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            What they say about Anthony Bolton 

            
               Neil Woodford, Head of Investment, Invesco Perpetual  

               “Anthony Bolton is an exceptional investor. His focus on producing excellent long-term performance has never been swayed by fashion or market pressures and he has maintained his investment integrity throughout varying market conditions. These are the disciplines that quality fund managers exhibit." 

            

            
               John Armitage, Director, Egerton Capital 

               “Anthony Bolton's professional achievement has been combined with great modesty. He has all the good attributes of success and none of the bad. Many people underestimate what it takes to be as successful as he has been.” 

            

            
               Jeff Prestridge, Personal Finance Editor, Mail on Sunday 

               “In an industry where fund manager loyalty is sadly lacking, Anthony Bolton is living proof that loyalty can pay handsomely, not only for employers but more importantly for investors. For the past 25 years, he has run the good ship Fidelity Special Situations like a master commander. His investment record is exemplary and living proof that long term investment in equities can really pay.” 

            

            
               Patrick Collinson, Personal Finance Editor, The Guardian 

               “Anthony Bolton's name adds enormous weight and gravitas to any article on investment. Over the years he has become perhaps the most respected and powerful fund manager in the country. In other individuals, such power would make them fearsomely self-important, yet Anthony Bolton has always remained accessible to the press and investors. He's alert to the fact that behind it all, he's running money on behalf of tens of thousands of small investors, and it's their interests, rather than his ego, that count above all.” 

               “Anthony Bolton’s intellect and agile mind make him the very best in our industry. His ability to manage a large fund, with such foresight, is without peer in the UK stockmarket.” 

            

         

      

   
      
         Introduction 

         There are very few professional investors of whom it can truly be said: “this is one of the greats”. Scan the pages of the newspapers and the specialist investment magazines, where promises of exceptional performance are liberally distributed, in editorial and advertising alike, and you might all too easily form a different impression. Fund management remains a highly competitive, sales-driven business: “25% performance and 75% marketing”, as the legendary Warren Buffett once drily observed. 

         Hundreds of academic studies over the past thirty years have underlined what many investors have learnt for themselves through experience: that it is surprisingly difficult even for highly talented professional fund managers to beat the market consistently over any length of time. That is one reason why so-called ‘passive investing’, in which investors buy funds that mechanically track the performance of the major stock market indices, has grown to become such a significant part of the modern investment game. 

         Yet exceptional talents who have shown they can outperform their benchmark indices on a consistent basis over many years do exist. They are rightly able to command a hefty premium for their services, as well as the attention of headhunters and the plaudits of their peers. Some of the best and brightest go off these days to join hedge funds, the current investment fad (not always with spectacular results). Others opt to set up their own specialist investment companies where they can pursue their craft without the pressures that working in a large corporate environment usually brings.     

         In the field of unit trusts and OEICs, the staple diet of millions of private investors, it is rare for the best fund managers to avoid these tempting alternatives and stay the course of an entire career. Of those who have done just that, one man by common consent stands head and shoulders above the rest for the consistency and integrity of his performance. In polls of professional investors, he is the fund manager most regularly rated the one his peers admire most. The flagship fund he runs for Fidelity International has the best record of any unit trust over the past 27 years.  

         That man is Anthony Bolton, the subject of this book. If you had been smart enough to invest £1,000 in his Fidelity Special Situations fund at its launch in 1979, you would now have an investment worth more than 120 times that amount. Your initial investment would today be worth more than four times the sum you would have if you had simply tracked the UK stock market over the same period (which, it should be remembered, has itself been one of the greatest times in modern history to own shares). More than 250,000 people have invested in the fund. By 2006, shortly before the announcement of plans for Bolton's eventual retirement, the fund had grown to more than £6 billion in size, a two thousand fold increase on its size at launch. 

         The fund’s performance translates to a compound rate of return of slightly over 20% per annum, sustained over more than a quarter of a century – a record that stands comparison with the best names in American fund management, the likes of Warren Buffett, Peter Lynch and John Templeton. Just as remarkable is the fact that his performance has remained so consistently strong over the whole period, despite the dramatic increase in the size of the fund. For 17 years, from 1985 to 2002, Bolton also ran a second fund, this one specialising in European equities, that consistently outperformed all his peers by a similarly impressive margin. 

         
            HOW THE FUND HAS GROWN: The value of £1,000 invested at launch 

            
               [image: ]
            

             

            No other professional working in Bolton’s field can match this record of enduring and simultaneous success in both the UK and European markets. The obvious question that arises is: how has he done it? This book, which was originally published to coincide with the 25th anniversary of the Special Situations fund’s launch in December 2004, looks in depth at the things that have contributed to its success. 

            The latest edition falls into four distinct sections:   

            
               	 In the first chapter, Anthony Bolton gives his own account of his time at the helm of Fidelity Special Situations – how it began, the methods he uses to achieve his results, and the lessons he has learnt from his many years mastering the art of professional investment. Although he has been the subject of numerous short profiles in the past, this is the first time that he has set out his own account of the fund and his philosophy of investment at length. For the paperback edition, he has added new sections explaining his interest in China as an investment opportunity of the future and outlining his plans for the future and outlining what he plans to do when he finally hands over management of his UK fund at the end of 2007.    

               	 The second chapter is an extended profile of Anthony Bolton and the methods that have enabled him to earn his reputation as the outstanding stock market investor of his generation. It builds on and comprehensively updates an account of his methods that originally formed part of my book Money Makers (1998). Researching my newspaper columns, newsletter and books has given me the opportunity to hold many conversations with Bolton in the last ten years. The chapter draws on these conversations to provide a detailed independent account of the way that this most dedicated and professional of investors goes about his business.  

               	 The third chapter takes an in-depth look at the performance of the Fidelity Special Situations fund over the course of its 27-year history and asks the question: how good and how consistent has it really been? Interpreting fund performance statistics can be a hazardous business, notoriously full of pitfalls for the unwary. The chapter seeks to guide the reader through these thickets and goes on to analyse the reasons for his exceptional performance. In addition to my own observations, it draws on the views of a number of those who know him well professionally. 

               	 The short final section draws together various themes that run throughout the book. In the first part, Anthony offers his personal observations about the lessons that he has learnt over the course of his career. in the second, I offer some pointers to how fund investors looking for the next Bolton might sensibly approach that daunting task. Although the financial markets chop and change like the seasons, there are also some timeless principles from which investors of all kinds can benefit. There are very few new ideas in investment, but that does not make the old ones any less valid. 

               	 In the Appendices, the reader will find more data on the performance of Fidelity Special Situations; detailed assessments of the fund’s style and risk profile by professional fund analysts; extracts from an early fund report; an interview with Bolton about Fidelity’s approach to corporate governance issues in companies; and an example of a typical piece of corporate analysis produced by Fidelity’s research team. This supplementary material is designed to fill out, for those who are professionally interested in the detail, the picture of how Bolton goes about his work. On a lighter note, and to provide a more rounded picture of the man, the section also includes for the first time a revealing piece about his favourite pieces of music.  

            

[image: ]
            A few years ago I asked one of America’s most respected investment consultants, Charlie Ellis, what he had learnt to value most in his many years of studying and working with professional investors. His answer was that people spent far too much time looking at performance data, which is all too often misleading rather than informative. When it came to deciding where to put his own money, he said: “I am not looking for something extraordinarily different. I am just looking for integrity, character and brains. And while brainpower is important, it is not nearly as important as integrity". I have since come to learn how wise an observation this was. 

