date” for a particular client, balancing action is called for by the level of the stock market and by the client’s program, we immediately undertake, or recommend, appropriate balancing transactions for that client.

This procedure spreads balancing transactions for our clientele over the course of 30 days (or more if the market remains only briefly in the zone which requires positive action), permitting careful attention to each client’s needs and avoiding sudden excessive market pressures. It is unlikely that any resulting delay in buying, pending the “balancing review date” would prove disadvantageous. Only in the event that the market drops into a buying zone, recovers from it before the “balancing review date,” and continues to rise to above-normal levels without again returning to or below the buying zone, would the delay cause a client to lose out on profiting fully from such a market price swing.

An additional problem is the proper action in a case such as this: On the client’s balancing review date the market is in a buying zone; we recommend specific purchases; by the time we receive the client’s approval the market is no longer in the buying zone; what then? Unless the intervening rise in the market has been extreme we go ahead with the actual buying once it has been recommended, except that we may have to substitute a different stock for one which has scored too great an individual rise.

Our reasoning is that the exact zone limits are useful tools for program planning purposes but should not be so strictly adhered to as to cause undue hesitation or vacillation in actual practice. It might be pointed out that we recompute the level of the Normal Zone each month. Any resulting change in the Normal Zone causes similar changes in the boundaries between the zones above and below normal. As in the case of the above-mentioned possibility of intervening changes in the level of the stock market, any such intervening changes in our computational normal are not allowed to prevent prompt and logical action.

To summarize; in the case of those portfolios for which we are authorized to act on our own discretion we reach our balancing decision on the basis of the relation of the market to the program on balancing date and, if action is required, we place orders at once. For those clients to whom we offer recommendations, we recommend on the basis of the relation of the market to the program on balancing date, and execute when approval has been received regardless of intervening market movements unless such movements have been extreme. Those few clients who, on receipt of our recommendations, carry out their own executions, should follow a similar procedure.

From this and other memoranda prepared by the firm, it is possible to deduce more precisely how the allocation to equities varied with the level of the Dow Jones Industrial Average and its relationship to its “normal” range, as calculated by Templeton and his colleagues. (See Table 2.1.) If and when the stock market was trading more than 60 percent above its “normal” level, the proportion in stocks should be reduced to zero. When stocks were trading more than 30 percent below normal, the allocation to stocks for the average client could theoretically rise to as much as 100 percent. (See Figure 2.1.)


Figure 2.1 How Much in Equities?

Source: John Templeton archive.
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The first point to note here are that the allocation to equities which Templeton and his colleagues were recommending—both the 60 percent starting point for the average client and the potential maximum allocation—was higher than many of his peers would have been comfortable with at the time. As Templeton himself acknowledged in the memo cited earlier, this was one of the reasons why his clients enjoyed higher returns than those who retained other advisers. At the same time the method was, evidently, a contrarian strategy—buy when others are selling, and sell when others are buying. This same approach was to become the hallmark of his later career as a fund manager and remained an essential feature of his investment approach throughout his life. Nobody with any experience of managing client money however should underestimate the difficulty of persuading clients to increase their holdings of stocks when markets have been falling or selling down their holdings when it has been rising.

In fact, most of the strands that were later to be formulated as John Templeton’s investment approach in his later years are already clearly evident in his writings during his years as an investment counsel. A number of themes, which recur throughout the firm’s communications with its clients, anticipate the ideas with which he was later to be closely associated as a prominent and public figure in the investment business. The bedrock of his philosophy of investment, it is clear, was already formed before he was 30 and was not to alter in any material way subsequently. Experience only served to reinforce the strength of these convictions.

At different times John Templeton would offer clients the firm’s analysis of where the stock market stood in relation to the normal values it calculated on a monthly basis. One of the first occasions we can find was a memo written in March 1947, entitled The Future Range of Stock Prices. In this he explained at some length, based on analyzing three familiar factors—corporate earnings, bond yields and the replacement cost of assets—why in the firm’s view the stock market was currently trading some 50 percent below what could be described as its “normal zone.” Several other examples are given in the Appendix.

A simpler way to grasp how that the system worked can be seen in Figure 2.2, one of a number of attempts made by the firm to illustrate how the methodology worked. The shaded area in the middle of the two upwardly sloping trend lines shows the firm’s estimates of what would be a normal trading range for the stock market, based on their calculations of historical experience. This can be then compared with the actual behavior of the market, represented in this case by the Standard & Poor’s index of industrial stock prices, rather than the Dow Jones index. Although the firm did not start advising clients until World War II, the calculations are shown back to the early 1920s. This has the happy effect of showing that the methodology would have reduced client holdings of stocks in the run up to the 1929 crash, when the “normal” zone was well below the actual market level, and again in the late 1930s. The letters B and S show the points at which the firm would have advised an increase or reduction in their clients’ holdings of equities, based on these calculations. It shows the firm advising clients to build their equity exposure during most of the war years and again in the late 1940s and early 1950s, but reducing it in 1946–1947 and again in the mid-1950s.


Figure 2.2 Industrial Stock Prices

Source: John Templeton archive.
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A second chart sent some years earlier to the firm’s clients, but less easy to interpret, is even more explicit about how the firm’s methodology would have positioned their client’s equity allocation in the years 1922 to 1953. The key part of the chart is reproduced in Figure 2.3. It shows the equity allocation of a notional average client fund being cut from 60 percent in 1922 to 0 percent in early 1928, then increasing all the way back up to 100 percent by the end of 1931.


Figure 2.3 Templeton, Dobbrow & Vance—Fund A

Source: John Templeton archive.
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Table 2.2 summarizes a number of the comments from the firm’s papers that Templeton kept in his files. It allows us to see how these judgments compared to the subsequent behavior of the market. It is important to emphasize that the purpose of the Yale method was to take subjective analysis out of the process. Templeton and his colleagues always emphasized that short-term movements were unpredictable. The primary purpose of estimating the Normal Zone was to provide an “indicator of risk,” not to attempt to predict what future returns might be. The analysis did however enable Templeton to describe, in his 1947 memo, a possible range of future levels for the Dow Jones Industrial Average.

Table 2.2 Dow Jones Industrial Averages/Capital Gain

Source: John Templeton archive, Independent Investor.
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Over the subsequent 10 years, he suggested, it was likely that the Dow, then standing at 173, would trade in a range between 176 and 256 roughly 50 percent of the time, below 173 around 25 percent of the time, and above 256 25 percent of the time. With the full benefit of hindsight we can see that in fact he underestimated the strength of the postwar bull market that was about to unfold—ironically, perhaps, vindication of his view that it is impossible to forecast market levels reliably in advance. In the 10 years that followed his memo, the Dow Jones traded below 173 just 2 percent of the time; in the 176–256 range 39 percent of the time; and in the highest range (above 256) 59 percent of the time. The risk, as it turned out, was all on the upside.

The table listing some of the comments on the level of the market that were made by the firm between 1947 and 1960 is worth analyzing. Diligent readers can work out for themselves how these comments related to the level of the market at the time by observing the chart of the performance of the Dow Jones Industrial Average over the same period. In general the method seems to have served its purpose in reducing clients’ exposure to volatility. As we now know, the period 1945 to 1960 was one of continued economic growth and prosperity, punctuated by intermittent military concerns (and one war, in Korea 1950–1951). There was, unusually, only one severe recession, in 1957, for which clients of Templeton, Dobbrow & Vance were well prepared, having been urged to start reducing their holdings of equities as early as the spring of 1955. True to its normal form, the stock market itself turned down in mid-1956, some months before the onset of the recession. Note also, however, how in almost every case the stock market was higher 12 and 36 months after Templeton’s comments were published—a useful reminder that in normal times investors neglect equities at their peril.

There is no better way of capturing the way that the firm’s methods worked than by comparing side by side, as Templeton himself did in 1955, his comments on where the stock market stood in 1950 and his observations on the same subject five years later (see Appendix for reproduced memo). Clear thinking, augmented by numerically quantified statistics, was what he had promised his clients; and that in general, as the evidence of The Templeton Letter, as his notes to clients were called, makes clear, was what they received. It was simply a function of historical experience that his historical studies, relating as they did to experience in the first half of the century, led him to underestimate the length of the 1949–1956 bull market. The second half of the twentieth century turned out to be very different in character to the first. See Figure 2.4.


Figure 2.4 Wall Street 1945 to 1965

Source: Independent Investor LLP.
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For the modern investor, it is interesting to note too how Templeton succeeded in picking up on some longer-term themes that were to become of greater importance to investors as the century progressed. In 1945, for example, he wrote a long article for Barron’s explaining why he was expecting a higher price for oil and greatly increased earnings for oil producing companies. His clients, he noted in an update 11 years later, had been more invested in oil stocks than any other single industry. The six stocks he named in the original Barron’s article had risen 620 percent over the 11-year period. By the end of the 1950s, in his view, the risks in owning oil stocks had increased dramatically however. Around the same time, he tackled the fashionable argument on Wall Street, widely used to justify the new highs that the stock market was making, that the onset of inflation in the postwar period, which he had long forecast, justified the high level of stock prices prevailing at that time. (It did not, in his view, but events were to demonstrate that the stock market continued to power ahead well into the 1960s.)

At periodic intervals, Templeton wrote letters to his clients explaining why a sudden fall in the stock market was actually good—not bad—news for investors with a medium to long-term horizon. The idea that stocks can be more, not less, attractive when the market falls is one of the counterintuitive insights that inexperienced investors sometimes find difficult to take on board.11 Graham and Buffett are among those who have tried to explain this apparent paradox. It is hard though to match the clarity and lucidity of Templeton’s explanation, written at a time, shortly after World War II, when the markets were becoming preoccupied by the developing Cold War, and many stocks were selling on single figure P/E ratios. (By this point in 1948, it is worth noting, clients of the firm had been allocated above normal weightings in equities for nearly three years, and as the market had traded sideways for almost the entire period, it is possible to speculate that some were anxiously demanding reassurance that their portfolios were still in capable hands.)

The Best Thing That Could Happen

Memorandum to Clients September 21, 1948

The stock market went down yesterday. My friends in Wall Street are sad. I can understand their emotions; but it only illustrates again the fact that more and more investors should adopt and adhere to the long-range non-forecasting programs used by the clients of Templeton, Dobbrow & Vance, Inc. These programs are designed to profit from stock market cycles without the need for predicting such cycles.

For an investor following a program of this nature, as we have said before, the best thing which could happen is to have the stock market go down from today’s level of 177 to 128 before the next long bull market begins. An investor following an “average program” has 70 percent in common stocks today which will participate in the capital gains during the next bull market. However, if the market declines to 128 before the bull market begins, such an investor will have 100 percent in stocks with which to participate in future capital gains.

In other words, if a bull market begins now the investor will make a large profit; but if the market first declines to 128 before the bull market begins he will make an extra $19,000 approximately on each $100,000 involved in the program.12

If the market continues to decline, the long-range programs will call for purchasing more stocks at successively low levels. Of course, if there were any way to know for sure that the stock market would decline to 128 we would wait until then to make any purchases. In fact, we would go further than that and sell out the stocks now held in order to repurchase at the bottom.

But the fact is that no one can possibly know for sure what the stock market will do. It is also possible that a long bull market may start immediately.13 If there were any way to know this for certain, we should immediately buy common stocks on margin at once. Here again, no one can possible by sure what the stock market will do. The prudent and conservative policy is to follow a long-range program designed to profit from stock market cycles without the need for predicting either the timing or extent of such cycles.

Because the stock market declined yesterday and is now 9 percent below its level three months ago, investors generally are unhappy. Even for those investors who have not yet adopted a long-range program this emotion is illogical, if such investors are still in the stage of accumulating their wealth. Low market prices work to the advantage of an investor who makes it a practice to reinvest dividends or an investor who makes annual savings from his business or salary.

For more than two years stock prices have been remarkably low in relation to earnings. In fact, today stock prices are lower in relation to earnings than in any peacetime year as far back as records are available. This means simply that a person with new money to invest can obtain unusual bargains. [Authors’ Note: The Dow Jones Industrial Average in September 1948 traded in a narrow range between 178 and 185 and was not to start rising until June 1949, after which it rose by around 40 percent in the next two years.]

He can buy shares in some of America’s largest and soundest enterprises for less than five times current rate of earnings. If the current rate of earnings is maintained, the net worth of his shares plus the dividends received will cause the value of his investment to double in less than five years. Even if future earnings were only one-half of current earnings, his purchases would still represent attractive bargains.

This memorandum is not written merely to point out the silver lining of a cloud. It is intended as a part of the long educational program to persuade more and more investors to adopt sound and long-range investment programs.

In December 1950 Templeton addressed the question of how to pick the best stocks within a portfolio. This is a simple and cogent outline of the methods that he was to refine and develop over the rest of his career as a professional investor. As it grew, his investment counseling firm was to devote increasing amounts of time and effort to analyzing and selecting individual stocks. Note in particular the emphasis on looking at both value and growth criteria, and the idea that the most successful investments are likely to be those that are unpopular at the time they are purchased. Yet, even at this early stage in his career, it was evident that his investment style could not be classified as either a simplistic “value” or “growth” approach. He was clear, for example, that stocks with very high dividend yields, one measure favored by value investors, were less likely to produce good results than lower yielding stocks with superior growth prospects. It is probably worth remembering that at the time the terms “value” and “growth” did not carry the same connotations as they do know. For Templeton it was quite likely that he describe a stock as “value” because he was underpaying for its “growth.” In recent years there has been an obsession with “style” which seeks to categorize investors according to the types of stocks in which they seem to invest. This is the antithesis of the approach suggested by Templeton.

Which Are the Best Stocks?

Letter to Clients December 1950

After an investor has decided the percentage of total funds which he should keep in common stocks, then he faces the problem of selecting the best stocks. The investor does not wish to purchase a list of stocks selected at random, but rather he wishes to purchase only those stocks which are the best.

Some people, especially institutional investors and trustees, use the words “best stocks” to mean stocks of “high investment quality.” Stocks of high investment quality are those having a tendency to rise very little in favorable markets and to decline very little in unfavorable markets. These are usually stocks of large and famous corporations, having a long record of steady dividends. It is a simple matter for an experience investor to make a list of those stocks having high investment quality. There is little disagreement among security analysts in determining which stocks deserve this rating.

Other people use the words “best stocks” to mean stocks having “a good short-term outlook.” In fact, this is the viewpoint most frequently used in selecting stocks. A stock may be selected because the company is expected to pay an extra dividend, because the company is expected to have an increase in sales volume next year, or because of a rumor that the stock may be split. This tendency to emphasize the temporary outlook is the cause for the wide fluctuation in price which most stocks undergo every year.

Now when we use the words “best stocks,” we mean simply the best values—that is to say, those stocks whose market prices are lowest in relation to their intrinsic value. The question of investment quality and the question of short-term outlook are only two among the multitude of factors which must be computed and combined in the complex task of estimating the intrinsic value. For each stock we arrive at a specific estimate of intrinsic value. These estimates are kept up-to-date by frequent review. Each month the market price for each stock is compared with the estimated intrinsic value of that stock.

When the market price for a particular stock rises above intrinsic value to an unreasonable extent, we notify clients holding that stock and suggest that the stock should be sold. Conversely, when the market price falls below the intrinsic value for a particular stock to an unreasonable extent, we put that stock on a list of “stocks which can be recommended to clients for purchase.”

To appraise the value of a stock the analyst must consider not just one or two but all factors. Some of these factors are management ability, growth trend, government control, assets per share, average past market prices for the shares, dividends, current earnings, average earnings in previous years, estimates of future earnings, etc.

The appraisal of value is complex and subject to numerous uncertainties. It should not be expected that all selections made on this basis, or any other basis, can prove successful. But although the “intrinsic value” is only an estimate, the person or company whose studies are crystalized logically, systematically and consistently into a specific estimate has an advantage over other stock purchasers and sellers whose ideas are often nebulous and incomplete. A comprehensive and systematic analysis reduces the human tendency to overemphasize one or two dramatic factors and overlook others.

The investor who purchases a stock because of basic value can enjoy a certain peace of mind. If after purchasing a stock at a low price in relation to value, the price continues to decline, then it is simply a better bargain than it was before. On the other hand, the speculator who purchases in the hope of a quick profit places himself at the mercy of market fluctuations, because he can succeed only by selling his shares to other speculators at higher prices.

The investor who selects stocks on the basis of long-term intrinsic value must expect certain problems. In the first place, he should expect usually to purchase stocks which are thoroughly unpopular. Only when a stock is unpopular is the price likely to be depressed greatly below intrinsic value. It is not easy to act contrary to popular opinion. When the price of a stock is very low, there are usually obvious reasons which have caused others to sell the shares and thereby depress the price.

For example, after the Japanese attack at Pearl Harbor the outlook for the automobile industry was recognized as unfavorable. It was widely predicted that the manufacture of automobiles might be stopped completely. Shares of General Motors sold as low as 28⅝. The manufacture of automobiles was in fact stopped completely a few months later and not resumed for several years. However, the bargain hunters, who were willing to act against public opinion and purchase General Motors below 30 after Pearl Harbor, were well rewarded because the shares were later split 2-for-1 and are now selling at 47.

In the second place, the investor who selects stocks on the basis of long-term intrinsic value should not expect that the stocks selected will immediately begin to show a profit. If the intrinsic value of a stock is estimated at $40 and then over a period of years unfavorable news depresses the price to $20, the investor may begin to buy this stock because it appears to be one of the best bargains in the market. However, it would be an unusual coincidence if he should happen to make the purchase just at the time when the downward trend is reversed. Ordinarily the downward trend persists for at least a few weeks and sometimes much longer. The investor may hold the shares for a long time before others begin to recognize the intrinsic value.

Usually a stock selected for purchase because its market price is very low in relation to intrinsic value sooner or later attracts public favor so that the market price rises above intrinsic value. Even if the stock does not become popular, however, the investment may prove lucrative in the long run. For example, if you can purchase at $20 a stock having $20 a share in assets, earning 20 percent annually on assets and paying out half of earnings, then simply by holding this stock for five years you will receive more than $10 in dividends and more than $10 in the form of increased assets per share. In other words, you may obtain even 100 percent profit on the investment even though the stock continues to be unpopular and sells equally low in relation to earnings, dividends and asset values. Whenever you can buy a large amount of future earning power for a low price, you have made a good investment. [See Table 2.3.]

Table 2.3 Gross Revenue/Net Income

Source: John Templeton archive.
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In 1954 Templeton wrote a letter to his clients expanding on his view that the worst way for any medium- to long-term investor to generate income from his investments was to buy the highest yielding shares in the market. He made the case for buying growth stocks instead, underlining the handsome results that could be obtained by buying and holding stocks with the greatest potential for dividend growth. This is further evidence of how, although he is known as a value investor, Templeton’s methods were more subtle, and less easily classified, than that description implies. The notion of “intrinsic value” comes straight out of Ben Graham’s Security Analysis. Yet John Templeton was never a simple follower of the deep value, backward-looking methods made famous by Ben Graham.14 From an early point in his career he was looking for the stocks that were going to produce the greatest total return over a period of years. Implicit in this approach was the need for investors to be patient and wait for the returns to come through.

How to Increase Your Income from Investments

Memorandum to Clients February 15, 1954

Any good investment research man can prepare for you within a few minutes a well-diversified list of stocks yielding over 10 percent. On the basis of market prices on February 10th and the dividends paid in the last 12 months, Van Norman Company yields 10.5 percent, Moore-McCormack Lines 11 percent, Barker Brothers 11.7 percent, Pond Creek Pocahontas 11.9 percent, Butte Copper 12.3 percent, Nash-Kelvinator 12.8 percent, Pacific Tin 13.0 percent, Great Northern Iron Ore 13.0 percent, Inspiration Consolidated Copper 13.1 percent, and Roan Antelope Mines 15.6 percent. These are all well established corporations with shares listed on the New York Stock Exchange.

This is an easy method for increasing your income from investments; but it is the worst of all methods. Stocks sell at low prices in relation to current dividends usually because there are good reasons for expecting that the dividend may be reduced. Investors selecting stocks with high current yield face not only the risk of reduced dividends but also the greater risk of capital losses.

A far wiser method for increasing your income is to select stocks with the highest earnings in relation to market price. This will usually mean that your stocks have good prospects for paying increased dividends rather than prospects for paying reduced dividends. Many good stocks can now be found whose annual earnings are more than 15 percent of the market price.

Such earnings are partly reinvested by the company for the benefit of stockholders which, in turn, leads to still higher earnings per share in future years. Of course, in seeking such stocks you should skip those whose earnings are high for one or two years for abnormal reasons and search rather for those likely to have a high level of earnings for many years in the future.

In the endeavor to increase your income, it is wise also to select growth stocks. Growth stocks are most likely to earn more and pay increased dividends in future years. Usually growth companies have a high rate of earnings in relation to net worth. By retaining a large share of its earnings each year a growth company may be able to double its net assets per share within a relatively few years; and this in turn may lead to increased earnings and dividends.

Another sound method, with which our clients are thoroughly familiar, is to reduce the percentage held in common stocks when the stock market rises far above normal and then in turn to increase the percentage in common stocks when the stock market declines far below normal. At first thought it may seem strange to speak of increasing your income by taking part of your money out of common stocks (when stock prices are high) in order to create a reserve of top-grade bond which usually have low yields.

However, the importance of having a reserve and the use of such reserve to achieve an increase in income will become apparent the next time common stock prices are really low. Then the reserve can be used to purchase more common stocks at prices that are really low in relation to probable earnings and dividends of future years.

For example, let us assume that the stock of X company is paying, and will continue to pay, $1.50 annually in dividends. It may be possible at some time to sell such stock at $30, hold the proceeds temporarily in 3 percent bonds, and then within a few years use this reserve to repurchase at $20, three shares of the same stock for each two shares previously held. This method accomplishes no temporary increase in income with accompanying risk, but rather a solid and permanent increase of income in the long run.

For the purpose of increasing your income, constant watchfulness is also important. Prices of common stocks fluctuate very widely. It is often possible to sell a stock whose price is too high in relation to value and use the proceeds for the purchase at the same time of another stock whose price is too low in relation to its value. Transactions which increase the intrinsic value of your list of investments usually lead to increases in income in the long run.

The Templeton, Dobbrow & Vance Model Fund which started September 30, 1943 can serve as an example of the increased income resulting from the methods mentioned briefly in the four preceding paragraphs. This fund started with a capital of exactly $100,000; and although it is only 68 percent invested in common stocks, it is now earning income at the rate of $11,213 annually, or 11.2 percent of cost. As one more example, consider the case of Mr. M. whose fund of $276,000 was first placed under our investment counsel management exactly 15 years ago. Although this fund is now only 57 percent invested in common stocks, the income is $30,780 annually, which is 10.9 percent of cost.

By using the methods mentioned above, you may increase your income on a sound and permanent basis. Also, these methods should increase both the safety and the capital growth of your investments.

As noted earlier, it should never be forgotten that John Templeton was not just a successful investor, but a shrewd businessman who it is clear was always alert to ways of maximizing the value of his investment counseling business. The following memo that he wrote to his colleagues contains some important advice on the subject of “how to keep clients happy.” To modern eyes the word “indoctrination” may carry connotations that were almost certainly not intended at the time. “Securing customer loyalty” would, we suspect, be a less pejorative phrase to describe the firm’s sensible business objective of retaining the goodwill and custom of its clients!

Memo to Liddell, Scott, Heavner, Palmer, Warner, Andrews

Dated December 1953

Alan has suggested that it might be helpful to all of us if I would try to put down on paper the thoughts which I have developed in the last 12 years on the subject of how to keep a client happy. Actually, my knowledge on this subject is inadequate; and I think that many of you have more aptitude than I. It is a difficult subject because it seems to me that the influences on the psychological attitudes, decisions and beliefs of human beings are 90 percent subconscious and only 10 percent logical. However, any personal service firm must devote much effort and thought toward continual indoctrination and selling of the clients; and therefore, I will set down below a sort of checklist which may be especially helpful in the work of indoctrinating new clients and others.


1. Most important of all, the investor wants to feel that his list of stocks is the best which could possibly be selected. If he is thoroughly convinced on this score, price fluctuations will appear to be opportunities rather than causes for concern. The best means is to have a long personal talk with a client about each of his stocks at least twice a year. If you explain in great detail why each stock is good and what methods we use in selecting stocks, a client will be happy with his list and will probably be impressed with your wide knowledge. Clients like to know that each of their stocks is subject to continuous restudy and follow-up.

2. The investor will be comfortable if he knows that he is following a sensible program. In each interview and often by letter it is often wise to describe the program he is following. He wants to feel that his program has been carefully prepared with regard to his own particular needs, and that improvements are made frequently. He should understand the reasons why his program is likely to prove not only safer but also more profitable in the long run than any other possible program. Clients usually like to know how many institutions use this non-forecasting method. Some counselors make a special point of the various ways in which they have diversified the client’s holdings.

3. The investor wants to feel that his affairs are managed by a group of wise and prudent men. No one of us would want to say this about ourselves. However, each of us should seek opportunities to describe to the client the background and wisdom and success of each other man in the organization. Some counselors make a specially strong point of the fact that other sources of advice may be biased, whereas investment counsel works in the client’s interest only.

4. It is human to be subconsciously influenced by appearances. Those banks which inhabit marble palaces usually attract the most customers. This means not only appearances of officers but also size of organization, age, clothing, automobiles, stationery, telephone handling, booklets, and many other things. The feeling of optimism and prosperity is contagious. The counselor whose manner and words reflect uncertainty or disappointment will quickly give the same feeling to the client; and the counselor whose manner and words reflect confidence and prosperity will quickly give the feeling of confidence to the client.

5. The majority of clients are interested in safety of income and growth of income more than anything else. We should make this a major point in talks with clients and in letters. For example, we should show a client not only the income percentage based on current market prices but also the percentage based on capital originally listed with us.

6. Clients are also interested in capital gains, some more and some less. Trust companies and most large investment counsel ignore this subject completely; but in my opinion we should not overlook an opportunity to point out a good capital gains record. From experience, it appears that the client is most influenced if his record is compared with that of some other investor or firm of high reputation. There is a wide variety of methods for comparing capital changes, some of which were listed in the memo I wrote a couple of years ago concerning the results letters.

7. Each of us should keep in mind the strong psychological effect of repetition. Pointing out a good record once does not have nearly the effect of pointing out the same record four or five times. Contacts with clients week after week which report mostly items of important news about their stocks have accumulative subconscious favorable effect, whereas a series of letters or contacts which mention problems have the opposite effect. Because of repetition the question of having investment counsel costs paid by the custodian has utmost importance. Trust company costs are seldom mentioned by beneficiaries because they never see the bills or make out the checks. However, although no client minds paying the first bill, he does build up a subconscious sensitivity by having to make out a check every three months for an amount which is usually one of his largest expenses.

8. Intimate knowledge of every detail of family affairs is a proper expectation of the client, because investment counsel does fit selections to the needs and wishes of the particular client. If the counselor remembers most of the details about the family, taxes and investment holdings of the client, this gives the client a feeling that he is getting close personal attention. Estate planning is a helpful thing in establishing this close relationship. Personal friendship should be cultivated in various ways because this subconsciously encourages a favorable attitude toward each question that may arise.

9. To some extent, clients are happy to learn how good our record has been for other clients. The Model Fund is a help in this respect and should often be shown to the clients and the method of comparison described in some detail. Testimonial letters are helpful also.

10. Frequent mailing of reports and studies gives the client a better understanding of our work. This helps the client to learn how much research and thoughtful work in many fields is devoted to his financial welfare. This sort of memo is especially helpful to keep in touch with prospective clients.

11. We should explain much more often than we do just how much more the client owns in terms of earning power per dollar invested and real value per dollar invested than he had when he came with us. When recommending switching from one stock to another we should often give a tabulation of five or six reasons with figures showing just how the stock purchased is better than the stock sold.



Reading through the letters to clients shows, as you would expect, that the markets were not the only concern of the firm. The principals also tackled more mundane issues such as tax and legacies. They became early advocates of profit-sharing plans for employees. For all his success in building a profitable investment counsel firm, and taking a prominent role in the campaign to raise awareness of the new profession, it is clear that by the end of the 1950s John Templeton was beginning to think of his next move. His experience in setting up and advising investment funds, which had begun some eight years earlier, coupled with his awareness that the world was undergoing far-reaching changes, creating new opportunities for investors, was to persuade him that the time had come to sell his advisory business and concentrate his efforts on the attractive and fast growing business of fund management.

Looking back later, Templeton regrets that he took so long to realize the value of going into mutual funds. “I was much too late into it” he said in an interview with the authors in 2003. “If I had been wise, I would have started much sooner, but I noticed that the people who had started mutual funds were getting more clients and more money than I was. At that time, there were tax advantages in having a fund incorporated in Canada, so I formed the Templeton Growth Fund of Canada. It was available to Americans as well as Canadians. However it was 1954 before I had any fun, and even then, I didn’t have salesmen. That was my major mistake.” Quite what a costly mistake that proved to be and it is addressed in the next chapter, which looks at his record as a fund manager.

Notes

1. This was one of the rare occasions when Templeton is known to have used borrowed money to advance his career. He borrowed $10,000 from his former boss at a stockbroking firm to help fund a $40,000 bet that the onset of war would boost the stock market value of many depressed U.S. companies.

2. Later in his career, as the Templeton organization grew much larger on the back of the success of his funds operation, it returned to the investment advisory business, managing segregated accounts for high net worth individuals, those with $1 million or more in personal wealth. By this stage, however, Templeton himself was no longer directly involved in managing private client money.

3. From time to time in his memos Templeton refers to the performance of one or two individual clients, and the firm also ran a model fund for some of this period, but we have not been able to locate a comprehensive record of client returns.

4. One reason why fund management is so much more profitable a business is that a fund manager is free to concentrate on running a single portfolio without the need to spend time creating individual portfolios to match the specific needs of clients.

5. The sensitivity of individual stocks to movements in the stock market averages is known in modern financial theory as beta. A stock with a beta of 0.5 is one that rises 5 percent when the market is up 10 percent, and falls by 5 percent when it is down by 10 percent. A stock with a beta of 1.5 is one that rises or falls by 15 percent for an equivalent 10 percent move in the stock market averages. The problem with betas is that they are based on historical performance and tend not to remain constant over time.

6. This is an interesting observation. Presumably he means that invested funds would be double what they would otherwise have been. For funds to double over 20 years implies a compound rate of growth of 3.5 percent per annum.

7. John Marks Templeton, The Templeton Plan: 21 Steps To Personal Success and Real Happiness (Philadelphia and London: Templeton Press, 1987), 72, as told to James Ellison.

8. See Professor Shiller’s website for more information.

9. This concept has been highlighted by the British economist Andrew Smithers in his books Valuing Wall Street (New York: McGraw-Hill, 2000) and Wall Street Revalued (Chichester, UK: John Wiley & Sons, 2009).

10. The Dow Jones Industrial Average closed on October 1, 1953, when this memo was written, at 265.7. It could therefore be described as being in the First Zone Below Normal, implying a slight increase in the holding of equities.

11. It is fair to make the point that the opportunities to invest cheaply when the market falls most benefits investors who still have many years of investing ahead of them. For a retiree in the distribution stage of his investment life cycle, the advantages are less clear-cut.

12. In fact, the stock market, as measured by the Dow Jones Industrial Average, was to fall to a low of 163.8 in mid-June 1949, so was already close to its cyclical low.

13. A long bull market was indeed set to start the following year and was to take the Dow Jones Industrial Average up to 560 at its next peak in 1956, or roughly three times the level at which it was trading at the time this memo was written.

14. “Ben was a very wise man. He had a splendid method. But if he were alive today he would be doing something else, relying on newer and more varied concepts.” Barryessa and Kirzner, Global Investing, 134.





Chapter 3

Fund Manager

In this chapter we look at John Templeton’s long career as the manager of mutual funds and attempt to answer a fundamental question: How good was he as an investor? During his lifetime he received numerous accolades. Forbes magazine, for example, described him as “one of the handful of true investment greats in a field of crowded mediocrity and bloated reputations.” Another financial magazine went further, describing him as “the greatest stock picker of the century.” In Money Masters, John Train’s popular book about the giants of the late twentieth century investment business, it is the track record of the Templeton Growth Fund which, he concludes, “proved that John Templeton is one of the great investors.”1 Ken Fisher, CEO of Fisher Investments, says: “To say Sir John is legendary is an injustice to the word legendary.”

Such accolades slip easily into print, but how well justified are they? To answer that question, we focus on the performance of the Templeton Growth Fund, which was launched in 1954 and still exists today. Although he had previously created other mutual funds, and was later to launch others with similar objectives, the Templeton Growth Fund (TGF) is the one that was responsible, after flying under the radar for many years, both for establishing his reputation as an outstanding investor and for laying the foundations of his substantial personal wealth. This in turn made possible the great majority of his many charitable and philanthropic activities. The critical importance of this one fund in shaping his life was something of which Templeton himself was acutely aware, and to which he frequently referred in later years.

As we noted in the previous chapter, Templeton was happy to admit in later life that his biggest regret was not getting into the fund management business earlier. When a young English fund manager traveled to the Bahamas in the early 1990s to ask Templeton for advice on how to succeed as a professional investor, he put a simple question: “Sir John, what is the most important single lesson you have learnt in your long career?” To his surprise, the answer that came straight back had nothing to do with the finer points of stock picking or any other aspect of security analysis. Instead, said Sir John, his answer would be “the importance of distribution” (by which he meant the ability to put his funds into the hands of as many investors as possible).2 The reason for his regret, in other words, was that the economics of the fund business were so clearly superior to that of his earlier profession of investment counseling.

Looking at the data for the performance and size of his flagship fund over the course of his 38 years as a fund manager makes clear the truth of this comment. His involvement in mutual funds had begun, as we have seen, in the early 1950s. The Templeton Growth Fund, launched in 1954, was one of five mutual funds, according to a 1959 press article, in which he was involved in one capacity or another by the end of the decade. The five included the enticingly named Nucleonics, Chemistry & Electronics Shares fund, set up, one assumes, to try to cash in on investors’ enthusiasm for the new technologies and industries that were emerging after the war. (Even in its infancy, the mutual fund business was never slow to spot commercial opportunities for selling shares in funds that invest in new growth industries.)

In 1958 Templeton joined forces with William G. Damroth, a sales and marketing professional, and author of a self-improvement title, How To Win Success Before 40, to issue shares in a joint venture management company, the Templeton Damroth Corporation.3 Asked to justify the hefty front end sales charges (loads), Templeton commented that in his experience “no load” funds, although cheaper, “simply do not grow because few investors take the time to find out about them.” It is clear that Templeton was aware of the importance of marketing his funds, but success seems to have been elusive. While in his public speeches, and in the media, he invariably described himself in this period as an investment counselor, rather than as a fund manager, it is evident that he was well aware of the potential rewards of expansion into mutual funds. “Few businesses,” he was quoted in an article as saying, “had better growth prospects.”

The Templeton Growth Fund was a conscious effort to broaden the base of investors who wished to tap into his firm’s investment expertise. It was also, just as importantly, one of the very first mutual funds to offer investors in North America the opportunity to invest in a diversified portfolio of non-U.S. stocks, something which, for both cultural and legal reasons, investors at the time rarely chose, or were able, to do.4 For tax reasons the fund was initially domiciled in Canada, and for its first few years the portfolio consisted mainly of Canadian stocks and bonds, although the fund from the outset had a mandate to invest up to one third of its capital outside Canada and the United States. The launch followed hard on the heels of a ruling by the Securities and Exchange Commission, in April 1954, which for the first time permitted the sale of shares in Canadian domiciled investment trusts to U.S. investors. Because the fund paid no capital gains tax, and the fund’s initial policy was to not pay dividends, thereby avoiding income tax, a key selling point of this and other funds like it was that they offered U.S. investors the opportunity to roll up gains from Canadian and other global equities free of tax. Gains were only taxed, at the rate of 25 percent, when an investor sold shares in the fund. The SEC ruling was one of the seeds from which the multibillion-dollar global fund management industry we know today was eventually to grow.

