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KCM:
In memory of Clark Hestmark. In 25 years of managing money, one

client stands out. Clark had a great sense of humor, a great outlook and
philosophy on life, and most of all was loyal—especially when the chips
were down. I was a young broker at Goldman Sachs when Clark became a
client and wanted some safe, income-producing investments. I bought him
some Bethlehem Steel Preferred Stock yielding 9 percent. Two weeks later
this “safe” investment was cut in half. Later I tested Clark’s loyalty by being
short the Japanese market two years too early. If that wasn’t enough, in the
late 1990s, I was short the Internet stocks. This mania caused a lot of long-
term clients to lose confidence in me—but not Clark. I will never forget a
dinner with Clark in those “dark” days of 1999 when he encouraged me
to stay the course and hold to our convictions. It’s easy to be a loyal friend
when things are good, but I will always remember Clark’s loyalty during
the hardest times.

Clark became a special friend and mentor to me. He was beloved by his
family. I can only hope that I can become half the husband and father that
Clark was to his family. One final thing: Clark knew that the Applied Port-
folio Management class meant a lot to me. Even though he was a graduate
of Utah and lived in Lake Tahoe, he made several financial contributions
to the class. And in typical Clark fashion, he did so anonymously. I did not
find out about his gifts until many years later.

CS:
For my parents, Jerome Allen and Mary Helen Smith.
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Preface

I n 1988 Kent McCarthy returned to Lawrence, Kansas, after several years
in San Francisco. The last four had been spent in the Private Client Services

division at Goldman Sachs. During his six-month sabbatical he taught at his
alma mater, the University of Kansas, and planted the seeds for the Applied
Portfolio Management program. Kent went back to Goldman for another
six years but kept thinking about his teaching experience and ways to make
bright, ambitious but sometimes naive Kansas students more knowledgeable
investors.

Kansas students are typically smart and hardworking but aren’t always
as sophisticated as their brethren on either coast. They tend to believe the best
of everyone and aren’t always as skeptical of investment ideas as they need to
be. They share many of the same traits as ordinary investors. Initially they are
too quick to believe the “conventional wisdom” and end up as followers in
the mainstream of the investment community. Kent’s very successful career
at Goldman wasn’t sparked by following the crowd, and he wanted to share
with students the basics of investment success that he has enjoyed. The
story of the APM class is the story of educating individuals to be successful
investors with hard work, patience, and persistence.

Cathy Shenoy has a Ph.D. in finance from the University of Kansas. In
1999 she visited with Kent to discuss a research idea that involved how suc-
cessful portfolio managers made decisions. Kent convinced Cathy to begin
teaching the APM class instead. The class had been on a hiatus for about a
year and a half. Kent and Cathy taught the class together for the first time
in the fall of 2001. It was a time of turmoil in the world and in the market.
September 11 rocked the world and students. The fall of Enron introduced
the importance of corporate governance to the masses. In class we had our
first online chat and conference call with a new Chinese Internet company.

Lots of investing books have a winning formula. The biggest problem
in investing is that the winning formula changes. How do you pick the
right winning formula for today? One of Kent’s favorite phrases in class—
“Investing is dynamic”— captures the idea that you need to adjust your
investment strategy as investment conditions change. In this book we provide
some case studies of how to recognize when to change course. Changing your

xi
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course does not mean timing the market but recognizing when fundamental
changes in a company’s business means a shift in investment strategy.

APM investing is not a story of market timing or benchmarking through
market capitalization or sectors. The benchmark is hard work to dig deep
to figure out a company’s real story through detailed business analysis. The
time to invest may be when the tide of opinion is swinging in the opposite
direction. That’s the time to have the courage to follow your own convictions
and believe in your analysis. In the end the market always rewards good
businesses. In the short term the market can get carried away with minor
details or the fad of the moment.