            It has been an agreeable task to undertake a project that analyses the achievements of one fund manager whose integrity has never been in question, and who has rarely disappointed the faith of those who have put their money into his care. The fact that he is one of the nicest men you are likely to meet has little to do with Anthony Bolton’s success – the City rewards the ruthless and the unpleasant just as readily as the charming and well-mannered – but it has certainly made chronicling the fact an agreeable and instructive undertaking.   

            Jonathan Davis 

            Chairman, Half Moon Publishing 

            Publisher, author and columnist 

            
               www.independent-investor.com 
            

         

      

   
      
         1. Daring to be different: Three decades as a contrarian investor by Anthony Bolton 

         
            How it all began 

            The year that Margaret Thatcher was first elected Prime Minister in the UK, 1979, was one of the key years in my life. Looking back, I realise that I did what I think stress consultants advise most strongly against – which is getting married, moving house and moving jobs all in a relatively short period of time. I got married in February 1979, having moved house a few weeks before, and then changed job to join Fidelity in December. I had met my wife Sarah while we both worked at Schlesinger Investment Management, a South African owned investment company which also had interests in banking and property. She was an assistant to one of the investment directors and I was, at first, an investment assistant and later a fund manager. In the summer of that year one of the two managing directors, Richard Timberlake, left Schlesingers to start a new fund management business for Fidelity in the UK. He let it be known that he was looking for two investment managers to join his nascent organisation. 

            I hesitated whether to contact him as I was told he had agreed not to try and actively recruit his ex-colleagues for a period of time. I also knew little or nothing about Fidelity. Two things changed my mind. The first was making contact with a personal friend who worked as an investment manager at M&G, the company that had introduced the first unit trust in England back in the 1930s. He told me that Fidelity was “the best US manager in the business”. The second was my wife Sarah, who could see the potential and significance of the new company, and persuaded me to give Richard Timberlake a call. I was then aged 29, rather shy and somewhat hesitant about ringing up. “What have you got to lose?” she repeatedly asked me, until I made the call. It turned out to be one of the most important calls that I have ever made. 

            After a meeting with Richard, he asked me to have an interview with Bill Byrnes. Bill had worked at Fidelity’s headquarters in Boston for many years and was very close to Ned Johnson, who is the President of Fidelity as well as the son of the company’s founder. If Ned Johnson is entitled to the credit for Fidelity’s phenomenal success in the US in the 1980s and 1990s, then Bill Byrnes is the man who deserves the credit for starting Fidelity’s international business. This was at a time when most US investment businesses were purely focused on their domestic market in North America. As one of the market leaders in the US mutual fund business, Fidelity was well ahead of the times in seeing the potential for taking its investment business into the global market. I remember that the news was deemed sufficiently important by the Financial Times to be given front page treatment, though I don’t think many other papers took much notice. 

            I went for my interview with Bill with some trepidation. I had after all only run money for a year or two at Schlesingers. I was hardly the most experienced fund manager in the UK. The last question I was asked was: “Well Anthony, do you think you can run money successfully at Fidelity and beat the competition?” I can’t remember my answer, but something must have persuaded him I could do it because shortly afterwards I was offered the job. Bill is one of the most charming Americans one can meet and a great Anglophile. He has been a constant source of encouragement to me over the years. He still calls into our London office once or twice a year. 

            So it was that I joined Fidelity on 17th December 1979, the day that the company launched its first four unit trusts for British investors. As well as my fund, the Fidelity Special Situations Trust, there was an American Trust (not surprisingly, given Fidelity’s parentage), a Fixed Interest Trust and a Growth and Income Trust run by the other investment manager that Richard recruited. His name was James Wellings. He had previously worked for a stockbroker and he ran money in a very different style to mine. He bought low risk, higher yielding shares with a very quantitative approach that involved regularly taking profits on companies that had outperformed the stock market as a whole.    

            We shared an office for the first few years in Fidelity’s then City office in Queen Street. James was a lovely individual, very much of the old school, a traditionalist, as I suppose I am. We got on very well. The only exception was during a couple of weeks in the early months that we worked together. When I was interviewed by Richard Timberlake, I had made it a condition of joining that I wanted to be a director; one of my personal ambitions was to become a director before I was thirty years old. James hadn’t asked for the same condition and, although he was also made a director later, my appointment predated his by a few months. Being equally ambitious, he was very upset that I had beaten him to the post. This made sharing a small office awkward for a while, but he soon forgot about it and thereafter we got on brilliantly (James left Fidelity some time later to pursue other interests.) 

         

         
            The Fidelity experience 

            When I first joined Fidelity, I think that there were about twelve of us in the Queen Street office, consisting of Richard Timberlake’s initial team, plus three or four people whom Fidelity already had in London to help run their offshore funds. Several of these funds, based in Bermuda, had been going for some years before the launch of the UK unit trust company in 1979. They were Fidelity’s first offerings to international investors. It seems amazing now that 27 years later Fidelity employs more than 4,290 people (as of the 30 June 2006) in the UK. This includes an investment team with 39 portfolio managers and 51 analysts, based in our office at 25 Cannon Street. This office, which we designed, built and own ourselves, looks out over St Paul’s Cathedral. It is the fourth office Fidelity has had in the City. A growing investment management business is generally short of office space and managing one’s property needs is an important but difficult administrative task. 

            I am often asked how I have stuck it out for nearly 30 years at the same company and what it is that has kept me at Fidelity. Obviously there are a number of factors. The first has been the excitement and satisfaction of having been part of the team that has built up what in my view is the number one investment management institution in the UK. I have been lucky to have been intimately involved in setting up and shaping the investment team. Secondly, it has given me the opportunity to work with some of the brightest, most talented and nicest people in the business. This last attribute is particularly important to me. I have had a number of approaches over the years to join other companies, although the headhunters have stopped ringing me in recent years as they all know it’s a waste of time trying to persuade me to move.   

            I remember one approach in the 1980s from what was then one of the most successful global hedge fund businesses of the time. This was a second attempt as I had met the proprietor a few years earlier. This time I met the head of international investment and I must say that I thought he was a particularly unpleasant person. He ended our meeting by saying something along the lines that he couldn’t understand why British people didn’t think getting rich was the most important aim in life and were motivated by other things besides money.    

            The great thing about Fidelity is that we have a superb group of people with a mutual shared interest: every senior person has either been involved in running money personally or, if they haven’t, knows that doing this well is the one activity that guides everything else that Fidelity does. The quality of the people has been the key to keeping me here and the special environment this creates is also, I think, why we have been able to retain so many of our good investment personnel. Obviously reward and incentives are very important as well, but they are not everything. I also think it is a big advantage working for a privately owned business in which it is possible to make decisions for the long term. One investment manager at a competitor firm whom I met told me that they had been through three reorganisations of their investment management side in the last four years. This was the result of other investment organisations being brought into the group by acquisition; each reorganisation involved a number of people leaving and the chief investment officer changing. Fidelity’s growth has all been organic and it’s been our key philosophy to build our own team rather than go out and buy other firms. I am convinced that this is the best way to motivate and keep key staff. It’s interesting – and probably no coincidence – that another of the largest and most successful global investment businesses, Capital Research, is also privately owned and has grown organically. 

         

         
            The Special Situations fund 

            Why did I start a Special Situations Trust and what does this term really mean? Richard Timberlake knew at the outset that he wanted me to start a fund that was primarily focused on capital growth, to complement the more defensive qualities of the Growth and Income Trust. As one of the funds I had helped to run at Schlesingers was the Schlesinger Special Situations Trust, and as it was also the fund I enjoyed managing the most, it was natural for me to suggest to Richard that this is what we should launch. He agreed, and so the fund was born. If you had told me then that the fund would one day grow to more than £6 billion in assets, and become the best performing unit trust of the next 26 years, I would have been amazed. We started in a much more modest way, with the simple idea of seeing how well we could do and taking it from there.    