Market Beginnings

Templeton continued to manage the Templeton Growth Fund for 38 years after its launch. An extract from the first annual report of the fund is reproduced in the Appendix. Templeton, Dobbrow & Vance appears as the fund’s investment adviser and Templeton himself as president and a member of the 12-man board. The first annual report notes how, by April 30, 1955, two months after the closing of the public offer of shares, the number of shareholders had increased from 493 to 1,060 and the number of shares outstanding from 302,000 to 340,000. It was a relatively modest beginning. The gross underwriting fee paid to White Weld, as underwriter of the public offer, amounted to 5 percent of the $6.6 million raised. As the investment adviser, Templeton’s investment counsel firm was paid an annual management fee equivalent to 0.5 percent per annum for the first $10 million of assets, reducing to 0.375 percent for the next $10 million and 0.25 percent when (and if) the fund reached $20 million in assets. At the balance sheet date of April 30, 1955 the fund’s net asset value had risen modestly from $20 per share to $20.89 (in U.S. dollars). Just over 60 percent of the fund was invested in equities, 18 percent in preferred stock and around 20 percent in fixed interest securities (including Canadian and U.K. government bonds). The report listed holdings in 27 Canadian equities, of which around a third by value were in forestry and mining. Overall, Canadian assets accounted for 90 percent of the fund’s net worth. See Figure 3.1.


Figure 3.1 Before the Bahamas, 1954 to 1968—36-Month Rolling Returns

Despite impressive capital gains, the Templeton Growth Fund would not have outperformed a global world equity index in its first 15 years, we think, had such an index then existed.

Source: Nairn and Scott (1997).
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Subsequent annual reports track the steady continued appreciation in the value of the fund, while simultaneously underlining the slow—indeed, snail-like, not to mention periodically negative—rate of growth in the amount of money in the fund, the issue that was to cause Templeton so much future regret. In 1957, for reasons that remain unclear, but presumably in an effort to increase sales, the fund was briefly renamed and reconstructed as the Axe-Templeton Growth Fund of Canada, with shares now being marketed on a continuous basis through a network of investment dealers organized by a Canadian advisory firm, E. W. Axe and Co., which also joined Templeton, Dobbrow & Vance as joint investment advisers. As a result of the reconstruction, more than half the shares in the fund were redeemed, and the net assets of the firm fell to Can$2.9 million, of which more than a third was owned by the directors and others associated with the fund. The net asset value per share also fell. A contemporary book about the investment industry in Canada in 1958 lists more than 30 funds primarily owned by investors from the United States. Only one has fewer assets than the $4 million in the Templeton Growth Fund, while several are 5 or 10 times as large.

It was not until the early 1960s, around the time that Templeton sold his investment counseling firm, that the arrangement with E. W. Axe was unwound and Templeton resumed his role as the sole investment adviser of the fund, this time through a new management company, Templeton Management, Ltd. The 1965 annual report of the Templeton Growth Fund notes that the net asset value of the fund, now $15.14 (Canadian) per share, was more than three times the initial issue price, adjusted for subsequent share issues and redemptions. Yet the net assets of the fund were still only $4.7 million (Canadian), barely 70 percent of the amount initially raised more than ten years before! To make things worse, shares in the fund were no longer being offered directly to U.S. citizens, following a recent decision by the U.S. Treasury to tax purchases of foreign securities by U.S. citizens.5 A new Canadian withholding tax on the fund’s non-dividend income was also creating some difficulties, requiring the fund to make up the difference to shareholders and then create a reserve, which had the effect of reducing the net asset value.

Despite its healthy investment gains, in other words, the first decade of the fund’s life left a good deal to be desired in commercial terms. The only consolation by the mid-1960s was that Templeton’s investment advisory fee from the fund had risen to $21,000 a year. By the end of the decade, this had risen further, to $30,000 a year (Canadian). Yet the same pattern of continued investment advance coupled with modest asset growth remained. By the time of the 1969 annual report, net assets had risen to $6.8 million (Canadian), despite the fact, as Templeton pointed out again in his cursory statement to shareholders, that the value of shares in the fund were now five times what they had been at launch 15 years before. Out of 1.79 million shares issued, more than 1.50 million had been redeemed, meaning that the number of shares in issue was also lower than at the outset of the fund 15 years before. As a result of the redemptions, Templeton disclosed, he himself now owned more than 10 percent of the shares in the fund. If nothing else, Templeton Management, Ltd. was being paid well for looking after his own money. Yet if Templeton was ready to sell the fund at the time of his move to the Bahamas, as we now know he was, it would hardly have been a surprise. The sparseness of his letter to shareholders—eight short sentences, amounting to barely 100 words in total, a fraction the length of his first annual report statement in 1955—could be interpreted as suggesting he may well have been losing interest in the fund business.

Changes in the Portfolio

What had clearly changed by the 1960s, however, was the composition of the portfolio, reflecting Templeton’s growing interest in international diversification. In his 1967 letter to shareholders he noted that the 12 largest common stock investments in the fund now included two companies from Holland (Phillips and Royal Dutch Petroleum), and one each from Japan, Germany, Sweden, and Great Britain. Other than Canadian government bonds, the largest single holding in the fund was Shiseido, a Japanese cosmetic company. It was the only Japanese stock in the portfolio, but it amounted to 13 percent of the total value of the fund. The fund in 1967 also owned a series of German and Japanese bonds. Overall, however, the fund had fewer than 30 investments. Pointers to Templeton’s maturing style as a fund manager—the global focus, the concentration on high conviction ideas, and the willingness at times to hold high levels of liquidity in the shape of government bonds—were nevertheless beginning to become apparent.

Two years later, in the 1969 report, around the time that Templeton and his wife were packing their bags to live full-time in the Bahamas, the pattern remained broadly similar. Shiseido, the Japanese cosmetic company, was still the largest single holding, now up to 14.5 percent of the fund by value, followed by Ericsson, the Swedish telecom manufacturer. The holdings of foreign and government bonds accounted for more than a third of the value of the fund, reflecting Templeton’s concern at the heightened valuations in equity markets prevailing at the time. Given the size of the fund, he could not, it seems, find more than 20 individual stocks anywhere in the world that met his demanding valuation criteria.

Much has been made in profiles and biographies of Templeton’s brilliant and contrarian move to take big bets on unfashionable Japanese stocks from the 1960s onward. His coup in finding fast growing Japanese stocks that were trading at ridiculously low P/E ratios features prominently in published accounts of his life and career. In fact, Templeton himself had already started to buy Japanese shares for his own account through a broker in the mid-1950s. His clients were also being alerted to the potential in Japan as early as the late 1950s, well before the strength of the postwar Japanese miracle had come to be appreciated by investors in the West. In May 1959, for example, Templeton wrote a long memo to clients pointing out the success that Japanese companies were having in winning export business in the United States and Europe (see the Appendix). He pointed out that bonds of good Japanese companies could be bought for twice the yield on similar U.S. issues (8 percent against 4.2 percent), while stocks yielded 1.0 percent more than the Dow Jones Industrial Average.

Further, he noted that although there were still at that time restrictions on repatriation of capital, the Japanese did not impose a withholding tax on dividends remitted by Japanese companies to U.S. shareholders, meaning they were taxed less heavily than dividends from American corporations. In addition, he pointed out, just 1.59 percent of Japanese shares were owned by foreigners. The five stocks he recommended to his clients in 1959 were not, however, at least ostensibly, the dirt cheap growth stocks in which his fund was to invest in years later. All five, Toyota, Matsushita, Sanyo, Ankyo, and Riken Optical, were trading, according to his memo, on multiples of between 15 and 20 times earnings. Although they had useful dividends, they would not have been obvious bargains to a traditional value investor, at least until it was possible to dig deeper, as Templeton was able to do, into the question of how Japanese accounting rules affected the reported figures, which in many cases had the effect of disguising the true level of profitability. (If he had already identified the way that accounting treatment was disguising the true rate of profitability of these companies, it seems logical to expect that he would have mentioned it in his memo, but he did not—implying that this realization was only to come later.)

Yet, as we have seen, if Japanese stocks were attractive, they did not, apart from Shiseido, figure prominently in the Templeton Growth Fund portfolio until the early 1970s. The important point was that he was more than willing to extend his search for bargains to countries that many other investors at the time were either unwilling or unable to consider. As early as 1955 Templeton had sent a series of letters to clients describing his impressions after a trip to Europe, and in 1959 he repeated the exercise after a 17-day visit that took in six different countries in Europe. “Travel and study of stocks and bonds in other nations,” he observed in one letter, “serves two purposes. Firstly it leads to discovery of attractive opportunities in the securities of those nations. More importantly, a study of the exotic conditions and investment trends in other lands helps us to understand more clearly what can happen in our own nation. It teaches us to question the economic theories and fads popular here. It gives us deeper respect for the fact that the most unexpected things can happen and often do.”6

It was from this and his earlier experience that he began to list the distinctive qualities that made one country rather than another suitable for outside investors. In Japan, he saw a politically stable society that was making a determined effort to recover from World War II and recognized in the country’s people many of the characteristics—hard work, respect for business, thrift—that he most admired and looked for when considering new countries in which to invest.7 Although he invested personally in Japanese stocks, the main obstacle to the fund investing in Japan was its restrictions on capital repatriation, which were not fully lifted until the second half of the 1960s, following Japan’s admission as a member of the OECD. Capital controls were one of several barriers that tended to make a country unattractive as a place to invest in. Others included lack of respect for property rights, populist governments, and socialistic tendencies. “Great prosperity only occurs only when people are free. If we regulate people excessively, we slow down and perhaps prevent—even reverse—the trend towards prosperity.”8 See Figure 3.2.


Figure 3.2 1970s: A Tough Decade—36-Month Rolling Returns

The 1970s was a tough time for equity investors, with a savage bear market in the United States and U.K. John Templeton’s holdings of bonds and Japanese shares were critical in keeping his investors out of trouble.

Source: Nairn and Scott (1997).
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With the exception of Shiseido, it was not until 1971 that Japanese stocks began to appear prominently in the Templeton Growth Fund. It did not take long for the boldness (and wisdom) of his move to become apparent. At its peak in 1974, no less than 62 percent of the fund by value was invested in Japanese shares. Contrary to mythology, many of the most famous Japanese exporters of the time, such as Canon, Toyota, and Sony, never featured in the portfolio. In absolute terms, the fund’s largest single gains came from Sumitomo Trust, a bank, and Bridgestone, the tire company, and from the bonds (not the shares) of Nissan. Drug companies were a particularly strong favorite. Most of the purchases were made in 1972 and 1973, and by 1975, having made significant gains on many of them, Templeton was already turning his attention back to the U.S. stock market, where the market crash was beginning to offer superior bargains. By the time of the 1978 annual report of the fund, the proportion of the fund in Japanese stocks had fallen to less than 10 percent of the portfolio, against 42 percent in U.S. stocks. This was a trend that was to continue well into the 1980s.

Several different factors, it is clear, were in Templeton’s mind at the time of his initial Japanese purchases. It was not just that the stocks themselves were very attractively priced and potential bargains in his way of thinking. Because the fund was so small, and effectively operated without any investment constraints, he was free to make what conventionally would be regarded as an extraordinarily risky concentrated bet on stocks of just one country. Just as important, however, was the fact that by the late 1960s, the stock markets in the United States and the United Kingdom were becoming excessively overvalued in the face of what, it was soon to become clear, was the worst economic crisis the West had faced since World War II. Share prices hit a peak in 1972, but were soon to experience heavy falls as the full impact of the OPEC oil embargo and the inflationary pressures which had been building for many years finally took their toll on economic growth and corporate profitability around the world. The Dow Jones index, already seriously overvalued, fell 45 percent between January 1973 and its nadir in December 1974, and the London market by an even greater amount.

If Templeton had not felt that most U.S. and European stocks were seriously overvalued, it is unlikely that he would have allowed his Japanese holdings to become such a dominant component of his fund’s portfolio. Japan was to suffer more than most countries from the impact of soaring oil prices, yet the growth fund’s Japanese stocks were protected from the worst of the decline by virtue of being so cheap at the point at which they were bought. What he liked about the shares, it seems clear from studying the pattern of his holdings over these years, was not their growth rates, but simply the fact that they were selling on such low multiples of earnings. If ever there was an illustration of one his core ideas as a fund manager, that the shape of a portfolio should be driven by where cheap stocks were to be found, not by preset limits on how much could or should be held in this or that country, or this or that industry, the experience of the early 1970s provided it. (See Figure 3.3.)


Figure 3.3 U.S. and Japanese Market Price-Earnings Ratio, 1970 to 2000

John Templeton switched his attention from Japanese to U.S. equities when their valuations started to diverge in the late 1970s—only to see the gap widen for the best part of another decade.

Source: Thomson Datastream.
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The big weighting in Japanese stocks helped the fund to an exceptional 68 percent gain in the calendar year 1972, the final peak in the global stock market cycle, although it could not prevent the fund losing money in both 1973 and 1974, albeit at a slower rate than the world index. Over the three years 1972–1974, thanks mainly to the Japanese equities and bond holdings, the Templeton fund outperformed the market by more than 60 percent, and crucially left investors still sitting on longer term gains, during a period when the average investor holding the world market index was facing significant losses. When the Japanese stocks owned by the fund returned to more normal multiples, Templeton sold them—only to see them rise even further as Japanese shares were rerated to much higher multiples. This turned out to be a move from which the Growth Fund, ironically, largely failed to profit. By the end of the 1970s the Japanese stock market, on conventional analysis, was already selling at three times the P/E ratio of the U.S. stock market.

The Glory Years

The early 1970s, although one of the darkest periods in recent economic history, proved in hindsight to be the period in which the fortunes of Templeton and his fund finally took off. This success was driven by two new factors. One was the fact that his performance as fund manager improved dramatically after his move to the Bahamas (see Figure 3.4). Templeton discovered that working alone, hundreds of miles from the daily dramas of Wall Street, produced an extraordinary improvement in his ability to pick stocks. The two decades that followed his move, even with only one or two hours a day in which to conduct research, gave full flower to his genius as a stock picker. They were the making, quite deservedly, of his reputation as one of the greatest investors of the century. The move into Japanese stocks was the first of many such moves that revealed both the rigor and the boldness of his methods.


Figure 3.4 The Bahamas Years—36-Month Rolling Returns

After moving to the Bahamas in the late 1960s, Templeton found that his performance as an investor improved dramatically—it was the start of the fund’s most successful years, during which it outperformed the world index by 6 percent per annum.

Source: Nairn and Scott (1997).
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The second new factor was the one that was to turn the improved performance of this tiny and still largely unknown fund into a formidable cash generation machine and the bedrock of a global fund management business. As described in Chapter 1, the turning point came in 1974 when a former accountant and airline pilot named Jack Galbraith agreed to take on the task of marketing the fund full-time. It was only now that the fund as a business began to grow rapidly, as the effect of Galbraith’s simple but effective sales and marketing efforts began to bear fruit. In 1974, 20 years after raising $7 million at its launch, the fund still had just $13 million in assets. Adjusted for inflation, the fund had barely grown at all in over two decades. It still had fewer shares in issue than when it started.

This was not because the fund had failed to deliver good performance. On the contrary, the capital value of the fund had grown ninefold in the first 20 years of its existence, a compound rate of return of around 12 percent per annum. The modest size of the fund at this point was a testament both to the trough into which the stock market had slumped in the mid-1970s and the fund’s almost total lack of marketing presence. It remained so small that it barely figured on investors’ radar. The figures show that the fund suffered regular redemptions throughout its first two decades. Although the fund was producing good returns, it is clear that many investors failed to appreciate what a potential gold mine they were sitting on.

Under Galbraith’s energetic leadership, the subsequent growth in the fund was striking, underlining the scale of the opportunity that had been lost for so many years before. His approach was simplicity itself: a heavy focus on the extraordinary track record of the fund, combined with the payment of hefty upfront sales commissions (typically as much as 7 percent), and an active PR campaign, including the first of what were to become regular appearances by Templeton on the popular TV program Wall Street Week. Within four years the assets in the fund had grown more than sevenfold to reach $100 million. By 1980, net assets had reached Can$420 million, or more than 40 times the size of the fund 10 years earlier. With the onset of the great global bull market that developed during the 1980s, it was not long before the size of the fund was being measured in billions rather than millions of dollars. By 1986, the fund had reached Can$2.4 million, at which point Galbraith recommended that the fund should be split in two, to allow for the launch of a sister fund, this one registered in the United States rather than Canada. Following the split, 42 percent of the assets remained in the Canadian entity, with the balance accruing to the U.S. counterpart, which continued to invest in exactly the same way. A change in the U.S. tax regulations, this time the introduction of a foreign tax credit on overseas investment, was an important trigger for this move. See Table 3.1.

Table 3.1 Templeton Growth Fund: Key Figures

Source: Nairn and Scott (1997).
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The evidence of Galbraith’s market efforts were to be seen in many ways as the fund grew. The annual reports became both more comprehensive and more boldly illustrated. Each one now invariably appeared with a graphic representation of “the mountain,” showing how far and how fast an original investment in the Templeton Growth Fund would have grown since launch in 1954 (Table 3.1). The fund continued to levy exceptional upfront sales loads, equivalent to as much as 7¾ percent of the amount initially invested; so strong was the track record that these hefty upfront charges proved no obstacle to further sales growth. Of necessity, as the cash flowed in, the number of investments held in the fund grew accordingly. By the time the 1985 annual report was issued the fund had more than 115 individual securities, spread across four continents and 21 different industrial categories. The largest single holding in 1985, American Stores, Inc, nevertheless still accounted for 7 percent of the common stock portfolio, a sign that despite its rapid growth, Templeton was still prepared to place sizeable individual bets on companies that met his valuation criteria.

A year later, in April 1986, the annual report indicated that Templeton was becoming concerned about the extent to which the bull market had run ahead of itself, driving valuations to excessive levels. His strategy as a fund manager from the outset had been to build up holdings of bonds and cash whenever his analysis suggested that equity markets were rising above their “normal” levels. The same discipline that had underpinned his approach to managing clients’ money in the 1950s persisted into his career as a fund manager. While the 1986 annual report makes no mention of the newfound caution, it is evident in the balance sheet of the fund, with bonds, preference shares, and Treasury bills amounting to no less than 28 percent of the total portfolio. Some of this can doubtlessly be attributed to the sheer scale of money flowing into the fund. The following year, with the reporting date now the end of August, the U.S. fund was still reporting 16 percent of its holdings in bonds, cash, and preferred securities. Less than two months later, the October 1987 crash produced the most traumatic two-day decline in stock market history. Having lagged the market index for several months, Templeton’s caution and refusal to overpay in the frothy market that had developed in 1987 once again propelled his fund back into the ranks of top performers.

On this occasion, however, his superior performance was not to endure for long. While it remained an extremely profitable home for fund investors’ money, the second half of the 1980s proved to be the worst period of relative performance the fund was to endure in its 50-year history. The reason was simple. These years marked the tail end of the great Japanese stock market bubble, which by the end of the decade was to take the market capitalization of the Tokyo stock market to 40 percent of the world index, the benchmark against which global equity funds were generally measured. Templeton’s refusal to pay the absurdly high prices for Japanese stocks that this implied meant that his relative performance was bound to suffer as the Japanese market climbed ever steadily higher. From 1987 onward the Templeton fund had no holdings at all in Japan. It was only after 1989, when the Japanese market finally peaked, that the wisdom of Templeton’s refusal to breach his principles became apparent. He was right that the market had become overvalued—but from the perspective of anyone tracking short-term performance, his decision to abandon the Japanese market was way too early. In that sense Templeton’s involvement with the Japanese stock market turned to be not his finest hour, but ironically one of his worst moves.

The changes in the makeup of the portfolio that characterized John Templeton’s time in charge of the fund are illustrated in Table 3.2. The top line shows the fund’s commitment to equities at roughly five-yearly intervals. From 100 percent in 1959, the equity component falls to as little as 63 percent in 1969, as he became increasingly nervous about the level of market valuations. These were the so-called go-go years for the stock market in the late 1960s, when a new breed of “gunslinger” fund managers burst on the scene, and investors went wild for any company associated with electronics and other new technologies, driving up stock market valuations to unprecedented levels—an uncanny foretaste of the much bigger technology stock bubble which was to follow 30 years later.9 The remainder of the table shows the holdings of the fund by region. Comparing these to the equivalent weightings in the MSCI World Index, we can see how regularly and by how much Templeton’s holdings deviated from those of the world market. The relative briefness of Templeton’s foray into Japan is very evident from these figures. The disparity between fund and index is an inevitable characteristic of the value-driven investment approach Templeton chose to adopt.

Table 3.2 Templeton Growth Fund Weightings

Source: Templeton Growth Fund annual reports. MSCI World index from 1974 only: previously, author calculations.
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By the time this became apparent Templeton’s time in personal charge of the fund was coming to an end. With more of the stock picking already having been delegated to Templeton’s assistant Mark Holowesko, in 1992 Templeton Galbraith Hansberger, as the firm had become, was sold to Franklin Resources, another fund management company, for $440 million. The assets of the fund by now were more than 1,500 times what they had been 18 years before. The effect of Galbraith’s marketing efforts had a dramatic impact on the profitability of the Templeton Growth Fund. In 1972, after 18 years in operation, the fund was earning Templeton and his partners the useful, but hardly princely, sum of $40,000 a year (equivalent to approximately $210,000 in today’s money, adjusting for inflation). By the time the business was sold to Franklin Resources, the annual management fee from the U.S. portion of the fund alone was more than $17.8 million. This was 85 times more fee income than the fee produced 20 years before, according to the annual report—and the fee income was still growing strongly.10 In addition to the management fee charged by the Templeton Management Company, the fund was also paying out more than $3 million a year in sales commission to the Templeton Distribution Company.

Although he continued to take an active role in overseeing the investment performance of his various family and charitable foundations, and his views on investment continued to be widely sought, 1992 therefore marks the point at which John Templeton, by now approaching 80 years of age, retired from full-time professional investing. While his investment experience spanned the best part of eight decades, his professional career as a fund manager and investment counselor can be said to have lasted for 54 years. He continued to make large and mostly successful strategic investment decisions from 1992 until his death, and his views remained keenly sought by the media, but these were mainly on his own account, or for the benefit of his charitable activities, not for the benefit of others in a professional capacity.

Performance of the Templeton Growth Fund

There is no shortage of performance data for the Templeton Growth Fund, which, unlike John Templeton’s investment counseling firm, remains in existence today. We have continuous daily performance data for this fund from 1954 to the present. The 38 years between 1954 and 1992, during which John Templeton was either directly managing or overseeing the performance of the fund, provide the concrete evidence on which we can judge his success as a professional investor.

For many good reasons, care is needed when analyzing fund performance. The fund business has always relied heavily on marketing and sales incentives to win business, and performance claims, naturally presented in the best possible light, are one of the key selling points. For the unwary, interpreting fund performance figures is a hazardous business. What investors think they are buying quite often turns out to be not either what they thought they were getting, or what they had been promised.

The evidence from an analysis of the performance of the Templeton Growth Fund is clear and compelling, however. Our analysis of the TGF’s performance covers the period from 1954, when the fund was launched, to 1992, when the business was sold.11 In the last five years of this period, day-to-day management of the portfolio was in the hands of Mark Holowesko, a qualified investment analyst who had become John Templeton’s assistant in the Bahamas seven years before. From 1987 onward Holowesko carried out most of the specific stock research and suggested trades for Templeton to approve. He worked in an office down the hall from Templeton’s own office in Lyford Cay in the Bahamas and talked to him every day, other than those when the latter was traveling.12 Templeton himself retained overall responsibility for the fund. It was he who set the strategy and was responsible for many of the ideas that were reflected in the portfolio.

The performance of the Templeton Growth Fund over the 38-year period of our analysis is summarized in the tables and graphs that follow. The most important findings that come out of this analysis are discussed here.

Long-Term Outperformance

The average 12-month return of the fund in the period 1954 to 1992, measured on a total return basis, was 16.0 percent per annum. This was 3.7 percent per annum more than the return offered by the world stock market over the same period.13 See Figure 3.5. While Templeton was running the fund, in other words, it produced a 12-month return that on average was approximately one third as good again as that recorded by the equivalent global stock market index. Few other professional investors have achieved such a consistent long-term track record of outperformance over a period of so many years.14


Figure 3.5 The Whole Period: 1954 to 1992 (36-month rolling returns)

The Templeton Growth Fund’s record over the 38 years that John Templeton was in charge has rarely if ever been matched for consistent long term outperformance. The fund never employed debt to boost returns.

Source: Nairn and Scott (1997).
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While a margin of 3.7 percent per annum may at first sight seem a relatively modest level of outperformance, in fund management terms it is anything but. Only a handful of professional fund managers can boast such a record over 10 years, let alone sustain it over nearly four decades, as Templeton was able to do. A margin of 1 percent per annum is typically enough to earn a fund manager a star rating, and 2 percent per annum, if consistently maintained without the assistance of leverage, is the stuff of which great reputations and great fortunes can be made, so rarely is it achieved in practice.

Every year, for example, Standard & Poor’s calculates the number of professional fund managers in the United States who have managed to outperform their relevant benchmark on a one-, three-, five- and ten-year basis. Only a small handful have consistently outperformed the market over a 10-year period and hardly any have produced a positive real return in every single 60-month period. For many years, as Professor Burton Malkiel noted in early editions of his classic book on the stock market, A Random Walk Down Wall Street, the Templeton Growth Fund was one of the few funds in the entire mutual fund industry that could claim such a long-running record of sustained success. Tables 3.3 and 3.4 show the five yearly returns that were achieved for a single lump sum investment originally made in 1954. The figures are shown in both nominal and real terms, that is before and after taking account of inflation over the relevant period. They show the rate at which an investment in the fund would have compounded, a so-called geometric average. By its nature this figure is slightly lower than the arithmetic average given at the start of this section.

Table 3.3 Single Lump Sum: Nominal Five-Year Return on Investment, 1954 to 1997

Source: Nairn and Scott (1997); Datastream/ICV.
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Table 3.4 Single Lump Sum: Inflation Adjusted Five-Year Return on Investment, 1954 to 1997

Source: Nairn and Scott (1997); Datastream/ICV.
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Wealthy Long-Term Investors

One of the most important benefits that flows from consistently superior fund performance, where it can be found, is that it provides disproportionate rewards to long-term investors, those who have the patience to wait for returns to flow through to their accounts. Many years ago Albert Einstein described compound interest as the eighth wonder of the world. In investment the ability to compound positive returns can indeed produce wondrous results, something that the history of the Templeton Growth Fund faithfully illustrates. An investor who committed $10,000 to the fund at its launch in 1954 and held on to that investment for the entire 38 years, during which John Templeton remained in charge of the portfolio, would have had by the end a holding worth $1,736,108, a 170-fold increase in value.

A similar holding in the MSCI World Index, had such a thing been possible through all those years, would have been worth $534,907, less than a third as much.15 An initial investment in the fund would have compounded at the rate of 14.6 percent per annum over the 38-year period, compared to 11.1 percent per annum for the MSCI World index proxy that we use in our analysis.16

For every dollar invested at the outset, therefore, the Templeton Growth Fund generated a final sum at the date of its founder’s retirement that was three and a quarter times greater than that offered by the markets in which it was investing.17 It is true that figures presented in such an impressive fashion can be misleading. As we have seen, by far the majority of the money in the Templeton Growth Fund was invested in the last 20 years of John Templeton’s tenure as the fund manager, and so would not have enjoyed the benefits of such a long period of compounding. (This is a regular feature of fund industry experience: A fund that puts together a strong track record in its early years is then heavily marketed but is unable to repeat the performance for the new wave of money that flows into the fund.)

Nevertheless, the returns from compounding remained significant over shorter periods as well, as is evident from Tables 3.3 and 3.4. Investors in the Templeton Growth Fund on average doubled their money every five years in nominal terms. One reason is that, contrary to normal fund management experience, the margin by which the fund outperformed the market as a whole increased, rather than fell, once the fund began to grow in the 1970s. From its inception until the end of the 1960s, while the fund grew ninefold, as we have previously noted, according to our figures it did little more than keep pace with the world stock market over that period. (We use a proxy for the MSCI World Index, as no global market index existed at that time, reflecting the lack of cross-border portfolio investment during this period and the fact that just two stock markets, the United States and the United Kingdom, dominated the world in terms of market capitalization.)

Between 1969 and 1992, the years when John Templeton lived and worked in the Bahamas, rather than on Wall Street, the margin by which the fund outperformed the World Index increased dramatically, averaging an even more remarkable 6.0 percent per annum. Thanks to compounding, this generated further substantial capital gains for the fund’s investors. The compounding of returns is one of the strongest reasons for considering a disciplined, long-term investment strategy of the kind John Templeton first pioneered and then practiced himself.

Figures 3.6 and 3.7 show the cumulative returns from the fund on both an absolute and a log scale. The latter shows the rate of change in the growth of the value of the fund, rather than the absolute gains. It is no surprise perhaps that Figure 3.6, the one referred to inside the Templeton organization as “the mountain” chart, was the one that was chosen to represent the fund’s performance to potential investors. (It featured prominently, for example, in every annual report of the fund from the time that John Galbraith first became involved in marketing it.)


Figure 3.6 Templeton Growth Fund 1954 to 1996

A chart of the cumulative gains from an early investment in the Templeton Growth Fund, known figuratively inside the firm as “the mountain,” because of its sequence of rising peaks, featured prominently in the firm’s marketing efforts. This is a page taken from one of the fund’s annual reports.

Source: Templeton Growth Fund Annual Report 1996.
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Figure 3.7 Templeton Growth Fund 1954 to 1992, Log Scale Chart

A log scale chart, measuring the rate of growth in the fund’s net asset value per share, gives a more accurate picture of the fund’s progress—and in some ways is an even more remarkable tribute to its founder’s stockpicking skill.

Source: Nairn and Scott (1997).
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The second, log scale chart, Figure 3.7, is in some ways, though, the more remarkable one, as it shows the consistency with which Templeton’s investment methods succeeded in outperforming the world index over a long period, and particularly from the late 1960s onward. Contrast this, for example, with the performance of shares in Warren Buffett’s company, Berkshire Hathaway, which clearly show the rate of gain declining as the company and its investments grew bigger.

Consistent Real Returns

Another notable and possibly unique feature of the Templeton Growth Fund’s performance under John Templeton is the 100 percent consistency with which it achieved positive five-year returns, not just before but also after allowing for inflation. From year to year, the fund inevitably experienced significant volatility. Like all investors, John Templeton had good years and bad years. The fund achieved its best 12-month return in the year to November 1972 (gaining 80.7 percent) and suffered its worst 12-month decline in October 1974 (declining 25.0 percent). Measured in calendar years, the fund produced a negative return in 10 out of the 38 years during which John Templeton was in charge.

However, Templeton himself never claimed to be able to beat the market in every single year, and always emphasized the importance of investors investing for the longer term. His own holding period for an investment was typically four to five years. Five years was also the period over which he urged investors to judge the performance of his fund. The performance of the fund in real terms over five-year periods, which is summarized in Table 3.3, perhaps demonstrates more clearly than any other figure why Templeton was to achieve such renown as a professional investor.

Tables 3.3 and 3.4 show that there was not a single 60-month period in the 38 years during which the Templeton Growth Fund failed to produce a positive return, not just in nominal terms, but also after taking account of inflation. The worst five-year real return of the fund was 8.6 percent, or 1.7 percent per annum, in the 60 months up to and including July 1982. By contrast, over the same 38-year period the MSCI World Index failed to produce a real five-year return on several occasions; and in its worst five-year period, the five years to September 1974, lost a third of its value (33.8 percent) in real terms. Even T-bills, or short term Treasuries, which are widely regarded as the safest form of U.S. government bond, produced negative returns in some 60-month periods at this time. Yet any investor who bought the Templeton Growth Fund and had the patience to hold on to it for five years would have been certain of seeing his or her money grow in value, even after allowing for the effects of inflation.

Not that this always satisfied those investors, or the media. A good deal of focus on fund performance, then as now, was much more short term. On more than one occasion, despite his growing reputation, Templeton was criticized for the poor relative performance of his fund. In the five-year period from 1971 to 1975 inclusive, for example, he underperformed the market in three out of five years. He did the same again in the mid-1980s. Investors who had money in the fund at these points might have begun to wonder whether he had lost his magic touch. Forbes magazine, which had earlier highlighted Templeton’s success in glowing terms, and was one of his most fervent supporters, at one point published a cover article questioning whether the great John Templeton had lost his way (“Has the King Fallen Off the Mountain?” it asked). Hindsight tells us, however, that this was exactly the moment to have put money back into the fund, as the fund subsequently produced one of its best periods of performance—evidence of the old saying that, in investment, just as in sport, form may be temporary, but class is permanent.

Less, Not More Risk

Most of the time in investment, higher returns imply higher risk. This was emphatically not the case with the Templeton Growth Fund. Not only did the fund consistently produce higher returns than the MSCI World Index, it did so with less—rather than more—risk than the stock market as a whole, as standard finance theory would suggest should have been the case. Explaining why this was so shows up some of the dangers in applying simplistic statistical tests to fund performance data.

The standard way in which fund analysts compare the risk of competing funds is by comparing the volatility, or standard deviation from the mean, of their monthly returns. On this measure, taken in isolation, there is little difference between the performance of the Templeton Growth Fund and the MSCI World Index. Over the period 1954 to 1992 the standard deviation of the fund’s monthly returns was in fact slightly higher (at 2.94 percent) than that of the World Index (2.70 percent). The same was true with its 12-month returns. On this narrow measure, therefore, while the fund clearly produced more return per unit of risk, it could not be described as being less risky.

The problem, however, as finance theorists themselves now concede, is that volatility is far from a perfect measure of the risk that faces investors. Citing a standard deviation figure gives an indication of how variable the returns from a fund have been, but it cannot distinguish whether the divergence of those returns from the average has been mainly positive, or mainly negative. In statistical terms, we can say that it relies on the assumption that a fund’s returns follow a normal (bell curve) distribution, with an equal number of observations on either side of the average.

While that is roughly, though not precisely, true of the world stock market index, it is certainly not an accurate description of how the Templeton Growth Fund performed. John Templeton’s genius as a professional investor was to discover and then put into practice an investment approach which ensured that his fund produced significantly more above-average returns than it did below-average returns.18 This had the important consequence of reducing the likelihood that the fund’s investors would experience losses.

The simplest way to see this is to compare the distribution of average monthly returns from the fund with that of the World Index over the 38-year period (see Figure 3.8). Plotted as a histogram, it clearly shows (1) how the fund’s returns were more narrowly bunched around their long-term average than those of the World Index, and (2) how the number of above average returns was disproportionately greater than the number of below average returns.


Figure 3.8 Monthly Returns and MSCI World Index Distribution

Plotting the distribution of the monthly returns of the Templeton Growth Fund and comparing them to those of a world equity index underlines how consistently the fund produced more positive returns—reflected in the strong bias to the right-hand side of the chart.

Source: A. G. Nairn and M. F. Scott, “A Data Study of Historic Returns in World Stock Markets 1953–1996” (Templeton Working Paper, 1996).
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The corollary to this, as the chart also shows, is that there were also periods when the Templeton Growth Fund failed to keep pace with a rising world market. There are fewer data points to the extreme right of the graph for the fund than for the index. So, for example, the best five-year real return that the fund achieved was a gain of 205 percent in the 60 months ending in August 1986. During this period, one of the strongest five-year periods of all time in stock market history, the MSCI World Index rose by an even more remarkable 286 percent. As we have seen, there are good reasons why the fund tended to outperform during the strongest bull markets, just as there are good reasons for its consistently above average performance during bear markets.

As already noted, the Templeton Growth Fund was prevented by the terms of its mandate from using debt to leverage its returns. While the use of debt increases the potential scope of returns, it also significantly increases the risk of significant loss for investors. John Templeton himself retained a lifelong aversion to the use of debt for investment purposes and counseled most investors against borrowing for the purposes of stock market speculation. If he had been able to use leverage, the fund’s returns would have been even higher over time, but so too would have been its losses in the down periods that it did experience from time to time.

