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Catch a Falling Star 

A persistent habit among many investors is to watch for the next great fund manager who seems to have achieved a great track record, pin their hopes on this new star’s future performance and prepare for almost certain wealth. In the late 1990s, James D. McCall seemed like just such a star to catch. For the two-plus years he had been managing the Pilgrim Baxter PBHG Large Cap 20 fund, it had ranked number one in its peer group of large-cap growth stocks, returning more than 50 percent per annum. The fund’s claim to fame was McCall’s seeming ability to identify outperforming stocks that others were failing to notice. The feeding frenzy began. Eager to hire McCall, Merrill Lynch paid a hefty sum to lure him away from Pilgrim. Pilgrim sued Merrill in an attempt to retain him. Merrill settled out of court, but kept the prize.

In March 2000, Merrill turned on its powerful marketing machine — its thundering herd of brokers — and debuted its Merrill Lynch Focus Twenty fund, managed by McCall and focusing on just 20 stocks, so he could concentrate the value of his stock-picking skills. Within its first five weeks, the fund raised over $1.5 billion, an astonishing amount of money in such a short time. Unfortunately, when The New York Times covered the topic in its August 23, 2001 issue, shares that had cost $10 at inception were selling for just over $2. The plummet represented an incredible loss of approximately 80 percent in 18 months. It had fallen 66 percent during the first eight months of 2001. Citing Morningstar, The New York Times article noted that the performance earned the fund the “rare distinction” of ranking in the bottom 1 percent among its peers, regardless of whether the timeframe was a day, week, month, quarter, or year.

McCall’s less-than-stellar recent performance demonstrates just how fleeting fame can be, and is just one in a long line of examples of why relying on past performance of active managers is unlikely to lead to long-term success. And, if an investor cannot find future great fund managers by relying on past performance, how else are they going to accomplish this task? This dilemma is one of the many arguments in favor of passive investing. 
It is also worthy of note that McCall summarized his recovery plans in The New York Times article by stating that he planned to “continue to try to identify the companies that have the best chance of increasing their profits at extraordinary rates, regardless of what value other investors are assigning to those prospects at any time.” He added, “Valuation is not one of the factors that enters into our methodology.” 

We feel this is a remarkable comment from someone entrusted with billions of investor dollars. Basic college finance teaches that the value of a company is not based upon its expected earnings, but upon its earnings relative to the price paid for those earnings. The price paid impacts returns in a directly inverse manner — the higher the price paid for any given dollar of earnings the lower the return. This obvious observation seems to have escaped McCall. 

McCall also opined in The New York Times article that, because his fund’s price was so low, it was a great time to invest in it. “I don’t think that $2 a share is a lot to risk,” he stated. McCall seems to have missed an important point here as well. It doesn’t matter whether the investor pays $10 per share or $2 share for a fund, he or she can still lose 80 percent of the investment. 
Whenever investors are tempted to catch a rising star, we advise them to remember that rising stars have a strong tendency to flame out, burning up hard-earned assets in the process. 
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