A large part of the APM story is in teaching how to dig behind the
facade of public numbers, press releases, and spin to figure out what’s re-
ally going on. How does a company make money? What numbers from the
financial statements and other public information demonstrates how well
a company is accomplishing its mission? What are the people like who are
running the company? Each week students in the APM class dig into these
three questions. Each week they learn a little more about the best way to
view a new situation. Another favorite APM phrase is “peeling the layers of
the onion.” Each quarterly report, each news release provides a little addi-
tional information to confirm or refute the original investment hypothesis.
In investing, experience is important. In the APM class the students begin
building experience by learning what type of information is important and
how to answer the fundamental three questions.

At the beginning of every semester students typically fall into three main
groups:

1. Students who don’t know a lot about investing and have enrolled in the
class to learn make up the majority.

2. Students who have been investing, have had some success, and think
they can show the class how it’s done make up the next group.

3. Students who have been investing and haven’t been as successful as they
had hoped make up the third group. They want to learn more and avoid
the mistakes they’ve made.

All of these students have had investments theory courses. Most of them
still don’t know how to answer all of the big three questions: How does a
company make money? What numbers from the financial statements and
other public information demonstrates how well a company is accomplishing
its mission? What are the people like that are running the company? We are
writing this book because many people who are interested in investing fall
into the same categories as our students. Those readers can learn to answer
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the questions just as the APM students have learned. Almost everyone can
become a better investor with hard work and persistence.

At the end of the semester, students typically fall into two groups. The
majority now realize that investing takes time, persistence, and hard work.
Quite a few have been inspired or strengthened in their inspirations to pursue
careers in the financial industry. This group realizes that the market isn’t a
get-rich-quick game. They come away from their experience ready to dig in
some more. Many of these students stay in touch and stay connected to APM
by offering the class new ideas, keeping up with the newsletter, and even
coming back to present a case in class. There are always a few students who
decide Cathy and Kent really don’t know what they are talking about. Many
times these are the students who want a “popular” strategy. The popular
financial press stands ready to help all of those people who feel the need to
join the crowd.

Another important part of the story is building a network of contacts.
Each semester the APM program has a network of guest speakers that rivals
any investment group’s contacts anywhere. Speakers fall into two categories.
The first group is investment professionals. This group includes mutual and
hedge fund managers, traders, investment bankers, security analysts, and
other asset managers. All are generous and provide the class with their
best ideas. Even more important, they provide the class a glimpse of their
decision-making process. Decision making isn’t a one-time idea; these ex-
perts explain to students how to come up with ideas, what to read, and how
to interpret what they read. The other group of speakers in class comes from
the corporate side. This group includes chief executive and chief financial
officers and other decision-making and operating professionals from firms.
These people provide insiders’ perspectives on what it takes to run a firm:
what the industry is like, what the economic environment of the firm is,
what variables can be controlled and what ones cannot be controlled.

Building a network of contacts is a significant advantage for any in-
vestor. No one can know everything about the many different industries,
countries, and markets. Better information breeds better investment deci-
sions. APM speakers are just the beginning of the network of contacts.
Students form lifelong relationships in college. As they graduate and go
on to work for different companies, they can provide the basis for a most
productive network.

No one really knows how many universities have student portfolios.
One estimate is there that there are over 200 student funds. Thirteen years
ago, when APM began, there were probably fewer than 25 funds. APM
was unique then in its emphasis on building a network of contacts, on
discovering the fundamental drivers of business success, and on buying at
the right price. Today as the number of student portfolios expands, the
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most common management technique is sector benchmarking, which most
mutual funds and other large asset management companies follow.

There are two problems with this type of asset management.

1. It’s very difficult to earn above-market returns using sector benchmark-
ing.

2. This technique doesn’t take advantage of a small fund’s (or individual’s)
flexibility. Any megafund or individual can invest in Microsoft. How-
ever, a megafund will not invest in Chinese company trading on the
Hong Kong Growth Enterprise Market (GEM) exchange with a market
capitalization of less than $US 500 million.

APM takes advantage of its smaller size to invest in some areas that oth-
ers do not. The APM advantage makes our approach ideal for an individual
investors willing to go against the grain of conventional thinking.