The most important point to emphasize, though, is that the periods when the TGF underperformed the market were generally those when the fund was already itself making very good positive returns. The periods when it outperformed the market were typically those when the market was suffering much greater losses. It was this bias against absolute losses—the fact that the fund never lost money over any 60-month period—which is the truly distinguishing feature of John Templeton’s record as a fund manager. This track record can be traced directly to the valuation and stock selection discipline on which Templeton insisted at all times. His mantra, “only buy cheap stocks,” may have cost his fund some performance in bull markets, but it more than earned its keep during bear markets.

Bull and Bear Markets

As most investors know, the stock market moves through distinct phases when share prices are generally either rising (a bull market) or falling (a bear market). In Tables 3.6 and 3.7, we list the main bull and bear markets that occurred during the period in which John Templeton was responsible for managing the fund, and compare the movement of the world stock market index with that of the performance of the Templeton Growth Fund. Some interesting conclusions quickly become apparent from these figures.

Table 3.6 Templeton Growth Fund: Nominal and Real Returns during Bull and Bear Markets

Source: (i) A. G. Nairn and M. F. Scott, “A Data Study of Historic Returns in World Stock Markets 1953—1996” (Templeton Working Paper, 1996); (ii) Datastream/ICV.
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Table 3.7 MSCI World Index: Nominal and Real Returns during Bull and Bear Markets, 1954 to 1997

Source: (i) A. G. Nairn and M. F. Scott, “A Data Study of Historic Returns in World Stock Markets 1953—1997” (Templeton Working Paper, 1997); (ii) Datastream/ICV.
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Almost all the Templeton Growth Fund’s outperformance, our analysis shows, came during bear markets. When stock markets started what proved to be a substantial decline, the fund either fell less sharply, or continued to produce positive returns. On average during bear markets, the fund lost money, but on a much less dramatic scale than the market as a whole—minus 12 percent against minus 21 percent. This is an important and significant difference. A fund that has fallen by 20 percent has to recover by 25 percent to regain its former level: One that has lost 12 percent needs to recover by 14 percent to do the same. Bear markets, in other words, unless anticipated, can be serious destroyers of wealth. At all other times, however, while the fund still outperformed the market over five-year periods, the difference was slight. In fact, we can establish no statistically significant degree of under or over performance relative to the world stock market index during bull markets. What is clear, however, is that during the strongest bull markets, and especially during periods of market euphoria, there was an observable tendency for the Templeton Growth Fund to underperform. This feature is characteristic of investors who follow a value approach, and is discussed further in Chapter 5. The Templeton fund’s record supports his contention that the biggest risk investors face is overpaying for what they own.

Table 3.5 Historic Events During John Templeton’s Fund Management Career




	1950s



	•Budapest uprising, 1956
•War of Algerian Independence with France, 1954–1962
	•Suez Middle East crisis; Nasser blockades the Suez Canal, 1956



	1960s



	• Sharpeville massacre in South Africa, 1960
• Fidel Castro and Cuban Missile Crisis, 1962
• Civil rights; Martin Luther King leads march on Washington, 1963
• Kennedy’s assassination, 1963
• 525,000 U.S. combat troops in Vietnam by end of 1967
• Prague Spring, August 1968
	• Cultural Revolution, China, 1966–1969
• Neil Armstrong walks on the moon, 1969
• Ending of white rule in Africa
Independence
Nigeria, 1960
Botswana, 1966
Chad, 1960
Mozambique, 1975
Algeria, 1962
Angola, 1975
Kenya, 1963



	1970s



	• Kent State University shootings, 1970
• Nixon visits Beijing, 1972
• Yom Kippur War → oil shock, 1973
• General Pinochet coup, Chile, 1973
• Nixon resigns, Watergate, 1974
• Israel/Egypt peace, Camp David accords, 1978
	• Gough Whitlam dismissed by British Governor General, 1975, Australian constitutional crisis
• Pol Pot plunges Cambodia into the Killing Fields, 1975
• Margaret Thatcher elected, 1979



	1980s and 1990s



	• Lech Walesa, Gdansk shipyards strike, world watches Soviet response, 1980
• Soviet Army invades Afghanistan, U.S. boycott of Olympics, 1980
• Falkland Islands invaded by Argentina, 1982
• Famine in Ethiopia, 1984
• French agents sink Greenpeace ship, Rainbow Warrior, New Zealand, 1985
• Chernobyl, 1986
• United States strikes Libya in retaliation for sponsoring terrorists, 1986
• Nuclear arms reduction treaty, Gorbachev and Reagan, 1987
• Gorbachev reforms Soviet Union, introduces Perestroika and Glasnost
	• Burmese opposition leader Aung San Sun Kyi placed under house arrest, 1989
• Berlin Wall falls, 1989
• Tiananmen Square killings, China, 1989
• Nelson Mandela released from prison, 1990; South Africa gets new constitution, Mandela elected president
• USSR dissolves, becomes the CIS, 1991
• President Bush declares war on drugs, billions spent on stopping drug imports
• Bosnia conflict, 1992–1995
• Gulf War, 1990–1991
• First baby boomer president elected, 1992





The Templeton Growth Fund weathered many global storms in 38 years.

Performance Trends Over Time

The relative and absolute performance of the Templeton Growth Fund over the time that John Templeton was directly responsible for it is shown in Figures 3.9 and 3.10. The first chart shows the absolute returns of the fund and a world equity index (the MSCI World Index from 1974, our proxy before that). The dashed line measures the amount of money an investor in the fund made in every discrete five-year period, after allowing for the impact of inflation. As can be seen, only on two occasions did this real return fall below 50 percent. In the best periods the gain was typically more than 200 percent. By contrast, the MSCI World Index, measured by the solid line, produced smaller returns for most of the time, and on more than one occasion produced nothing at all by way of a real return.


Figure 3.9 Templeton Growth Fund and MSCI World Index: Five-Year Rolling Returns

The greatest strength of the Templeton Growth Fund in John Templeton’s hands was that its periods of underperformance typically came when the markets generally were doing well—something that was more than compensated for by his outperforming when the markets generally were weak. As a result the fund’s investors never once failed to generate a positive real return over any five-year period while he was in charge.

Source: Nairn and Scott (1997).
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Figure 3.10 Templeton Performance Relative to MSCI

The relative performance of the Templeton Growth Fund against world equity index ebbed and flowed over time. The worst period of underperformance came in the late 1980s when the Japanese stock market, which Templeton had long since abandoned, went on getting more and more expensive; fortunately the U.S. stock market was also booming, so the fund’s investors were still making good absolute returns.

Source: Nairn and Scott (1997).
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The second chart, Figure 3.10, recasts these two series as a single line, obtained by dividing the performance of the Templeton Growth Fund by the performance of the world index. This line therefore shows the relative performance of the two. When the line is rising, it shows that the fund is outperforming the market, and when it is falling, the reverse is the case. A number of interesting conclusions can be drawn from these two sets of data.

The first is that for the first 10 years of its life, while its performance was good, the fund in fact failed to outperform the MSCI World Index, or its equivalent. As we have seen, Templeton himself noted that his performance improved substantially when he left New York in the late 1960s in order to set up home at Lyford Cay in the Bahamas, then a British colony. The data confirms that this was indeed the case. The years between 1969 and 1992 produced better returns for the fund than before or afterward. See Table 3.8.

Table 3.8 Templeton Growth Fund, 1954 to 2003

Source: Nairn and Scott (1997).
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Secondly, it is evident from Figure 3.10 how badly the fund underperformed in the world market index in the second half of the 1980s. This, as we have seen, was the period during which Templeton reduced his significant holdings in Japanese stocks and increased his holdings in the United States, which he believed (and said publicly) was poised for a multiyear bull market. He was right, but his timing for this move proved to be way too early, as the Japanese market continued to rise strongly until it peaked at the end of 1989, several years after Templeton had reduced his holdings in Japan to a minimal level.

One consequence of this was that the Japanese stock market’s share by value of the world index remained at more than 40 percent throughout this period, making it virtually impossible for any professional investor without a large holding in Japanese equities to beat the index. The stocks that Templeton was buying in the United States were materially cheaper than their equivalents in the Japanese market, and indeed performed very strongly. Japanese shares continued to power ahead even faster, however, taking the Tokyo market to an all-time peak in 1989, an absurdly inflated level from which it has still, more than 20 years later, to recover. During the second half of the 1980s, the Japanese stock market was trading on a P/E ratio of more than 60, which was at least four times the equivalent rating for the U.S. stock market. At the worst point, the Templeton Growth Fund was lagging the world index by more than 100 percent over five years. Investors in the fund were, however, still receiving good portfolio returns. It was just that the world index, inflated by the Japanese bubble, was doing even better. When the bubble burst, Templeton’s investors had good reason to be grateful for their manager’s conservatism. At the time, though, many were not slow to complain.

To sum up, therefore, we can clearly see that the performance of the fund was indeed exceptional. The risk of losing money in either nominal or real terms for any investor prepared to hold the fund for five years was, in practice, nonexistent. More notable still was that it improved rather than deteriorated over time, and for many years, under Templeton’s personal stewardship, proved immune to the normal phenomenon in the fund world that popularity is inimical to continued good performance. Closer analysis shows that almost all its outperformance came during bear markets, when its losses were smaller than those of the market as a whole. This in turn reflected the fact that Templeton’s understanding of what constitutes risk in investment was deeper and more profound than that encapsulated in the analytical tools widely adopted in modern investment practice.

Notes

1. John Train, Money Masters of Our Time (New York: HarperCollins, 2000), 53.

2. Private conversation. March 2011.

3. Lewis J. Rolland, “Investment Background,” in Financial World, 1959.

4. It was not until the passing of the ERISA legislation in 1974 that U.S. pension funds and other types of professional investment institutions were permitted to invest in overseas stocks.

5. Shares in the fund could still be purchased by U.S. citizens from existing shareholders in the fund, provided the seller could produce a Certificate of American Ownership.

6. Templeton letter, December 12, 1961.

7. See, for example, William Proctor, The Templeton Prizes, 73.

8. Proctor, The Templeton Prizes, 73.

9. This period in Wall Street history has been well covered in books such as The Go-Go Years, by John Brookes, and The Money Game by George Goodman, writing under the pseudonym Adam Smith.

10. At Galbraith’s suggestion, the fund had been split in two in the 1980s, with 58 percent of the assets going into a new U.S. fund of the same name, and the remainder staying in the original Canadian entity.

11. This research was initially published as a Templeton Working Paper by A. G. Nairn and M. F. Scott (1997, updated 2003), “A Data Study of Historic Returns in World Stock Markets 1953–1997,” subsequently “1953–2003.”

12. Interview with Mark Holowesko, June 2003.

13. Most performance analyses use the MSCI World Index as a proxy for the performance of the world’s stock markets. Unfortunately, the MSCI index only dates back to 1988; for the proxies we have used for earlier years, and more technical details about the analysis. See Nairn and Scott, op.cit.

14. Those who can claim to have outperformed by an even greater margin over such a long period include Warren Buffett and George Soros, but their investment vehicles are not directly comparable, since both use financial or operational leverage to enhance returns, something that the Templeton Growth Fund, like most mutual funds, was prohibited from doing. Celebrated stock pickers, such as Peter Lynch of Fidelity, may have produced greater margins of outperformance in some of their funds, but managed money for much shorter periods.

15. It was not until the 1970s that investors were first able to acquire an index fund, enabling them to hold all the shares of a market index in a single tradable entity.

16. These figures measure the geometric rate of return from the fund and index, and consequently they are slightly lower than the average annual return figures (16.0 percent and 12.3 percent respectively) mentioned earlier.

17. These figures are calculated on a pre-tax basis. One of the genuine advantages of mutual funds is that tax on any capital gains that the fund makes is only payable when the fund is sold (redeemed).

18. In statistical jargon, the returns from the fund can be said to follow a log-normal, not a normal distribution.





Chapter 4

Philosophy in Action

The philosophy that Sir John Templeton developed and refined over the course of his long investment career was faithfully reflected in the way that he managed money—both his own and that of others, whether they were clients of his investment counsel firm or investors in his funds. The essence of that approach was: to act on logic rather than emotion; to rely on quantitative rather than subjective analysis; to think for himself and ignore what other investors were saying and doing; and to approach the business of investment in a systematic way that reflected his own deep understanding of how the financial markets actually work. His greatest advantage as a professional investor was that his investment philosophy was both thorough and consistent, and entirely attuned to his own knowledge, personality, and temperament. The qualities that any investor with an investment philosophy such as Templeton’s requires the ability to be patient, calm, dispassionate, bold—were all ones that he possessed to a marked degree. “Sir John,” says fund manager Ken Fisher, “had ice in his veins and really lived the idea: Don’t follow the herd.”

To help popularize his approach, throughout his life John Templeton sought to capture the essence of his approach in a series of maxims about the requirements for investment success. Phrases such as “The best time to invest is at the point of maximum pessimism” and “This time it’s different—the four most dangerous words in investment” have passed into common usage in the profession. In this chapter we use these maxims as a framework for discussing how his philosophy can be implemented in practice—recognizing at the outset that this is no easy task, and that there are important differences in their relevance to private and institutional investors, just as the way in which Templeton advised clients to invest was different in some ways than the way he managed a fund.

The version of the maxims we have chosen to use is the one that was published in World Monitor: The Christian Science Monitor Monthly in February 1993 under the title “16 Rules for Investment Success.” There are several other versions in existence, however, some with a different number of rules, or differences in wording. The version shown here can be usefully compared to the version published in the first full-length biography of John Templeton. These maxims are reproduced in the Appendix. Between them, these two lists capture all the most important elements of his investment philosophy. For the sake of convenience we refer to the first list as his rules, and the second as his maxims.

An Important Paradox

It is worth emphasizing at the outset, however, that there is an interesting, and rarely appreciated, paradox in the way that John Templeton approached the business of investment. The paradox is that while the process he adopted was austere in its rigor, and firmly quantitative in its application, his philosophy was rooted less in dry analytical analysis of what works in financial markets than in his understanding of human psychology and behavior. The latter, he believed, was the primary factor that underpins the behavior of security prices and created the bargains for which he spent his life looking. His insights into the human condition were not just central to his moral and religious beliefs, but help to explain why he was always so extraordinarily confident that his methods were the right ones and would, if properly applied, result in superior, lower risk investment performance.

Sir John’s religious and ethical beliefs cannot therefore be seen in isolation from his career as an investor. The reality is that he did not have two sets of fundamental principles—one for life and one for investment. One set of principles underpinned everything that he did. In an important speech, entitled “The Religious Foundation of Liberty and Enterprise,” which he gave at Buena Vista in 1993, shortly after he had sold his fund management business, he outlined what those principles were. Although the focus of this book is primarily on his investment philosophy, the speech is an important source for those seeking to understand the roots of his market philosophy.

The speech lists what he described as the main virtues and vices to which humankind is prone. From these he derived a number of timeless practical issues that are relevant to any investor in any period. The vice of envy, for example, which he defined as joy at the suffering or misfortune of others, is often reflected in society by penal tax rates and the expropriation of private property. One of the rules by which Templeton lived was to avoid investing in countries where governments either imposed high tax rates or failed to respect private property rights. The latter can be reflected in outright expropriation, or in less obvious ways, such as a failure to enforce copyright protection and intellectual property rights.

Similarly, because of greed, another widespread vice, “the modern form of capitalism,” Templeton noted, “is often too hedonistic and unethical, and too far removed from traditional virtues. This economic vice is a source of many crimes, public and private. It can also turn up in bad personal habits, like accumulating too much debt or going on buying sprees to improve self-image.” After a decade that saw the collapse through fraud of Enron and Global Crossing, and a full-blown banking crisis induced by banking behavior that was shamefully driven by financial self-interest, the relevance of this observation need hardly be doubted. The abuse of stock options, introduced originally in an effort to align the interests of shareholders and management, but which have since been gradually transformed into a mechanism by which senior managements could enrich themselves at shareholders’ expense with minimal risk, is another prime modern example.

After listing examples of pride and intolerance, Templeton also focused on the flaws in moral relativism, the notion that there are no absolute rights and wrongs, only degrees of wrongdoing. In his view economic utilitarianism, a doctrine to which many elected politicians are vulnerable, is “a version of moral relativism, because it pretends that profit and loss can substitute for right and wrong.” This view was behind Templeton’s unwillingness to invest in certain industries on moral grounds, including tobacco, alcohol, gambling, and pornography. When questioned about this policy in public, he tended to be circumspect, saying only that while he respected differences of opinion, he would follow what his conscience dictated. He did not ban his employees from smoking. But there was no doubt that he believed it was wrong of investors to encourage such human activity through buying the shares of companies that catered to those needs.1

Turning to what he called the economic virtues, one that stands out is his call for greater integrity in both business and governments, an idea he summarized as, “Pay your debts. Don’t cheat your neighbor. Don’t use false weights and measures. Keep your financial commitments.” Long before the current global sovereign debt crisis, he was urging the virtue of integrity on elected governments. “We have gotten used to the governments that run high deficits. Every day we hear about politicians that do not tell the truth about the state of the nation’s finances. Inflating the currency away through unsound political practices is a form of changing weights and measures.”

He went on: “Nothing can kill economic liberty like a widespread lack of personal integrity. Over time, people stop trusting others. When you cannot trust your neighbor, you cannot trade with him. Enterprise comes to a halt.” There has been no better example than the global credit crisis of what can happen when lenders and investment banks, for example, put short-term profit above their duty of care to their clients. It is for this reason that Templeton always favored countries such as Japan and Korea, in which business success is admired and society favors hard work and personal responsibility.

Financial markets, in turn, reflect the consequences of these shortcomings in personal behavior. Share prices, it is a simple matter to observe, are considerably more volatile than can be justified by changes in the economic fortunes of the companies that issue them. In an average year, the U.S. stock market historically has risen by around 10 percent per annum. Yet the average daily movement in the leading stock market indexes is around 0.8 percent. Given 240 trading days a year, that adds up to 192 percent a year of aggregate share price movements, or 19 times the average annual change in market values. The drivers of share prices in the short term, as is often said, are “fear and greed.” Those human faults, combined with institutional pressures, are ultimately what make the Templeton investment philosophy work. By driving share prices away from levels that are justified in economic terms, they create the opportunities from which dispassionate bargain hunting investors can profit.

Investing by the Rules

The 16 rules laid down by Templeton are models of clarity and simplicity, and indeed, in many respects, simply statements of common sense. An interesting question to keep in mind, as already noted in the previous chapter, is why they appear to be so difficult in practice for many investors to implement. The most obvious explanations appear to lie, first, in the shortcomings of human nature and, second, in the extraordinary capacity of the modern institutional investment industry to encourage behavior that is antithetical to longer-term investment success. John Templeton’s set of beliefs about investment rested on the presumption that it requires considerable courage, confidence, and commitment to avoid being dragged into following “the herd” or “the crowd.” Yet it is no exaggeration to say that all the pressures that now affect professional investment managers and advisers combine to push them toward just such an undesirable outcome.

Invest for Maximum Real Total Return (Rule 1)

In whatever form Sir John’s investment rules or maxims were published, Invest for Maximum Real Total Return was always the first and most important. It makes the simple point that the only true measure of an investment’s performance is how much each dollar (or pound) invested produces by way of a return after taking account of all relevant deductions. The three most important deductions most investors face are: (1) taxation; (2) the change in the purchasing power of the currency they have used to make the initial investment; and (3) the cost of implementing an investment strategy, such as trading costs, professional fees, or (in the case of managed funds) annual management charges.

A simple example can explain the force of this maxim. Imagine two investments, A and B. Investment A, which is held in a taxable account, pays an annual income equivalent to 6 percent of the purchase price and generates capital growth at the rate of 20 percent per annum. Investment B is held in a tax-free account, but only pays an annual income of 4 percent per annum and grows in capital value at only half the rate of Investment A (10 percent per annum). Inflation is running at a constant rate of 5 percent per annum, and both investments are held for a period of five years.

As Table 4.1 illustrates, it is clear that Investment B is in fact a better proposition than A, even though the headline rates of return from the latter are higher. Because of inflation, the other point to note is that the real (purchasing power) value of both investments is notably less than the headline figures at the end of the five-year period. After five years, inflation of 5 percent per annum has the effect of reducing the value of money by more than a third.

Table 4.1 Comparisons of Investments




	
	Investment A
	Investment B





	Assumptions
	
	



	Invested
	$10,000
	$10,000



	Income return (p.a)
	6%
	4%



	Capital growth (p.a)
	20%
	10%



	Tax rate on income
	25%
	0%



	Tax rate on capital
	40%
	0%



	Inflation (p.a)
	5%
	5%



	After Five Years
	
	



	Total income after tax
	$2,747
	$2,442



	Capital after tax
	$9,589
	$13,395



	IRR—excluding inflation
	17.8%
	21.4%



	IRR—after inflation
	12.2%
	15.7%



	“Real” value of investment after five years
	$15,348
	$18,331





NOTE: Income returns assumed to grow by 10% per annum.

The emphasis on total return is important. Total return comprises the returns from a rising share price, together with the dividends paid to the investor. Contrary to what many investors appear to think, given their fixation with short-term share price movements, historically the dividend flow has been the most important factor in generating long-term returns. A company pays increasing dividends in the long run only if it can increase its profits. The value of a business is defined by the future profit stream, part of which is returned in the form of dividends and part of which is retained to finance future growth.

The real after tax total return that an investor receives, therefore, depends simply on how much he or she must pay to participate in the future stream of profits, whatever they may turn out to be, and in whatever combination of dividend and capital appreciation they happen to materialize. Pay a low price relative to valuation and the results are likely to be above average. Pay too much and the total return will tend to be poor. Investors can pay too much for a range of reasons, but the obvious ones are: (1) overestimating the future rate of growth; and (2) correctly estimating the rate of future growth, but paying too much for it. It is worth emphasizing that the study of the relationship between earnings and share prices described in the next chapter, which we use to explain why the Templeton method works, takes account of both inflation and corporate taxes.

Invest: Don’t Trade or Speculate (Rule 2)

Templeton’s second rule, Invest: Don’t Trade or Speculate, epitomized his approach. There are two types of investors who trade and/or speculate. The first type are those who do so deliberately, or for professional reasons. Day traders would be one example, proprietary traders at large investment banks and hedge funds another. The second type are those who do not realize that speculating is in fact what they are doing. In other words, they are investors who focus on picking stocks that they think are going to go up in price without having a sound analytical reason for expecting that result.

Speculation has its place in the financial system as a source of liquidity and what economists like to call price discovery, but it is a hazardous and, in Templeton’s view, foolish way to go about making money in the longer term. If, as the earnings study shows, short-term movements in share prices are effectively random, it follows that if you are investing on the basis of short-term financial results, then by definition you must be speculating in the formal sense of the word.2 Templeton’s conviction, based on many years of experience, was that seeking to make money by predicting short-term price movements was unlikely to produce consistently good results. Speculation, in his view, was little better than gambling—pointless when there was a more scientific way to approach the business of investing, and foolish given that the evidence that it works is so thin.

Many investors, it is fair to say, believe the exact opposite. They assume, whether implicitly or explicitly, that far from being random, short-term movements in stock prices are predictable, and that they can exploit that predictability. Many investors think that the stock market exhibits what statisticians term “autocorrelation.” This means the fact that a stock that has risen in price is more likely than not to continue to move in the same upward direction. The same is true for stocks whose prices have declined; having started to fall, the presumption is that they are more likely to continue in that direction than move upward. A professional term for this phenomenon is investing in momentum.

Recent studies have shown that there is some evidence that momentum strategies do produce consistent returns over some time periods.3 A number of hedge funds have sought to exploit this fact, some employing highly sophisticated mathematical formulas to try and capture profit from this effect. It is fair to say, however, that the results have been far from convincing. Using momentum, buying recent winners and selling recent losers, is far from being a surefire way to make money. On the contrary, the costs of implementing such a strategy can be high, particularly for private investors. And while the strategy can be profitable for some time, it has the nasty habit of producing out of the blue sudden sharp losses that are capable of wiping out most, if not all, of the previous gains for investors.

Speculation is dangerous not just because the outcome is unpredictable, but because it does not rest on any logical fundamentals, and it ignores the most important fundamental of all, which is valuation. Any investor who has no concern for valuation is effectively subscribing to the “greater fool” theory, the idea that there will always be somebody more foolish to buy your expensive stocks at an even higher price at a later stage. This is pretty close to a definition of gambling. The banking crisis of 2007 and 2008 showed that this pattern of behavior can extend to supposedly professional stewards of money. Banks and insurance companies such as AIG fell over themselves to insure enormous amounts of risk in return for very small premiums, while booking those premiums as profits. When the credit bubble burst, it wiped out all the accumulated profits on the transactions and created huge losses on top of that as well. The Internet bubble of 1999 to 2000 was another classic example where investors became transfixed by the way stocks of Internet companies kept on rising, despite never having made a profit, or in most cases having any appreciable prospect of doing so.4

The information technology revolution has encouraged the trend toward increased trading and speculation. The turnover of stocks on the main trading exchanges of the world has risen sharply over the last two decades. Computer-generated trading systems now account for nearly three quarters of equity trading volume in the United States, according to an official U.K. government report.5 The number of instruments that can be traded, notably derivatives, has also grown exponentially. The average holding period of stocks on the New York Stock Exchange has fallen from eight years in the 1950s to less than six months today. Advances in information technology mean that almost every day produces a new device or medium that allows yet more information to be delivered in “real time.” The financial world, it seems, has set a course that militates against the kind of patient, long-term investment that John Templeton advocated and practiced.

Remain Flexible (Rule 3)

Over the years John Templeton was given many flattering titles by the media. One of these was Dean of Value Investing. However, this kind of accolade is misleading, to the extent that it implied he was following a rigid set of specific investment criteria. “Value investors,” in the traditional sense, insist on limiting their stock purchases to stocks that meet certain specified criteria, such as a minimum return on assets, a maximum price earnings ratio, or a minimum level of dividend yield.

Templeton’s approach could not have been more different. Within a sensible logical framework he was willing to consider any method that might help to identify what he preferred to call “bargains.” In his analysis of individual stocks, he recognized that there were various combinations of value and growth that could produce a company that was “cheap” on a five-year forward earnings view. It could be a slow growing dividend-paying company whose shares were simply too low, or it could be a fast-growing company whose shares did not yet fully reflect that rate of future growth. “Never adopt permanently any type of asset or any selection method” was one of his maxims. Market conditions also change, and investors need to “stay flexible, open-minded, and skeptical.”

This did not simply apply to equities. For him all asset classes were potential investments. What mattered was whether they were cheap by reference to their intrinsic value. He was never solely wedded to investing in one asset class only. The same flexibility applied to the methods he employed for identifying and evaluating individual companies. Any restriction or bias, in his view, was liable to reduce an investor’s potential returns.6 A good example of this flexibility came in the spring of 2000 when Templeton, one of the greatest stock pickers of all time, advised readers of a financial magazine to switch their focus from equities to Treasuries (U.S. government bonds). For his own account and that of his foundations, he personally invested more than $100 million in a leveraged bet on long-dated zero coupon U.S. Treasury stock, funded by cheap borrowing in yen. He reinforced this position by taking a very large short position on technology stocks, which had become massively overvalued during the Internet bubble. Both positions produced handsome rewards; shorting the technology stocks made a profit of $90 million and the Treasuries produced a gain of more than 80 percent over the subsequent three years.7

Anyone who came into contact with Sir John would immediately realize his openness to new ideas. Many professional investors react angrily to the suggestion that there is a better investment method than the one they have chosen to be their own. Sir John, in our direct experience, was the exact opposite. For him, investment was a never-ending search for more and better ways of investing. He was willing to consider any potential method of identifying investment opportunities, however hare-brained they might seem at first sight.

A former colleague of one of the authors recalls walking into Sir John’s office to find him looking up at the sky, using a comb to guide his line of sight. The colleague knew at once that this had to be another one of what the office openly nicknamed “Sir John’s crazy ideas.” Sure enough, lying on his desk was an open book about sunspots and their impact on stock markets. Most professional investors would be incredulous that sunspots could be taken seriously as a guide to the behavior of stock markets. Yet Templeton was doing just that. He was genuinely interested in whether a relationship between the incidence of sunspots and stock market movements could be shown to exist. If there was, that did not mean that he thought that there was necessarily a causal relationship between the two. It might be that the incidence of sunspots reflected some more subtle, indirect effect, for example through their impact on the weather in crop producing areas. That, in turn, could be an important piece of information when considering the price of agricultural equipment manufacturers.

The point is that he was willing to explore the subject without dismissing it out of hand. He was always asking his colleagues to search for explanations for apparently bizarre phenomena. For his colleagues, such intellectual humility and openness to new ideas was striking, given how experienced and successful he had become as an investor. He also had a voracious appetite for new ways of identifying potentially cheap stocks. Colleagues lost count of the number of new stock screening ideas that he dreamed up or encouraged. For example, he had a view that pharmaceutical companies spent too much on research and development. One screen his funds followed as a result was based on adding back half of their R&D expense to see what difference that might make to their valuation.

Similarly, while a five-year forecasting period was the one he instructed his analysts to use, for reasons, as we have seen, which turned out to be very sound, he was also interested in making even longer term forecasts and using that as the basis for picking a small number of additional stocks that failed to qualify under the standard analysis. These stocks he termed “Q” stocks. To qualify a company had to be able to show earnings quadrupling over a 10-year period, which is equivalent to growing at a compound rate of 15 percent per annum.

Such openness to new ideas is often regarded as anathema in professional investment firms, where process has a tendency to take over from principles in investment analysis.8 Rules, hurdle rates, and checklists tend to proliferate. The larger the investment company, the more restrictive and rule-bound the process tends to become. Templeton’s investment philosophy was that value was based on the ultimate earnings power of a company and manifested itself in the long-term after tax profits a company could generate. Any number of analytical techniques can help in this search. Dogged adherence to just one technique, or one set of ratios, is unlikely to produce the best investment results. Yet this is the direction in which process tends to drive most professional investment firms.

If investment analysis were easy, we would not need to rely on emotional human beings. Instead we could simply build models to make decisions and then be ruled by a predetermined investment process. A number of so-called quant firms have been set up to do just that in recent years. They employ sophisticated computerized algorithms to make trading decisions. The difficulty is that the world does not repeat itself exactly and hence such trading strategies are vulnerable to sudden, unexpected blow-ups when the world ceases to behave in the way that it did. The collapse of Long-Term Capital Management in 1998 provides a notable example. The firm counted two Nobel Prize winners in economics and several stars from Wall Street among its employees. Its investment strategy was designed to exploit small pricing anomalies identified by sophisticated computer models; yet the historical relationships from which those anomalies derived collapsed overnight during a market panic triggered by the threat of an unforeseen event, a debt crisis in Russia. The problems that afflicted many quant funds in 2007, when the banking crisis started to unfold, provide another example.

Buy Low (Rule 4)

This is the exact opposite of momentum investing. Momentum investing invites investors to buy high and sell higher; buy the most popular stocks that everyone else is buying and stay for the ride. In contrast, Sir John’s most famous saying was that the best time to buy is at the point of “maximum pessimism.” This does not mean simply to buy anything where the share price is falling. What he was saying was that security prices are discounting mechanisms and if you can ascertain the value, then you should buy when the share price is out of line. By definition this was most likely to happen when sentiment was unduly negative, and that would therefore prove to be the point at which the best results could be obtained.

To illustrate this point, Templeton often liked to compare the investment industry with other professions. His reasoning went like this: “If 10 civil engineers tell you to build a bridge a particular way, then that is how you should build the bridge. If 10 doctors provide the same diagnosis then you should follow their recommended treatment. However, if 10 investment advisers tell you that a particular stock is cheap, then the last thing you should do is invest in it.” He did not mean to imply that any of the 10 investment advisers were lacking in intelligence or their dedication or ethics. It was simply an illustration that the market is a discounting tool, and if everyone thinks something has good prospects, then in all likelihood the share price will already have reacted and will no longer be cheap. “It is impossible to produce a superior performance,” runs the third of his maxims, “unless you do something different from the majority.”

Out of this comes the idea of contrarian investing or being different from the crowd. In our experience the concept of contrarian investing, as John Templeton understood it, is frequently misunderstood. For some it is taken as implying that investment should be conducted by figuring out what everyone else is doing and then doing the opposite. All sorts of tools, from sentiment surveys to monitoring investment flows, are available for those who are looking for information of this sort. Such indicators have their place. The main difficulty with adopting this approach is that it pays no attention to valuations. There are many occasions when the consensus will be right, not wrong. It is only when sentiment is adverse and valuations are low that being contrarian will pay off as handsomely as Templeton suggests.

The more logical process, in Templeton’s view, is to start with valuation and then move to portfolio construction. To the extent that the cheapest stocks are out of favor, then the portfolio this produces will look very different from whatever is “in vogue” with investment markets. It can therefore be safely described as “contrarian.” The key point, however, is that this is the outcome of a process driven by valuations, rather than contrarianism being itself the process. Since the search is for the companies with the greatest difference between their long-term value and their current share price, it is logical to expect portfolios to have a contrarian look and feel. However, the buy low rule does not mean buying shares just because they are low. Many shares fall for good reasons.

Search for Quality among Bargain Stocks (Rule 5)

Central to John Templeton’s investment philosophy was that when investing in companies, the sustainability of earnings was of critical importance. Since you were buying a long-term stream of earnings, the solvency and sustainability of those earnings are essential prerequisites. For example, it was unwise, in his view, to invest in businesses where the balance sheet was so weak that it was open to question whether the company would survive. Given the choice, his reasoning went, a “quality” stock should always outrank lesser companies as a potential investment. (As we have already noted, this was advice that he himself had deliberately ignored at an early stage of his career, with his speculative but ultimately successful foray into the stock market at the outbreak of World War II.)

What makes a quality company? Some of the characteristics he looked for were: a strong management team with a proven track record; evidence of technological leadership; an industry with continued growth potential; a respected and valuable brand; and low-cost production. In essence, he was looking for companies that enjoyed a sustainable competitive advantage within a supportive environment. While an investor is unlikely to find all these characteristics in one company, there should be at least a number of identifiable sources of competitive superiority, just as you look for three or four stars in a restaurant.

The problem with buying quality stocks is that their quality characteristics tend to be obvious to all investors. As such their superior qualities are already likely to be reflected in their share price. It follows that the most likely time investors have an opportunity to buy quality stocks at bargain prices is when the whole stock market has become infected by fear and share prices are falling in an indiscriminate manner. For most of the rest of the time, when deciding whether to buy a quality stock, the investor is faced with deciding whether the price at which it is available is sufficiently attractive to justify paying for the quality on offer. It is a trade-off between risk and reward.

Quality stocks generally carry much less risk in terms of their future profit profile and hence their valuations are not subject to so much uncertainty. So long as the valuation is reasonable, they are then the preferred investment. Stocks where there is greater doubt over future earnings are higher risk and would count as bargains only if the potential reward is commensurate with the risk being taken and can be included in a diversified portfolio. Quality stocks are not without risk to shareholders even if they have a predictable profits stream; pay too much for them and investors are still at risk of losing money.

Buy Value, Not Market Trends (Rule 6)

Another key component in Templeton’s investment approach is that a stock market is simply the aggregation of the underlying companies. It is not an entity in its own right. Furthermore, he argued, “the market and the economy do not always march in lock step. Bear markets do not always coincide with recessions.” His conclusion, therefore, is, “buy individual stocks, not the market trend or economic outlook.” Any investor with more than a few years’ experience will have learned the wisdom of this observation. The well-known saying that “bull markets have to climb a wall of worry” is just one example of how share prices often seem to be moving in the opposite direction to that which the news seems to justify. Witness also the often bitter complaints from company executives that their share price is failing to reflect their most recent results. Templeton from an early stage was also dismissive of economists’ ability to make useful forecasts, something that he used to justify his non-forecasting method of asset allocation for clients of his firm.