            The first definition of what constitutes a ‘special situation’ was set out in the prospectus of the unit trust when it was launched. Over the years I have refined and modified the way I describe my approach, but the basic concept – searching for capital growth opportunities in an aggressive and contrarian way – remains exactly the same as at the outset. In the prospectus for Fidelity Special Values Plc, the investment trust that I also run on the same lines as the unit trust, but launched a few years later, the description runs as follows: 

            “The Manager regards as a ‘Special Situation’ a company attractively valued in relation to net assets, dividend yield or future earnings per share, but which, in its view, has additionally some other specific features that could have a positive influence on its share price.” The types of companies which may fall within the definition of ‘special situation’, it went on, include: 

            
               	 Companies with recovery potential 

               	 Companies with strong growth potential 

               	 Companies with assets whose value has not generally been recognised 

               	 Companies with a special product which has a particular market niche and therefore good earnings potential 

               	 Companies which are possible takeover candidates 

               	 Companies subject to restructuring and/or changes in management 

               	 Companies which are not widely researched by the brokerage community 

            

            The fund manager, we said, “is likely to concentrate on companies which it considers to be out of favour with investors or undervalued in relation to generally accepted valuation measures, but where it believes investor sentiment is likely to improve in the medium term”. That would lead us to focus on shares in companies outside the market leaders. We would adopt a ‘bottom-up’ stockpicking approach, selecting investments “primarily on the basis of specific criteria relevant to the company in question and not on the basis of general macro-economic considerations”. Noting the importance of doing our own research, we added: “As well as the analysis of the company’s financial position and their relative valuations, the manager meets the management of a significant number of such companies. It aims thereby to build an information advantage which previous experience has indicated can be utilised to exploit the market inefficiencies and hidden values in under-researched companies. After investment in a company, the manager will follow it closely and, generally, maintain contact with the management in order to identify at an early stage any change in its situation or prospects.”   

            This still very well encapsulates my approach. It is important that the definition of what constitutes a special situation has always been pretty wide, which means that many different types of situation can be included. If your objective is the aggressive pursuit of capital growth, as mine has always been, it makes no sense to exclude potential moneymaking opportunities by being too restrictive about what kind of shares you can buy. Another key phrase in the prospectus definition is “…..which it considers to be out of favour with investors or undervalued”. My investment style has always been at heart a ‘value’ approach.     

            Of the two most important investment styles – growth and value – why did I choose value? I think there are several reasons. Firstly, I have always liked reading books on investment that are written about, or by, the great investment gurus. In my opinion the weight of the evidence of these supports the idea that value is more likely than growth to deliver superior returns over the long term. This does not mean that I dismiss growth as a valid way to produce above average returns. It is merely that over the long term the odds are slightly more in one’s favour with a value approach. Another factor that influenced me at the beginning was the fact that one of the most popular unit trusts at the time was the M&G Recovery Fund. It was run with a broadly value style that involved buying companies that had done poorly. I very much identified with its policy of buying out of favour companies.     

            Finally, I believe that investment managers should find a style and mode of operation that works for them personally and then stick to that style. For some reason I have always felt happier going against the crowd and generally feel uncomfortable doing what everyone else is doing. So many pressures in the investment business encourage one to do the opposite and go with the crowd. Unless you are temperamentally happy with acting on your own, this approach is unlikely to do you much good. People have asked me if my general approach to life is also contrarian, but I don’t think it is. Generally in my personal life I will follow what I like, which sometimes may be fashionable and sometimes not. What I have found is that my contrarian stock market style is particularly helpful at market turning points when the natural tendency is often to do completely the wrong thing. Experience, I believe, counts for a great deal in investment. As Mark Twain said, “History never repeats itself, but it sometimes rhymes.” I think these eight words should be burned into every fund manager’s desk. 

         

         
            Ignoring the benchmark 

            John Maynard Keynes, who was a successful investor as well as an outstandingly original economist, said in regard to the stock market that picking shares was like a beauty contest where “it is important to choose not who you think is the prettiest girl, but who the judges will think is the prettiest girl”. Another way to put this, to borrow a phrase from Ben Graham, is that the stock market is more of a voting machine than a weighing machine, at least in the short term. I have always started my search amongst the stocks that investors don’t think are the prettiest, so that if they change – and I’m really using my skills to find ones that have the factors that might lead to a change – there will be lots of new buyers for the shares as they become more attractive. (In life, as opposed to the stock market, however, I recommend you pick the girl that you think is the prettiest. I certainly did.) 

            One of the most important features of the Fidelity Special Situations Fund, which flows directly from my contrarian philosophy, is that I have always run it on an unbenchmarked basis. That is to say, I pay little attention to how what I own compares with the makeup of the FTSE All-Share Index. The All-Share Index is the measure, or benchmark, against which my performance is judged: and the objective of the fund is to do better than the index. But, unlike many fund managers with the same objective, I do not spend time worrying whether I have say 10% in oil company shares at a time when the index has 15%, or whether I do or do not own the biggest component companies in the index. 

            
               THE FUND, THE MARKET AND INFLATION. Cumulative average of returns 1979-2006 

               
                  [image: ]
               

                

               This indifference to the benchmark’s weightings by definition means that over time my fund produces more ‘lumpy’ returns than the market averages. I have inevitably had bad patches during my years in charge of the Special Situations fund. However, at the heart of my approach is the view encapsulated by Warren Buffett when he said that he and his partner Charlie Munger “would much rather earn a lumpy 15% [per annum] over time than a smooth 12%”. My objective is to provide the highest average annual return that I can in the long term, even though this return will fluctuate more in the short term. It is the opposite of a benchmarked fund which attempts to provide a modest amount of relative performance on a consistent quarter by quarter basis, building up over time to a smoother, but lower, long term return. 

               In the early days of Fidelity I also ran some money for pension fund clients such as Tate & Lyle and Rank Xerox. However, my heart has always been primarily on the unit trust side. One of the reasons is the very wide freedom that one has to manage a unit trust in comparison to a pension fund, where there is the constant burden of trustees questioning your actions after the event. In those days, it seemed to me, pension fund trustees always wanted to spend the most time talking about the investment decisions that hadn’t gone right, or at least had not gone right at the moment of reporting.   

               Yet investment is an odds game. No-one gets it right all the time; we are all trying to make fewer mistakes than our competitors. In fact, the key to success in this business is as much to avoid losers as it is to pick winners. On the other hand, running money with a style that is so defensive that it avoids all losers is also, I believe, counterproductive to superior returns. Having a calm temperament is another very important factor. One should learn from one’s losers but not get too upset about them. Conversely it is unwise to overcelebrate the winners; overconfidence can be just as bad. It is always worth remembering that some of your best performing stocks could have been picked just as easily with a pin!             

               In the mid 1980s I took on the added responsibility of managing Fidelity’s European Trust when this was launched. Europe particularly interested me as, from an investment point of view, the markets were very underdeveloped compared to the UK and therefore the opportunities for finding mispriced shares were abundant. It was a very rewarding environment for a stockpicker such as myself. As our team grew, I was able to give up my institutional accounts to focus solely on these two funds. In 1990 I also took on management of our Luxembourg-based fund European Growth Fund which became Fidelity International’s largest fund. It started as a fund that invested only in continental Europe, with no UK exposure, but later became a Pan-European fund that included UK shares as well.  