In this book we relate case studies and ideas from speakers that illustrate
the key ideas from class. Our hope is that readers will be able to experience
some of the same learning that goes on in the APM class. We’ll peel some
onion layers away to show where the value lies and how to find it.
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PART

One
Introduction to the

Applied Portfolio
Management Class

Lots of universities have investment management classes that manage
money. Some are older than our program, some have more assets under

management, but we feel that the Applied Portfolio Management (APM)
class at the University of Kansas is unique in the quality of the information
that the students receive. “Quality of information” isn’t exactly the catchiest
slogan, but for investors the quality of the information is the key difference
between average returns and extraordinary ones. Information drives the in-
vestment process. Getting great information and evaluating and interpreting
it correctly is a major theme in the APM class.

In the first part of this book, we outline how we’ve gotten to where we
are today and how what we do is different. In Chapter 1 we review how
the class started and how it’s changed. What worked that we kept and what
changes we’ve made to make it better. “Investing is dynamic” is a phrase
that APM students hear frequently. Teaching young investors is dynamic
also. In Chapter 2 we discuss how the class guidelines work now. They
will almost certainly evolve as we think of new and better ways to combine
investing and teaching investing. In Chapter 3 we review finance theory and
how breakdowns in the theory create investment opportunities. In Chapter
4 we illustrate “surface analysis” and how in the APM class, we try to make
sure that we rely on the best-quality information in our investment decisions.

1
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CHAPTER 1
APM History

When the Applied Portfolio Management (APM) class started, there were
not a lot of student-managed portfolios. There were no “best practices”

to follow. We think it’s instructive to go through the history of the APM class
because in designing the class, we’ve helped educate many future successful
investors. As a class, we’ve also succeeded in generating great returns. We’ve
also had a firsthand look at the thinking of beginning investors. Through the
APM class, we’ve learned a lot about the mistakes typical investors make,
and we think our experience in helping students overcome these mistakes is
useful to all investors.

In managing their own portfolio, individual investors make many of
the same mistakes that students make at the beginning of the semester.
Fortunately, it didn’t take too long to hit upon a workable strategy for
the APM class that encourages what we consider the right kind of decision
making—one that makes money over the long term. We’ve managed to earn
a great return over the last 13 years. APM began with $230,000. As of
this writing in mid-2007, the portfolio is valued at close to $1.5 million.
That’s an annual rate of return of more than 20 percent, 10 percent per year
higher than the return on the NASDAQ index or the Standard & Poor’s
500 Index (S&P 500). Figure 1.1 shows how APM’s return has compared
to NASDAQ’s over the life of the portfolio.

The class strategy has changed over time. During the 1990s the port-
folio strategy was more event driven. Now we have a more value-oriented
buy-and-hold philosophy. The philosophy has changed because market con-
ditions have changed. In class we focus on understanding what’s going on
in the market, what’s happening in a company, and how those events can
interact to create investment opportunities.

3



c01 JWPR090-Shenoy January 23, 2008 11:9 Char Count=

4 APPLIED PORTFOLIO MANAGEMENT

20

15

10

5

0

–5

APM NASDAQ

D
ec

-9
3

D
ec

-9
4

D
ec

-9
5

D
ec

-9
6

D
ec

-9
7

D
ec

-9
8

D
ec

-9
9

D
ec

-0
0

D
ec

-0
1

D
ec

-0
2

D
ec

-0
3

D
ec

-0
4

D
ec

-0
5

D
ec

-0
6

F IGURE 1.1 Cumulative APM Return vs. NASDAQ Return 1994–June 2007

IN THE BEGINNING

Kent McCarthy retired from private client services at Goldman Sachs in 1993
at the ripe old age of 35. At the time he retired, he was the largest producer
ever for Goldman Sachs Private Client Services. He generated those fees
because he decided to base his business on generating performance for his
clients. He found good investment returns for his clients in many overlooked
areas. Kent felt that the Japanese market was overvalued and Hong Kong
stocks were undervalued. Consequently, he managed more trades with the
Hong Kong Exchange than anyone else at Goldman. That time marked the
beginning of his love affair with China.