In all these cases the underlying explanation is the same. When you invest in a company, you are buying a potential long-term stream of earnings. Few if any companies, though, have earnings that grow in a straight line. Revenues, margins, and profits vary with the economic cycle, irrespective of their underlying or long-term rate of growth. Simply extrapolating recent results may as a consequence often make a company look incorrectly expensive or cheap. A recent discussion with the company Applied Materials provides a good example of this phenomenon.

Applied Materials is a company that would satisfy almost all of John Templeton’s quality criteria. It supplies manufacturing equipment for producers of advanced semiconductors, flat panel displays and solar photovoltaic products. It has a rock solid balance sheet, strong management, technological leadership, and a product portfolio in industry segments that are experiencing steady growth. But its earnings are also cyclical because its customers delay or defer orders when semiconductor demand falls.

The company’s profit margins fall when demand falls, and rise when demand recovers, but given the rapid nature of change in the IT business, these delays tend to be short-lived. As a result, over very short periods, for example nine months, since orders are already in production, it is relatively easy to predict future earnings. Given the company’s competitive advantages, the same goes for the long term. However, for periods between nine months and five years, earnings are virtually impossible to predict, given the volatility of orders arising from customers’ delayed or deferred decisions. Simply extrapolating recent results is therefore almost certain to produce the wrong result.

For the modern investor the difficulty of identifying long-term value in stocks is compounded by the widespread availability of information that appears relevant, but in practice distracts from the main objective. Surprisingly little of the information that proliferates across Bloomberg screens and Internet sites relates to whether a stock is cheap or not. Wonderful products, increasing market share, telegenic and charismatic CEOs, new and exciting markets—all these are interesting pieces of information, but most of them are tangential to the central issue of whether a stock qualifies as a bargain. Even the most experienced professional investors struggle to say whether a stock is cheap. What you hear, as often as not, is not a statement about absolute or intrinsic value. It is a statement about relative value.

Think for a moment about the following commonly heard statements: “The company is going to come in ahead of earnings expectations and therefore it is cheap”; “The company trades at a meaningful discount to others in its sector and therefore it is cheap”; “The company is trading at a discount to historic valuations and therefore it is cheap”; “If you value the other divisions of this company like their competitors, then you get this division for free and therefore it is cheap”; “The company has major growth opportunities in the most exciting growth areas in the world and therefore it is cheap”; “The company has the best, most visionary CEO in the business, the man who almost single-handedly built the industry, and therefore it is cheap”; “The company has the leading brands in all its sectors and therefore it is cheap”; “The company was the first into this technology and has clear intellectual leadership and therefore it is cheap.” Every one of these statements contains a comment that may or may not be true, followed by the same non sequitur.

The simplest explanation for the myopia of investors lies in the complex matrix of intelligence and emotion that shapes human behavior. Detachment is difficult and the power of conventional wisdom makes it difficult to deviate from it for any sustained length of time. John Maynard Keynes famously said of professional investment: “Worldly wisdom teaches that it is better for reputations to fail conventionally than succeed unconventionally.” In addition there is the phenomenon known as business risk to consider. For many professional investors, fear of being fired is a dominant concern in determining how they behave. Experience shows that investment managers are more likely to be fired if they deviate significantly from what other professional investors are doing. In the interests of self-preservation, the path of least resistance is to continue behaving like the majority of other investors.

It is the source of such common refrains as these: “It does not matter if I am right, by the time it comes true I will have no clients,” or “My competitors all own these stocks and if I do not I will be left behind; I have, however, taken a prudent position of being underweight,” and one of our personal favorites: “These stocks may look expensive, but they always trade at these valuations.” In essence they are all saying the same thing. It is: “Although I know these stocks are expensive and hence will ultimately lose money, it suits me to do something that will hurt clients because in the short run it will be better for me.”

It is certainly the case that the pressure on underperforming fund managers can be intense. However, fund managers are very well paid and enjoy a career that is virtually free of physical danger. It is human nature not to take heed of Templeton’s view that investing other people’s money is a “sacred trust.” A professional investor who believes that a stock is expensive should not own that stock, period. All other justifications are self-serving. This does not mean that investors who follow Templeton’s investment principles will not end up owning stocks that turn out to be expensive, rather than bargains.

As we have seen, Templeton himself thought that anyone who gets six out of ten investment decisions right was well on the way to beating the market. In analyzing future earnings, mistakes are inevitable, however good the analyst. Forecasting the future is difficult and you cannot get anything correct without accepting that you will also get some things wrong. Knowingly buying an expensive security in order to protect a personal career stands in quite a different light to making an honest mistake in analysis. Professional investing, to reiterate Templeton’s view, is ultimately a matter of personal morality and integrity.

Diversify Your Holdings (Rule 7)

John Templeton had distinctive views on the importance of diversification. To any potential investor, he extolled the benefits of spreading portfolios across a range of different types of investments. The obvious common sense reasons include the risk of unexpected external events and the fact that different types of investments react differently to changes in the economic and political environments. Investing across a number of different countries is clearly a defense against something bad happening in any one of those countries, and similarly for individual stocks. He had no specific rules about how many stocks were needed to achieve the necessary amount of diversification. We have seen how the Templeton Growth Fund’s portfolio was much less diversified in its early days than later, when it had become so much bigger in size. However, for him, the greatest risk against which diversification guarded was that the analysis preceding an investment might simply be wrong. In his words: “The only investors who shouldn’t diversify are those who are right 100 percent of the time.” In practice, no such paragons exist. By the same token, the less confident an investor is in his or her methods, the more diversification is justified. There could never be a justification, however, in his view, in buying overvalued stocks purely because they had different characteristics, or were components in an index. That kind of diversification—diversification for its own sake, or index-hugging—made no sense to him.

Do Your Homework (Rule 8)

Sadly, investment is hard work. It is not based on “gut feel” or “intuition.” John Templeton subscribed to the golfer Gary Player’s maxim, “the harder you work the luckier you get.” One of his own maxims was, “achieving a good record takes much study and work, and is a lot harder than most people think.” In investing in a company you are buying a future profits stream or the assets to produce one. There are no shortcuts to obtaining this information. Company analysis is relatively straightforward in a technical sense. Almost anyone can learn to read a set of financial statements and interpret what is contained within them. It is much harder to try to figure out how an industry may evolve in the future and how a particular company will adapt to that changing environment. However, when you invest in an equity, that is what you need to do. That takes long and serious study.

John Templeton set his own standards exceptionally high in this regard. For most of his life, he worked 12 hours a day for at least six days a week. All his employees knew that he would pack as much as possible into every working day. Jim Wood, who helped set up an investment counseling business for the Franklin Templeton group following the sale of Templeton’s fund business in 1992, recalls how serious, short, and intense meetings with the head of the organization invariably were. Templeton’s diary was always filled with meetings, each one scheduled to the nearest minute. In his days as a fund manager he invariably carried a set of research reports in his briefcase to fill in any time caused by delays while traveling. It was known that he kept a pair of pajamas behind the sofa in his office, just in case work kept him late there, as it often did.

Well into his eighties, despite his many other commitments, he continued to review and challenge the work of his research team, noticing much and missing little. “Because he always worked so hard himself, it made you feel that you would somehow be letting him down if you did not do so, too,” Wood recalls. His focus on research stands in contrast to the way that some other investment firms are managed. Far from employees being desperate to be analysts, in many firms the analyst position is typically viewed as an entry level position, with limited status. It is a role which, if you are to advance a career, you will soon want to leave behind for others. Few CEOs of the largest investment firms have recent experience of analyzing a stock, and some have never even attempted it. Yet for Templeton, to be doing analysis was the highest calling—and as such something that called for long hours and a relentless search for new and better information.

The reason why hard work matters so much in investment is that the task is essentially unlimited. There will always be more companies to analyze, more details to assimilate, and more news and fundamental changes to a company’s operating environment to understand. The investor does not have enough time in the day to do it all. At the same time, waiting for perfect information before making a buy or sell decision risks being left behind, as by then the market is more than likely to have incorporated the thrust of the analysis into the price of the shares. The role of the analyst is to put together enough pieces to perceive the overall picture and then to judge how much impact the missing pieces could have. It is a question of balancing risk and reward. If the picture is very clear and unlikely to change much, then the risk is low and a slightly higher price can be paid. If the picture is still hazy and the range of outcome is wide, then this is a higher risk proposition where investment may be inappropriate.

Aggressively Monitor Your Investments (Rule 9)

If investing is about a long-term approach does this mean that we buy and hold and then leave our investment in a dark room to grow? As Sir John frequently noted, the world is constantly changing. As a result, it is vital to monitor investments closely once they have been made. His view early in his career was simply that investments should be sold when they become “expensive.” His typical holding period, as we have seen, was four to five years. He recognized that it takes time for the value in a cheap stock to be reflected in a rising share price. He rarely caught cheap stocks exactly at the bottom of their pricing cycle. Quite often a company’s shares might fall 25 to 30 percent after he first acquired a holding. That did not bother him: If his analysis was right, the performance would follow eventually. If the analysis turned out to be wrong, however, the stock should be sold. Some investors proudly declare that they never sell investments in good companies.

This was not Templeton’s opinion. Just as any company could become cheap, so any company could become expensive and therefore cease to be a sensible investment. Later in his career, Templeton evolved a rule that a stock should typically be sold if another stock could be found that was at least 50 percent cheaper on fundamental grounds. The important thing was to keep the portfolio under regular review and be prepared to take decisive action when market conditions created new opportunities. The same discipline needed to be applied to selling as to buying. The reason was, he liked to say, “when sentiment changes, it changes very suddenly, and if you are not invested, you will miss out on a large proportion of the returns.”9

Although the focus on finding bargains remains constant, having a long-term investment horizon also requires the investor to watch out for broader changes in the world. The technology sector provides the most obvious examples of rapid evolution. In the 1970s there was much talk about centralized computing, with huge mainframes being used to distribute computing power to dumb terminals. By the 1990s all the companies whose share prices had soared on this expectation were dropping like stones, as the rise of the personal computer now had the opposite effect of decentralizing computing power. Today the centralized model has again gained traction, with cloud computing becoming a hot area for investors.

Big changes have also been taking place in the global balance of power. In less than 40 years, for example, the United States has moved from being the world’s largest creditor nation to becoming its largest debtor. The biggest incremental purchasers of luxury goods are now in the East rather than the West. Commodities have gone from being scarce to being abundant and are now scarce once more. Such changes are not themes that the investor should be trading, but they will inevitably have a bearing on the earnings potential of individual companies, and as such they need to be monitored.

Don’t Panic (Rule 10)

The corollary to selling stocks when they are expensive is to buy them when they are cheap (Rule 4). In John Templeton’s words, “the time to sell is before a crash, not afterwards.” If you have been caught by a sharp market decline, then if there were good reasons to have held the stocks before the crash, there should be even better ones afterward. That means, he continues, “the only reason to sell them now is to buy other, more attractive stocks. If you can’t find more attractive stocks, hold on to what you have.” This rule is a perfect example of Templeton’s simple but remorseless logic. One of his favorite techniques was to determine a price at which he would be willing to buy a range of stocks and leave those orders with a broker to execute should the prices of those stocks fall to the level at which he regarded them as cheap on a five-year view. That way he could be sure that his decisions would not be influenced by an emotional response to sudden sharp movements in the market, and he would be buying when others were gripped by panic.

While it may appear trite to say that the time to sell stocks is before a crash, doing so is psychologically difficult. The time to sell a stock is when it is expensive. The problem is that there is a reasonable chance that it will become more expensive. Indeed, this is the whole principle of momentum investing. The Templeton investor has to be prepared to watch a stock that has been sold continue to go up, often for some considerable time, and possibly alongside another recently purchased stock that is going down. One of Templeton’s most frequent experiences was to see his bargains become cheaper after he had first bought them. Since his methodology was rooted in valuation, rather than sentiment, he rarely caught the precise lows of any stock he bought, and frequently sold, too soon. By the same token he often sold out of positions on the grounds that they were overvalued long before the market itself corrected to a more sensible level. His decision to sell out of the Japanese market in the early 1980s, at least 10 years before the Japanese market finally peaked, was by no means the only example of this phenomenon.

The payoff to this rigorous valuation discipline comes, however, when markets experience one of their periodic blowoffs. It is no accident, as we have seen, that the key to Templeton’s long-term outperformance of the market was his superior performance during bear markets. Not only is a portfolio of “cheap stocks” almost bound to fare better than one built around momentum in such periods, but the discipline of selling when stocks become expensive results in the investor having cash to invest when prices in an overvalued market fall sharply and indiscriminately, creating new opportunities. Sir John’s investment discipline in this respect was critical in helping to create his track record. It was a lesson that, as we have seen, he regularly imparted to his clients as an investment counselor and one that time and again he put into practice during his career as a fund manager.

As a fund manager, there were several occasions on which he moved a significant proportion of his portfolio into cash and bonds because stock values had risen too far and he was no longer able to find sufficient bargains. To be in that position requires not just analytical skills, to know when a market has become expensive, but great strength of character to ensure that the discipline is not abandoned when the market does subsequently fall sharply. The same thinking lay behind the use of the Yale formula in his days as an investment counselor. Buying when others are despondently selling and selling when others are greedily buying, to quote one of his favorite maxims, “requires the greatest fortitude, even while offering the greatest reward.”

One of the central exhibits in any Templeton investor’s armory is the evidence of how the stock market reacts to traumatic events, such as the 1929 and 1987 market crashes, or external shocks such as the 9/11 terrorist attacks on New York and Washington (see Table 4.2). What is striking from this analysis is how an immediate panicky reaction to the event is often taken to unwarranted extremes as investors race for cover. The market often recovers well within a number of weeks, typically regaining a good deal of the previous loss. As selling in crisis periods can be indiscriminate, stocks often get beaten down across the board. For a disciplined investor, with rigorous valuation criteria, this creates the opportunity for profitable participation in the subsequent recovery.

Table 4.2 Crisis Events and the Dow Jones Industrial Average

Source: Ned Davis Research. Reprinted with permission.
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Learn from Your Mistakes (Rule 11)

Investment analysis is an evolutionary process because the world itself is constantly evolving and it takes time to gain the necessary experience and historical perspective to learn how to assess absolute value in stocks and how the corporate environment is likely to impact the future earnings potential of companies. Anyone who worked for Templeton was aware of his constant search for new insights into the way the world was evolving. Nothing was more important, in his view, than to study and to understand why reality so often turns out to be different from what faulty analysis expects. Hindsight is a wonderful teacher, but in many investment organizations the need to learn lessons is frequently lost in a hunt for scapegoats to blame when things go wrong. This was not Templeton’s way. He was his own taskmaster. While working for the company in the 1990s, for example, one of the authors observed firsthand how much effort Templeton put into trying to work out whether he was wrong to have dumped his Japanese stocks as early as he did, a decision which, as we have seen, led to one of his longest periods of relative underperformance. This was only one of many examples of how Templeton sought to learn from his own mistakes. It is also another way of saying that having the right investment philosophy is not itself sufficient to guarantee success, as many “how to” investment books effortlessly imply. Implementation is the key, and while setting out to buy low and sell high is simple, it is not easy to do.10

Begin with a Prayer (Rule 12)

Sir John used to start meetings with a prayer. Even for those who are not of a religious disposition, there was nothing to object to in the words he spoke. All that he asked for was to be able to work to the best of his ability to help his clients. “We don’t pray that a particular stock we bought yesterday will go up in price today, because that just doesn’t work,” he told his biographer William Proctor. “But we do pray that the decisions we make today will be wise decisions and that our talks about different stocks will be wise talks.”11 If nothing else, opening with a prayer helped him to create an atmosphere that was conducive to the kind of calm and deliberate analysis that he held to be essential to good investment decision-making. Many of his colleagues recall finding themselves motivated to work harder for fear of failing to live up to their employer’s own, much higher personal standards.

Outperforming the Market is Difficult (Rule 13)

Although his own track record as an adviser and fund manager was proof that it could be done, by the time of the sale of his fund management business to Franklin, John Templeton was well aware of the difficulties both individual investors and fund managers face in seeking to outperform the market on a sustained basis. As an investment counselor in the 1950s, it was natural—and indeed orthodox—to claim that his firm’s use of the Yale method, allied to successful stock picking, was capable of producing better than average results for his clients. The marketing materials of the Templeton Growth Fund from the 1970s onward made extensive use of his track record to promote sales of his fund. It was not until this period that the first academic studies of mutual fund performance began to expose how hard in practice it had become for professional fund managers and advisers to outperform broad market indexes over anything but relatively short periods.

This discovery led in turn to the launch of the first index funds and the appearance of a new industry of consultants and other intermediaries whose sole job was to analyze and rank professional investment performance, not just in absolute but also relative terms. In the 30 years between 1960 and 1990, the stock market moved from being a market dominated by individual investors to one dominated by large investment institutions, such as pension funds, insurance companies, and mutual funds. The abolition of expensive fixed commissions, in 1973 in the United States and 1986 in the United Kingdom, coupled with rapid improvements in information technology, globalization, and the arrival of derivatives, was meanwhile prompting a quite remarkable increase in both the volume of trading and the degree of competition in international securities markets.

When Templeton first outlined his investment maxims, in the early 1980s, there was little mention of the difficulty of beating the market. By the 1990s, however, it was no longer possible to dispute the fact, which had become extensively chronicled in academic and professional research. To admit as much was therefore doing no more than accepting a basic fact of life that now confronts all investors, both professional and private. Toward the end of his life, John Templeton himself said that he doubted whether he would now be able to produce the results he did in his heyday as a fund manager, given the greater degree of competition across the industry and the increasing pressures faced by fund managers to produce short-term results and conform to consensus thinking. As a businessman, while he remained confident that his investment philosophy remained as valid as ever, he was very conscious that the investing environment had also changed, making it harder for professionally managed funds to outperform the market as dramatically over the long run as he had been able to do. While he was clear that index funds could never produce as good results as the best active investors, he was equally careful not to say that they did not have their uses.

In an interesting memo to his colleague Mark Holowesko, written in 1993, soon after the sale of his business to the Franklin group, he underlined some of the implications that the new environment had for a fund management business. He argued that it made sense for the firm to offer a range of funds that each had different allocations to equities. Why? “Firstly, it enables the dealers to offer to the public at all times some kind of fund which fits the wishes of the public. Secondly, it multiplies the chances that one or two or more of the Templeton funds will be at the top of the performance table at different times and thereby attract vast free favorable publicity.” A similar argument applied to the question of whether funds or portfolios should be split between different managers. Templeton’s clear view was that there should always be one lead manager for every fund, as this would increase the diversity of the firm’s offering and “thereby multiply the chances that one or two or more of the Templeton funds can be at the top of the performance list in all varieties of market conditions and fashions.” For all his high principles, he was nothing if not pragmatic as well.

Success is a Process of Continually Seeking Answers to New Questions (Rule 14)

There is not much to add to Sir John’s comments on this: “An investor who has all the answers doesn’t even understand all the questions. A cocksure approach to investing will lead, probably sooner rather than later, to disappointment, if not outright disaster. Even if we can identify an unchanging handful of principles, we cannot apply these rules to an unchanging universe of investments, or an unchanging economic or political environment. Everything is in a constant state of change, and the wise investor recognizes that success is a process of continually seeking answers to new questions.” As we have seen, this is an axiom that he himself continued to observe right up to the end of his life. The conditions that prevailed in the first decade of the twentieth century were very different than those of the 1940s or 1950s. New industries, such as computing, inevitably required new methods of analysis. At the same time, styles of investment also come and go. There are periods when large stocks do better than small stocks, and vice versa. The same goes for value and growth. It was central to Templeton’s view of the world that the investor had to adapt accordingly. The relevant maxim here is: “If a particular industry or type of security becomes popular with investors, that popularity will always prove temporary and once lost, won’t return for many years.” It is the nature of the investment business that it has a constant need for new ideas or instruments that it can market, and investors need to be vigilant in order not to fall into the easy trap of following fads.

There is No Free Lunch (Rule 15)

This has become a common saying in financial markets, and is a principle that underpins a good deal of modern regulation of financial markets. Investors rarely get something for nothing, even if they are unsure or unaware of what the cost is at the time. The saying is allied to the notion, well documented in research, that in general there is an inverse correlation between risk and return. The higher the risk of an investment, the greater the return that investors will require by way of compensation for owning it. A central tenet of modern portfolio theory is that diversification is one of the few free lunches in investment, as a portfolio of negatively correlated investments will reduce the volatility of the portfolio without necessarily reducing the return. Templeton’s comment on this was laconic: “Everyone should read about modern portfolio theory, but honestly they are not going to make much money with it. I’ve never seen anybody that came up with a really superior long term record using only modern portfolio management.”12 His point here was not that diversification was wrong, but that the notion that building portfolios on the basis of unreliable and irrelevant statistical inputs, such as historical volatility, was doomed to failure. He was always at pains to impress on his colleagues the need to avoid allowing their implicit or explicit biases to influence how they invested. In his view, there were no shortcuts. Proximity to a company, analyst recommendations, tips from friends, use of its products; all these are terrible reasons to buy a share. Investments should only be made, in his view, after extensive due diligence.

Be Positive (Rule 16)

Virtually every speech ever made by John Templeton focused on the positives of life, and he wrote a series of books encouraging others to share this philosophy in the way they organized their lives. His speeches would document the great advances in literacy, modern medicine, living standards, and mortality rates that had been achieved in his lifetime. He had great faith in the ability of mankind to triumph over adversity, but worried about how many people seemed prone to negativity. When a friend of his launched a new newspaper to counter the media’s obsession with bad news, it lasted less than three months, an outcome that he regarded as a sad reflection on human priorities. This carried over directly into his approach to investment. He had huge faith in the power of human ingenuity, if protected by the law of property rights. He believed economic progress had been accelerating since the Industrial Revolution and that it was a paradox of the human psyche that we could simultaneously remain gloomy about prospects while simultaneously enjoying the benefits and fruits of that progress.

Any investor who reads the rules, or the maxims, that John Templeton laid down is bound to be struck by their simplicity. They are not difficult to understand. He himself referred to investment as being, for the most part, common sense. In the first chapter, we noted how his colleagues invariably allude to the way that he was able to make complex issues seem so straightforward. The fact that so many of his maxims remain relevant despite first being coined more than half a century ago is a testament to the power and timelessness of his insights. Yet there is no evidence that we can see that they are any more widely observed today than they were in his time. The increasingly short-term focus of modern professional investment stands in diametric opposition to the principles and approach that John Templeton both preached and practiced. Modern portfolio theory has failed, on the whole, just as he predicted, to produce consistently superior results. The explosion of information made possible by the Internet and instant global communications has empowered, but not yet enriched, private investors. The opportunities to profit from a Templeton approach to the markets are therefore just as great today as they were in the past, but the task of putting them into practice is no easier.

Notes

1. Templeton of course paid for part of his education by gambling at the poker table, but this was out of necessity rather than rational choice. He gave up the game after university and appears never to have played it again.

2. Unless, that is, you have some source of superior information. This may legitimately be the case for some professional investors, such as market makers. Trading on insider information is of course illegal.

3. See, for example, the analysis published by three London Business School professors, Dimson, Marsh, and Staunton in their Global Investment Returns Yearbook (2009 and 2010 editions), or the published work of Professor Andrew Lo of MIT’s Sloan School of Management.

4. The phenomenon of bubbles is examined at length in a previous book by one of the authors, Engines That Move Markets by Alasdair Nairn (New York: John Wiley & Sons, 2002).

5. The Future of Computer Trading in Financial Markets, Government Office for Science, 2011.

6. In his later fund management career, Templeton imposed a restriction against his funds investing in so-called “sin industries,” such as tobacco, gambling, and alcohol. He did not dispute that this was potentially damaging to the fund’s returns.

7. There is an excellent account of these two trades in Investing The Templeton Way, by Lauren Templeton and Scott Phillips (New York: McGraw-Hill, 2008), Chapters 6 (technology stocks) and 9 (bonds).

8. This is not necessarily their fault. Consultants and other intermediaries who advise institutions on their allocation of investment funds devote an inordinate amount of time and effort to testing a professional investment firm’s process.

9. Investing the Templeton Way, 57.

10. Simple, Not Easy (London: Doddington Publishing, 2007) is the title of an excellent book by the fund manager Richard Oldfield, which describes amusingly how the business of professional investment rarely achieves in practice what it claims to be able to do.

11. Proctor, The Templeton Touch, 95.

12. Norman Berryessa and Eric Kirzner, The Templeton Way, 52.





Chapter 5

Why the Templeton Method Works

John Templeton was always at pains to emphasize that no one single metric would enable investors to pick winning stocks. His team of analysts, he once told two biographers researching a book on his methods, looked at more than 100 different yardsticks of value when his team was “hunting for bargains” around the world. Earnings, balance sheets, and cash flow were all among the many indicators that his analysts studied. “We think it would be a mistake to adopt any one method,” he went on. “We want our analysts to adopt whatever approaches are appropriate to a particular situation. I cannot be really specific about this. Besides, any method that is particularly successful only works if we keep it to ourselves. So we wouldn’t tell people about methods that worked particularly well.”1

At the same time, he was adamant that the successful investor should not be tied to one single approach. “The key to long-term success is to keep an open mind,” he told the same authors. “And by that I mean the willingness to adapt any approach, any technique suitable for the investment. And to explore any type of investment in any place in the world.”2

This was not just a matter of words. He himself gave money from time to time to a number of professional investment managers who followed a range of quite different approaches than his own, merely to test how well they might do. To take just one example, in the 1990s he gave £10 million of his own money, in two tranches, to Jayesh Manek, an Asian pharmacist in England who had won a stock picking competition in a national newspaper. The money enabled the latter to start a fund, which continues today. Templeton admired his enterprise and wanted to see if he did in fact have genuine stock picking skill. His argument that the most relevant yardsticks of value would vary from one kind of stock, or investment, to another was one that he was diligent in enforcing on those who worked for him.

Yet there was one central idea behind his concept of bargain hunting to which he continually returned, and which lies at the very heart of his investment methodology. The yardstick of value for stocks on which he placed most reliance was earnings—and critically, not just a company’s historic earnings, which are known, but their future earnings, which by definition are not. The critical task for any analyst setting out to pick stocks, he believed, is to attempt to forecast future earnings more than one year ahead and then to determine whether stocks are cheap in reference to their intrinsic value based on those future earnings estimates.

The focus on future earnings, it is worth recalling, was already a central part of the methodology that he put forward in memos to his investment advisory clients as early as the 1940s. It was the same idea that he pitched to Dr. Mark Mobius when persuading him to launch an emerging markets fund in the 1980s. Over time, he came to refine this approach more precisely to the point where, by the time one of the current authors was working directly for him in the 1990s, as Director of Global Equity Research, the focus of the analytical effort had zeroed in specifically on five year forward earnings forecasts as being the most important input in the stock picking process. It remains to this day the central metric around which Templeton disciples continue to craft their regular analytical work.

Clearly forecasting earnings five years ahead is, however, a complex and demanding task. Most broker forecasts of earnings even one year ahead, for example, have been shown to have significant biases. They are so prone to systematic error that they are an unreliable basis on which to make stock picking decisions.3 This is one reason why, although Templeton used broker research for background information and ideas, he insisted on using his own trained in-house analysts to carry out this important and challenging research. Although it was impossible to achieve anything like 100 percent accuracy in forecasting earnings, they would at least be attempting to look at what he was confident was the right variable over the right time horizon.

Before looking at how this can in fact be done, it is worth returning to an important fundamental question, which is: Why was Templeton so sure that five-year forward earnings forecasts should be at the heart of his stock picking methods?4 Why five years rather than some other period? Why earnings rather than some other commonly used metric, such as cash flow or balance sheet analysis? In the next section we attempt to address this fundamental issue, which remains largely unanswered in other books or studies of Templeton’s methods.

To do so, we draw on the findings of the detailed research that one of the current authors has been undertaking, in ever greater depth, since he first worked for the Templeton organization more than 15 years ago. As Director of Global Equity Research at Templeton Investment Management in the mid-1990s, he took it upon himself to start testing empirically some of the many investment ideas and hypotheses that John Templeton had come to believe in through his own studies and experience.

One of the first of these that he set out to study was the relationship between long-term earnings, share price performance, and investor returns. This produced a set of results that, though based on just a single five-year period, so clearly and so emphatically reinforced the wisdom of John Templeton’s intuition that no further analysis seemed necessary at the time. Subsequently, however, and in order to test the validity of this initial finding more thoroughly, the study has been expanded across a wide range of other markets and periods to establish exhaustive and statistically robust conclusions.

Study Conclusions

The findings of these exhaustive studies can be summarized as follows:


	The most important imperfection in the way that the stock market prices stocks is to be found in the short time horizons of the majority of investors.

	There is no statistically significant relationship between one-year forward earnings and future share price performance. (It follows that there should be no surprise that stockbroking analysts have such an indifferent record in forecasting share price performance over such short periods.)

	The same is true for earnings two years ahead. There is no statistically reliable correlation between the earnings a company will make two years ahead and its share price performance. It is only when comparing three year forward earnings with share prices that the first signs of a significant causal relationship begins to appear.

	Further analysis shows that the closest and strongest correlation between current share prices and forward earnings comes over five years, which was precisely the time horizon on which Templeton expected his analysts to concentrate when preparing their analyses of quoted companies.

	This relationship appears to hold for most markets around the world and is consistent over any period that is chosen for study. (Our analysis dates back to the mid-1970s, when the comprehensive data that allows such analysis first became available.)

	It follows that investors who can forecast, within reasonable margins of error, the five-year forward earnings for most of the stocks they own are likely to be rewarded with above average performance over that time period.

	It is no coincidence that five years happened to be Templeton’s own average holding period for the stocks in his portfolios; and also the period over which his funds most reliably outperformed the market. His intuition about five years being the critical forecasting period ultimately derived from his own experience as an investor.



The study provides strong empirical evidence, therefore, not just that Templeton was right to focus on five-year future earnings as a key variable in stock selection, but that those who can forecast them with any degree of effectiveness can expect to be handsomely rewarded by the market. When the majority of investors are asking the wrong question, anyone who can ask the right one starts out with a huge advantage. Although he continued to study alternative methods until the end of his life, it was an article of faith with John Templeton that there was no more reliable way to produce exceptional long-term results.

Having said that, however, by its nature forecasting future earnings remains a hazardous business in which certainty can never be attained. So, while the five-year earnings forecast remains the most reliable method of obtaining above average results, it alone does not guarantee success. It has to be implemented well. The risk of analytical error is what makes it essential, in Templeton’s view, to diversify portfolios. The Canadian fund manager Peter Cundill recalled being given some sound advice after both men once lost a lot of money in the shares of Cable & Wireless: “I talked to John Templeton about it afterwards and he took a worse hit than us. He said: ‘That is why we diversify. If you are right 60 percent of the time and wrong 40 percent you’re always going to be a hero; if you are right 40 percent of the time and wrong 60 percent you will be a bum,’ adding, ‘I think he probably put it more elegantly than that!’”5

Findings in More Detail

The initial study looked at the relationship between earnings and share prices in the U.S. market between 1990 and 1995. The coverage has subsequently been expanded to incorporate 30 years of data (every year back to 1970); companies from every sector; all investable markets (both developed and emerging); and a full range of market capitalizations (from large cap to small cap). As distortions caused by survivorship bias are an important risk to any study of historical relationships, significant efforts have been made to recreate the investable universe as it would have looked in the past. Today a team of three at Edinburgh Partners continues the analysis using more than 40 years of data from over 25,000 companies.

The methodology used is based on the assumption of perfect forecasting ability. In other words, for any given period of historical data, the earnings actually achieved by the universe of companies being studied are compared to the price at which their shares traded at specific earlier periods (one, two, three, four, and five years before). The implicit price-earnings ratio at the original date can then be plotted against, and compared with, the eventual return that was subsequently achieved. Returns are calculated in both local and common currency (USD) and in both nominal and real (inflation-adjusted) terms.

The study demonstrates conclusively that there is a clear and unambiguous relationship between five-year forward P/E ratios and the subsequent total return to investors. This strong and positive relationship holds over different economic and stock market cycles, and across all sectors and geographies. Just as clear, and equally robust in a statistical sense, is the lack of any relationship over much shorter time periods.

The easiest way to illustrate the strength of the relationship is to plot on a chart the total return delivered by a range of real life stocks over five years (shown on the vertical axis) with the implied five-year forward P/E ratio at the time the shares in question could be bought (shown on the horizontal axis). If there is a clear and positive relationship, you would expect it to appear as it does in the stylized version shown here. Note that the study examines total returns, meaning capital appreciation and income return combined. See Figure 5.1.


Figure 5.1 Strength of Relationship

Source: Edinburgh Partners.
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Figure 5.2, which shows the average real returns and P/Es for over 3,400 stocks from 50 countries and all sectors over the period 2003 to 2008, illustrates the strength of the relationship between year five P/E ratios and total returns. With the exception of the very lowest P/E band (discussed later), the lower the starting P/E, the higher on average the eventual return—or, to put it in simpler language, the cheaper a stock when you buy it, the greater the return five years later. (The year five price to earnings ratio is the current share price of a company, divided by our forecast of earnings in five years’ time, so in 2012, the investment team at Edinburgh Partners will be forecasting earnings for 2016.)


Figure 5.2 PEs versus Total Return, 2003 to 2008

Source: Edinburgh Partners.
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The horizontal line on the chart marks the point at which stocks in aggregate in this period delivered a zero real total return. It shows that in aggregate any shares which were trading at the outset at more than 11 times their earnings five years later were destined on average to deliver negative real total returns to those who bought them at that point. Those who bought the shares that turned out to be cheapest on a five-year view also produced the best returns. The breakeven P/E ratio, the one above which an investor is destined to achieve negative returns, was again about 11 times five-year earnings in this period.

Caution always needs to be exercised when analyzing results for a single five-year period. The results may simply illustrate a cyclical phenomenon, reflecting the particular circumstances of that period. Hence, the study also looks at the relationship for all five-year periods since 1970. This, we believe, is a sufficient period of time to capture examples of most economic or stock market cycles. Events that are covered in this period include: the hyper-inflation of the 1970s; the deflation experienced in Japan since 1990; periods of both strong growth and recession; and both bull and bear markets for stocks.

When recreating history in this way, it is important to analyze the universe of stocks that would have been available to investors at the specific starting point chosen, and not just those stocks that happened to survive throughout the period being studied. The risk otherwise is that a significant “survivorship bias” is introduced, which can have a material impact on the returns in particular.

Figure 5.3 summarizes the relationship between total real return in US$ per annum (on the vertical axis) and the five-year real P/E ratio (on the horizontal axis) for each five-year period since 1974. The black line shown on each chart represents the unweighted average real total return in US$ for all stocks within each five-year period. It can be clearly seen that in every period the relationship follows a broadly similar pattern. (It is surely no accident that the years 1985 to 1990, when the normal relationship was unusually and exceptionally weak, was also the period when the Templeton Growth Fund underperformed the world market by the largest margin in its 38-year history.)


Figure 5.3 Five-Year Total Real Return versus Year 5 Real PE, 1974 to 2008

Note: NB: 0.4 = 40% per annum.

Source: Edinburgh Partners.
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Shorter time periods from one to four years have also been systematically examined to investigate whether the relationship between real returns and real P/E ratios holds over different investment cycles. The findings are instructive, since they make clear that there is no formal or identifiable relationship between earnings multiples and returns over these shorter time periods. By way of example, Figure 5.4 shows the relationship between the real P/E ratio and the total real return in U.S. dollars over two different two-year periods. As with all charts in the study, this is based on the assumption of perfect hindsight (actual attained earnings and returns).


Figure 5.4 PEs versus Total Return—World (1985–1987 and 2006–2008)

Source: Edinburgh Partners.
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The results clearly illustrate the dangers of extrapolating what appears to be a short-term relationship into a universal truth that holds in different economic and market cycles. The results of the two-year period from 2006 to 2008, for example, would initially suggest a reasonable relationship over this time period. Compare this to another two-year period, such as 1985 to 1987, however, and the relationship is almost completely reversed. In this period, the highest average returns were achieved by stocks trading on two-year forward P/E ratios above 30!