               In the early 1990s we launched two closed-end investment trusts, Fidelity European Values Plc in 1991 and Fidelity Special Values in 1994. Both of these I ran with similar portfolios to their sister unit trusts. The investment trusts provide investors with alternative ways to invest in my stockpicking abilities and can also, unlike the unit trusts, use gearing (borrowing) to enhance returns. At times when the investment trusts sell at a significant discount to their net asset value, they can be particularly attractive alternatives to the open-ended funds.    

               Three and a half years ago I gave up my European funds to focus on just Special Situations Fund and Special Values Plc, which together (as of mid 2006) have assets of about £6.4bn. Running four funds, including Fidelity’s three largest ones, had become extremely demanding, involving monitoring 400 individual shareholdings and doing three or more company meetings every day; I had come to a stage in my life when I wanted to cut down my responsibilities. This effectively meant giving up either the UK or continental Europe, and I decided to do the latter and return to where I had started. 

            

         

         
            Drama in the markets 

            During the last 26 years four events particularly stick in my mind. They are the stock market crash of 1987, the invasion of Kuwait in 1991, the technology bubble in 1999/2000 and the terrorist attack on New York in September 2001, now commonly known as 9/11. About a week before the 1987 crash, our youngest child Ben was born at Queen Charlotte’s Hospital in London. To be near my wife Sarah, I was staying with my parents who lived in Holland Park in London rather than our home in Hampshire where my mother-in-law was looking after our elder two children, Emma and Oliver. On the Thursday night, there was the great storm which wrought havoc across Southern England. Even in London, I found it hard to sleep, being kept awake by the wind.  

            The next day when I made my way to work by tube from Holland Park station, the streets were covered with a thick, green carpet of leaves and small branches from the trees along Holland Park Avenue, creating a rather surreal effect. It had been our intention to return to our home in the country that weekend when Sarah and Ben came out of hospital, but the storm put a stop to that. There was no electricity at our house and a tree had fallen on my car, making it a write off. Sensibly my mother-in-law had decided to take our two elder children, our mother’s help and our golden retriever ‘Kingston’ back to her home in Devon, which was much less badly affected. So Sarah and Ben came to join me at my parents’ house, and that is where we were the following Monday when the crash hit Wall Street. I felt very disorientated, firstly not being at home as I expected, and then having to live through the most extraordinary few days in the stock market that I have ever experienced. 

            Professional opinion after the crash was polarised. I remember one experienced investment manager telling me: “If the world’s largest market can fall by more than 22% in a day, investing will never be the same again.” There were plenty of commentators who predicted that the crash would bring about a huge recession, or even a depression. I remember going to a lunch with the Australian entrepreneur, Alan Bond, who was definitely in this pessimistic camp. Whether it was my optimistic nature, or my contrarian investment approach, I didn’t see it that way. I remember arguing that markets would recover and the crash had therefore created a significant buying opportunity. I even sent around a note internally at Fidelity to this effect, which is something that I have not done very often. At the heart of my argument was the feeling that it was very unlikely that the scale of the stock market fall would be matched by a similar deterioration in the economy. 

            I had redemptions to deal with in my funds, with several investors deciding to sell their units in the fund in the wake of the market crash. As a result I had to sell shares that the fund owned in order to meet the redemptions. In times of panic such as the 1987 crash, I find it helpful to concentrate my portfolio. I focus in on the stocks I like the most and force myself to identify those about which I have the strongest convictions. I have found I have a tendency to allow the number of holdings in the fund to rise as a bull market progresses. Market downturns are therefore also a good opportunity to weed out some of the smaller holdings that have accumulated in the portfolio.  

            Fortunately, by the end of 1987, despite the dramatic falls in the market during the month of October, I still ended the year with the fund up 28.0%, with the market up 7.3%. However, just before the crash the fund was up an exceptional 97.4% since the start of the year, in a period when the market had risen 45.6%. I guess I should have seen the magnitude of these moves as a warning sign, but at least overall my fund was not too badly affected. 

            For Fidelity International as a business, the crash had much deeper effects.  In the years leading up to it we had been through a phase of strong growth and staff numbers had risen rapidly. We had some management meetings in Paris during November 1987 to coincide with the launch of our French business (in retrospect, it was not the most auspicious timing for a launch).  At these meetings, our Chief Executive showed some graphs on the performance of Fidelity’s business. These showed a worrying picture of a rising expense line meeting a falling revenue line. As a result we had to carry out a major restructuring of the business over the next year or so, including some layoffs. There is an unwritten rule at Fidelity that during downturns the investment team should be excluded from any redundancies. By protecting the lifeblood of the business, which is its investment expertise, we were able to maintain intact the team which was subsequently responsible for Fidelity’s success in the 1990s. 

            At the time of the invasion of Kuwait three years later, I was on holiday in Portugal. For several summers in a row we had rented houses on the Algarve for two weeks in August. In the days before mobile phones, I always insisted on any house we rented having a telephone in case I needed to make contact with the office. Having been promised that our villa outside Albufeira had a phone, when we got there we found it, of course, out of order! Every day for a week I contacted both the villa company and the telephone exchange to try and get it repaired, but with no effect. After the invasion of Kuwait, I ended up having to drive into Albufeira at least once every day to hear what the redemptions were and to give instructions regarding which securities to sell.  Although I delegate trading to one of our traders who works with me on my purchases and sales, I will hardly ever delegate the decision of what to buy and sell (unless there is an emergency and I can’t be contacted). Over the years, I have found it pretty rare that I have had to spend a lot of a holiday on the telephone to the office – but 1991 was the exception. 

         

         
            The internet bubble 

            The technology bubble in 1999-2000 was one of the most extraordinary periods in the stock market that I have witnessed. I am often asked how I can justify being a picker of stocks in a period when the investment markets have become so professional. They say things like: “Isn’t the market efficient and over-researched? Haven’t most of the investment anomalies already been exploited?” All I need to do in reply is point to this period, which presented some of the biggest opportunities in the shares of ‘old economy’ companies that I have ever experienced. How did it ever come about? Well at its heart must be the herd-like nature of most investment institutions, the intellectual challenge of a new paradigm (“the internet will change everything”) and the cult at the time of momentum investing. 

            My general impression is that the market today frequently fails to see the wood for the trees; it’s so busy arbitraging out the small inefficiencies between the trees, it misses that the wood itself is inefficiently priced. For example, I remember great debate at the time about which of Logica or Sage was the more attractive IT stock to own in the Information Technology sector.  The answer was they were both wildly overvalued. I gave an internal talk in 2000 to our portfolio managers and analysts about bubbles – their nature, historical examples and how they burst. There were a few events that really drove it home to me that we were in cloud-cuckoo land.      

            One was the valuations of many companies in the TMT sectors. A software company called Kewill Systems particularly sticks in my mind. I had followed Kewill since its IPO (initial public offering) in the mid 1980s and also visited the original head office in Walton-on-Thames in the early days. The company was involved in the exciting areas of supply chain & e-commerce software.  Between June 1999 and March 2000, its market capitalisation rose more than ten times to over £2 billion, at which point the shares traded at more than 60 times its sales. The share price subsequently fell from £31 at its high to 7.5p at one stage in 2002. What was surprising was that this pattern of excess valuation was repeated again and again: I even recall one Swiss software company that was called Fantastic Corporation – sadly it was fantastic for a short while only! 

            A second, rather different indicator was the fate of Tony Dye at PFDM, one of the City’s largest pension fund management firms. Tony Dye must be considered as one of the leading proponents in London of value investing.  He and PDFM parted company in February 2000, two weeks before the NASDAQ index peaked on 10th March. At the same time PDFM announced that it was reviewing whether it should stick with its longstanding value style of investment. To any contrarian, this was a classic signal that the market was approaching a turning point, as of course it proved to be.    