He was ready for a change and decided to come back to his under-
graduate alma mater, the University of Kansas, to teach classes about
investing. He donated $230,000 to start the APM class. Professors Allen
Ford, Jack Gaumnitz, and Paul Koch were instrumental in persuading the
faculty and administration to accept Kent’s seed money for the portfo-
lio. The KU Endowment Association didn’t rush to embrace the idea of
a class portfolio. Jack met with Jeff Davis, the endowment’s chief invest-
ment officer, and pitched the idea. Jeff was open but cautious. After re-
viewing investment management programs at other universities, such as
Wisconsin’s ASAP and Texas’s MBA Investment Fund, KU Endowment was
on board.
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That first fall semester in 1994 Kent, along with Jack and Paul, taught
two sections of Applied Portfolio Management to a select group of 30 stu-
dents. One class was held at the main Lawrence, Kansas, campus, and
the other at the Kansas City Regent’s Center. The semester started with the
$230,000 from Kent’s gift in the fund. The students were divided into groups
of four, and each group was allocated $10,000 to invest. At the end of the
first semester, the APM portfolio stood at almost $275,000.

STUDENT COMMENTS FROM KENT’S
EARLY CLASSES

Todd Preheim

APM Fal l 1994
The APM class was very intense. I remember being very worried that
Kent would call on me. When we talked about the cases, he would
randomly call on people and pepper them with questions until the
student could not answer one. I was always on edge and remem-
ber getting performance anxiety after Kent called on me to answer
questions—even if the questions were elementary. I spent significantly
more time preparing for the class versus others but still felt I never
prepared enough.

My favorite case was International Speedway (ISCA). Guest
speaker Steve Farley asked students how ISCA could increase sales
in the coming years. A classmate answered they should not allow fans
to bring their own coolers into the raceway. When determining what
the additional revenue would be from this plan, another classmate
suggested we model each fan will drink 10 beers.

Kent’s teachings of aggressive event-driven strategies were way
ahead of his time and are very prevalent today with many hedge
funds. He challenged most claims of the buy-and-hold strategy and
emphasized the importance of strong management. The case format
along with Kent and his speakers’ experiences allowed students to
better understand how Wall Street works.

Paul Koch taught the class from inception with Kent until 2000. He was
instrumental in laying the groundwork in the expectations of hard work
and rigorous analysis in the class. Cathy Shenoy started teaching with Kent
in 2001. By this time student groups were no longer allocated $10,000 to
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invest, but the idea of stock mentors guiding student decisions was starting
to form. The switch away from active student management happened for
several reasons. The first reason was poor decision making by students,
especially early in the semester. The second reason was to encourage a
longer-term mentality.

HOW DO BEGINNING INVESTORS THINK?

Let’s examine what happens at the beginning of the semester. We’ll focus
on the poor decision making first and then get to what we hope is a cure
for poor decision making. Several times Cathy starts the class by putting the
two simple charts shown in Figure 1.2 on the board and asking students
which stock they would prefer as an investment.

Almost universally, students pick Stock A with no hesitation. Cathy
started putting up the charts after she noticed students coming to class saying
“Why does the portfolio hold Stock X? It’s a big loser.” A lot of times the
previous semester’s class had picked Stock X. Students had selected the stock
because they felt several things might happen in the future that would

Stock A

P
ri

ce

Time

Stock B

P
ri

ce

Time

F IGURE 1.2 Where Would You Invest?
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change its prospects. Selling now when it was down was exactly the wrong
thing to do.

Psychologists have identified this type of behavior by investors, and
call it the “recency effect.” Kent calls it “ruler analysis.” Generally, when
people forecast stock prices, or anything else, it’s easiest for them to assume
that the past will be like the future. However, in stock markets, individual
stocks, economies, and lots of other areas, cycles and changes in directions
are very common. Because so many people like to jump on the bandwagon
and invest in stocks with rapidly increasing value, those stocks with recent
price increases are more likely to be overvalued.