This has some important implications. Over one- and two-year periods, the study demonstrates that there is no certain relationship between the starting P/E, even assuming perfect foresight, and the total returns subsequently achieved. Those who attempt to pick stocks solely on this kind of methodology are therefore fated to do well in some periods, and badly in others. While their methods may produce good or even spectacular results from time to time, they cannot be said to be either reliable or consistently well-founded. The only systematically consistent and reliable basis for picking stocks on the basis of forward P/E ratios is if you choose a five-year time horizon and have the discipline and expertise to apply it. This is exactly what John Templeton set out to do and exactly what he succeeded in doing.

Some readers may perhaps be wondering at this point why so much time and effort has been devoted to what might simply be described as common sense. It is surely no surprise that investors who buy the cheapest stocks, those with the lowest price-earnings ratios based on future earnings, should subsequently achieve the best results. It is a valid question, and one to which John Templeton himself gave some thought. He was always clear that his methods were in fact no more than common sense. He conceded that calculating forward earnings estimates was difficult and required exceptional amounts of hard work, but was adamant that there was no better path to investment success than following the simple admonition: “Buy cheap stocks.”

Implications for Portfolio Construction

The findings of the equity study have powerful implications for the creation of investment portfolios. The study shows that there is a clear relationship between long-term P/Es and real total investment returns. It also demonstrates that there is no relationship over periods of less than three years. The closest correlation appears to be with the real after-tax profits that a company makes over a five-year time horizon. It follows that anyone who has a better than random success in forecasting five-year earnings has the capacity to produce above average returns.

If in the long-run share prices are determined by profits, it follows that the central task of the investor is to seek to forecast these profits, which is far from easy. Most of the forward-looking information available to investors, including analyst earnings forecasts, typically relates to periods that are in practice much shorter than two years. That the task is difficult does not remove the need to attempt it. Since the market will eventually value all stocks on this basis, any investment decision is implicitly making a judgment about a stock’s long-term earnings potential. The question for anyone constructing a portfolio is how to make this judgment explicit and central to the process.

Of course, if anyone had 100 percent accuracy in forecasting, there would be no need for a portfolio at all, since perfect knowledge would remove all the risk from the process. It would suffice to pick the best single future performer. But as nobody has perfect foresight, it makes sense to measure the risk in each potential stock, by for example estimating a range of future profit outcomes with a probability attached to each one. From this the investor can then build a diversified portfolio that takes account of and reflects these uncertainties. (“The only investors who shouldn’t diversify,” to repeat a Templeton maxim, “are those who are right 100 percent of the time.”6)

The distinction between investment philosophy and investment process is critical to understanding the way that John Templeton invested. His philosophy is the belief that securities are valued relative to their long-term earnings. The investment process, however, involves assembling a range of tools that help determine what these earnings are likely to be, and the margin of error that surrounds those estimates. The analytical tools—the 100 yardsticks of value mentioned earlier—are used by investors of all types, but only rarely are they directed at answering the question that Templeton understood was the one that most needed answering.

Books that claim to have discovered a magic formula for generating investment returns often fall foul of the important distinction between philosophy and process. All too often they are not about how to implement an investment philosophy, but about how to apply a specific investment process—conduct this analysis, or apply this technique, so the message to the reader runs, and you too can outperform the market. The reality is that, in helping to predict future earnings, no one set of analytical ratios works all the time. Different approaches work at different points in time. The formulas that grab the headlines are almost invariably based on historic data that has been back tested to show how they would have produced outstanding results over a certain period in the recent past. The implicit assumption is that what worked before will work again in the future. Yet we know that this is not the case, which is why in many cases the recipes for success cease to produce good results almost as soon as they have been publicized.

A more sensible view, implicit in John Templeton’s own philosophy, is that any investment process must combine a wide range of techniques and allow for the fact that the future will not invariably repeat the past. That in turn implies understanding how and why it is that human nature drives markets to extremes of under- and overvaluation. In his experience, it was just as important to avoid costly mistakes as it was to pick winners.7 Some of the smartest and best educated people in the world work in financial markets. Yet the history of investment is full of manias during which even the smartest participants find themselves owning stocks whose valuations are so high that they defy rational explanation.8 Simple extrapolation of past experience is often to blame.

One of the most costly mistakes stock pickers make, for example, is to assume that a successful company in a competitive marketplace can go on making supernormal profits for an extended period, in direct contravention of all the principles of economics. For example, a pharmaceutical company with strong profits and cash-flow trading on a historic P/E of 10× earnings with growth for the next five years superficially looks cheap. However, if it has no drugs pipeline and all its drugs go off patent in year five then it may well be expensive.

Equally, if an auto manufacturer has never managed to sustain an operating profit margin over 10 percent in the past 40 years, is it rarely likely that it will do so in the future in an industry that continues to be characterized by overcapacity? A robust investment process will highlight how the margins being forecast sit in the context of historic ones, leading to a debate about whether there is any justification for this having changed. The process involves a combination of rates of growth and valuation. While the study shows that companies are unlikely to produce good returns unless they are trading at less than 11× five-year forecast earnings, the route by which different companies might reach that end point can be very different. A company that is in the early stages of growth, and trades on an initial P/E of 50× next year’s earnings clearly looks expensive. But if it is in fact about to experience 10 years of strong future double-digit growth, it is not impossible that it is cheap, although the assumptions behind expecting such an outcome clearly need to be rigorously tested. Similarly a company that is trading on six times next year’s earnings may still be expensive if its earnings are set to fall thereafter. A robust investment process should make it difficult to make stupid assumptions.

Linear extrapolation is a natural way for human beings to observe the world. Figure 5.5 may help to explain why. It shows a simple cycle set on top of an underlying growth. For most of the time linear extrapolation represents the best forecast with the lowest error. The problem arises when the cycle changes. When that happens, extrapolation is not just wrong, but very wrong. Investors who rely on it will find themselves either greatly overoptimistic, or greatly pessimistic. This, as John Templeton saw, was what created opportunities and underpinned his maxim that the time to buy was during times of maximum pessimism. When from time to time economists float the idea that the business cycle has been abolished, it is also the result of linear extrapolation trumping historical experience. It is a good example of his famous phrase that “this time it’s different” are the four most expensive words in the investing language.


Figure 5.5 The Dangers of Extrapolation

Source: Edinburgh Partners.
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Understanding how and why investors make mistakes is therefore an essential part of the analytical process and every bit as important as a mastery of financial ratios. John Templeton was once asked what had made the greatest difference to the quality of his investment decision making. He replied, “Every mile I moved away from New York.” As we have seen, this is borne out by the evidence; the margin by which his fund beat the market went from zero to 6 percent per annum when he moved to the Bahamas and started to work on his own. Investment analysis is, or should be, a contemplative and peaceful task. It is unlikely to be successful in an environment where the telephone never stops ringing and the analyst is distracted by multiple screens of data, all changing in real time, on the desk in front of him. To beat the market, Templeton pointed out, it is necessary to do something different from the market. The ability to make independent judgments is unlikely, therefore, to be helped by looking for guidance from the opinions of other participants in the market. Yet this is how many investors in practice choose, or are required, to operate.

Information overload is an operational hazard for all modern investors. Ironically, many asset management companies go out of their way to differentiate themselves by reference to the number of analysts they employ or the number of offices they have around the globe. Access to instant information, web-based systems, and technology are deployed as reasons why they have an information edge. Yet, as we have seen, initially working alone in the Bahamas, Sir John was able to produce a track record that is unlikely ever to be bettered. He had no Internet and no fax machine. His information was out of date by the time it arrived. All he had was access to historic financial statements, the contacts he had built up over many years, and the scope for extensive travel. It was the depth and clarity of his thought that determined his results, not the volume of information or the speed with which it was delivered.

The way in which professional investors are organized and incentivized also often creates a bias against independent thinking. Most fund managers, for example, are judged and rewarded on the basis of the returns their funds make over relatively short-term periods. If, as the study suggests, there is no discernible relationship between share prices and valuations over periods of three years or less, then effectively analysis of results over that time horizon has little meaning. It is impossible to determine whether the results of fund managers are the results of luck or skill. Yet this does not prevent investors from moving money in large quantities away from fund managers who have performed poorly over a two- or three-year period and placing it with others who have better short-term results.

At the same time, the primary focus in measuring fund performance remains relative rather than absolute. It is little surprise in the circumstances that few fund managers are prepared to take the risk of deviating far from their benchmarks. The important point in this context is that business risk, or fear of losing funds or clients, militates strongly against effective decision making in the investment business. Any investor who spends much time thinking about tracking error, or the relative performance of his portfolio against a benchmark, has already moved away from the fundamental truth that is captured in John Templeton’s approach. Relative performance is a useful way of measuring the outcome of an investment process—but as soon as it becomes an input in the investment process, it is doomed to be counter-productive.

Ever improving technology is one of the spurs that challenges the modern professional investor to greater levels of activity than is either necessary or desirable, and distracts attention from what is genuinely important to the main task of forecasting future earnings. Much of the information that arrives in real time on a Bloomberg or a Reuters screen is “noise,” irrelevant to the investment analyst’s objectives. Thanks to the Internet, graphs and prices of relevant securities can be updated on a minute-by-minute basis. Brokers are another source of pressure to trade, since trading activity drives their revenues. The role of the broker is to stimulate activity. Broker revenue is paid for by clients and if it leads to excessive turnover, can become a meaningful cost that detracts from eventual returns. Investment firms themselves create incentives that perversely detract from the atmosphere of quiet detached contemplation that is required to implement a Templeton philosophy successfully.

It is not news that the return you can expect from owning a security is determined by its future growth in earnings. That assumption features in every modern investment and accounting textbook. The key variables are the sustainable future rate of growth and the price that an investor is willing to pay for that growth. Neither on its own, in Templeton’s method, says whether a stock is a bargain or not. It is the two in combination that matter. That does not, however, stop a huge amount of time and effort in the investment world being devoted to analyzing an investor’s style, and in particular to seeking to classify that style as either “value” or “growth.” While value investors focus on historic measures such as price to book, price to sales, or price to earnings, growth investors concentrate instead on future profits or cash-flow growth. John Templeton is often described as a value investor, but this is an oversimplification. After all, his most famous fund was called the Templeton Growth Fund. The name gives an important clue to how important future profits growth was in his approach. His genius was to combine both styles in a simple coherent approach that determined how much he was willing to pay for future growth and yet displayed an equal willingness to step back from ownership if the price was too high.

Practical Conclusions

Applying Templeton principles is conceptually very simple. It is an approach that relies on a common sense search for value. Common sense requires that the majority of time is spent analyzing companies in a rigorous and disciplined manner to try and identify their underlying intrinsic value. Once this value has been established, it is compared to the prevailing share price. If there is a sufficient discount, it qualifies as a potential investment. The empirical evidence of the earnings study confirms that if the analysis is correct, it has every chance of producing above average returns.

The discount to intrinsic value that creates a potential bargain is a product of the sentiment that prevails in the market at any particular point in time. The analysis can be applied to a wide range of different industries and stocks, and in many different investing environments. There are always shares that, for reasons of sentiment or faulty analysis, are trading above or below their long-term intrinsic value. John Templeton’s greatest insight was to see that most investors are not even looking in the right place—which makes it unsurprising that, if their analysis is good enough, those who do can expect to outperform.

The proper question that any student of Templeton’s approach has to ask is therefore: Why do so many investors, professional and amateur alike, continue to pick stocks on metrics for which there is no discernible or reliable relationship over their chosen time horizon? The results from such an exercise, so the study implies, can never be other than random, even with perfect foresight. The answer to this conundrum is almost certainly to be found in the institutionally short-term nature of the investment business and the fundamental irrationality of much human behavior. A mystery is, however, what it remains.

Examples from the 1990s

In this section we seek to throw some further light on how the Templeton investment philosophy can be applied in practice by drawing on some real historical examples of investment decisions that were made in the 1990s. This was a period when one of the authors was working directly for the Franklin Templeton group as director of global equity research, with the responsibility of applying the principles established by Sir John Templeton to the management of an institutional global equity portfolio. The purpose is to show how an understanding of the philosophy could in practice be translated into effective action. Although Templeton himself was no longer applying his personal genius to the task of managing portfolios, he continued to meet the managers of the funds bearing his name on a regular basis to offer guidance and support.

The Templeton approach has important implications for how portfolios are constructed. Many professional funds are required, for example, not to hold more than certain pre-fixed proportions in different industries and countries. However, such an approach is logically incompatible with the Templeton philosophy. A portfolio constructed on Templeton lines will be shaped by where the cheapest stocks are to be found at any point in time. At a minimum a stock needs to offer a meaningful excess return over inflation for it to be worth including in a portfolio. If there are no stocks in a particular country or sector trading below their intrinsic value, choosing to own stocks in that category merely to conform with an arbitrary rule is, he believed, logically inimical to the investor’s best interests. If, for example, 40 percent of the cheapest securities the investor can find are in the United States, the presumption should be that the portfolio should have 40 percent of its holdings in U.S. securities. This, as we have seen, is how John Templeton himself managed his own mutual fund portfolios, and the discipline he imposed on those who managed funds for him.

In practice this meant avoiding, wherever possible, “big decisions.” The art of managing a global equity fund, in his view, was based on making a large number of individual decisions and letting them shape the portfolio, rather than following any predetermined global or macro judgments. Allied to this was his belief that the worst mistakes in investment arise when investors feel constrained to own something for reasons other than fundamental value.

A disciplined approach that focuses on a series of small decisions about individual companies has a number of practical advantages. It makes it easier for fund managers to act decisively. Having to obtain consensus for a major shift in asset allocation is far harder than adding a single new stock to a portfolio. By the end of the 1980s, no asset allocation or investment strategy committee operating under conventional asset allocation rules would have dared to advocate avoiding Japanese equities entirely, as Templeton did. It would have been far too high risk. Yet, by sticking to analyzing individual companies with a strict valuation discipline, this is precisely the freedom that an investor operating on Templeton principles enjoys.

If, as Templeton believed, the greatest risk in investment is paying too much for what you choose to own, it follows that, provided that the analysis of individual companies is thoughtful and diligent, the risk associated with owning something different from a market capitalization rated index is immaterial. The real risk in the Templeton approach is that the fundamental analysis used to pick individual stocks turns out to be wrong. The value of diversification comes not from owning a wide range of different types of security, but rather from the risk that the investor is wrong about the intrinsic value of what he has chosen to own. As we have seen, even such a great investor was never precisely right.

The focus on individual company analysis makes the task of asset allocation much more straightforward. If a professional investor can find enough cheap stocks to buy, then as a general rule it is right to be as fully invested in them as general portfolio considerations allow. If, though, as does happen periodically, the investor can no longer find sufficient “cheap” stocks to fill a portfolio, it makes sense to reduce the weighting in equities and hold cash instead (just as Templeton himself advised his clients to do at points in the 1940s and 1950s).

Example 1: The Savings and Loan Crisis

By the early 1990s, when the Japanese stock market was finally beginning a sharp descent from its earlier highs, Templeton was no longer being criticized in the financial press for having reduced the exposure of its portfolios of Japanese securities to zero. With the Japanese market now plunging, another big theme was now on everyone’s lips. It was: “Why are you investing in U.S. financial stocks? Don’t you know there is a savings and loan crisis?” This was a reference to the failure of many savings and loan institutions in the United States, that had lent heavily and unwisely following the deregulation of interest rates under the Reagan Administration, culminating in an expensive government-backed rescue. Yet the Templeton funds at the time, in typical contrarian fashion, had started to invest heavily in financial stocks, leading to a barrage of critical questions from investors and the media. Anyone pursuing the Templeton investment philosophy for a living discovers quickly how psychologically demanding it is to have to spend so much time defending buying what other investors are discarding, which by definition is where a Templeton-inspired investment philosophy leads you. Bargain hunters, in his words, “have to get used to the idea of people not confirming or agreeing their actions.”

In the case of the savings and loans, the background can be illustrated by some representative headlines at the time. A short summary could be: “It is a disaster! It is terrible! It is never going to recover!” These are powerful words if you begin to believe them. Although the headlines were right to highlight the troubles facing the industry at the time, the challenge for investors was to examine how far the prospects facing the industry were already discounted in the share price.


What the Herd Thinks


	S&L Crisis Makes Federal Government the Hottest Employer in Real Estate (Wall Street Journal, December 1989)

	S&L Rescue Hits More Cost Trouble (Financial Times, May 1990)

	Brady Says Cost of S&L Bailout Could Double (Wall Street Journal, May 1990)

	One Year After Signing of S&L Bailout Bill Industry Faces Same Problems Plus New Ones (Wall Street Journal, August 1990)

	S&L Crisis: Federal Bailout Agency Digs the Hole Deeper (Information Week, March 1992)



Moral: Buy during times of pessimism.



As can be seen from Figure 5.6, the share prices of U.S. financial companies, as a group, had been falling for almost three years. It is a good example of the general rule that negative sentiment about well publicized disasters tends to become so extreme that it results in potential problems being over-discounted. The savings and loan companies in the early 1990s were prime examples of the best time to buy, being times of “maximum pessimism.” The negative headlines were already more than reflected in share prices. Many stocks had halved. During times of pessimism it is difficult to stand apart from conventional wisdom. “Never follow the crowd,” another of Sir John’s sayings, is precisely what has to be done at such moments.


Figure 5.6 U.S. Banks: Prices and Exposure

Source: Dr. A. Nairn.
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How to distance oneself from the crowd? Ignoring the headlines and concentrating solely on the operating characteristics and prospects of individual companies is an essential part of the discipline required. “Buy low” and “hunt for bargains among quality stocks” may sound like nothing more than common sense advice, but the advice would not be needed were it not so frequently ignored in real life when troubles hit. In the case of the savings and loan crisis, the decision to invest followed a detailed examination of the provisions for real estate losses, bad debts, credit and banking ratios, and so forth on a case-by-case basis. The fact that the Federal Reserve was supplying liquidity to the market and Federal Deposit Insurance Corporation (FDIC) was actively providing support were important background factors, an example of how understanding the macro background can be relevant when assessing the value of a particular company, or set of companies.

As can be seen from the charts, the weak share price performance of three of the companies in which the Templeton fund invested persisted for some time after the investment was made. As noted earlier, the Templeton investment approach rarely succeeds in identifying the precise moment at which the share prices of companies deemed to be cheap hit bottom. In the case of the financial stocks, the initial average loss before the shares started their recovery was in the region of 10 to 15 percent. The rationale for investing in the Templeton process is that over a five-year time horizon the share prices of undervalued companies will come to reflect the underlying intrinsic value of the company, not that they will go up immediately. It is directed at identifying intrinsic value, not when sentiment is about to turn. Patience is definitely required.

The exposure of the fund to U.S. financial stocks can be compared to the performance of the financial sector relative to the MSCI World Index (right hand scale). It can be seen how the proportion of the fund invested in U.S. financials rose during the period of negative sentiment and was later reduced before the shares of these U.S. financial stocks had reached their peak. This is the other side of the coin of being unable to judge how far negative sentiment will push share prices down. No investor can ever judge for certain how far beyond intrinsic value positive sentiment will push share prices on the upside. Chasing a share higher when its intrinsic value falls below the current share price, in the Templeton way of thinking, takes the investor beyond the realms of investment, as correctly defined, and into the realm of price speculation.

Example 2: Chemical Stocks and the Industrial Cycle

The second example concerns the global chemical industry at the time of the first Gulf War in 1991. This was a period of great political uncertainty, triggered by the Iraqi invasion of Kuwait, one of the leading Arab oil-producing states, and the coincidence of a sharp and painful economic recession. Anyone reading the financial press and analyst comments at the time would have formed the impression that the chemical industry was unlikely ever to recover from its latest setbacks. As well as being heavily exposed to the ups and downs of the economic cycle, it was widely known that the chemical industry was suffering from chronic overcapacity. Most industry analysts worked on the assumption that this overcapacity was going to take 10 to 15 years to eliminate.

Experience told us, however, that this scenario was far from being unusual. It has been repeated, to varying degrees, during every recession of the past 70 years. In reality, the chemical industry invariably recovers, and more quickly than expected. In the late 1980s, boosted by falling feedstock prices, the chemical division of Shell/Royal Dutch was returning profits of US$1–2 billion a year, making it the group’s most profitable division. That changed dramatically in the early 1990s. Shell’s chemical division was to lose nearly US$1 billion during 1992 to 1993. Such a turnaround in fortunes can have a significant psychological impact on companies, investors, and the financial press, particularly when it occurs at one of the world’s most highly respected companies.


What the Herd Thinks—Chemicals


	Chemical Industry Warned of Need for Restructuring (Financial Times, December 1992)

	Chemical Industry “Faces Over-Capacity Challenge” (Financial Times, December 1992)

	EC Chemical Industry Sees Poor Prospects for 1993 (Reuters, December 1992)

	Russian Chemical Industry Shrinks by 22% in 1992 (International Petrochemical Report, December 1992)

	Chemical Industry Output to Slip by $1bn this Year (The Strait Times, December 1992)



Moral: Buy during times of pessimism.



This feeling of despair was encapsulated in the financial headlines of the time and manifested in the share price performance of chemical companies generally. The herd was negativity personified. The share prices of chemical companies fell in a straight line for three years. Share prices of chemical companies were down everywhere: Germany, Holland, the United States, and the Far East. This was a global industry where the recession looked as if it might never end. For anyone working on Templeton principles, not following the crowd and buying during times of maximum pessimism, it soon became an obvious industry to spend time looking at.

The fund managers spent a great deal of time going through their balance sheets and the cash flow prospects of all the individual chemical companies, since capital stability—were they able to survive at all?—was one of the key issues. Detailed study of the competitive conditions in different product groups was carried out to try to discover what, if any, sustainable return on assets the companies might be able to achieve. The conclusion was that, contrary to the popular impression at the time, a substantial number of chemical companies were trading well below their intrinsic value. It had become a classic case of the market overreacting to bad news, and extrapolating current weakness indefinitely into the future. See Figure 5.7.


Figure 5.7 Chemicals: Prices and Exposure

Source: Dr. A. Nairn.
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Not all the investments the fund made, it is fair to say, proved to be successful. This is not an unusual outcome for an investor pursuing the Templeton philosophy. However diligently and rigorously research is conducted, not every judgment about individual securities proves to be correct. The track record of the Templeton Growth Fund, when John Templeton was running it, as has been noted, was based on a success rate of two out of three stocks working well. Other funds have been able to beat the market with a much lower success rate. The important practical lesson is that mistakes in analysis are inevitable, and that is why running diversified portfolios makes sense.

As with the financial stocks, the fund once again failed to pick the absolute lows in the share prices of chemical companies as a buying point. On average, the stocks acquired fell by 20 percent after the fund’s initial investment. The invasion of Kuwait was one external factor that skewed the timing. The important thing was that the share prices of the fund’s target companies remained well below their estimated intrinsic value. In Templeton’s experience, it was better to be too early in buying cheap stocks than trying to catch them after their share prices had started to rise, when the greater risk was that the opportunity would be missed entirely. In this instance, as well, the share prices continued to rise for a while after the fund began to reduce its holdings. By the end of the decade the consensus had swung right around from despair to the belief that a shortage of capacity would continue to keep profit margins high even through the next economic downturn. This felt like the inverse of maximum pessimism, excessive optimism, and proved to be equally misguided when the post-2000 recession arrived.

Example 3: Metals and the Commodity Cycle

A third example can be seen in the behavior of the share prices of the metals industry. (See Figure 5.8.) In the early 1980s the prices of most metals had started to fall in both real and nominal terms. Despite sporadic rallies, an investor would have been hard pushed to avoid substantial losses from these stocks through the 1980s. By the early 1990s the London Metals Exchange was reporting record levels of stocks and widespread dumping of product, as the former Soviet Union pushed its unwanted stocks of aluminum, for example, into Europe and the United States. At a macroeconomic level there appeared to be no prospect of prices recovering, something that was widely reflected in the press at the time and in share prices.


Figure 5.8 Metals: Prices and Exposure

Source: Dr. A. Nairn.
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What the Herd Thinks—Metals


	Precious Metal Prices Fall in Volatile Trading as New Data Shows Weak Inflationary Pressures (Wall Street Journal, October 1993)

	Base Metals Prices Are Clouded by Glut of Over-Production in the East and West (Wall Street Journal, October 1993)

	Losses at Asarco after Metal Prices Fall (Financial Times, October 1993)

	U.S. Copper Futures Fall as Available Stocks of the Metal Reach a 15-Year High in London (Wall Street Journal, October 1993)

	Base Metal Price Decline Pushes Cominco into Red (Financial Times, October 1993)



Moral: Buy during times of pessimism.



It might be thought that analyzing companies in an industry with globally priced, homogeneous products, such as metals and oil, would be particularly difficult for a “bottom up” investor who primarily focuses on individual company analysis. Actually, experience suggests that this is not the case. Clearly, in industries such as these it is necessary to form a view about the future path of product prices. Unfortunately, attempts to produce price forecasts with econometric models have proved singularly unsuccessful whenever they have been attempted. This approach has never been part of the Templeton investment method. The better, alternative approach—and the one adopted by John Templeton himself—is to aggregate a range of “bottom-up” information about all the companies in an industry. From that can be derived the range of price outcomes that would be necessary for the companies to make a satisfactory return on capital over a period of years.

For the major metals companies of the world, it is relatively simple to calculate what return on assets is needed to ensure their long-term survival. The analytical task is then to determine the commodity price at which the industry as a whole is able to replace its assets. This is the minimum price that will allow a mining company, for example, to finance the capital expenditure required to maintain and replace its existing mines, or for an aluminum company to maintain and renew its smelters. Unless those price levels could be obtained at some point in the future, it follows that the industry would simply go into decline. The way that competitive capitalist industries work, that in turn would eventually lead to capacity shortages and a consequent revival, after a number of years, in the industry’s fortunes.

What became apparent in the early 1990s was that the prices prevailing in the market were well below any realistic assessment of the price that would be required to make it sensible for companies to replace their assets. If the analysis was right, it meant that at some point in the future the price of metals would simply have to rise in order to rebalance global supply and demand. The analysis could of course have been wrong, for example if it underestimated the potential for technology advancement, or a new source of demand. But assuming that it was correct, applying this implied metal price as a base case to each company in the sector made it possible to move beyond valuations based on current metal prices to estimate their long-term earnings potential. That was the investment case for buying metals stocks at that point in the cycle.
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The performance of three of the stocks in which the fund invested in 1993 was mixed. In the case of the Australian company Comalco and the Swedish company Trelleborg, the share prices appreciated sharply soon after the purchases. In the case of Union Miniere, the result was less successful, although the shares did eventually rise strongly two years later. Note that the analysis in 1993 that suggested that metals prices needed to rise did not justify investing in all the metal companies. The focus was on those companies that careful analysis showed to be particularly cheap. In the case of some companies in the sector, there were genuine concerns about their solvency. The example once again underlined the need for diversification as a risk control measure. In the space of 18 months the exposure of the fund to metals shares rose from under 2 percent to 10 percent. In this case, unlike the financials and chemicals examples, the share prices did fall soon after the exposure was reduced.

Example 4: Pharmaceuticals and Political Risk

This example from the 1990s concerns pharmaceuticals, an industry with very different characteristics than the previous ones. By the early 1990s the pharmaceutical industry had been a favorite of investors for nearly a decade. Most pharmaceutical companies had been experiencing earnings per share (EPS) growth of 15 to 20 percent per annum. They typically combined high turnover growth with robust margins and very strong cash generation. They were widely seen as classic defensive stocks, impervious to recession. Although this was conventional wisdom, it was not without merit. By the early 1990s, however, the strengths of the big pharmaceutical companies were not only well understood, but fully discounted in their share prices. More importantly, the returns that the pharmaceutical companies were making were simply too high to be sustainable. Even in a business where patent protection can shield companies from competition for a number of years, the return on assets was well above what would normally be thought of as sustainable in an industry.

The headlines were again supportive, but it was not long before governments, as the major purchasers of prescription drugs, began to wake up to what was happening. At a time when recession was making fiscal deficits worse, the pharmaceutical companies became an obvious target for governments looking for new sources of revenue. Pharmaceutical companies had high profit margins, and an above average return on assets. The industry was not popular with the general public. The U.S. government, announcing the so-called Clinton reforms, was the highest profile country to threaten a raid on drug company profits. But the same phenomenon was also witnessed in Europe, Japan, and the rest of Southeast Asia.

In the face of this attack, share prices reacted in the way you would expect. The wonderful security traditionally associated with pharmaceutical companies dissipated. From being universally positive, securities analysts became almost universally negative instead. For a while the process became self-fulfilling. Each downward tick in share prices prompted more analysts to downgrade their future expectations. By the end of the process hardly any analyst in the world was positive on any pharmaceutical stock. In each case, a neutral or negative view was justified by reference to the lack of a drug pipeline, expiring patent protection, or both. Yet while for any individual company it was possible to believe that R&D might not produce any future winners, it was implausible to believe that all pharmaceutical companies as a group would fail to do so at the same time. Much more plausible was the view that stockbroking analysts had simply become too pessimistic after a period of poor share price performance.


What the Herd Thinks—Pharmaceuticals


	Generic Drug Stocks Plunge Amid Fears of Clinton’s War on Healthcare Costs (Wall Street Journal, February 1993)

	Embattled Drug Industry Makes Offer to Clinton (Wall Street Journal, May 1993)

	Reforms Hit European Drugs Industry (Financial Times, June 1993)

	Another Job Reduction Set in Drug Industry (Wall Street Journal, October 1993)

	Drug Industry Darkens View of Clinton Health Plan (Wall Street Journal, October 1993)

	“Litany of Disasters” for the International Drugs Industry (Financial Times, March 1994)



Moral: Buy during times of pessimism.



In these circumstances, avoiding what the crowd was doing and waiting until share prices had fully reflected all the bad news again proved fruitful. The fund’s analysis kept throwing up what seemed to be demonstrably undervalued securities. The managers did not know that Pharmacia, the Swedish company, was going to merge with Upjohn and Ciba-Geigy with Sandoz. Nor did they predict that the Wellcome Trust was going to be taken over by Glaxo. What the analysis did show was that Wellcome, for example, had a strong balance sheet with net cash, and earnings growth in excess of 8 percent for the foreseeable future. It had positive cash flow and a sustainable dividend in excess of 5 percent. Why would you not wish to invest in such a company? Only negative sentiment prevented it happening. It was a perfect example of how the short-term focus of most investors can drive security prices well away from their justified level, which is the assumption that underpins the Templeton philosophy of investment.

In practice, after the initial scare, drug company stocks rose steadily for around five years. The fund’s exposure to drug companies rose from under 1 percent to 7 percent over 18 months, before being gradually reduced. (See Figure 5.9.) Again it is evident that on the basis of perfect hindsight, the fund sold down its holdings too early. The important point is that the gains that were achieved stemmed directly from the quality of the analysis that went into the initial decision to buy, and a willingness not to be swayed by the prevailing opinion of both analysts and the media. The genius of John Templeton was to see that asking the right questions and having faith in the quality of your own analysis should, in the right hands, be sufficient to produce above average results.


Figure 5.9 Pharmaceuticals: Prices and Exposure

Source: Dr. A. Nairn.
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Notes

1. Norman Berryessa and Eric Kirzner, Global Investing the Templeton Way (New York: Irwin Professional Publishing, 1993), 134.

2. Op cit, p 134.

3. See, for example, James Montier’s analysis of the subject in his books.

4. “In most cases, in assessing a company, we place more emphasis on future earnings rather than current earnings or assets. . . . The yardstick of value we have used most often is price relative to probable future earnings.” Berryessa and Kirzner, 134.

5. Op cit, 158.

6. “Such paragons do not, of course, exist.” Quoted in Templeton and Phillips, Investing the Templeton Way.

7. Compare this to Warren Buffett’s two rules of investment. “Rule One: Don’t lose money. Rule Two: Don’t forget Rule One.”

8. Sir Isaac Newton’s comment on the South Sea Bubble: “I can calculate the motion of heavenly bodies, but not the madness of people.”





Chapter 6

Past, Present, and Future

One reason for including so many examples of John Templeton’s letters to his clients in this book is to enable readers to see for themselves how he thought about the business of making investment decisions. Although market conditions are very different today than they were in the 1940s and 1950s, the process of thought required to make sense of today’s world is, in essence, still much the same as it was then, just as the analytical process needed to pick individual stocks successfully remains similar to that which John Templeton first put into practice 60 years ago. His success was not so much a matter of analytical technique as a function of the simplicity, power, and consistency of his investment philosophy. This can best be appreciated by immersion in his way of thinking, for which the original source material of his own writing remains the best guide.

The memos reproduced in the text and the Appendix lay bare both the clarity of his thinking and the essence of his investment philosophy, which, as we have seen, while it was refined in detail, changed remarkably little throughout his long career as an investment professional. In a letter to clients dated August 12, 1958, for example, he pointed out that the firm had first printed a comment about the rewards of contrarian investing in its original brochure 20 years earlier. The same thought (“To buy when others are despondently selling and to sell when others are avidly buying requires the greatest fortitude and pays the greatest ultimate rewards”) was one he was still using four decades later! While unfailingly on the lookout for new ideas and techniques, he was nothing if not fundamentally consistent and confident in his beliefs.

While readers can make up their own minds about the continued relevance of his thoughts and insights to the world today, in this final chapter we offer some personal conclusions about why John Templeton was as successful as he was; highlight the key lessons that we think can be drawn from his life and career; and speculate as to what, were he still alive, he might have to say about the state of the world as we enter the one hundredth anniversary of his birth, a year in which the world continues to confront the painful and enduring consequences of the global financial crisis of 2007 and 2008.

Templeton’s Legacy

The evidence we present on the performance of the Templeton Growth Fund confirms that John Templeton was, by any standard, one of the most successful and influential investors of the modern era. His track record, particularly that which he put together in the two decades following his move to the Bahamas in the late 1960s, rightly stands comparison with that achieved by other great money makers such as George Soros, Warren Buffett, and Julian Robertson. Outperforming the market by 6.0 percent per annum during these years, and by 3.7 percent per annum over his full tenure as manager of the fund, remains a remarkable achievement, not least because it was achieved without the use of debt to leverage returns. For much of the period, he operated largely on his own without the benefit of specialist research support.

The fact that he achieved such consistent outperformance without exposing his investors to a loss in either nominal or real terms over any continuous five-year period during his time at the helm of the Templeton Growth Fund is the mark of someone who, we assert, can be said to have found the Holy Grail of professional investment—above average returns with below average risk. The track record is one that any investor today should be thrilled to emulate. It is a fair bet that among comparable professional investors, for whom the pressures to pursue short-term performance are now so great, his performance during the Bahamas years may never be beaten. In later life Templeton often said himself that he would find it difficult to reproduce his track record now because of the pressures fund managers face to conform to the market’s expectations. Private investors, paradoxically, have a much better chance of doing so, since the necessary information sources are much more readily available than they were in the past, and they are—in theory at least—potentially immune to the conformist demands of Wall Street and the city of London.

There was nothing elaborate or complicated about his investment approach. Nothing could be simpler in principle than buying cheap stocks and holding them until their intrinsic value has been appreciated by the market. The formula is as old as the business of investment itself. The skill comes not so much in absorbing the philosophy, but in having the nerve and ice-cool temperament to execute the policy successfully over a long period of time. If it were easy, many more investors would have done as well as he did. In practice, only a handful of professionals can plausibly claim to have done so with anything like the same consistency, while the majority of private investors, we know from several studies, struggle to beat the market over any but the shortest periods.

Many important components contributed to Templeton’s success in an endeavor where so many others have failed. One critical one was his insistence that the stock picker’s task is to look forward to the future sustainable earnings potential of a company, and not simply back at its historic ratios. While it is standard practice today to look at projected earnings, few investors take the analysis as far out as five years, which was Templeton’s preferred time frame. Picking stocks that are trading on low P/Es relative to their five-year forward earnings is, as we have demonstrated in Chapter 5, a method that is destined to produce superior results if it can be implemented effectively.