            Lastly there was an event that particularly sticks in my memory. A long-standing corporate finance contact of mine telephoned me with a proposition. He was floating an internet incubator fund via a placing of shares. [Incubator funds were a popular fad of the time, designed to invest in a range of start-up internet companies and in theory help them grow]. I think he had been allowed to approach eight institutions. The conversation went something like this: “Hello Anthony, I want to tell you about a very interesting new company I am listing.” “Great,” I said “when can we meet the management?” “I’m afraid we are doing it on an accelerated basis and that won’t be possible. In fact, I need to know your interest by this evening.  Anthony, you should know that every institution that I have contacted so far not only wants shares, but says they would be happy to take many more than we are offering them.”    

            We then went through the figures on the company. The fund owned a mixture of listed and unlisted companies related to the internet. I worked out that if one valued the listed investments at market prices, one was paying five or six times book value for the unlisted ones – a very, very high valuation in my opinion. “Thanks”, I said “it’s not for us”, “I beg your pardon, Anthony”, he replied. “Thanks, but it’s not for us”, I repeated. “But Anthony,” came the reply “you’ll be the only institution to have turned this down.” “Fidelity is happy to let this one pass”, I replied. This was only a few weeks from the top of the TMT bubble and the writing was clearly on the wall. I didn’t follow what happened to this company in the end, but I very much doubt that it survived. The incredulity of my corporate finance contact tells its own story about what happens during bubbles of this kind.  

            On the day of 9/11, I was having lunch with a contact who runs a small specialist broking firm. He is an expert on general (i.e. non-life) insurance. We talked mainly about the insurance industry over lunch and by the end he had convinced me, or we had convinced each other, that the outlook appeared pretty good. I suppose it was ironic that just as we were drinking our coffee, the worst insurance event in recorded history should be taking place on the other side of the Atlantic. I know it may sound callous, but my experience suggested that over the months following that terrible event (and I can’t think of a more horrendous one) a very important buying opportunity would occur in the companies that had been worst affected by the fallout from the terrorist attack. I later significantly increased my holdings in insurance, hotel and travel related companies, and made some good returns as the shares recovered. In the investment business one has to be hard-nosed at times, unfortunately, but it is part of what being a contrarian involves. 

         

         
            The changing investment scene 

            From its earliest days, Fidelity’s investment approach has been based on conducting its own research, using in-house analysts and having regular meetings with the companies it invests in. This was an approach with which I readily identified. My first job in 1971 was in the investment department of Keyser Ullmann, a small merchant bank which mainly managed investment trusts, including one called the Throgmorton Trust. Its focus was on smaller companies (a bias that I have kept ever since) and doing one’s own research (though in those days that nearly always meant visiting the companies at their own offices; few companies came to the City and when they did, it wasn’t to visit investors). The analyst team at Keyser Ullmann included, as well as fundamental analysts, one technical analyst. Since then I have always used charts as an input into my approach – something that I found was also Fidelity’s philosophy. My background was therefore well suited to Fidelity, which may be something that Bill Byrnes had spotted. 

            In the early days the investment department was very small and it was only in the mid 1980s that we started to build up our own team of in-house analysts. We did some individual company meetings in those days, but it was more normal to attend group meetings at broker offices, where a number of institutions met with the management of a company at the same time. I do remember a meeting that James Wellings and I had in the early years with a company in our office at Queen Street. I can’t remember the name of the company, but I do remember the name of its Chief Executive, which was Ron Shuck. Later he was involved in a major fraud case.     

            From the mid 1980s onwards, more and more of the meetings were one-to-one meetings with companies in our own offices. From the late 1980s I started to keep my notes of meetings in hard backed notebooks which I keep in my office. I have a different set of books for each European country. I am now up to my 48th book of notes on UK company meetings. These notes are invaluable when I re-meet companies. When I also ran the European funds, I used to do three or four company meetings a day. I now do one or two a day on average. My record, I think, is six company meetings in one day, which I don’t recommend as one is rushing from one to the next and one feels pretty washed out at the end of the day. 

            Our meetings are normally with the Chief Executive (CEO) and/or the Finance Director. In bigger companies it may be just with an investor relations officer.  Meetings normally last one to one and a half hours and we like to meet or have contact with companies at least once a quarter if we have significant holdings. We also use conference calls where we know the company well. The meetings are run by the appropriate analyst, not by the fund managers. Each of our analysts specialise in different industries and produce an agenda and financial model before each meeting. The fund managers also chip in with questions from time to time.     

            The way we run our meetings has not changed significantly over time. One thing I definitely notice, however, is that while I used to be younger than most of the chief executives, today the opposite is definitely the case. At the end of a company meeting there is often a debriefing session where the investment managers discuss the key conclusions and cross-examine the analyst on the assumptions in their financial models. 

            I remember going to a dinner in the early 1990s that had been arranged by a broker where several senior representatives of companies and institutional investors were present. One of the subjects discussed was what sort of contact institutions want with companies. I explained our approach and said I thought it was going to become the norm for many larger institutions. I remember one of the chief executives taking issue with me. He said, “how am I going to have any time to run my company if I’m going to have to spend a lot of my time with shareholders and prospective shareholders?” I would estimate that today investor relations activities are something that most CEOs spend a significant amount of their time on. Often ones that have historically done less of this (Shell and M&S are two examples that come to mind) have suffered as a result of their introspective culture. 

            I believe Fidelity’s approach of in-house analysts and one-to-one company meetings has become the blueprint for many of our competitors. What was quite unusual in the early 1990s is standard practice today. It’s been good to have been ahead of the crowd, but nothing stands still. One of the things I spend time thinking about today is how we can stay ahead. If we only do what everyone else is doing, it will become harder to outperform even if we are doing it on a scale and with more resources than most of our competitors. One area where we think we remain ahead is in the quality and depth of our global research, using information gleaned in one country or region to help make investments in another. Very few institutions can match our global resources. 

         

         
            Broking and research 

            Another area which has changed dramatically during my career is the brokerage community. As well as using the best internal research one can, I have always been a proponent of using the best outside research to complement it. With one’s own research, one needs to know whether the conclusions differ from the consensus view, which itself is often made by the key analysts at the different stockbrokers who follow a particular company. Because of Big Bang and the spate of takeovers which followed deregulation of the stock market in 1986, most stockbrokers have changed hands (some several times) during the last 20 years.   

            Among the larger broking firms, the new approach of combining proprietary trading with investment banking and research means that the business model has been completely transformed from the old partnership structures that existed when I started out. Has the quality of output from broking houses changed, and do I share the view that most of the output from brokers today has little value? I don’t agree with that. The nature of what analysts are able to put in writing has certainly changed. It is also true that in many cases broking research is being increasingly used for investment banking purposes. Nevertheless I believe that if you know how to use research and which analysts to talk to, it can still be very valuable. This is particularly true of those nuances an analyst may have that cannot easily be explained in writing. 

            In the early years the broker we were closest to was Rowe & Pitman (long ago amalgamated into what is now UBS Investment Bank). They had helped Fidelity launch its offshore funds. They gave me some excellent advice at the time. I also remember a visit from two executives at Goldman Sachs. They had no real research or involvement in the UK stock market at the time, but said if they could assist with anything to do with the US market or elsewhere, they would be only too delighted to help. (Fidelity in the US was at the time one of their biggest clients.) I did in due course find some areas where they were of help.  