A big example of ruler analysis is the recognized trading strategy of
momentum investing. Momentum investors are those who look at recent
trends and ride those trends up or down, selling stocks with recent poor
returns and buying ones with recent good returns. During the bubble of the
late 1990s, momentum investors made a lot of money because there was
an extended trend (bubble?) upward. During the shake out in 2001–2002,
momentum investors lost a lot of money.

We find that new students in the APM class are especially prone to ruler
analysis because they are afraid to trust their own judgment. A student once
said, “Everyone else thinks that things are great. What do I know about
anything?” The story of the Emperor’s New Clothes comes to mind. In a
Danish fairytale, two con men sell an Emperor a new suit of clothes. They
convince him that the suit is the latest and greatest, but emphasize that the
most special property of the suit is that it is invisible to people who aren’t
fit for their position. Of course, there is no suit, but no one wants to say
they can’t see it. Finally, a child speaks up and asks why the Emperor isn’t
wearing any clothes. Sometimes it just takes a few clear-thinking people to
see through the hype of the Street’s new favorite stock.

“Buy high and sell low” happens when investors get stuck in a ruler
analysis mode. People want to wait until others provide confirmation an
investment is sound. By that time prices have gone up. They end up buying
high—toward the end of Stock A’s price increase. John Bogle, the longtime
chairman of the Vanguard Group, testified before Congress in 2004 about
the phenomenon. He calls it a “timing and selection penalty.”1

[S]hareholders have paid a heavy timing penalty, investing too little
of their savings in equity funds when stocks represented good values
during the 1980s and early 1990s. Then, enticed by the great bull

1 Statement of John C. Bogle before the United States Senate Committee on Banking,
Housing, and Urban Affairs, February 26, 2004.
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market and the wiles of mutual fund marketers as the bull market
neared its peak, they invested too much of their savings. Second,
because they have paid a selection penalty, pouring money into
“new economy” stocks and withdrawing it from “old economy”
stocks during the bubble, at what proved to be precisely the wrong
moment.

The result of these two penalties: While the stock market pro-
vided an annual return of 13% during the past 20 years, and the
average equity fund earned an annual return of 10.3%, I estimate
that the average fund investor earned just 3% per year. It may
not surprise you to know that, compounded over two decades, the
nearly 3% penalty of costs is huge. But the penalty of character is
even larger—another 8 percentage points. $1 compounded at 13%
grows to $11.50; at 10%, to $7.10; and at 3%, to just $1.80. A
profit of just eighty cents!

It’s not just mutual funds where people chase returns. It happens in all
types of investing. Few people want to invest in a company that hasn’t had
good performance, especially if analysts or the media are not saying good
things about it. So how does the APM portfolio avoid falling into this trap?
The short answer is education. We educate students to think for themselves
and do their own analysis. We also educate them in the “ways of Wall
Street.” By “Wall Street,” we mean all of the participants in the investment
industry. Some of the participants that influence investments and stock prices
are mutual funds, investment banks, hedge funds, and private equity funds.
Since these participants make up a large part of all the transactions in
the market, understanding why and how each of these market participants
makes money and their institutional incentives helps students unravel the
mystery of stock prices. Another big influence on investment decisions is
the financial media. The media, especially since the advent of CNBC, want
to create a sense of crisis to keep viewers or readers tuned in to each tiny
gyration in the market. How do they pick stories and stocks to follow?
By understanding each participant’s incentives, students can see when there
may be some influence on prices outside of a stock’s intrinsic value. In class
we try to focus on making our own decisions about stock valuation and not
being too influenced by temporary price aberrations caused by one of the
market participants or the media.

We believe that a company’s fundamentals eventually will be reflected
in its price. Sometimes it takes longer than expected, but eventually a com-
pany’s intrinsic value will align with its stock price. For this reason, educa-
tion in two areas is important. First is education in the valuation techniques
that many research analysts and portfolio managers use. The main valuation
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