To get the best results reliably, to put this another way, it is imperative that the investor ask the right questions. While Templeton remained curious and open-minded to the end of his life about the merits of alternative investment approaches, he never lost his faith in what he believed were the right questions to ask. Indeed, it was his confidence that his methods were sound that enabled him to act so decisively against the prevailing opinions of the day. Many investors, in his view, are doomed to failure precisely because they are pursuing answers to the wrong questions. Relying on historic ratios, or one-year forward price-earnings forecasts, for example, is a method that he regarded as being incapable of producing sustainably good results. Bowing to the prevailing market opinion of the day was an easier, but lazy, option. This can be traced back to his view that the most important imperfection in market behavior is the short-termism of most market participants.1 This in turn is ultimately the result of the temperamental, institutional and emotional biases to which all human beings, whether they work alone or in organizations, are susceptible.

It is naïve to believe that calculating a five-year forward P/E ratio, let alone a 10-year forward P/E ratio, which Templeton wanted for his so-called Q stocks, is an easy task. Even the best and the brightest analysts are likely to make mistakes in attempting it, since there are so many uncertainties involved. Creating a working environment that contributes to the avoidance of mistakes is therefore central to any investment firm’s process. The task requires a mixture of different analytical skills, some technical and some intuitive, some bottom up, some top down. In Templeton’s view, the analytical task is central to effective stock picking. It cannot be readily or effectively delegated. Nor, however, can it be avoided.

John Templeton cannot easily or usefully be labeled as either a value or growth investor. Such labels create artificial distinctions that he regarded as largely irrelevant to success or failure as a stock picker. As a fund manager he would happily buy both value and growth stocks. His only criterion was that a stock should be cheap at the point of purchase. In theory, cheap could be any combination of current growth and earnings multiples, provided that the multiple of five-year forward earnings that it implies is a realistically low number. The biggest crime an investor can commit, in his view, is simply overpaying. He himself rarely used the term value investing. Indeed, his public profile was that of a growth investor, as the name of his fund suggested. In the 1950s he was so impressed by the potential of fast-growing companies in certain sectors that he and his colleagues launched a major research project to identify the shares of the fastest growing companies. But he was also content to buy slow-growing companies if their earnings were sustainable and the price on offer was sufficiently low to compensate.

The issue with growth companies is always (1) whether the growth can in fact be sustained into the future; and (2) whether those improved earnings have already been discounted at the time of purchase. All the evidence suggests that investors tend to overpay for growth. Our study suggests that paying more than 11 times five-year forward earnings for any kind of stock will be an unrewarding exercise; and that to beat the market convincingly lower ratings still are desirable. In the Templeton philosophy of investment, valuation is ultimately the constraint that limits any investor’s capacity for making consistent and repeatable gains (or, as Warren Buffett likes to say, “Price is what you pay. Value is what you get.”).

An equally important factor in determining the success or failure of a stock picker is whether he or she has the temperament and patience to wait for superior results to come through. By birth and upbringing, it is clear that John Templeton was blessed with a temperament in which patience, forbearance, and confidence in the face of adversity were constants. They contributed greatly to his success as a professional investor, and by the same token the lack of these qualities is often the reason that other investors fail to do as well as they should, let alone as well as they feel they are entitled to expect. It is tempting to draw a parallel with those who achieve the highest pinnacles of excellence in sport. Talent and technique can take you only so far; experience, commitment, and emotional intelligence are also essential.2

Allied to Templeton’s belief in the primacy of intelligent stock picking was a conviction that investors should adjust their exposure to the stock market in the light of its prevailing valuation. If there are not enough cheap stocks to buy, then the investor should simply park his or her money in cash and bonds, and wait for the next turn in the cycle to come around, when new opportunities to buy shares at attractive prices will inevitably arise. Holding cash has two distinct advantages in overvalued markets: (1) it avoids losses as and when valuations revert to their long-term average, and (2) those with cash on hand at that point alone are in a position to profit when the market finally turns. Templeton was an assiduous student of bull and bear markets, as well as of the business cycle. As we have seen, it was his willingness to steer clear of stocks at the onset of bear markets that was chiefly responsible for his long-term track record of outperforming the world market index.

The discipline to sell shares when the market had become overvalued and to buy more when prices had fallen to a level where they were “cheap” was integral also to the way he approached his responsibilities as an investment counselor. (It is notable, however, that his methodology was based on historic valuation ratios, not on the forward-looking measures he identified as being essential to success as a stock picker.) This method of constructing portfolios, when allied to good stock picking, is by its nature contrarian. Investors tend to become more bullish as markets go up, and more fearful when they fall, yet the job of the investment counselor is to persuade them to behave in the opposite direction to the one toward which their instincts are pushing them. Although we do not have the detailed records to establish the point conclusively, there is some evidence that this approach generally served clients of Templeton’s investment firm well. The price they had to pay was to lag behind the market during its stronger phases. Given that most investors put a higher value on avoiding losses than they do on making the gains, this is a price that most should be happy to pay.

There are a number of myths and paradoxes about Templeton’s experience as an investor. In his own portfolios, he did not always practice what he later preached. The years of his greatest success with the Templeton Growth Fund only came about because he was unable to sell the fund. His experience in Japanese stocks, although it served him well for a couple of years in the early 1970s, probably did more, ironically, to damage his performance figures than any other single investment decision. His decision to sell out too early was a logical consequence of his methodology, but proved to be disproportionately costly in the late 1980s. Characteristically, this lost opportunity was something that troubled him for several years afterward. His firm was to go through a similar experience in 1999 and 2000, when a three-year period of agonizing underperformance, as the Internet bubble inflated, was only finally vindicated by the subsequent dramatic collapse in the value of those stocks in the TMT sector (telecoms, media, and technology) that had led the market up to its unsustainable highs.

Although his reputation as one of the finest stock pickers of all time is well justified, it did not stop him from making mistakes in the course of his long career. In the 1980s, for example, the Templeton Growth Fund invested heavily in Polly Peck, a London-listed company that subsequently turned out to be worthless and to have overstated its revenues and profits, prompting its founder to flee the country. The way he commiserated with his friend and fellow investor Peter Cundill about their losses in the shares of Cable & Wireless makes it clear that there were many examples of companies that failed to perform as he expected, prompting him to observe that a 60 percent success rate was more than good enough to earn a fund manager the reputation of being a genius.

Despite these disappointments, Templeton remained unwavering in his view that fund managers should not allow business pressures to dictate the way in which they pick their stocks. This conviction was sorely tested during the Japanese and Internet bubbles. When one of the authors asked him for advice after cutting his holdings in emerging markets to zero, a substantial bet against the world market benchmark and what competitors were doing. Templeton replied simply, “I have never thought it sensible to buy expensive stocks for my clients.” That was the end of the matter as far as he was concerned. From direct experience, we can vouch for the fact that he never blamed his analysts for making errors, provided that they had made an honest analytical mistake. The biggest crime, in his view, was not to have the courage to try.

While rightly proud of his reputation as a man who to his knowledge never made an enemy in the course of a long career, and who regarded looking after other people’s money as a sacred trust, John Templeton was not one to allow the commercial value of his gifts as an investor to go to waste. As well as being personally careful with money, even excessively so in some colleagues’ eyes, he showed himself on many occasions to be alive to opportunities to increase the value of his business. Witness for example his advice to colleagues on the need to “indoctrinate” clients of their investment counseling firm about the value of the service they were receiving; or his advice to Mark Holowesko on the need for a fund management firm to launch multiple funds so that at any point in time there would always be one that was showing a strong performance.3

His greatest failing as a businessman was his inability over many years to maximize the commercial value of his skills as a fund manager. The first 20 years of the Templeton Growth Fund’s history were, in retrospect, a long catalogue of missed opportunities. Its later success, once the marketing of the business was placed in the hands of John Galbraith, was equally nothing less than extraordinary. Without it the scale of Templeton’s philanthropy would never have achieved anything like the levels it did. The fact that the fund was able to persist with exceptionally high front-end charges for so many years is a tribute not just to the fund’s exceptional performance, but also to the dominance that marketing continues to play in the way that fund flows are directed.

John Templeton’s principal innovation as a stock picker was to insist on factoring forward earnings projections into the analytical task. This was something that he himself seemed able to do intuitively, working from published data and his own experience and observations of the world. His genius was to be able to reduce complex analytical issues to a set of simple heuristics that not only worked, but could be communicated effectively to others, both inside and outside his own firm. This discipline was rooted in a deep understanding of financial history and human behavior. His ability to focus unwaveringly on the right questions that investors need to address remains a powerful example to investors everywhere.

Future Prospects

John Templeton was an optimist by nature and retained an inveterate faith in the capacity of humankind to confront and surmount its problems. This theme runs through all his public speeches and his many books. Not for nothing was “Be Positive” the final of the 16 maxims discussed in Chapter 4. In The Templeton Plan, a primer on how human beings can find happiness, published in 1987, he declared “everything yields to diligence,” and quoted, with approval, a saying of the evangelist Charles Fillimore: “There is no other spot in the universe where man has mastery. The dominion that is yours by divine right is over your own thoughts.” It was a philosophy of life that was to guide his actions throughout his long career in investment. People who pursue the positive, he once noted, get results “whereas those who are cursing the evil usually don’t get far.”

There is no doubt, however, that in the last five years of his life he had become concerned about the consequences of the massive build-up of debt in the developed world. In an unfinished memo, drafted in June 2005, entitled simply “Financial Chaos,” he laid out some of his worries. “Increasingly often, people ask my opinion on what is likely to happen financially,” the memo begins. “I am now thinking that the dangers are more numerous and larger than ever before in my life time. Quite likely, in the early months of 2005, the peak of prosperity is behind us.” After this bleak opening, he went on: “In the past century, protection could be obtained by keeping your net worth in cash or government bonds. Now, the surplus capacities are so great, that most currencies and bonds are likely to continue losing their purchasing power. Mortgages and other forms of debts are over tenfold greater now than ever before 1970, which can cause manifold increases in bankruptcy auctions.”

Turning to the outlook for the corporate and personal sector, he wrote: “Surplus capacity, which leads to intense competition, has already shown devastating effects on companies who operate airlines and is now beginning to show in companies in ocean shipping and other activities. Also, the present surpluses of cash and liquid assets have pushed yields on bonds and mortgages almost to zero when adjusted for higher cost of living. Clearly, major corrections are likely in the next few years.” Further on he adds: “Increasing freedom of competition is likely to cause most established institutions to disappear within the next 50 years, especially in nations where there are limits on free competition. Accelerating competition is likely to cause profit margins to continue to decrease and even become negative in various industries. Over tenfold more persons hopelessly indebted leads to multiplying bankruptcies not only for them but for many businesses that extend credit without collateral. Voters are likely to enact rescue subsidies, which transfer the debts to governments, such as Fannie Mae and Freddie Mac.” He also foresaw a continuation of growing inequality: “With almost 100 independent nations on earth and rapid advancements in communication, the top 1 percent of people are likely to progress more rapidly that the others. Such top 1 percent may consist of those who are multimillionaires and also, those who are innovators and also, those with top intellectual abilities. Comparisons show that prosperity flows towards those nations having the most freedom of competition.”

Despite these concerns, which he was also expressing in private, the conclusion of this memo, arguably the most downbeat he had ever written, was both familiar and reassuring: “Not yet,” he concluded in its final paragraph, “have I found any better method to prosper during the future financial chaos, which is likely to last many years, than to keep your net worth in shares of those corporations that have proven to have the widest profit margins and the most rapidly increasing profits. Earning power is likely to continue to be valuable, especially if diversified among many nations.”

Since his death many of these fears have been borne out by events. Much of the private sector debt that precipitated the global financial crisis has been, in effect, transferred to or taken over by governments. Inflation has started to rise, stimulated in part by governments’ efforts to stave off a more severe economic downturn through the use of unprecedented amounts of monetary stimulus. This in turn has led to an intensifying sovereign debt crisis in the United States and Europe and further declines in the purchasing power of cash and government bonds, the traditional safe havens mentioned by Templeton in his memo. In many developed countries, as he correctly foresaw, real (after-inflation) yields on bonds and cash had fallen so low by the summer of 2011 that they offered savers little or no protection against loss of purchasing power. The real yields on U.S. Treasuries, for all but the longest dated issues, have in fact become negative for the first time in many years.

This is in stark contrast to the situation at the start of this century, when, with equities clearly overvalued, the potential for bonds to deliver superior returns was evident to the smartest investors. John Templeton made a good deal of money for his own accounts in 2000 by a twin-track strategy of shorting shares in Internet stocks and making a leveraged bet on long-dated U.S. government bonds, which he expected to rise sharply in price as interest rates continued to fall. That profitable trade is no longer available. In fact, the decline in yields on government bonds has now run so far in the United States and many other developed countries that they offer a dangerous mix of poor value and high risk. The bonds of leading emerging market countries, most of which have avoided the trap of excessive debt, continue to look like a more attractive prospect.

Many countries around the world are meanwhile engaged in an intensifying currency war, aiming to devalue more quickly than their competitors. Slowing economic growth and sovereign debt worries, coupled with the continued imbalances between the developed and developing world, prompted the International Monetary Fund to warn in late 2011 that the risk of financial instability was greater than at any time since the onset of the global credit crisis, and by extension for many years before that. Inequality, the gap between the rich and the poor, has also risen significantly since the turn of the twenty-first century, to reach levels last seen in the 1930s. In contrast, however, the corporate sector remains in aggregate in rude financial health, with profit margins and balance sheets that are very strong by historical standards.

Autumn 2011 Perspective

How, then, do we think that John Templeton would present his take on events, were he still alive today? What are the prospects for investors at the autumn of 2011, when this book is being completed? Is his investment philosophy still valid in these present conditions? These are the topics to which we turn in the final section of the book.

The autumn of 2011 has been characterized by violent swings in stock markets. The financial press has gorged on doom-laden predictions about future growth prospects, political instability, and the risk of potential default on sovereign bonds of many European nations. The United States is still the most powerful military power in the world, but its sluggish economy, combined with political gridlock in Congress, has seen the country lose its AAA credit rating. In August 2011 the federal government suffered the embarrassment of nearly running out of money after a bipartisan stalemate delayed an extension of its borrowing capacity. The fear of a self–reinforcing cycle of financial collapse has been stalking markets and producing ever increasing column inches on how economic Armageddon might unfold.

Before rushing to the conclusion that this outcome is inevitable, it is worth examining the wider and longer context, which we believe is by no means as dark as it might at first appear. Consider first the concerns about the lack of long-term savings in the West and the inability of both corporate and state pension schemes to fund the future retirement of the working population. How did this happen? Many companies failed to top up their in-house schemes when times were good and many governments simply ignored the problem, hoping it would somehow go away. Perhaps the single most important factor, however, has been the improvement in mortality rates. People are living much longer than before, something that in other times would have been heralded as a sign of progress. We have, bizarrely, somehow turned the fact that we all tend to live longer into a negative.

Another burden that exercises many observers is the rising cost of health care. How can we afford to fund the shortfall in future expected costs? It is a valid question, but a more positive interpretation would be that we now have the good fortune to be healthier than we were only a few years ago. That is not an unreasonable ambition for the human race and one, you might think, that might be worthy of some celebration. As well as living longer, we also enjoy much greater access than ever to the store of human knowledge. The Internet, electronic books, and mobile broadband are not just toys to be played with. They are helping to transform the productive capability of the world. The cost of accessing information has become negligible. By eliminating the costs of print and distribution, electronic books now have the potential to make the world’s store of information available to hundreds of millions more people, and at negligible cost.

Over time this has to be a powerful counterforce against rising inequality. The Internet and advances in mobile telephony hold out the prospect that in the world of the future geography and the accident of where you are born will no longer be such a constraining factor as it has been in the past. The next generation of mobile telephony will be as important a communication breakthrough for some communities as the advent of the telegraph was for those growing up in the latter years of the nineteenth century. In developing nations mobile broadband technology will allow instant access to the Internet and all that brings, without the need for heavy investment in underground cables. For the first time rural communities in developed countries will be on an equal footing with big cities in terms of communication resources.

The spread of education and literacy is continuing its rapid advance in the most populous nations of the world. In the last 25 years China has conclusively re-emerged into the family of nations. While the pace of China’s development over the quarter of a century has been breathtaking, it is still in its infancy. Until now China has prospered because of the work ethic of its people, but its recent rapid catch-up in technological expertise will in due course engender a new wave of innovation. Far from being a threat to the world, this can only be a bonus. And while the United States will not easily be supplanted as the center for technological development, increasing contributions from China and India can only add to global prosperity. The strategic goals of the Chinese government now include cleaner energy, reduced pollution, and better health benefits and security of employment. With such formidable political resources officially targeting these objectives, it is likely that they will produce higher living standards and, in time, a necessary shift in the structure of the Chinese economy toward a more consumer-oriented society.

Improved productivity is the key to greater global prosperity, and better health and education are important components in obtaining that objective. They are one of many grounds for cautious optimism that you won’t read about in the media at this time. Readers who are interested in a corrective to the diet of gloom should turn for balance to well argued books such as Matt Ridley’s The Rational Optimist (Harper Collins, 2010). Pessimists, of course, will revert back to the problems of the financial sector and a steady succession of scandals and fraud. John Templeton rightly pointed out that abusing weights and measures is a breach of trust by government, and there is no doubt that many institutions have lost the trust of their constituents. The optimist will note, though, that the market is now clearly penalizing those for whom trust has become a scarce commodity. In many countries today we can see signs of a reaction against those, such as bankers, legislators, and bureaucrats, who have abused their position. Financial institutions that trumpeted profits that they were later forced to concede were no more than accounting sleight of hand now sit under a cloud. They will continue to do so until investors have confidence that their trust is no longer being betrayed. Governments, meanwhile, are slowly but surely losing their gold-plated credit ratings as unfunded spending commitments come home to roost.

Political developments globally, it is even possible to argue, are also starting to move in a more favorable direction. Politicians are losing the ability to buy off voters with promises that their countries cannot afford. Voters in the Western democracies are discovering that the days of living on credit are over. The political classes have been slow to recognize this, but the day when they have to acknowledge this new reality cannot be delayed indefinitely. No doubt there will be continued efforts to maintain the deception that debt can be accumulated without cost. However, many of the developed nations have exhausted the store of wealth built up over many decades and can no longer in aggregate spend more than they earn. The focus will therefore shift away from consumption to earning and saving. As a result, the coming decades are likely to witness a renaissance in the productive and manufacturing industries of the West.

John Templeton would not have succumbed to the Western-centric bias of much comment about current developments in the world. The so-called BRIC countries (Brazil, Russia, India, and China) are experiencing a mirror image of the developments in the leaders of the developed world. In these countries a strictly mercantilist view of the world, built around export-led growth and a culture of domestic savings, will gradually give way to more balanced economies. Just as the West has exhausted its store of wealth and is only now beginning to realize that it can no longer consume more than it earns, so the East is waking up to the fact that it is richer than it realized. The capital that the BRIC countries are accumulating will have to be recycled, just as happened after the Industrial Revolution. Chinese and Indian multinationals will emerge to rival the industrial giants in the United States and Europe. The release of pent up demand in these nations and the innovation that will accompany their emergence can only assist the growth of the productive potential of the world economy.

The year 2011 was marked by political conflict in North Africa and the Middle East. If anyone 10 years ago had dared to predict the popular movements that have swept away dictators in Libya, Tunisia, and Egypt, they would have been regarded as dangerous optimists. It is characteristic of today’s sober frame of mind that now that this has happened, instead of rejoicing many people in the West are too busy worrying about the potentially negative consequences. It is evident that the way forward for these countries is uncertain, but seeing democracy advance rather than retreat was always for John Templeton a positive rather than a negative development. There are many dangers facing the world and big challenges facing policymakers and investors, but there is nothing inherently new in that. It was ever thus; the founder of the Templeton Growth Fund lived under the permanent shadow of a nuclear war for nearly 40 years, yet this did not prevent him believing in the capacity of the human race to grow and prosper. The lesson to be drawn from his life and career is that investors should not lose sight of the resilience of the global economy and mankind’s capacity for progress.

Implications for Investors

As is always the case in hard times, the question to be answered by investors is how much negativity is already being discounted in the price of shares, bonds, and other financial instruments. Combining a positive frame of mind with the perspective of overall valuations, we would argue that, at the time of this writing, there are more reasons to be optimistic than at first appear. For committed long-term investors, stock markets are no longer discounting unrealistic growth expectations. In fact, it is probable that they will be the best performing asset class for the foreseeable future. In an environment where we can expect global growth, after inflation, to run at the rate of 2 to 3 percent per annum, it is not unreasonable to expect that 10 years from now the S&P 500 index could reach 2,200.

That would represent an approximate doubling from the current level, which is 1,131 at the time of this writing. Yet at that level, it would still not be standing on a cyclically adjusted valuation that is high by historical standards. We have added similar target figures for three other markets, the United Kingdom, Germany, and Japan. Needless to say, these are intended to be the central estimate in a likely range of outcomes, not precise predictions. John Templeton was never foolish enough to say that his statements about future market levels were cast in stone, and we do not wish to make that mistake either. We do, however, think that these are landmarks that are capable of being reached in the next 10 years. See 6.1.

Table 6.1 Forecast Levels

Source: Edinburgh Partners, October 1, 2011.




	Index
	2011 Level
	2021 Forecast Level





	U.S.: S&P Composite
	1,100
	2,200



	U.K. FTSE 100
	5,300
	11,000



	Japan: Topix
	740
	1,600



	Germany: Dax
	5,700
	12,000





How did we arrive at these figures? We did so by applying the methodology that John Templeton developed. We have combined a plausible further valuation range for the market with conservative growth and inflation estimates, and then translated them into targets that are consistent with these numbers, as well as with historical experience. Presented in Figure 6.1 is the cyclically adjusted price to earnings ratio of the U.S. stock market, using data that goes all the way back to 1871. It is cyclically adjusted in the sense that the earnings component of the ratio is not the current figure, but the current figure divided by the average figure for the previous 10 years. This is a technique adopted by market analysts in order to eliminate the distorting effect on company profits of short-term movements in the economic cycle.4


Figure 6.1 Cyclically Adjusted PE Ratio, United States, 1871 to 2011

Edinburgh Partners from Thomson Reuters Datastream.
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The first thing that leaps out from the chart for the United States is how exceptional a period for investors the 1990s were, when set against historical experience. That decade witnessed both the culmination of the greatest bull market in equities in recorded history and a strong performance by bonds as interest rates and inflation expectations fell around the world. The rating applied to the stock market soared in response to abundant liquidity and the re-emergence of China and other emerging markets as a force in the global economy. This golden period for stocks could not be sustained indefinitely, and since the turn of the century, the trend has gone into reverse. The de-rating of equities accounts for a substantial proportion of the poor returns that this asset class has witnessed in recent years. Company earnings have not fallen significantly over the past decade. It is the multiple that investors have been prepared to pay for those earnings that has come down so dramatically. See Figure 6.1.

Clearly that process may not yet have run its full course. However, we are now at a point in the global cycle where the valuation of many developed markets has fallen far enough to mean it is now close to the long-term average, based on the cyclically adjusted price to earnings ratio. The same is true for the U.K., Japanese, and German stock markets. While the data series for these countries do not cover as long a period as that for the United States, the long-term average is consistent with longer run U.S. experience. The other markets did not reach quite such high valuations in the 1990s, but the trend since then has been broadly similar. They too are no longer so obviously overvalued as they once were. In fact, on some counts they look more attractive than the U.S. market. See Figures 6.3, 6.4, 6.5, and 6.6.


Figure 6.2 Cyclically Adjusted P/E Ratio, United Kingdom, 1982 to 2011

Edinburgh Partners from Thomson Reuters Datastream.
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Figure 6.3 Cyclically Adjusted P/E Ratio, United States 1982 to 2011

Source: Edinburgh Partners from Thomson Reuters Datastream.
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Figure 6.4 Cyclically Adjusted P/E Ratio, Japan 1982 to 2011

Source: Edinburgh Partners from Thomson Reuters Datastream.
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Figure 6.5 Cyclically Adjusted P/E Ratio, Germany 1982 to 2011

Source: Edinburgh Partners from Thomson Reuters Datastream.
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Figure 6.6 U.S. Stock Market Real and Nominal Equity Yield, 1940 to 2011

Source: Edinburgh Partners, Barclays Equity Gilt Study 2011, Thomson Reuters Datastream, Global Financial Database.
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The important implication of this is that it is likely that equity market returns will be driven as much in the future by earnings growth as by further changes in valuation. That in turn implies that while future returns from equities will not match those on offer when markets were very low by historical standards, they should offer positive returns in both real and nominal terms. There is a well established inverse correlation between the cyclically adjusted P/E ratio and subsequent real (inflation-adjusted) returns from equities. The higher the adjusted P/E ratio, the lower in general the subsequent return, and vice versa. Could they still get cheaper than they are now? Yes, certainly they can. Share prices can always fall further and faster than basic valuation measures suggest. The issue, however, as John Templeton always saw it, was how the rational investor should respond to the evidence of over or under valuation in the markets.

His years of experience led him to argue for a simple, measured response. In his view, when shares were expensive, it was inherently dangerous to hold on to them all in the hope of finding a “greater fool” to buy them later on. Equally, when they did offer good value it was foolish not to invest in companies on the grounds that they might, conceivably, be available to buy at lower prices at a later date. The risks of being wrong, in either case, were simply too great to justify such behavior. History, according to his research, provides no empirical support for failing to buy equities when they are cheap, however unappealing conditions at the time might appear to be.

Adapting the Yale method, current valuations might suggest that it looks risky to make much beyond a “normal” allocation to equities. While not unreasonably valued, they are certainly far from being dirt cheap. There is another dimension to consider, though. Sir John invariably stressed the need to focus on real, not nominal, returns when considering alternatives in investment. The effect of inflation on wealth is pernicious, and inflation remains a potent longer-term threat in today’s global environment. In their efforts to stave off the impact of the credit crisis, governments in developed countries have slashed interest rates and resorted to wholesale printing of money and other forms of loose monetary policy. This is not only inherently inflationary, but has also helped to distort investors’ perception of risk.

What this means is that cash and government bonds are no longer the safe alternatives they traditionally were. Interest rates on savings accounts and money market funds have dwindled to almost nothing, offering little if any protection against inflation. Government bonds in countries such as the United States and the United Kingdom, in many cases, also offer negative real rates of return, because their yields are below the rate of inflation in the issuing country. Each and every year, in other words, investors who buy bonds at these prices can expect the purchasing power of their investment to diminish. If you share Templeton’s view of the importance of governments maintaining the integrity of a country’s weights and measures, the willingness of many countries to debase their currencies and the value of their bonds is a disturbing development. Only a dramatic fall in future inflation will justify investors buying U.S. or U.K. government bonds at 2011 yields and hoping to make a real return over anything but the shortest of time horizons. The best indicator of future bond returns is the real (after inflation) yield. This is now negative, and that historically has not been consistent with anything other than losing money over time.


Figure 6.7 Real 10-Year Bond Yields and Returns

Source: Edinburgh Partners, Barclays Equity Gilt Study 2011.
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Although some ultra-gloomy investors appear to think that an extended period of deflation now lies ahead, historical experience provides little comfort for this view. For the best part of 40 years, between 1940 and 1980, buying U.S. government bonds was an almost sure-fire way for savers to lose the purchasing power of their money. It was only after inflation peaked in the late 1970s that bonds once more began to offer positive real returns. This trend was supported by tight monetary conditions, deregulation, and government policies designed to encourage enterprise and growth. These policies are the exact opposite of those now being followed by Western governments in the aftermath of the global credit crisis. In the 1980s those policies helped to usher in a golden era for bond investors. Inflation fell from 15 percent to less than 5 percent and the resulting fall in bond yields sent bond prices soaring. With real yields on government bonds now in negative territory, the opportunity for a repeat of this experience no longer exists. The risk is all on the other, inflationary side of the equation.

Figure 6.8 shows the 10-year annualized real returns that have been obtained by investing in both U.S. equities and U.S. government bonds over the past 70 years. The realized returns are plotted against the starting date of each 10-year period. So, for example, someone who invested in equities in the late 1990s would have obtained a negative real return 10 years later. (The heavy plotted line falls below the 0.0% horizontal gridline.) In contrast, for someone who invested in U.S. 10-year bonds, shown by the dashed line, the annualized real return over the next 10 years would have been somewhere above 4 percent per annum. The critical point, one that John Templeton emphasized at all times, but which many investors appear to forget, is that a realistic target return from either equities or bonds is heavily dependent on their respective valuations at the point of investment. We obviously do not know what the actual realized returns from an investment made in 2011 will turn out to be, but it is long odds on, given their respective valuations, that equities will produce a higher 10-year return than U.S. government bonds. The former are relatively cheap and the latter both relatively and absolutely expensive.


Figure 6.8 Comparable Real Returns, U.S. Bonds and Equities (annualized % per annum from start date)

Source: Edinburgh Partners.
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The historical experience with equities is not so discouraging. Certainly there have been many periods when returns from equities were poor. The last decade has been one of them. Since 2000 investors in bonds have continued to make positive real returns while the real returns from developed market equities have slumped. (Equities in many emerging markets have delivered much higher returns, however, underlining the way that economic power has shifted from West to East, a trend that John Templeton was one of the first to identify.) This experience helps to explain why investors have such a negative view on equities as an asset class. It was also what John Templeton himself anticipated with the shifts in his own portfolios at the start of the decade, buying government bonds. Equities have been poor on both an absolute basis and relative to bonds. The explanation is readily apparent from the cyclically adjusted P/E graphs. Although the returns of the 1980s were repeated in the 1990s, they were not underpinned by sustainable growth in earnings, as they had been in the previous decade. Instead market valuations simply rose to a level from which they were bound to decline, and that decline outweighed any earnings growth. Today, however, the cyclically adjusted earnings ratio no longer sits at such elevated levels and has fallen back, closer to the long-term historic average. As such it is reasonable to expect that returns from here on will also fall within their historical ranges.

So, while equities, particularly in the United States, are not obviously cheap, they do have the advantage that they can offer what the traditional safe havens no longer can, which is protection against the loss of wealth. If we assume that global growth remains relatively anemic for a few years, but that inflation averages approximately 3 percent per annum (which may well prove to be an underestimate), then it is reasonable to expect that the major stock market indexes will double in nominal terms over the next 10 years. Adjusted for inflation, this would equate to a real return of approximately 4 percent per annum. While this is lower than the long run historic return on equities, which is around 7 percent per annum, it nevertheless does hold out the prospect of an above-inflation increase in wealth. On almost any scenario, barring only a rerun of the Great Depression, the 10-year return from equities is likely therefore to be well above the return available on U.S. government bonds. The average real loss from owning bonds over 10-year periods between 1940 and 1980 was well over 10 percent, and in some periods two or three times that level. Investors eventually caught on to the fact that they needed to earn a positive real interest rate as a reward for holding government securities.

Those investors today who feel safe with government bonds will in due course come to realize that this feeling is misplaced. Much greater safety over the next 10 years is likely to be found in equities, given today’s relative valuations. The key, as the subject of this book repeatedly pointed out, is to remember that investment in equities is an investment in the future growth of the world and that as long as one does not pay too much for them one can expect to be rewarded over time. We have no doubt that equities would be John Templeton’s preferred asset class in today’s environment, as indeed he suggested at the end of his memo on financial chaos that we quoted earlier. Progressively buying when stocks become cheap and progressively selling when they become expensive is what John Templeton did. It worked for him—and it can work for those who have outlived him.

Despite the gloom that settled on investors in the course of 2011, the outlook for equity returns, while hardly the greatest bargain they have ever been, has improved. The economic Armageddon being predicted by some is not the most likely outcome. More likely is that policymakers in Europe and the United States will, to paraphrase Winston Churchill’s view, arrive at the right answer, but only after exhausting all the alternatives first. The fact that investor confidence is so low at the time of writing is an additional source of comfort. If he were with us today, we believe that John Templeton would point out that the gloom in financial markets now offers grounds for optimism. As he repeatedly said, the best time to invest is always at the time of maximum pessimism, and we appear to be closing in on that point in this market cycle.

Notes

1. The phenomenon of increasing short-termism in modern financial markets has been highlighted in a number of recent authoritative studies by authors such as Alfred Rappaport and Jack Bogle.

2. The popular writer Malcolm Gladwell elaborates on this idea in his book Outliers, in which he argues that thousands of hours of practice are the key to the success of those who reach the pinnacles of their chosen sport or profession.

3. Reprinted in the Appendix.

4. To be precise, the data for the chart is arrived at by dividing the latest monthly figure by the trailing 10-year moving average of the same series.





Appendix

John Templeton’s Advice to Investors

In addition to letters to clients of his investment firm, John Templeton wrote many words of advice to investors, as well as being quoted regularly in books and newspaper articles about his views on the art of successful investment. In this section we reproduce his best-known and most pertinent observations. Perhaps his most famous piece of advice came in the form of a series of maxims, or aphorisms, which he used in a number of different places, and which he added to on several occasions as his fame spread. This is the longest and most definitive list of these maxims that we have been able to find. It can be usefully compared to the shorter version, based on an article that appeared in a now defunct publication, the Christian Science Monitor’s World Monitor, which we used as the basis for our comments in Chapter 4.


1. For all long-term investors, there is only one objective—“maximum total real return after taxes.”

2. Achieving a good record takes much study and work, and is a lot harder than most people think.

3. It is impossible to produce a superior performance unless you do something different from the majority.

4. The time of maximum pessimism is the best time to buy, and the time of maximum optimism is the best time to sell.

5. To put “Maxim 4” in somewhat different terms, in the stock market the only way to get a bargain is to buy what most investors are selling.

6. To buy when others are despondently selling and to sell when others are greedily buying requires the greatest fortitude, even while offering the greatest reward.

7. Bear markets have always been temporary. Share prices turn upward from one to twelve months before the bottom of the business cycle.

8. If a particular industry or type of security becomes popular with investors, that popularity will always prove temporary and, when lost, won’t return for many years.

9. In the long run, the stock market indexes fluctuate around the long-term upward trend of earnings per share.

10. In free-enterprise nations, the earnings on stock market indexes fluctuate around the replacement book value of the shares of the index.

11. If you buy the same securities as other people, you will have the same results as other people.

12. The time to buy a stock is when the short-term owners have finished their selling, and the time to sell a stock is often when short-term owners have finished their buying.

13. Share prices fluctuate much more widely than values. Therefore, index funds will never produce the best total return performance.

14. Too many investors focus on “outlook” and “trend.” Therefore, more profit is made by focusing on value.

15. If you search worldwide, you will find more bargains and better bargains than by studying only one nation. Also, you gain the safety of diversification.

16. The fluctuation of share prices is roughly proportional to the square root of the price.

17. The time to sell an asset is when you have found a much better bargain to replace it.

18. When any method for selecting stocks becomes popular, then switch to unpopular methods. As has been suggested in “Maxim 3,” too many investors can spoil any share-selection method or any market-timing formula.

19. Never adopt permanently any type of asset or any selection method. Try to stay flexible, open-minded, and skeptical. Long-term top results are achieved only by changing from popular to unpopular the types of securities you favor and your methods of selection.

20. The skill factor in selection is largest for the common-stock part of your investments.

21. The best performance is produced by a person, not a committee.

22. If you begin with prayer, you can think more clearly and make fewer stupid mistakes.



Source: William Proctor, The Templeton Prizes, 118–120. Reproduced with permission.

Templeton’s Letters to His Clients

The archive of letters that Sir John Templeton sent to clients of his investment counsel firm Templeton, Dobbrow & Vance between 1940 and 1962 provides a rich source of material for students of investment. A number of these have been reproduced in full in Chapter 2. Here we reproduce a further small sample from the archive, grouped into a number of sections. They contain some fascinating insights into how his thinking about investment developed in the aftermath of World War II. This was a period during which the American economy grew strongly against a background of continued international tension. The postwar period was punctuated by periodic crises—most notably, the Berlin airlift crisis of 1948, the Korean War in 1951, Suez and the Hungarian uprising in 1956, and the Cuban missile crisis of 1962.