         

         
            The secret of picking stocks 

            In general, my approach to picking stocks has always been based on a wide range of inputs. My philosophy is that the more ideas that find their way to me, the better. The way I like to put it is that I want a wide ‘net’. The more that comes in, whether from inside Fidelity, or from smaller broking houses, industry specialists or the big integrated investment banks, the greater my chances of finding a gem. As my former colleague Peter Lynch once put it: “If you turn over ten stones, you might find one attractive investment idea but if you turn over 100 stones, you might find ten.” Running large funds one needs lots of ideas. Even with a big in-house team we can’t cover, or be the expert, on everything. 

            
               All meetings with companies are noted and filed away. This is an extract from a two page note on George Wimpey, the house builder: 
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               Trying to explain what makes me buy one stock and not another is surprisingly difficult, even after all these years. What is true is that before I buy a company I like to have considered a number of factors. First, wherever possible, I like to have met the management. The meeting will do several key things: help me get a view of the people and the strategy; help me understand the quality of the businesses and the main variables which influence their financial performance (some of these may be in management’s control, others, such as currency sensitivity, largely not). I am a great believer that businesses are not created equal – some have much better franchises than others and other things being equal, I like those with the better franchises.   

               The meeting will also allow us to build a financial model of the company as accurate as any done by third parties. I will then want to look at a number of valuation metrics. I am always keen to look at a range of valuation measures and not focus too much on just one measure. The key ones I look at will be P/E (price-earnings) ratios, the ratio of enterprise value to gross cash flow, free cashflow ratios (I like companies that generate free cashflow) and cash flow return on capital relative to invested capital. I will also look at how the company is valued against its industry peer group on a country, region and global basis.   

               I will then want to look at some balance sheet ratios to see how strong the balance sheet is; one vital lesson I have learnt over the years is that when things go wrong, the companies I have lost most money on are those with weak balance sheets. I will also consider the list of shareholders and whether there is a possible ‘corporate angle’ to the stock. I will also look at the company from a corporate governance point of view, whether there has been director buying or selling and what technical analysts are saying about the shares. I will also consider whether the shares are over or under owned by institutional investors, whether there has been net buying or selling and what the key broker analysts who cover the shares views are.     

               Finally, I will consider whether there is something about the share that investors are not focused on today, but which could re-excite interest in the future. This list is not exclusive and there can also be other factors I will consider on top of these. I can’t understate the importance in my approach of looking at a wide range of factors before I decide to buy the shares of a company. I observe that other investors often want to use a ‘shorthand’ approach to investment, just using one input as their buying or selling criterion. An extreme example of this would be buying shares on a tip, or merely looking at a share price chart in isolation. The fact that many less experienced investors seem to want an easy or (dare I say?) lazy approach to stock selection does, I believe, help to throw up opportunities for professional investors like myself, who will always be looking more deeply at an amalgam of buy and sell considerations. 

            

         

         
            The size of the fund and its performance 

            An important change that I have had to adjust to over the years has been learning how to run a large fund instead of a small one. Special Situations has been more than £1 billion in size for more than seven years, which makes it one of the biggest funds in the UK. Looking back at the early reports to unitholders, I see a fund which was valued at a mere few million pounds. In those reports I reported that: “A large number of ideas are sifted by the Investment Manager to arrive at a concentrated portfolio of about 30-40 shares.” Over the years, to cope with the large volumes of money that have flowed into the fund, I have had to increase both the number of holdings and increase the fund’s exposure to larger companies. Today I can have up to 200 holdings in the fund, which is five to six times the number in those early years. 

            Working for an organisation that already had experience of running very large funds has been a help in this regard. Fidelity Magellan, the fund which made Peter Lynch’s name and grew rapidly on the back of his success, was for some time the largest mutual fund in America. I had a lunch meeting in Boston in the late 1980s with both Peter and Bruce Johnson, an equally successful, though less well known, Fidelity manager who ran the firm’s largest income funds. They gave me a lot of advice. One thing in particular I remember. They told me to make sure that, however big the fund became, I was still spending enough time on ‘offensive’ investment.   

            What they meant by this was that when you run a large fund with a lot of holdings, you can, as an investment manager, end up spending most of your time keeping tabs on the current holdings (‘defensive’ investing) rather than going out to look for new ideas. They recommended using the in-house team of analysts particularly to help with the defensive part of the fund’s work, that is monitoring results, company announcements and industry developments in existing holdings, in order to free up more time to do the hunting for new ideas. This has been my approach ever since. 

            The other thing I have done is to ask myself repeatedly what are the things that a large fund can do which a small fund cannot. Two in particular I have found to be important. One is buying holdings that might have a ‘corporate’ value at some stage in the future, owing to their size as a percentage of the company’s issued share capital; and the second is becoming more active in engaging with management where a company is not doing well and one has views on how its plight might be improved.   

            On the first, I have always been interested in stocks with a ‘corporate angle’ – in other words, companies where there is the prospect of a change of ownership or control – and it is one of the main categories of company that I buy. A good example of one of these was the holding that Fidelity had in the French bank Credit Lyonnais. When Credit Lyonnais was privatised by the French State, it was given a two-stage scheme of protection in order to stop it from being taken over against its wishes. For the first two years this protection was pretty tight but it relaxed somewhat in the subsequent two years. During the first two years, I built up a sizeable holding. Fidelity became one of the biggest institutional shareholders in the bank.   

            I thought that the bank’s shares were an interesting investment anyway, but I also thought that a takeover battle was likely to develop at some stage down the road. This was in fact what happened, with two other French banks competing at one stage to buy it. We were able to sell our stake in Credit Lyonnais to Credit Agricole at a decent premium to the market price. This illustrated my view that, in certain circumstances, a large shareholding could have a value in a takeover that is greater than the market value. Being a large shareholder can also be decisive in determining whether a takeover bid for a company happens at all.  

         

         
            The corporate governance front 

            On the corporate governance front, getting involved to help bring about change in a company’s management can produce both good and bad news. My involvement in the affairs of ITV in the summer of 2003 gave me a much higher profile in the media than I have had before, and certainly more publicity than I would have liked. At the heart of what we do at Fidelity whenever we get involved in a change of management or strategy at a company is the simple objective of improving the value of our investments in the future. There are two aspects to this. The first is helping to raise standards in general across corporate Europe. The second is ‘intervention’ in a single company for specific reasons. 
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            Most of the work we do on the corporate governance front is in private, directly with companies rather than in the public eye. The ITV case was very rare in that our agenda for a change of chairman became public through a leak to the media (not at our instigation, I hasten to add). It is also rare for our activity to be associated with a single individual at Fidelity, as happened to me in the ITV story: in nearly all cases, we are putting pressure for changes in conjunction with other large investors. In general, the investments we focus on are underperforming companies where, if we can influence a beneficial change in direction, such action gives us an alternative to selling the shares, something that is naturally harder to do effectively the bigger your fund becomes. My funds have often been the largest single Fidelity holding in companies where we have ‘intervened’. In total Fidelity ‘intervened’ in about eighty UK and European companies in 2005, though few of these ever made the press or attracted any public attention. Acting quietly behind the scenes is very much the way we prefer to operate.  

            As the size of the fund increases, so the manager’s flexibility and room for manoeuvre reduces. Given the average size of my holdings (now £15 million is normally a minimum sized holding), it is difficult for me today to make wholesale changes to the portfolio in a short space of time. In any case making dramatic quickfire changes to my portfolio has never been my style. Nor is it is well suited to running a large fund. My preferred approach is an incremental one. I often make small changes to the size of my holding in an individual stock as my conviction either increases or decreases over time. This could be the result of a company meeting, a piece of news, advice from our analyst, or some piece of technical analysis. Normally my initial size of holding is 25 basis points (0.25% of the fund’s assets) and I will increase from there depending on my conviction and the stock’s marketability. 

            At other times I have made changes to the portfolio on the basis of broader investment considerations, for example increasing the number of holdings in companies which are likely to benefit from increased corporate spending, as opposed to those which are more exposed to consumer spending (as I did in the second half of 2003). This type of change occurs at the margin. As it normally takes a number of days to build or reduce a holding, unless a large block of shares is available or wanted in the market, I find that I always have more ideas than I need. I know I will not be able to consummate all of them. Sometimes there may not be stock available. Alternatively the price may rush away, rising too fast for me to build the position I want at the right price. 

         

         
            Good and bad performance     

            As a fund manager, it goes without saying that you are always looking to balance the potential returns against the risk of loss. I am often asked “when historically have you done poorly?” In the last 26 years there have been seven years in which I have underperformed the FTSE All-Share Index as, is shown in the chart over the page. 

            My times of underperformance have generally coincided either with UK recessions (the early 1980s and the early 1990s) or with ‘momentum’ markets (the mid 1980s and late 1990s). Recessions tend to be difficult periods for medium and smaller companies and in ‘momentum’ markets, the biggest companies (an area in which I have always been structurally underweight) do best. One might have expected 1999, the last year of the great momentum markets of the later 1990s, to have been a worse year than it was for me, but I was helped by an exceptional number of takeovers that year among the mid and smaller cap stocks that I owned.   

            I have also looked at the performance on a quarterly basis. My worst period of underperformance was seven quarters in a row in the late 1980s/early 1990s (interestingly, towards the end of this period was the only time in 26 years that Ned Johnson has talked directly to me about the fund’s performance!). I have had one period of four quarters underperformance, one period of three quarters and nine periods of two quarters underperformance.  Other than these, my poor patches have been limited to one quarter.      

            What perhaps surprises people most (and maybe surprises me a bit too!) is that there seems to be little correlation between the size of the fund and its relative performance. I return to the size question later. The fund has benefited in recent years from the strong outperformance by ‘value’ stocks since the TMT bubble burst in 2000. The tide has been very much flowing with me since then. Looking forward the environment is likely to be tougher and outperformance may be harder to achieve. Nevertheless the fact that both Special Situations and the European fund beat every other unit trust in their first ten years regardless of their area of specialisation remains my proudest achievement. Special Situations has also beaten every other fund since its inception in 1979. 

         

         
            Largest holdings 

            In the appendices you will find a table of the ten largest holdings in the fund on a year-by-year basis, going back to 1981 (see page 170). I think the first observation anyone in the fund management industry might make in looking at these is that you definitely can see that it has lived up to its name as a Special Situations fund. There are many companies in the list which are not well known. The large household names appear only infrequently. In fact there are one or two names that even I remember almost nothing about. For example, what were Vitatron and Debron Investments?   

            A second observation is that it is a ‘warts and all’ list. I notice four examples of companies that later failed: Polly Peck (which appeared in 1987, 1988 & 1989), Parkfield (1990), Torras Hostench (1988 – one of the largest corporate failures in Spain but, in this case, I had sold out well before) and Wickes (1993, 1994, 1995 & 1996.) There may be others that I didn’t spot. The key point is that my style will always occasionally produce some companies that fail, although each one taught me a lesson and I try not to repeat my mistakes. Despite this the fund can do well if it has enough winners to compensate. 

            Another thing that sticks out is how certain stocks reappear after a period. Examples include FNFC (which I think I owned in three different periods before it was eventually bought by Abbey National); several TV stocks (LWT, TV-AM, Thames TV, Scottish, Central); gambling companies (Pleasurama, London Clubs, Crockfords) and the two companies (Securicor and Security Services) that part-owned Cellnet, the mobile phone operator, before BT bought full control. There have always been certain franchises I’ve liked which I will come back to whenever the valuation is attractive enough or they reappear as recovery stocks. 

         

         
            Something new: China 

            When I gave up running my European funds at the start of 2003 I decided that, although a prime motivation was to cut my workload, I also wanted to look at something new. In the autumn of that year, I went on a trip to China that Goldman Sachs had arranged for senior investment professionals. The trip included stops in Beijing and Shanghai. This was my first visit to China. We saw a number of local companies, the Chinese subsidiaries of US and European companies and various senior figures, including the British Ambassador and the mayors of each city.   

            Immediately afterwards, we had a meeting of Fidelity portfolio managers from all our offices around the globe in Hong Kong. Our main discussion point was China and its influence on the rest of the world. One of the reasons I had gone on the Goldman trip was that I wanted to see China first hand before our meetings in Hong Kong. As a background to these discussions, we also had presentations from Chinese and Hong Kong based companies, and from the Chinese subsidiaries of several international companies.  

            By the end of my trip, I was in no doubt that China would be the new area of interest that I had been looking for, my reasoning being that as increasingly China was indirectly influencing so many businesses around the world, including British companies, if I knew a little bit more about it than the average British fund manager, it would be a source of competitive advantage. Nothing focuses the investment mind like actually putting some money into an area of interest, so I invested about 3% of the Special Situations fund in China or China-related positions.  

            
               RELATIVE PERFORMANCE OF FIDELITY SPECIAL SITUATIONS. Year-by year returns: fund versus FTSE All-Share Index 
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               These included positions in both a number of Chinese companies and in a few Hong Kong based companies. The latter included TVB, the main Cantonese TV station, and in the Hong Kong Stock Exchange, both of whose earnings were linked in part to what was happening in China. As well as helping me understand the influence of China on the rest of the world, I thought I could also make some money there. The forthcoming Olympic Games in 2008 would, I thought, be an especially good time for the economy, with China increasingly under the world spotlight.   

               My visits to China have been fascinating. In general I have been impressed with the companies I have met, their managements and how they explain their business and strategy. An exception was my second visit to China’s biggest electrical retailer, when we saw the same lady director we had on the first occasion. Only later did I discover that she was the chief executive’s wife (she had a different surname to him)! I rather thought this fact should have been disclosed to us. To reduce the risk of individual holdings going wrong, I have a more diversified list of holdings (17 at the time of writing) than I would have in the UK or Europe. I have returned to China five times since the first visit, at the rate of two trips a year. These trips have generally been made with my colleagues from our Hong Kong office who specialize in following Chinese companies and have met the management of all but one of the companies that I own, most of them several times.  

               I have particularly focused on areas, such as retailing and media, that will benefit from the growth of Chinese consumer spending over the next few years. In the resources area, I have mainly focused on energy stocks. My close following of Chinese monthly oil import figures and their desire to build a strategic reserve has been one of the factors that has kept me overweight in oil and gas companies amongst my UK and European holdings. In some cases the valuations of Chinese companies are higher than I might be prepared to accept in developed markets. However, in my view they are not unreasonable relative to their prospects for growing earnings. Although as with all emerging markets, there is risk and particularly a corporate governance risk, my feeling is that China is one of the great investment opportunities of this decade.   

               I am often asked why I favoured China over India. I am quick to emphasise that it wasn’t a relative judgement, purely the fact that I only personally wanted to focus on one new market rather than several. I would not dispute India also has its attractions. The only relative judgement I would make is that I would prefer China to Russia. I personally think the risks in Russian companies are greater than those of Chinese companies, especially at times like the present when Russian companies are very much in favour with international investors.  