In the world of investment, two features of note that emerged toward the end of the period were (1) the first signs of inflation as an endemic feature of economic life in developing countries; and (2) the reversal of the traditional relationship between the valuations accorded by investors to equities and bonds. Historically equities had always yielded more than bonds, but since 1957 that relationship has reversed, creating the so-called reverse yield gap. Until the 1960s individuals remained the most important source of investment demand in the stock market. It was not until the late 1960s that mutual funds began to grow rapidly, eventually becoming the medium of choice by which private investors participated directly in the investment markets. The three decades since the 1980s have also seen a dramatic increase in institutional investment, with a corresponding decline in the amount of stocks and shares held directly by investors, rather than through funds.

Stock Markets

What follows are some examples of the letters that John Templeton sent to clients of his investment counseling firm discussing the level of the stock market and its implications for their portfolios. The message in each of them runs on broadly similar lines: This is where the market is trading, this is how that compares to the “normal” level, as calculated by the firm, with reference to historic earnings and replacement cost of assets, and this is what it means for the client. They invariably mention the advantage that comes from having cash in reserve to take advantage of those occasions when the market does fall below its normal level; and the benefits of reducing the equity exposure when the market has risen above that level. This contrarian approach was the essence of the Yale method. The efficacy of the method depended a good deal, of course, on the skill and accuracy with which Templeton and his colleagues were able to calculate the value of normal.

February 9, 1948: Ratio of Stock Yields to Bond Yields

In selecting a stock for purchase, the dividend rate receives more attention than any other one fact, especially among nonprofessional investors. The high cost of living has caused more and more people to seek stocks that pay high dividend rates.

Therefore, it is interesting to know that more than 100 listed stocks are now available, paying better than 10 percent return. Table I lists 112 stocks, each of which paid dividends in 1947 as great as 10 percent of the January 7, 1948, market price of the shares. All of these stocks are listed on the N.Y. Stock Exchange or the N.Y. Curb. There are now, of course, many nonlisted stocks with yields equally as high as those in this table and also many listed stocks which would qualify for inclusion in the table if the market price declined only fractionally.

The abundance of high yielding stocks results in part from the decline in stock prices in the last 19 months and in part from the increased dividends and extra dividends declared in the last few months. The average yield on the 65 stocks used in the Dow Jones Averages is now 5.36 percent. By comparison, the yield on the 40 bonds used in the Dow Jones Average is 3.79 percent. The stocks yield 41 percent more than the bonds. This is unusual. The past history on this subject can be studied in Table II, which shows the ratio between stock yields and bond yields for each year from 1871 to 1946. For the years prior to 1939, the source of this data is “Common Stock Indexes” by Alfred Cowles III and Associates; and for later years the figures in the table are the yields at the end of the year from the Dow-Jones Index of 40 bonds and the Index of 65 stocks. In only two of the 76 years covered by this Table were stock yields so great in comparison to bond yields as they are now.

To some extent the stocks whose dividend payments are high in relation to market price are concentrated in nine industries: 1. Amusements; 2. Automobiles, Trucks and Parts; 3. Food and Beverage; 4. Merchandising; 5. Mining and Metals; 6. Railroad and Railroad Equipment; 7. Sugar; 8. Textiles and Apparel; and 9. Utilities. This grouping is shown in Table 1 (not shown). However the scattering is wide enough that it would be easy to make up a well diversified portfolio consisting solely of stocks yielding over 10 percent.

Table 1 Index of Earnings of Corporations in the United States
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This list of stocks, yielding 10 percent or more, is presented as an interesting curiosity—a peculiar phenomenon of the times. It is not presented as a means for selecting stocks for purchase. Probably the long-range overall results would be better, if stocks were selected at random rather than from this list. As a general rule it can be taken for granted that a stock will net sell as low as 10 times dividends if security analysts and persons close to the company expect the dividend rate to be long maintained.

The dividend rate is only one of a multitude of factors that should be studied when selecting a stock for purchase. All other factors being equal, for the investor with a low income tax bracket, it is better to buy the stock paying the higher dividend; but seldom ever can it be said that other factors are equal. Because stockholders are conscious of the dividend rate more than other facts, this element is often overemphasized. To be successful in the management of securities, it is necessary to buy the stocks that are oversold and to sell stocks that are overbought. Stocks with a high dividend rate are seldom oversold. Real bargains, from a long-term viewpoint, are found more often among stocks which have paid little or nothing in dividends for several years.
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September 21, 1948: The Best Thing That Could Happen

The stock market went down yesterday. My friends in Wall Street are sad. I can understand their emotions; but it only illustrates again the fact that more and more investors should adopt and adhere to the long-range non-forecasting programs used by the clients of Templeton, Dobbrow & Vance, Inc. These programs are designed to profit from stock market cycles without the need for predicting such cycles.

For an investor following a program of this nature, as we have said before, the best thing which could happen is to have the stock market go down from today’s level of 177 to 128 before the next long bull market begins. An investor following an “average program” has 70 percent in common stocks today that will participate in the capital gains during the next bull market. However, if the market declines to 128 before the bull market begins, such an investor will have 100 percent in stocks with which to participate in future capital gains. In other words, if a bull market begins now the investor will make a large profit; but if the market first declines to 128 before the bull market begins he will make an extra $19,000 approximately on each $100,000 involved in the program.

If the market continues to decline the long-range programs will call for purchasing more stocks at successively low levels. Of course, if there were any way to know for sure that the stock market would decline to 128 we would wait until then to make any purchases. In fact, we would go further than that and sell out the stocks now held in order to repurchase at the bottom. But the fact is that no one can possibly know for sure what the stock market will do. It is also possible that a long bull market may start immediately. If there were any way to know this for certain, we should immediately buy common stocks on margin at once. Here again, no one can possible by sure what the stock market will do. The prudent and conservative policy is to follow a long-range program designed to profit from stock market cycles without the need for predicting either the timing or extent of such cycles.

Because the stock market declined yesterday and is now 9 percent below its level three months ago, investors generally are unhappy. Even for those investors who have not yet adopted a long-range program this emotion is illogical, if such investors are still in the stage of accumulating their wealth. Low market prices work to the advantage of an investor who makes it a practice to reinvest dividends or an investor who makes annual savings from his business or salary. For more than two years stock prices have been remarkably low in relation to earnings. In fact, today stock prices are lower in relation to earnings than in any peace-time year as far back as records are available. This means simply that a person with new money to invest can obtain unusual bargains. He can buy shares in some of America’s largest and soundest enterprises for less than five times the current rate of earnings. If the current rate of earnings is maintained, the net worth of his shares plus the dividends received will cause the value of his investment to double in less than five years. Even if future earnings were only one-half of current earnings, his purchases would still represent attractive bargains.

This memorandum is not written merely to point out the silver lining of a cloud. It is intended as a part of the long educational program to persuade more and more investors to adopt sound and long-range investment programs.
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August, 1953: Lower Prices Expected

The Dow Jones Average of Industrial Stock Prices is now 271. We expect and hope that this average will decline below 190.

Most of our investment counsel clients follow long-range programs of the non-forecasting type. The program of each client is designed to fit his own needs and wishes. A typical program would call for having 60 percent in common stocks when stock prices are normal and 100 percent in common stocks when stock prices are very low. The change from 60 percent stocks to 100 percent stocks is made progressively, step by step, each time the general level of prices declines another 10 percent. The increased proportion of common stocks purchased at these successively lower levels is then held until stock prices eventually return to normal. When that happens, the proportion of stocks is reduced back to 60 percent, which means automatically that profits are taken and the fund is larger at the end of the cycle than at the beginning.

Our economic and financial studies now indicate that the normal level for industrial stock prices during the next 10 years may be between 289 and 303 on the Dow Jones Average. When prices decline 10 percent below normal, which means about 260, the typical program mentioned above calls for increasing common stocks to 70 percent. It calls for increasing to 80 percent in stocks at 234, 90 percent at 211, and 100 percent at 190 on the Dow Jones Industrial Average.

That is why we hope that the market will decline to 190. Only in that way will this typical client have an opportunity to use all of the reserve funds he is holding for the purpose of purchasing common stocks at bargain prices.

Of course, when preparing the program, it would be possible and reasonable, to schedule the purchases more closely together and thereby use up the reserve fund before the market declined as low as 190. Every client has a different program—a program designed to fit his own needs and wishes. Some clients have more stocks than others. Some are never completely in stocks and never completely out of stocks. Without changing the basic method the variations are infinite.

The reason why the particular program mentioned is not designed to use all of the reserve fund until the market is below 190 is the fact that it seems reasonable to expect that prices might go that low during the next bear market. This would be only 34 percent below normal and only 30 percent below today’s prices. The history of stock market cycles during the last 50 years teaches us that we ought to expect prices to decline more than 30 percent below normal once or twice in every decade.
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In the next memo John Templeton expands on a theme that was to become a leitmotif of his approach to stock picking over the years. He notes that institutional investors are starting to buy blue chip stocks, driving up their valuations to heady levels, with price earnings ratios above 20 in many cases. These are price entry levels, he notes, at which investors are unlikely to be well rewarded over time. Bargain hunters will be better served looking at stocks selling for less than 10 times earnings.

December, 1953: Today’s Premium Prices for Those Stocks Favored by Trustees

Some stocks are more stable in price than others. Stocks that have had a long record of stability in prices, earnings and dividends are referred to as high-quality stocks. These are usually the shares of large and famous companies operating in industries of a non-cyclical nature.

Between October 17, 1951 and December 2, 1953, there has been a remarkable divergence in the price trends of high-quality stocks compared with the general list of stocks. This is unusual, and deserves careful study. In the long run, shares of small and young companies and shares of obscure companies have fared as well as, and perhaps better than, top-quality stocks. Accordingly, the rising prices for high-quality stocks coincident with declining prices for other stocks generally in the last 25 months is noteworthy.

To be specific, Standard & Poor’s Index of High-Grade Stocks increased 14.3 percent, whereas Standard & Poor’s Index of Low-Priced Stocks decreased 33.1 percent during the period referred to above. The Dow-Jones Index of 30 industrial stocks, which are mostly high-grade stocks of large corporations, increased 3.5 percent, whereas the general level of all stocks on the New York Stock Exchange decreased 11.4 percent. For the purpose of sampling how much the general list of stocks declined, we have studied the record of the first 100 common stocks chosen alphabetically which are listed on the exchange. This list, which naturally includes some high quality, some medium quality, and some low quality stocks, is attached to this memorandum and is well worth reading. It shows that in this short space of time there have been wide variations with increases ranging as high as 52 percent and declines as great as 63 percent. Thirty of these stocks increased, whereas 70 decreased in price.

This period of about 25 months has been unusual, and perhaps unique in the history of American stock prices. The Dow Jones Industrial Stock Average has fared 14.9 percent better than a general list of 100 stocks chosen alphabetically. The Index of High-Grade Stocks has fared better than the Index of Low-Priced Stocks by a full 48 percent.

By examining the causes for this divergence, we may find clues as to how long the divergence might continue. One cause has been the institutionalization of investments and another cause has been the widespread expectation of a recession in general business.

By institutionalization we mean that a larger than usual proportion of the total new money available for investment is coming in through insurance companies, trust funds, pension funds, profit sharing funds, mutual investment funds, and various other institutions.

One of the earliest influences of this nature was the large accumulation of investment funds in the hands of life insurance companies, banks and similar institutions. Until recent years such funds were invested only in mortgages, bands and preferred stocks. Therefore the funds available for the purchase of bonds have been large, while at the same time the funds from other sources available for common stacks have been small. This situation has been one of the causes for the change in the ratio between bond yields and common stock yields. The excellent studies of the Cowles Commission indicate that in the 68 years from 1870 to 1938 the yields of common stocks averaged 5.0 percent, whereas the average return was 4.2 percent on high-grade bonds and 4.6 percent on prime commercial paper for this same period. Now high-grade bonds yield 3.1 percent and common stocks 6.0 percent. The ratio of stock yields to bond yields has increased from 119 percent for the 68 years ending with 1938 to 193 percent at present. In fact, during these latest 15 years common stock yields have been very frequently more than twice as high as the yields on high-grade bonds.

In recent years an ever-increasing amount of institutional money has become available for the purchase of common stocks. Life insurance companies have been granted permission to invest part of their assets in common stocks. More recently the same permission has been granted to savings banks. At long last the laws of New York have been changed to permit trust funds (where the trust agreement is silent on the subject of investment media) to be invested partly in common stocks; and many other states have followed suit. Mutual investment funds, sometimes called investment trusts, have been investing in common stocks for more than 30 years but the quantity of money coming in through this source is now vastly greater. Colleges and other public endowment funds are shifting gradually into a higher proportion of common stocks.

Perhaps the greatest influence is the rapid rise of pension funds and profit sharing funds in the last two years. Over a billion dollars a year is now flowing into these funds and the rate is increasing. Only a part of such funds is used to buy common stocks but still the total for this purpose is great.

The men who manage these institutional funds are naturally cautious. When selecting common stocks, practically all of the funds flow into a small list of high-grade stocks of large and famous corporations. This has been the outstanding influence on stock prices recently. Because the supply of this kind of stocks is limited, the prices have been bid up at the very time when the prices of medium grade and risky stocks have shown a declining trend.

The divergence in trends for the different classes of stocks has been augmented, especially during the last two years, by the fear of a general business recession. The opinion has been widespread among investment analysts that a mild depression would begin soon; and some have thought that it would be more than mild. Therefore these security analysts and many of the larger investors whom they influence have been shifting funds into the shares of companies whose earnings are expected to be stable and out of the shares of companies whose earnings might suffer temporarily during a general business recession. To a considerable extent a recession has already been discounted in the stock market. Shares of many small companies and companies operating in cyclical industries are now selling at prices which are low not only in relation to prosperity earnings but also in relation to the average earnings which may be expected during the next full business cycle.

The fear of a business depression has endured for a long while; but by its nature this influence can be regarded as temporary. If the expected recession does not occur, the fear may decrease; and if it does occur investors are likely then to look ahead in anticipation of recovery. It is the nature of humanity that general fears and anticipations are constantly changing. On the other hand, there is no end in sight for the trend toward greater institutionalization of investments. Not only will the investments already made through institutions remain, but also there is likely to be a great increase especially in the field of profit-sharing funds and pension funds.

It has always been normal for stocks with a long record of stable earnings to sell higher in relation to earnings than is the case with the general, run of stocks. The relation between price and earnings is called the price-earnings ratio; and this is one of the most important elements in the study of stocks. The price-earnings ratio for high-grade stocks is normally higher than the price-earnings ratio for low grade stocks. Because of the factors discussed above, this spread is greater now than formerly. Because the trend toward institutionalization will continue, the spread may continue to be unusually wide by past standards.

The question of whether the spread will remain wide is important for investors; but even more important is the question of whether the spread will grow still wider. A high grade stock like Union Carbide is now selling for as little more than 20 times average earnings for the last five years whereas a medium grade stock like U.S. Plywood is now selling for less than seven times average earnings for those years. Some low grade stocks are selling for only three times earnings. Will this disparity increase? In some ways a divergence like this tends to be self-correcting. Naturally there is some limit to how great the disparity can get.

The limited quantity of top-grade stocks may encourage even trustees gradually to leak further afield. Furthermore, those who do not have the position of trustees, when they see the great disparity now existing, may begin to sell their top grade stocks to the trustees and use the proceeds for buying better bargains and better yields among medium grade stocks. It is enlightening to notice that the disparity showed up first in the difference between bond yields and stock yields. After a while this led to a general trend for institutions and trustees to include a few high-grade common stocks in their investment funds rather than only bonds. It is natural and proper for men acting as fiduciaries to be cautious; and so far they have been willing to purchase only top-grade common stocks. However, there may well develop a gradual trend toward seeking much greater values and greater yields than can be found among most top grade stocks.

Another situation that deserves close study is the fact that certain stocks previously regarded as medium grade may gradually come to be regarded as top grade. For example, in the 10 years from 1935 to 1944 Minnesota Mining was regarded as medium grade and the price earnings ratio averaged only 11. Now this stock is regarded by many as top grade and its price is over 23 times the highest earnings ever reported. To use Wall Street slang, there are a good many red chips now that may become blue chips within a few years.

Of course, under certain circumstances the prices of low-grade stocks increase much faster than the prices of high grade stocks, sometimes many times as fast. For example, Norfolk & Western, which was regarded as a top grade stock in 1941, sold as low as 44⅞; in that year and is now available at 40⅞; whereas the price of St. Louis-Southwestern, a low grade stock, increased from 1½ at that time to 222 at present. The price of Missouri Pacific Preferred, another low-grade stock, increased from ⅛ to 40⅜. Conditions which lead to the popularity of low-grade stocks will occur again sometime; but this does not appear probable in the next few years.

Finally, it is worth noting that a really long-term investor will fare better if he selects stocks with low price earnings ratios, if all other factors are equal. For example, a stock purchased now for 20 times average future earnings will accumulate during the next 10 years $500 for the benefit of the other (either in the form of dividends or increased net worth) for each $1,000 invested; whereas a stock purchased now at seven times future average earnings will accumulate in the next ten years $1,429 for the benefit of the owner. If you pay 20 times earnings for the shares of a company with a steady earning power, you may actually be taking more risk than if you pay only seven times earnings for the shares of a company whose earning power is subject to fluctuations. To get the maximum combination of safety, income, and capital growth, investors should seek to buy stocks at low prices in relation to normal earning power.

It is normal for high-grade stocks to sell for higher prices in relation to earnings than medium grade stocks. The disparity has increased remarkably in the last 25 months. The unusually wide disparity may continue because most new money is flowing into stocks by way of institutions. For several reasons the disparity is self-limiting. Investors should favor good quality stocks; but those investors who are not trustees should be willing to pay only a fair and not an excessive premium for good quality stocks. Best results in the long run are likely to come from searching out stocks of improving quality and stocks that are real bargains.
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The next memo can perhaps stand as the definitive illustration of the approach which John Templeton was taking to analysing the level of the stock market during his years as an investment counsel. The contrast between his analysis at two different dates (1950 and 1955) brings out clearly the different factors that contributed to his overall assessment. Note also the emphatic use of data to support and add weight to his arguments.

August, 1955

Templeton, Dobbrow & Vance Inc

Five years ago I wrote and published in the August 10, 1950 issue of the Commercial & Financial Chronicle an article stating five lines of thought leading to the conclusion that stock prices were then too low. Now it is interesting to bring up-to-date each of these five lines of thought which may help us to understand just how high stock prices are now. In the left column below you will find the 1950 article in its entirety; and in the right column facts and comments about the situation today. The comparison may help toward clear-thinking, despite the rosy glow which now pervades Wall Street and Main Street both.




	“How High is the Stock Market”—1950
	“How High is the Stock Market”—1955





	The stock market is now dominated by the international situation. In the first 18 days after the invasion of South Korea industrial stock prices declined 13.5%. Some people think that this was only the beginning of a greater downward trend caused by the prospect of excess profits taxes and price controls. Others think that this was only a temporary reaction in a long upward trend caused in part by inflation. Some light may be shed on this subject by studying the question of whether stock prices today are high in relation to intrinsic value or low.
	The stock market is now dominated by talk of a new era. The pessimism and fear caused by the great depression and by the war, which had an almost continuous influence on the minds of investors and businessmen for 20 years, have evaporated at last. One of the Washington news-letters states: “The most surprising thing our survey turned up, however, was a great unanimity of opinion. ‘Bears’ were very conspicuous by their absence. . . Even the doubters think 1956 will top or match 1955”. This, itself, is a warning signal. Further good news could not cause many more people to become bullish, because so many are bullish already. Conversely, however, any bad news causing a few of the many bulls to change their minds could increase considerably the number of bears.



	Historically the market is in high ground. In May and June, 1950, the Dow-Jones Industrial Average was the highest in almost 20 years. Even now the DJIA is about 208, whereas the average level of the last 30 years was only 143. On the other hand, the prices of secondary stocks are much lower. Standard and Poor’s index of Low-Priced Stocks reached a peak of 315 in the first week of February, 1946, and this index is now only 151.
	Stock prices are far higher now than ever before. The Dow-Jones Industrial Average is about 460, whereas the average level of the last 30 years was only 174. Standard and Poor’s broad average of 420 industrial stocks is now 86% higher than the 1929 peak.



	In relation to earnings, stock prices are low. A record of earnings for 79 years is shown in Table 1. From this table it is easy to compute that the average earnings for the last 30 years were $7.48; but current earnings are $19.90. In other words, earnings are 166% higher than the average of the last 30 years. Therefore, it is not surprising to find that industrial stock prices are 45% higher than the average of the last 30 years. In fact, if stocks should sell now as high in relation to current earnings as has been normal for the last 30 years, then the DJIA would be 388.
	In relation to earnings, stock prices are now very high. It now appears that earnings for this year will be just about 15% more than they were in the year 1950. Meanwhile, the Dow-Jones Industrial Average has risen from 208 to 460, which is a rise of 121%. The figure of 388 for stock prices mentioned 5 years ago looked very high indeed at that time; but now stock prices have not only reached, but exceeded this figure by 19%.



	Next let us consider the subject of dividends. The average yield from dividends on industrial stocks has been 4.90% for the last 30 years; but the average yield today is 6.69%. At current dividends rates, stocks would yield 4.90%, the average of the last 30 years, if the DJIA were 283.
	In relation to dividends, also, stock prices are now very high. The average yields from dividends on industrial stocks has been 5.00% for the last 30 years; but the average yield today is 3.63% on Standard and Poor’s Average. At current dividend rates, stocks would yield 5.00%, which is the average of the last 30 years, if the DJIA were 388.



	Of course, there is a general opinion today that current earnings (and dividends) are abnormal. In fact, there are some people in Washington who say that current earnings of corporations are excessive. This is not a fair statement. It would be just as reasonable to say that current wage rates are excessive. Average earnings of factory workers have risen from a minimum $15.96 weekly 18 years ago to the current rate of $57.50 weekly, which is an increase of 260%. The increase in earning of corporations has been roughly the same as the increase in Gross National Product of the United States. Before 1941 Gross National Product had never exceeded $107 billion, but the current rate is $263 billion. Gross National Product is 117% higher than the average of the last 30 years; and a decline of only 18% would bring corporation profits down to the same percentage of Gross National Product as has been normal for the last 30 years.
	Gross National Product is now estimated at an annual rate of $380 billion. This is 130% higher than the 30 year average. In other words, stock prices are now 164% above the 30 year average, whereas Gross National Product is only up 130%. This means that stock prices are abnormally high; because for several good reasons the long-term upward trend in stock prices has been normally less strong than the trend of Gross National Product.



	Changes in Gross National Product are roughly proportional to the change in the sales volume of corporations. Accordingly, it appears that profits of corporations are only a little larger in relation to sales volume than has been normal for the last 30 years. It appears unlikely that Gross National Product will be any smaller five or ten years from now than it is today; and, accordingly, there probably will be no decline in the total sales volume of corporations. It is not possible to have a decrease in Gross National Product unless there is a decrease in employment or a decrease in the output per man hour or a decrease in the price level. Actually, it appears probable that all three of these factors will increase rather than decrease. Output per man hour will increase with increasing use of machinery. Total employment will probably increase because of the growth of population. The expense of military preparation points toward an increase in the price level.
	The prospect for further increases in Gross National Product discussed in this article five years ago was largely ignored by investors at that time. Now the glorious and ever-expanding future for American corporations is a favorite subject for speakers and writers. This growth is not a new factor in the investment equation; it has been going on for more than a century. Because of this growth it has been normal for industrial stock prices to increase at an average rate of 3.20% annually compounded. If stock prices had risen only this much, we would not say that they were too high. But it is prudent to note that, taking the last 30 years as a base, this rate of growth would indicate that the Dow-Jones Industrial Average should now be 280 rather than 465. Again taking the last 30 years as a base and a normal increase in stock prices of 3.20% per year, we compute that 465 on the DJIA might be considered normal in 1971, but not in 1955. In other words, present stock prices may be discounting the future a long way ahead.



	Since the invasion of South Korea, investors have been worried about a possible reduction in corporation earnings caused by price controls and excess profits taxes. It appears that these factors will cause some reduction; but also it is interesting to notice that during the years when excess profits taxes applied, from 1940 through 1945, the average annual earnings of corporations were 5% greater than the average annual earnings of the four years 1936 through 1939, which were taken as the base period. Also, investors have been fearful concerning increased government controls and the trend toward socialization. These too are serious problems; but it is interesting to notice that stock prices in European countries are considerably higher than they were 12 years ago even though these nations have travelled much further than the United States on the road to socialization.
	



	The change in the level of stock prices can be compared with the change in the volume of liquid assets held by individuals. Unfortunately, statistics on the amount of liquid assets are not available for the earlier years; but 11 years ago, in 1939, the liquid assets of individuals were only $50 billion, whereas today they are $177 billion, an increase of 254%. By comparison, the increase of 48% in stock prices from 1939 up to today appears small.
	There is no longer a surplus of liquid assets in the hands of individuals. In the 5 years from 1950 to 1955, stock prices increased 121%, whereas liquid assets held by individuals increased only 18%.



	Another way to approach the question, “how high is the stock market”, is to study the value of the assets back of these stock. Corporations pay out in dividends only a part of the earnings and the other part which is retained adds to the assets per share and increases the normal future earning power. This has caused the average net worth per share stated on the books of corporations to increase 76% in the last 15 years. The present book value per share is 46% higher than the average of the last 24 years. Furthermore, because of the inflation which has occurred in the cost of buildings and machinery, the assets could not be replaced for the figures shown on the corporations’ books. Based on earnings retained in excess of dividends and modified to allow for changes in the purchasing power of the dollar, the Templeton, Dobbrow and Vance index of replacement costs is given in Table 2. The average for the index of replacement costs for the last 28 years was 161.6, whereas the current replacement cost is 282.3, a difference of 75%. Since replacement costs are 75% higher, it is not surprising that stock prices should be 45% higher as stated above.
	Share prices are much higher now than usual in relation to the average net worth per share stated on the books of corporations. Table 2 shows that the Templeton, Dobbrow and Vance index of replacement costs averaged 197 for the latest 30 years whereas the current replacement cost is 365, a difference of 85%. This might justify a rise in stock prices of 85%; But stock prices have risen 164%.



	Industrial stock prices were first publicly quoted in 1871, and since that time there has been a long-term upward trend in stock prices. In the 10 years before the First World War, 1905–1914 inclusive, they averaged 85.3, an increase of 84%. Since the Second World War cost the United States above five times as much as the First World War, it could be logically argued that it should have caused an increase in the range of fluctuation of more than 84%. However, in the 10 years before World War II the average level of the market was 131 (in terms if the DJIA); and it is only 59% higher now.
	As stated five years ago, it seemed reasonable that the Second World War would cause an increase of at least 84% in the range of fluctuation for stock prices as compared with prewar. Five years ago, stock prices were only 59% above prewar, whereas now stock prices are 251% above.



	Although the stock market is in high ground historically, the figures quoted above indicate that current stock prices are still below normal in relation to a) earnings, (b) dividends, (c) national income, (d) liquid savings of individuals and (e) the relatively permanent changes which have been caused in stock prices in the United States and also in other nations by previous great wars.
	The conclusion of this study is totally different now from what it was five years ago. Not only are stock prices far higher than ever before; but also, stock prices are now (a) earnings, (b) dividends, (c) national income, (d) liquid savings of individuals and (e) previous changes in stock prices caused by wars. No one can say that the risk in buying or holding common stocks today is greater than at any time in the last 18 years.





Table 2 Templeton, Dubbrow and Vance Index of Replacement Costs for Common Stocks
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Global Investing

If John Templeton is known for any one thing, it is as the man who persuaded the American public that it was both safe and profitable to invest outside their own borders. Today, when global stock markets have become a reality, it is easy to forget how difficult it was to change the parochial mind-set of the ordinary investor. At the time, however, it must have seemed like an uphill challenge. In 1954 Templeton set up the Templeton Growth Fund, which was to become one of the first diversified global stock investment funds of any note.

For tax reasons, the new fund was domiciled in Canada, but could be bought by investors in the United States. A number of other companies launched Canadian-based funds at the same time in an attempt to take advantage of a recent favorable tax ruling in the United States. The same year, he sent a note to his clients explaining why Canadian stocks were attractive at current prices. Perhaps he also calculated that if investors were not prepared to invest just across the border in North America, it was unlikely that they would be willing to do so anywhere else! This is the first recorded example we can find of Sir John recommending overseas stocks to his clients.

The Quantity of Good Canadian Stocks

Several investment trusts are now being formed by Americans who wish to invest in Canada. These trusts plan to pay no dividends; and therefore the American owners will have no income tax on the accumulation of dividend income and capital gains. Knowledge of the advantages of such investments is reaching more men of wealth; and the demand for shares of these new trusts is increasing. In fact, this appears to be the beginning of a new trend that may continue to develop for several years.

The question has been raised concerning the effect of this trend on the prices of Canadian stocks. The purpose of this memorandum is to provide some information on that subject. If all of the Canadian trusts now being discussed are eventually formed, it appears that something in the neighborhood of $100 million will become available for investment in Canadian stocks. Of course, this is a large sum of money; but it may have little effect on prices at present, because the quantity of good stocks available in Canada is so great.

For example, Aluminium Ltd. alone now has over $500 million worth of common stocks outstanding. Imperial Oil shares have a quoted market of almost $1 billion. International Nickel has over $600 million of stock outstanding, not including the preferred. There are many others. A list is attached to this memorandum that shows 25 stocks of Canadian companies, each of which has a market value of over $100 million.

The amount of cash that may become available through these new investment trusts [in the neighborhood of $100 million] is less than 1/2 of 1 percent of the Gross National Product of Canada, which was over $22 billion last year. Also, it is interesting to compare this new form of investment with the other forms of investment by Americans and other foreigners in Canada in previous years. For example, we estimate that in the year 1953 the inflow of long-term direct investment was about $385 million and new foreign portfolio investment was about $322 million.

Canada needs this new investment. Canada’s current trade transactions with the United States last year established a deficit of $984 million. This deficit was offset in part by the investments of Americans in Canada, as mentioned above. It is normal for young, growing nations to have a continual large inflow of capital for investment.

It is interesting to notice that the inflow of investments has not caused Canadian stocks to sell too high in relation to American stocks. Attached to this memorandum is a chart [not shown] that shows an index of Canadian industrial stock prices compared with American stock prices for the latest five years. This shows actually that in relation to American stock prices Canadian prices are now lower than usual.

In young and growing nations it is customary for corporations to distribute in dividends only a small share of the earnings. However, the attached tabulation shows [not shown] that the 25 Canadian stocks listed now have an average dividend yield of 4.15 percent, which compares with a yield of 4.81 percent now on the Dow Jones Industrial Index of American Stock Prices.

Mr. Murray Shields, talking before the American Management Association last month, made the following interesting comment about Canada: “There is reason for confidence that the quarter century from 1952 to 1977 will bring an expansion in Canadian population from 14 to, roughly, 28 million and an increase in production from $1,595 to $3,000 per capita, which would lift the total production of goods and services from $23 billion to $83 billion in 1952 Canadian dollars.” Of course, in 1977 dollars this estimate would be even greater.

Canada encourages investors; and political conditions will probably continue to be favorable in Canada. For the eighth consecutive year, Canada has had a surplus in the national budget. This has helped Canada to reduce its national debt from 113 percent of Gross National Product in 1946 to 46 percent of Gross National Product on March 31, 1954.
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In the mid-1950s Sir John Templeton made a long trip to Europe, during which he visited 10 countries. He reported back on his impressions to his clients. His letters make fascinating reading today, not least because one can measure the accuracy of his impressions with the benefit of hindsight. They provide a powerful insight into the way he thought about the global investment scene. Note in particular his ability to marry specific examples to general observations and the clarity of the thinking and expression. Knowledge about what was happening in Europe would have been low. More examples can be found in the Templeton memos page of the Independent Investor web site.

At the time these letters were written, the European Union was still a gleam in the eye of a small group of politicians and bureaucrats. They dreamed of unifying Europe, partly in the belief that this would be economically advantageous, but primarily as a means of preventing a further outbreak of war. Two World Wars had devastated the continent of Europe, leaving many cities in a state of complete ruin. Every country faced the challenge of economic and political regeneration. As an investor, comparing the valuations of European and U.S. stocks, and sensing the growth potential, Templeton could see that this was likely to create attractive investment opportunities.
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Observations from the Viewpoint of an Investor (Letter to Clients, May 1955)

Spain

The lion’s share of the good investment opportunities are found in the United States. Therefore, American investors tend to be nearsighted and insular. Such narrowness of vision can be dangerous. I do not mean that Americans should put much money into foreign shares. There are many good reasons for preferring U.S. shares. I mean only that good judgment is the foundation of investment success; and the risk of error is reduced if the investors’ judgment is not based narrowly on knowledge of investment comparisons, present and past, in the United States alone.

The future for investors in the United States may be just a repetition of the past, but also it may not be. My visit to the tomb of Columbus in Seville reminds us that Spain once flourished as the economic and financial capital of the world. It is not so now. The national income of Spain is less than one-fortieth the national income of the United States.

It is thought-provoking to notice that, from the 1948 average, share prices in Spain are up only 5 percent, whereas in the United States they are up 138 percent. This is all the more curious, in view of the fact that Spanish national income is up 136 percent, which compares with an increase of only 37 percent in the United States.

Because a terrible drought in 1953 ruined the wheat crop and olive crop, and because a severe freeze in 1954 greatly reduced citrus production, which is Spain’s chief source of foreign exchange, the nation has been subject to strong inflationary pressure. The inflation led to a nationwide increase in salaries and wages during the 1953–1954 winter, ranging from 30 percent to as high as 45 percent in some sectors, if social benefits for workers are included.

The common people of Spain are poor but gay. The church is very strong; and political conditions appear stable. Stock trading is active, especially through the facilities of the large banks. Shares of 78 established corporations are traded on the exchange in Madrid. There are also stock exchanges in Bilbao and Barcelona. Some of the favorites with investors are as follows:




	Name
	Business
	Yield





	Banco Hispano Americano
	Branch Banking
	2.15%



	Hidroelectrica Iberia
	Electricity
	4.15%



	Sevillana Electricidad
	Electricity
	5.13%



	Ebro Azucarera y Alcoholes
	Sugar
	3.61%



	Tabacalera
	Tobacco
	4.01%



	Espanolo de Petroleos
	Oil
	2.17%



	Altos Hornos de Vizcaya
	Steel
	4.25%



	Telefonica
	Telephone
	3.02%





The yield on these stocks is less than the average U.S. stock yield. However, government bonds in Spain yield about 3.90 versus 2.80 percent in the United States. This is the first of several brief and private summaries I plan to write after talks with bankers, investors, and corporation executives in various countries in Europe.

Observations from the Viewpoint of an Investor (Letter to Clients, June 1955)

Italy

Italy is still poor. The national income averages only moderately over $300 a year per capita, whereas in Switzerland it is $1,000 and in the United States about $1,900. The average wage is approximately $2 a day; but the employer must pay about 30 percent more to the government for pensions and other workers’ benefits.

Even so, the present per capita income is the highest in the history of Italy. It is estimated that the standard of living is one-third better than pre-war. The rate for foreign exchange has remained steady for six years at 625 lira for one dollar. Taking 1948 as a base, industrial production has increased 76 percent. The cost of living is up only 21 percent. Most interesting of all, the average price of common shares is up 158 percent, which is greater than the rise of share prices in the United States.

In most European countries, information about corporations is both scarce and unreliable. The quantity of information available to investors in Europe is only a very small fraction of that available in America on U.S. stocks. This lack is especially obvious in Italy. Even the chief of the stock market department of a large bank often knows only the dividends and not the earnings of even the most popular stocks.

One of the reasons for lack of information is widespread tax evasion. Most corporations understate both earnings and assets to avoid taxes. Most citizens omit dividends when reporting their income and practically all omit capital gains. This is not regarded as dishonest as it would be in America. The rare citizen who reports all his income is regarded simply as a fool.

The government has tried in recent years to change this attitude toward taxes; and further steps are under consideration. However, so little progress has been made that many tax collectors still use the informal “rule of three.” This means that the collector assumes that the taxpayer has greatly understated his income and, therefore, multiplies the stated income by three to estimate the actual income.

This attitude does not result from high tax rates on income. In fact, tax rates are low by U.S. standards. A man with an annual income of $15,000 would pay only about 10 percent income tax. The maximum income tax rate of 50 percent is not reached until the income is over l,000 times the per capita average income. Corporations are subject to a variety of taxes; but for the largest corporations it usually works out that they pay about 50 percent of their reported income. The interest on government bonds is tax exempt for all taxpayers.

The pattern of investment yields in Italy is especially thought provoking for an American. In the United States, yields on industrial stocks at 4 percent now are low by historical standards; but they are still one-third better than the yields on any treasury bonds or high grade industrial bonds; and they are not much different from the yields on first mortgages.

Industrial shares in Italy now yield even less than in the United States; but by contrast the rest of the yield pattern is about like this: treasury bonds 6 percent, corporation bonds 6½ percent, public utility common shares 7 percent, bank loans 7½ percent, mortgages bought by banks 11 percent, and first mortgages bought by private citizens 15 percent or even more. The mortgage yields are especially peculiar, in view of the fact that the principal is payable in full in two years or less. Banks usually lend only 30 percent of the sale price of the mortgaged house or apartment and private citizens only 50 percent.

For the purpose of illustration only, I will mention some of the investment facts about Montecatini, which is aptly described as the du Pont of Italy. Montecatini sales last year were 126 billion lira and the profit 10.3 billion after paying an almost equal amount in taxes. Nine point seven billion was distributed as dividends. It is customary in Italy to distribute a greater part of reported earnings than in the United States. Montecatini shares now sell for 2,600 lira each and the annual dividend is 115 lira. The 4.4 percent yield on Montecatini is above average for Italian industrials.

There are now restrictions on the transfer of cash into or out of Italy for investment; but such restrictions are regarded as temporary. If Italian shares are bought with U.S. dollars and then sold, one-half of the original investment can be transferred back to the United States two years after purchase and the other half two years later.

The gain, if any, must remain in Italy. Dividends and interest can be transferred up to a maximum of 6 percent annually. Excess income and gains are put into a so called “foreign account” at a bank and can be reinvested or spent in Italy. Alternatively, the funds in a “foreign account” can be sold by one foreigner to another.

Yugoslavia

Turning now to Yugoslavia, this country is interesting to an investor, primarily to see what can happen when a nation is taken over by communists. Yugoslavia is a police state. Thousands still live in terror. Various local elections are held every few days; but, of course, elections are a mockery when no one dares speak a work against the ruling gang.

Personal capital has survived in Yugoslavia in only three forms:


1. Farms up to a maximum of 25 acres if worked by the owner.

2. Small shops up to a maximum of five employees.

3. Homes if occupied by the owner.



There is one bank. This bank holds cash deposited by citizens and makes loans at 6 percent to peasants and to state-controlled cooperative enterprises. The government occasionally sells bonds to the workers; but this resembles more a special kind of tax rather than a free investment operation. Russia also has recently sold a small bond issue to its workers, which serves the purpose of diverting more funds to expansion of heavy industry and away from private consumption of goods.

The leading hotel where I stayed in Ljubljana, the capital of Slovenia, can serve as an illustration of business in Yugoslavia. It is run by a director appointed by the state and by a committee of eight employees elected by the other 116 employees. A travelling state inspector visits the hotel every two weeks and is the real authority on all important matters and plans.

The communists call this a worker-owned cooperative business; but actually the workers have no rights of ownership except the right to share in bonuses up to 25 percent of net profits. The other 75 percent is taken by the state as a tax. The previous owner was not executed as an enemy of the state; but received nothing for his hotel except vague talk about compensation eventually. He receives a nominal monthly wage as an adviser.

Yugoslavia is dreadfully poor. The poverty is universal. At the free market rate of 500 dinars to the dollar, the national income is only $100 a year per capita. Nearby Switzerland, with similar topography and resources, has 10 times as much income per person.

It is strange to drive the roads of Yugoslavia and never see a privately owned auto. There are a few trucks and autos owned by cooperative businesses but only a few. It would stamp a man as an enemy of the state to have enough money to own an auto. The neighboring countries are overcrowded with motor scooters and bicycles with little motors; but I did not see even a bicycle motor in Yugoslavia. The price of a bicycle is about five months’ wages for the average citizen.
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Templeton’s successful foray into the Japanese stock market from the late 1960s onward was to help make his name as a global investor. What did he see in Japan that few other foreign investors were able to see? It was not simply, as his assistant Mark Holowesko observed, that stocks were cheap, though they certainly were that, with household names such as Toyota and Sanyo selling for one point for low multiples of current year earnings. He had also observed the fact that the Japanese were an exceptionally hardworking people, with a culture of saving, and that its policymakers were in the process of fashioning a successful export-led industrial strategy. This note to investors shows that Templeton was already enthusing about Japan’s potential before 1960.
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Japanese Stocks (Letter to Clients 1959)

Japanese products are capturing export markets throughout the world. Many Japanese products are being imported into the United States in large volume. Japan is winning the competitive struggle in these cases partly because of low wages. The difference in wages is apparent from the fact that the Gross National Product is $305 per capita in Japan compared with $2,600 per capita in the United States.

Japan is a nation of 92 million people whose livelihood depends upon their ability to export a major share of their products. In the last decade, these industrious people have developed great skill in making radios, ships, dinnerware, cameras, and numerous other products. By importing the newest types of machinery, their output per man hour has increased. It is significant that Japanese cameras are now selling even in Germany, which was long the lowest-cost producer of high-grade cameras.

From 1951 until the end of 1958, industrial production in the United States increased 18 percent, whereas industrial production in Japan increased 173 percent. Both Japan and the United States have been troubled less by inflation in these years than many other nations. The cost of living, which is a measure of inflation, increased 11 percent in the United States and 24 percent in Japan. From 1954 until today, the cost of living in Japan rose only 1 percent a year.

Only 10 years after Commodore Perry landed in Japan, stock exchanges were founded in Tokyo and Osaka. In 1948, Japan established a government agency called the Securities Exchange Commission to regulate its investment markets. The most widely used index of Japanese stock prices is called the Dow Jones Index. The activity on the Tokyo Stock Exchange has been averaging over 50 million shares a day this year.

Japanese bonds of good credit, maturing within four years, now sell to yield 8 percent, whereas similar bonds in the United States yield 4.2 percent. Japanese stocks now yield 4.35 percent, whereas stocks in the U.S. Dow Jones Industrial Average now yield 3.29 percent. The Japanese Stock Journal, published weekly in English, is sent by air mail to its subscribers in the United States, and this journal gives prices and information about 500 stocks.

U.S. residents may purchase Japanese stocks freely in U.S. dollars exchanged at the official rate of 360 yen for $1. If the purchases are registered in advance with the Japanese Government, the interest and dividends can be converted into U.S. dollars and transmitted to shareholders without delay. Capital and capital gains cannot be converted back into dollars promptly; but two years after a U.S. resident purchases a Japanese stock, he may convert back into U.S. dollars at the official rate, 20 percent each year. If the world trade position of Japan continues to strengthen, this rule about delay in converting capital back into dollars may later be eliminated.

The tax treaty between the U.S. and Japan provides an unusual and remarkable advantage for U.S. purchasers of Japanese stocks. The treaty provides that Japan will withhold no tax on dividends. Each $100 in dividends is converted and transmitted in full to the U.S. shareholder. The shareholder may report the dividend plus 25 percent, which is $125, on his Federal income tax return; and then, after computing his U.S. income tax, he is allowed to deduct $25 from such tax.

For example, let us assume that a U.S. shareholder, in the 30 percent top tax bracket, receives $100 in dividends from U.S. stocks and $100 from Japanese stocks. His net tax on the U.S. dividends would be $26 (after the usual dividend received credit), while his net tax on the Japanese dividends would be only $12.

Industrial output may continue to expand in Japan at a rate far greater than that in the United States. Companies that produce quality products for export at low prices can grow faster than the total industrial production of Japan. Our studies of the Japanese economy indicate that the best growth industries will include electronics, electrical apparatus, automobiles, drugs, dinnerware, and cameras. Within these industries, the companies with the best growth trends include the following five:
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Toyota Motor is Japan’s leading automaker. The company is producing 6,500 vehicles a month, which is 43 percent of total Japanese production. Its capacity is 8,000 a month and this will soon be increased to 20,000. Profit has tripled in the last five years. In the first three days after the “Toyopet” car was shown in New York, 100 were sold and nearly 100 auto dealers from numerous states applied for the sales franchise. Japanese buyers of the Toyopet Crown must wait three months now for delivery. The Japanese Government’s five-year plan, announced in 1957, provides for an increase of 180 percent in automobile production.

Matsushita Electric Industry is a leading producer of radios, television sets, household appliances, and electronic tubes. It has recently developed facilities for producing 800,000 transistors a year. On May 31, it will split its stock 3 for 2 and issue 1 million new shares for cash. The dividend on the new stock is expected to be 10 yen a year, which is equivalent to 15 yen on the present shares. Net profit has increased in everyone of the last 10 semiannual fiscal periods. During this five-year period, profits more than tripled.

Sanyo Electric has an equally strong growth trend. It produces a wide variety of electrical and electronic apparatus and household appliances. In the last five years, profits have averaged 6.7 percent of sales and 64 percent of capital. The capital has grown from 400,000 to 3,000,000 yen.

Sankyo Pharmaceutical is the most rapidly growing of the major drug firms and is now second largest in Japan. It exports drugs throughout the East and also in Europe. It has technical assistance contracts with leading drug makers in the United States, Denmark, Switzerland and France. The share price is 6.4 times earnings; whereas the price of Merck shares now is 31 times earnings.

Riken Optical has the strongest growth trend in the camera industry and has now become Japan’s leading producer. In the semi-annual fiscal period ended March 1959, profits were twice as high as in the preceding period; and the stock will be split 3 for 2 in June.

In conclusion, it is significant that only 1.59 percent of Japanese stocks are held by foreigners. Investments in Asia are not popular. The Japanese rule, which prevents prompt repatriation of capital, causes U.S. investors to hesitate. Conservative investors quite properly feel safer with investments at home.

Crises and World Events

The Cold War was won at the end of the 1980s when the Soviet Union collapsed under the weight of its own contradictions. It is salutary to remember however that for most of the 40 years that John Templeton was actively managing money, the threat of a nuclear war between the Soviet Union and the United States and its European allies remained a real and ever present concern. It was something that he consistently highlighted as the biggest threat to his otherwise broadly optimistic outlook for the United States. The end of the Second World War was followed by a series of political and military crises that heightened investors’ sense of insecurity. In 1950 the United States and the Soviet Union did confront each other in the Korean War. John Templeton wrote a number of memos to his clients in the run up to the conflict.

October 1949: In Case of War

I hope that there will be no war! This natural feeling appears to dominate Wall Street thinking. Perhaps that is why almost nothing has yet been written on the subject of how to protect wealth in case of war. But an investment counselor must avoid wishful thinking. It is his duty to plan ahead, to try to guard against each danger, however remote, whether the origin of the danger is economic, political or military.

In the military field, there now appear to be only three possibilities:


1. No war.

2. War which the United States wins.

3. War which Russia wins.



If we could see into the future, we would know which of the three possibilities to use as the basis of investment policy. Without this foreknowledge, we have no choice but to try to protect against all three at once, in so far as that may be possible.

It is helpful to study the vicissitudes of investors in the United States from 1914 to 1921 and again from 1939 to 1946; but this time the conditions are likely to be very different, because the nature of the next war (if any) is likely to be very different. Accordingly, we must ponder also the vicissitudes of investors during those years in England, France, Italy, Japan, Germany and Russia.

When war began in 1939, prices on the N.Y. Stock Exchange rose 15 percent in two weeks and then declined 41 percent in 27 months. After the Japanese attack bought the United States into the war, stock prices declined 9 percent in two weeks and then steadied. In case of war with Russia, nothing so mild as this experience should be expected.

With universal desire for peace among the American people, it is most unlikely that the United States will strike the first blow. The chances are that if a war occurs it will begin with a surprise attack by Russia. Stalin would be foolish to attack France or England first, because that would give the United States a chance to mobilize and launch an atomic attack in retaliation. It seems sensible to assume that the first blow will be an attack against American cities. Probably the blow will not be preceded by threats and diplomatic tension, but rather by false words of friendship in order that the victim may be totally surprised. The atomic bomb puts an enormous premium on surprise.

In previous wars the aggressor could not possibly strike a decisive blow the first day, except against a very small nation. Now it is at least conceivable that the victim could be so crippled in the first hour, that it would no longer be an even match against the aggressor. The original atomic bomb at Hiroshima killed 71,000 and injured 68,000. If the new bombs are twice as powerful and if 200 could be brought into cities secretly and exploded about the same time, the mortality might be 28,000,000.

There is no way to predict the date of an attack; but it is most unlikely that Russia yet has a stockpile of atomic bombs. Therefore an attack within the next year is unlikely. This gives us time in which to prepare protections calmly and carefully.

The worldwide communist organization is many times as large as the Nazi fifth column was in 1939; and using atomic and bacteriological weapons this secret force may be more destructive than the Russian air force and submarines.

In case of war, the stock exchange might remain closed a long time. Some bank records might be destroyed. Wartime taxes and wartime rent and price controls are likely to be imposed immediately and in more drastic form than heretofore. Nonessential businesses might be closed promptly for the duration.

In other words, after war begins, it may be too late to think about rearranging your assets. On the other hand, two facts greatly complicate the matter of trying to rearrange your assets properly in advance. In the first place, it is possible that there will be no war; and in the second place even if there is a war, there is likely to be no advance warning.

Whether there is or is not any overt war, the investor should seek some protection against erosion in the value of the dollar. Without war, the gradual and intermittent trend toward inflation (which has existed in America for seventeen years) is likely to continue because of repeated wage increases and frequent deficits in the federal budget. Federal finances already strained by one world war might not be able to stand another. In case of war, government expense would be vastly greater than receipts. Goods of every kind would be scarce. Such is the basis of inflation.

Inflation was the result of war in China, Greece, France, Italy and elsewhere. Owners of cash or bonds in those nations found that after the war such assets had only negligible value. This means that, whether there be war or peace, it is a reasonable precaution in planning an investment program to keep the major part of your assets in equities, such as common stocks and real estate, rather than in cash or bonds.

During a war, rent controls may make rental property temporarily unproductive; and wartime taxes may temporarily restrict the dividends on common stocks. But when the war is over, the owner will still own a valuable asset. Some forms of property such as bridges and city real estate may be subject to extensive damage, but some other form of property such as oil in the ground are almost indestructible.

It is an old axiom that, “possession is nine points of the law.” In normal times this may be an exaggeration; but not in times of national crisis. At such times, a house in which you live is a safer asset than a bank account. But of course there are reasonable limits to this idea; for example, a man of calm judgment will not, through emotion or fear, buy diamonds and bury them in the cellar, because this would deprive him of dividends on the funds. Also, even if a war did occur, disruption of the de Beers syndicate might remove the scarcity value of diamonds. The Precautions which are justifiable now are simply those which increase the degree of “possession” of your assets without detracting from the value of the assets or pursuit of your career in peace time.

Precaution against war is an influence which bears on investment planning in ways too numerous to mention in this brief paper. For example: (1) If two stocks are equally good bargains, you may choose the shares of the company in an essential industry rather than shares of the company whose work is nonessential. (2) If your stocks are held in the vaults of your broker or your bank, in some cases you might ask the custodian to keep them registered in your name, rather than the name of a nominee, if that would cause no inconvenience. (3) If other factors are equal, you may choose shares of a utility that has numerous properties in small towns rather than a utility with all assets concentrated in a city like Detroit.

The sensible precautions against the risk of war have been kept in mind when planning investment programs for our clients along with the other major risks facing investors in a rapidly changing world. This will receive increased emphasis in the coming year. He who succeeds in preserving assets for the next twenty years needs a broad viewpoint and an open mind in matters of economics, politics and atomic science.
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June 26, 1950: News from Korea

Investment counsel clients of Templeton, Dobbrow & Vance Inc, with few exceptions, follow carefully prepared, long-range programs of the nonforecasting type. Accordingly, there is no need for them to make any purchases or sales when unexpected news upsets the market as it did today. From a long-range viewpoint stock prices are still not too high. In fact they would have to go up over 10 percent from today’s level before they would even be considered normal.

However, because the stock market was upset today we thought that clients might be interested in hearing from us on the subject. Usually, when unexpected news causes the stock market to decline sharply the first day does not represent the full extent of the movement; and it would not be surprising if the market is unsettled until the situation in Korea is resolved one way or the other. If, however unlikely as it is, a major war should materialize investors should remember that in all countries, at all times, war has been an inflationary rather than a deflationary influence in the long run. Of course we will be watching this incident in Korea, along with the multitude of other factors which must be considered in the management of your investments.
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June 27, 1950: Another War Scare

After the news last weekend from Korea, the Dow Jones Industrial Average declined 10.41 points on Monday. On Tuesday afternoon it was announced that President Truman has dispatched units of the fleet to Korean waters; and on the Stock Exchange the high speed ticker was as much as 20 minutes late in reporting transactions. Now at two o’clock the DJIA has declined 5.56 points from yesterday’s closing level.

The stock market has behaved in somewhat the same manner on numerous occasions in the past:


1. The day after President Truman was unexpectedly reelected in November 1948 the DJIA declined from 189.76 to 182.46; and the decline continued until it reached 171.20 on November 30 and then rallied moderately for several months.

2. When the Dow Theory gave a bear market signal on the first day of September 1946, the DJIA declined from 189.19 to 178.68. Eleven weeks later the market established its lowest point at 163.55, which proved to be the lowest point for the next 2½ years.

3. On the day after the attack at Pearl Harbor, the DJIA declined from 116.60 to 112.52. The lowest point of that movement was reached 15 days later at 106.34, after which the market rallied for three weeks.

4. On May 13, 1940 at the time of the fall of France, the DJIA declined from 144.85 to 137.63. The lowest point of this decline was established four weeks later at 111.84, which was lower than at any time in the following 18 months.

5. On September 1, 1939 shortly before England declared war, the DJIA declined from 134.41 to 127.51 and then rallied the same day to show a net profit at the close of the market. Within eight days thereafter the market had risen from 135.25 to 155.92, which is 15 percent.

6. When Hitler invaded Czechoslovakia in March 1939, the stock market declined gradually from 152.28 on March 10 to 121.44 an April 8; but although a world war started five months later, the market remained above this war scare low point for the next two years.



It is interesting to note that the wide decline in stock prices yesterday took almost 4 billion dollars off the paper value of all stocks on the Stock Exchange. However, the total shares which changed hands yesterday represented only 7/40ths of 1 percent of all the shares listed on the Exchange. Also, it is interesting to reflect on the fact that, whereas 3,910,000 shares were sold yesterday, there were also 3,910,000 shares bought yesterday; and possibly the purchasers may be more intelligent than the sellers.

Of course it is unlikely that any major shooting war will result from the current situation in Korea, but it is interesting to remember that every major war has been an inflationary rather than a deflationary influence. In every nation where such information is available, stock prices have always fluctuated in a higher range after the war than they did before the war.

At a time when the stock market is upset as it was on Monday and then again today, those investors who follow carefully prepared long-range programs of the non-forecasting type have no cause for concern. Such programs are designed to profit from stock market cycles without the need for predicting such cycles. It is not necessary to be lucky in guessing unexpected events; and when such events occur it is not necessary to make any guesses about the short-term effect on the stock market. Such contingencies are provided for in a carefully prepared program. Peace of mind is one of the by-products of a good program.

Under such programs the investment in common stocks is reduced only when the market rises above normal. Therefore, no selling of stocks is called for at present. At the close yesterday the market was about 11 percent below normal. This is not low enough to call for any purchasing of additional stocks. It does not appear likely that the market will decline enough to call for buying any more stocks than have already been purchased, which purchases were made in the bear market that terminated last year; but if it should, clients who have been following such long-range programs have funds in their Conservation Sections for use in making such purchases.

Future Prospects

John Templeton was always happy to talk (and usually enthused) about the future prospects for the United States and what they might mean for the benefit of his investors. It was his good fortune to be born and live his life during a period that saw the United States become the world’s dominant economic and military power. He was at pains to convince his clients, and later investors in his funds, not to be deterred from their investment plans by bear markets, recessions or other episode of bad news. His technique was to use detailed statistics and examples from history to show that setbacks were invariably temporary. Another recurrent theme was the inability of economists or forecasters to predict economic or market setbacks before they happened. We reproduce some examples of his forward-looking pieces here, the first (a memo to clients from March 1953) given more than 35 years before the last (a speech to clients of the Templeton business at the time of the severe 1990–1991 recession). The charts he referred to have been excluded because of space constraints.
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March 1953: Fifteen Years of Increasing Prosperity

Business History

With regard to business and investments, the years from 1938 to 1952 were truly remarkable. The last real depression in the United States ended 15 years ago in March 1938. At that time over 11 million people were unemployed. Then, in that month, Hitler invaded Czechoslovakia and started a chain of events, which has caused vast changes in business and investment conditions. The extent of these changes is not generally understood. In 1938 Gross National Product of the nation was only $85 billion, whereas today the current rate is $360 billion annually. The output of the nation measured in dollars is more than four times as great as it was 15 years ago. Of course, the value of the dollar has changed greatly also. This change can be measured by the fact that the index of the cost of living has increased 88 percent. The most widely used index for production in terms of physical units is the Federal Reserve Board Index of Industrial Production. This index is now 163 percent above its average level for 1938. The business history during this 15 years of increasing prosperity is measured by the figures in Table I [not shown].

In 1938, 44 million people were employed. Today the total is 61 million, not including those in the Armed Forces. One of the greatest changes that has occurred is that of wage rates. Average earnings of factory workers increased 206 percent between 1938 and 1952.

Bank deposits and currency increased greatly, which contributed to general inflation of prices. The increase from 1938 to 1952 was 232 percent. Most of this increase occurred in the first seven years. When the war ended in 1945, the increase had been 195 percent. Since the end of the war the increase in bank deposits and currency has been only 13 percent.

Current Business Situation

Investors and businessmen ought to study the causes of this great boom. Three causes, which seem to me most fundamental and most influential, were (1) vast increase in public debt, (2) a vast increase in private debt, and (3) accumulated shortages of goods.

From July 1940 until June 1946 the federal government had a budgetary deficit of $211 billion. This deficit was met in part by the sale of Government bonds to the banks and by an increase in the supply of currency. The results of this flood of money can hardly be overemphasized. It is significant to notice that this flood has stopped. Since June 1946 the federal government has actually taken in over $20 billion more in cash than it has disbursed.
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March 7, 1957: The Golden Century, An Address by John M. Templeton at Palm Beach

You and I should be deeply thankful that we live in this century, when the knowledge accumulated by men through the ages is beginning to bear fruit in material progress beyond the imagination of previous generations. In terms of material products, mankind will consume more in this century than in all previous centuries added together. You and I should be deeply thankful for the good fortune of having been born in the United States. In terms of material goods, this one nation alone will produce more in this one century than the total output of all nations throughout the history of the world up until the beginning of the 18th century.

For a few minutes, let’s turn back our memories to the dawn of this century, in the year 1900. The total Gross National Product of the United States was then $20 billion. The people living then could hardly imagine that the automobile industry, whose annual sales were less than $10 million would grow more than 1,000 fold. Now the sales volume of this industry alone is almost as large as the dollar sales volume of all industries in the nation in 1900.

When this century began, the electric power industry and the telephone industry were in their infancy, but today these industries alone also total as much as the commerce of the whole nation at that time. The aviation industry did not really begin until 10 years after the start of this century, but now the aviation industry alone produces goods worth over $9 billion a year. In this century the oil industry has increased an hundred-fold and is still growing. At the beginning of the century chain stores were almost unknown, but now our people buy every year through chain stores much more than the total sales of the nation in 1900. The radio industry and the television industry were not even dreamed of then, but now these industries produce $5 billion worth of goods per year. Perhaps these examples are enough to prove that we truly do live in the Golden Century of the earth. I hardly need mention the other great industries born in this century such as motion pictures, organic chemicals, refrigeration, rayon, nylon, air conditioning, plywood, aluminum, plastics, and others.

You who live in Florida or often visit Florida can see all around you the signs of this golden century. The population of Dade County alone is now greater than the population of Florida at the beginning of the century. Beachfront property valued as low as $1 a foot in 1900 can now be sold for as much as $5,000 a foot.

The first part of this century has been a golden era not only for consumers but also for investors. Fortunes could have been made and were made simply by buying land almost anywhere in South Florida at the beginning of this century. Those who were wise enough to invest $100,000 in General Electric in 1910 now have an asset worth $4 million. One hundred thousand invested in duPont at the same time increased 160 fold and is now worth $16 million. One hundred thousand in International Business Machines as recently as 1922 is now worth $29 million. One hundred thousand in Lincoln National Life shares in 1934 increased 60 fold and is now worth $6 million. One-tenth of a million invested in American Airlines as recently as 19 years ago is now worth $2 million. The dividend paid annually now on a share of Douglas Aircraft is twice the price of the stock just 25 years ago.

Those of you who studied economics are probably more interested in indexes that show the average growth of all industry than in these colorful examples. Therefore, on the attached chart [not shown] a line is plotted that shows the growth of Gross National Product year by year for 56 years. Gross National Product means the output of all goods and services in the nation. As I have mentioned, Gross National Product at the beginning of the century was only $20 billion, whereas now it is 20 times that great. We as investment counselors, and you as investors may be even more interested in the second line, which is the index of all industrial common stocks actively traded on the New York Stock Exchange. This shows that $1 million invested in a general cross section of all industrial stocks at the beginning of the century would now be worth $12 million. Lastly, I have drawn a line that shows the accumulation which would have occurred if all dividends had been reinvested. Startling as it may seem, by reinvesting dividends, $1 million invested by a tax-exempt institution in a random selection of industrial stocks would have grown in 56 years to $250 million. It is certainly no exaggeration to say that this century has already proven to be a golden age for investors to an extent almost unbelievable at the beginning of the century.

People who come to talk with investment counselors are usually anxious to hear more about the possibilities of the future than about the facts of the past. The only certainty about the future is the fact that it will be different from the past. Nevertheless, it is entertaining to project forward for the remaining 43 years of this century the trends that have existed thus far. On this same chart, three straight lines are drawn projecting the past trends on to 1999. If past trends did continue, then by 1999 Gross National Product of the United States would have grown from $412 billion now to $3 trillion a year. The index of industrial stock prices would have tripled; and a fund in which all dividends were reinvested would have increased 22-fold. These figures would be greater except for the fact that today, at the starting point, industrial stock prices are already considerably above the trend line.

Now let us investigate briefly the question of whether future growth trends are likely to be more rapid or less rapid than heretofore.

Those who study population trends tell us that the rate of growth in the future is more likely to be above rather than below the past rate, which averaged 1.4 percent annually. More important than population is the growth of the nation’s industrial plant and equipment. In the first 25 years for which figures are available, this nation invested an average of $6 billion a year in new industrial plants and equipment. In the most recent five years, such expenditures have averaged $29 billion annually and reached a record $35 billion last year. This indicates that the rate of increase in the productive capacity of the nation has been even greater recently than it was in the first half of the century.

Another factor that contributes to the increase in the figures for Gross National Product is inflation; because the Gross National Product is stated in terms of dollars whose purchasing power has decreased at an average rate of 2.8 percent annually. Because of the continually rising wage rates and the power of the labor unions, it is likely that inflation will continue a very long time, with only temporary interruptions.

Most important of all factors that have made this a golden century in the economic sense, is the increase in output-per-man-hour resulting from new inventions and new production methods. This progress is based on scientific research and industrial research. Therefore, it is important to study the amount of money that a nation spends on research. These figures are most encouraging because they show that research expenses in the United States have increased from one-quarter billion dollars annually 20 years ago to $4 billion annually at present. Altogether, without going into more detail, I can say that the forces indicating an even greater rate of growth in the future are at least as strong as those forces indicating the opposite.

Those investors who want to benefit from the future progress of the nation must give the utmost care to the proper selection of their investments. During the first half-century, many investors failed to share in the growth of the nation, because they invested in the wrong kinds of investments or in the wrong industries. At the beginning of the century, among the largest investment fields were mortgages on real estate and bonds and shares of railroads; but neither of these gave the owner any real participation in the great growth of the nation resulting largely from new industries.

In the remainder of the century, because scientific progress is increasingly rapid, it is likely to be even more important to select growth industries and growth companies. Such selection is by no means an easy task. The outlook is constantly changing. However, our staff of security analysts does have a list of industries regarded as having the best prospects at present for maximum future growth. Listed in alphabetical order this list includes air conditioning, airlines, atomic power, electronics, new metals, plastics, prefabricated houses and rockets. These are self explanatory except that you might like to know what we mean by “new metals”. In this category, we include aluminum, nickel, uranium, titanium, molybdenum, tungsten, cobalt, chromium and magnesium as well as zirconium, lithium, beryllium, tantalum, thorium and others.

Concerning the airline industry, the rate of growth is shown by the fact that for every passenger mile of air travel in 1932, there will be 200 miles of travel in 1957. Yet, today, the market values at only $600 million all common stocks of all 12 trunk airlines, which is just 1/18th of the market value of General Motors alone.

Now in conclusion, I would like to emphasize two important warnings for investors. The first of these is the fact that the progress of the nation could be stopped by atomic war, by socialism or by other great unpredictable forces. The second warning is that the free economy necessary for growth carries with it a strong probability that there will continue to be occasional business depressions and occasional drastic cycles in stock prices caused by great waves of optimism and pessimism. It will be possible in the future, as it has been in the past, to have a fortune wiped out by getting overloaded in common stocks at the wrong time.

There will be great investment opportunities in the common stocks of the best-managed companies in new industries; but in years when stock prices are high, wise investors will keep large reserves of high-grade bonds, in order that they may have the means with which to buy real growth stocks the next time a major bear market puts common stocks again on the bargain counter. A carefully prepared plan for each investor is the cornerstone of investment success.
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Sectors and Themes

From time to time Templeton used his letters to clients to address specific ideas and themes that had been identified in his firm’s research. As an example we reproduce here a piece he wrote about the outlook for oil stocks, a theme he returned to many years later, when his predictions had been fully borne out.

1945: Extra Value in Oil Company Shares

Oil is a cheap and convenient source of heat and energy. Eventually it will become scarce and the price probably will rise.

Statistics on the demand for crude oil indicate a strong upward long-term trend. Demand in 1937 was 22 percent greater than in 1929. The pre-war peak in 1941 was 18 percent above 1937. Last year demand was 20 percent above the pre-war peak. Estimates by economists in the industry indicate that in the fifth post war year demand may be 13 percent above the best wartime rate recorded so far. Domestic consumption of gasoline has shown an increase in every year except 1932 and 1942.

The total amount of oil discovered in the United States since 1859 has been 50,230,000,000 barrels according to the American Petroleum Institute. Production up until the end of last year amounted to 29,777,000,000 barrels. In other words, the remaining proven reserves in the United States are 20,453,000,000 barrels. This is now being exhausted at the rate of 1,743,000,000 barrels a year. The proven reserves outside the United States, which are estimated at 31,400,000,000 barrels, are being used up at a moderately slower rate.

The underground storage of 20,453,000,000 barrels in the United States is not all immediately available. It can be recovered only over a period of many decades. If no further oil were discovered the scarcity would probably become serious within three or four years. Even at the present production rate of 1,743,000,000 barrels annually petroleum engineers estimate that a large proportion of the producing areas are forced to operate at a higher rate than should be permitted if the maximum oil is to be recovered from the structures in the long run.

Additions to the underground reserves of the United States through discovery of new pools have been declining sharply in recent years. Thus in 1944 only 511,000,000 barrels were added to reserves compared with some 929,000,000 barrels in 1937. It is significant that new discoveries have added only about 385,000,000 barrels annually to reserves in the six years ended December 31, 1944. These figures do not include the increased reserves through revisions of estimates and extensions of the older fields, of course.

Also, significant is the fact that the number of dry holes drilled has been increasing. About 3,600 wild cat wells were drilled last year of which 11.5 percent struck oil, 3.1 percent gas, and the remaining 85.4 percent were dry holes. Some of the most promising areas have already been covered by seismograph napping parties four or five times.

While the cost of locating new reserves has risen sharply, the price of crude oil except in special areas is no higher than it was seven years ago in 1938. The industry has agitated for a general price increase, but such efforts have been repeatedly blocked by the CPA.

In the last 30 years the price of crude oil in the United States has been as low as 33 cents a barrel for a few weeks in 1931 and as high as $3.50 a barrel for several months in 1920. Crude oil prices are not revealed in foreign areas, but it is significant that retail prices of gasoline and fuel oil in almost all countries abroad before the war were substantially above United States prices. A price increase of as much as 50 cents or $1 a barrel at some time in the future would not appear unreasonable, as you can see from the following tabulation of the price of Mid-Continent crude 36.0 to 36.9 gravity:

[image: image]

Eventually, when oil becomes really scarce, a price increase up to $4 or $5 a barrel would probably result in the use of substitute fuels or in the extraction of oil from other materials. The known deposits of oil shales and tar sands are sufficient to postpone the exhaustion of oil resources for several generations, but extraction from those sources is quite expensive. Also, coal can be converted into gasoline; and much progress has been made toward reducing the cost of the process especially in Germany. Until the price of crude oil is much higher than now, the conversion of coal or other organic materials into oil cannot be a source of competition, because the raw materials for such a process of chemical metamorphosis cost more than tile current price of crude oil. At present, because of the labor in mining, the cost of a ton of coal exceeds the cost of a ton of crude petroleum.

An increase of as much as 50 cents or $1 a barrel in the price of crude oil would attract only minor use of substitute fuels and probably no oil production from substitute sources. Furthermore, a price increase of such proportions should encounter little consumer resistance. An increase of 50 cents a barrel in the price of crude oil would cause an increase of only 1 cent a gallon in the retail price of tile oil products.

Whereas a price increase of 50 cents a barrel would have little effect on the demand for oil, it would have a large effect on the asset value and earning power of the companies which own the major proven reserves. In the attached tabulation [not shown] the added value caused by a price increase of 50 cents a barrel is computed for 20 oil companies. The approximate increase in earnings per share is also computed by use of 1944 production figures. The increase in asset value shown in Column 3 is based on the assumption that producing properties would command a sale price of 30 cents a barrel more if the posted price of crude oil increased permanently by 50 cents a barrel. The increase in earnings per share shown in Column 6 is based on the assumption that 30 cents a barrel extra would be carried through to net earnings after taxes if the posted price were 50 cents higher.

The figures for added asset value are derived from the estimates of proven reserves shown in Column 1. Such estimates are subject to a wide margin of error. The number of gallons to be produced from a particular field depends on production methods, prices and other variables. The careful estimates of company geologists are made available to stockholders in only rare cases. Furthermore, the figures in Column 1 contain no allowance for natural gas reserves, which are so important for Phillips and others. The huge reserves held by Gulf, Standard of California, and Texas in the Near East are not included. Despite these limitations, it seems indisputable that a stockholder can form a more accurate judgment of the value of his shares if he has some estimates rather than none.

No one can tell when an increase in the price of oil may occur. From time to time in the future there may even be temporary downward adjustments as there were in the past when exploration methods were improved by new inventions and when huge new flush fields were found. Peroration has been made very effective in recent years, however, and this protects to an important extent against sudden price cutting. In the long run, the powerful influences of increasing scarcity and higher discovery costs point unmistakably toward large and permanent price increases.

The current market prices of oil company shares seem to take account of the potential added value only to a very minor extent. The present prices can readily be justified solely on the basis of current earnings, past average annual earnings, and stated asset values. Assets of almost all oil companies are now worth more than the amounts shown on the books. Earnings are greatly understated by Amerada and several others.

As can be seen by the last column of the table, potential added values are very large in relation to current market prices. This is especially marked in the case of Amerada, Gulf, Lion, Ohio, Pure, and Skelly.
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