            

         

         
            Splitting the Special Situations fund 

            Over the last few years the questions I have been repeatedly asked by investors were whether the Special Situations fund had become too big to manage effectively and, if it wasn’t already too big, at what size would it become too large? It is very difficult to answer the question at what size does a fund becomes “too big”. In all honesty I really don’t know what the figure is - probably one will only find out after the fact, and what is manageable in one investment environment might be a problem in a different one. What I can say is that to date, its size has not been a major problem for me, but I have felt very strongly that we as a company should take action to address the fund’s size before it did become a problem. 

            Just to put the size into context, at over £6 billion in mid-2006, the fund was more than £2 billion larger than the next biggest fund in the UK All Companies sector of unit trusts and OEICs. For example, that made it more than three and a half times the size of the M&G Recovery Fund, which after mine is the first specialist fund on the list, and seven times the size of the Artemis Special Situations Fund, which is the next biggest fund with Special Situations in the title. All these funds, like mine, commit to having at least 80 % of their assets invested in UK securities. It is this requirement, being big and mainly confined to one market, that is at the heart of the size problem. 

            The investment world has changed considerably over the last 27 years since the fund was launched. Everything is more global today than it was then. Businesses are much more international than they were and information flows around the globe instantaneously. At the same time the distinction between what is and what is not a British company is becoming more and more blurred. Many more companies from elsewhere in the world now list their shares in London (including a number that are based in significantly more risky jurisdictions).  

            In fact I don’t think most investors realise when they buy shares today in the average British company in the FT All-Share index that only a minority of their revenues are generated in the UK. Many companies have businesses that are adversely exposed to currency movements, particularly a rise in the value of the pound against other currencies. As a result of the narrowing of the distinction between what is British and what is not, the idea that a British investor minimises his risk and avoids currency risk by keeping the majority of his portfolio in British shares is, I believe, outdated. Indeed, because of these changes, I have said publicly more than once that if I were launching the fund again today, I would not want to restrict it to mainly buying just UK listed companies. 

            I have felt for some time that the best time to address the size issue would be as I came to hand over the fund to my successor. It became increasingly apparent to me that to hand over the fund in its current form to a single successor manager would be too big a challenge. It was for this reason that I came up with the idea of splitting the fund in two halves and widening the investment mandate on one half of the fund. An alternative would have been to widen the mandate on the whole fund. We rejected this option however, as we felt that there would be a significant number of investors who would want to keep the UK focus at least for part of their money.  

            We announced the split of the fund in the autumn of 2005 and also increased the initial charge to help stem inflows into the fund. During the next few months we debated extensively amongst ourselves how far we should widen the mandate of the second fund. One alternative we discussed included moving to a fund that was split 60% in the UK and 40% overseas. Another was moving to a Pan-European mandate. For a while the Pan-European mandate was our favourite. The more we discussed it however, the more it seemed illogical that, once we had decided to broaden the mandate, we should artificially restrict the fund to one region, even though this might mean less change to the underlying portfolio. This was how the idea of a Global Special Situation Fund, the option that we eventually chose, was born.   

            I know the idea of making half the current fund a global one has been considered to be quite radical, but I make no apology for this. I have learnt over many years that in investment, doing what is conventional, or what is expected, is not necessarily the best way to produce good results. In fact it can be counter–productive. It would have been so easy for Fidelity not to split the fund at all and keep taking the money. At some stage, the performance would have tailed off and the fund would have probably gone into long term decline.  I believe strongly that my innovative solution has the best chance of continuing to produce good performance for investors in future years. 

            The size problem will be considerably reduced for the money going into the new Global Special Situations fund, as in the global context the fund will not be that large. For the UK fund, which retains its current brief, investing mainly in medium and smaller sized UK companies, being half the size will make it easier to run. It is probably not widely understood that Fidelity limits how much of a company’s shares in total we can own across all our funds. That limit is normally a maximum of 15 %. Before the split, that meant that there were companies in which I might have liked to have a bigger holding as a percentage of the fund, but couldn’t because of these limits. The smaller size of the fund after the split has given me greater flexibility to increase the size of my holdings in a number of medium and smaller companies that I particularly like. 

            I had initially thought that I would step down from running both funds at the end of 2006. However, Simon Fraser, the Chief Investment Officer of Fidelity International at the time, persuaded me that it would make for a more orderly handover if I delayed the second handover until the end of 2007. I agreed to do this. We will announce the new manager of the UK half of the fund in the summer of 2007, about six months before I finally stand down. The name of my successor for this fund is the only detail of the plan not known today. 

         

         
            Introducing Jorma Korhonen 

            When I was running our European Fund in the late 1990s, I can remember getting a telephone call from one of our analysts from an Italian airport. He was a Finn who had recently joined us from the commercial banking industry and had been assigned to cover a number of the European banks, including the Italian banks. He was just about to get his flight back to the UK, but he was so excited about the potential of the bank that he had just been visiting that he couldn’t wait to get back to our London office to persuade the fund managers to buy shares in it. A few weeks earlier he had been in my office to play me a recording of an earlier meeting that he had had with the bank’s management explaining their plan to significantly increase the bank’s returns. Shortly after the phone call I placed an order to buy the shares, which then rose sixfold over the next five years. Little did I know then that one day this same analyst would be a candidate to take over part of my fund. 

            Until the announcement in June 2006, Jorma had been largely unknown outside Fidelity. However he had been on my short list of possible successors for some time, and well before we finalised the brief of the new fund. To be a successful Special Situations manager I think you need a number of characteristics, but three are particularly important. First you need to be a contrarian and happy to bet against the crowd. Secondly you need to be happy running a totally unbenchmarked portfolio in which you don’t need to hold certain stocks, sectors or countries just because they are significant parts of the benchmark (or index).  

            Finally, as I have explained earlier, at the heart of my approach is the identification of investment anomalies which I expect to be corrected in the future. When they are corrected I move on to the next ones. Jorma, I believe has all these three characteristics. In regards to the third one, although he would not necessarily describe himself as a traditional value investor, he agrees that finding valuation anomalies around the world are at the heart of his approach. 

            I have worked with Jorma, who is forty years old, on and off over the last 10 years. Initially, he was an analyst making recommendations to me and following the stocks I owned in his sectors. He then went to work in our Boston office for three years as an assistant to the team there who ran our international funds aimed at US investors. More recently, he has been a fund manager in our London office, firstly running several of our European country funds, and more recently joining our global team in London running Global portfolios for some of our Far Eastern clients. 

            I think our global resources at Fidelity are a huge competitive advantage. In the last few years we have built a global team of fund managers based in London who feed off the research provided by our 270 analysts around the world. The team includes six global industry investment managers who run funds restricted to a specific global industry. There are three further generalist managers, of which Jorma is one. Jorma is very excited about the prospect of running the new fund. As he says if he had to design the ideal product for him to run Global Special Situations Fund would be it - a go anywhere aggressive fund looking for the best situations around the world. I will work very closely with him during the final few months of 2006, when I will oversee the transition to the new mandate, and again during 2007. 

            Both funds have the new powers allowed by UCITS III. These powers allow a wider use of derivatives than the existing funds. Although I don’t expect either Jorma or I to use these in a major way in the near term, I do think they can increase returns for the fund and allow us at times to take advantage of a negative view on a company’s prospects. Our research process already highlights opportunities of this kind. The reality is that, like globalisation, derivatives are part of the new investment world in which we live. Not to have the powers to use them when our competitors are doing so would, I believe, be to the detriment of the two funds. 

            The nine months between the announcement of the split last year and the final details being given seemed to many a long time. In practice, getting the regulatory clearance to split a fund (which had never been done before) as well as launch a new one takes time, quite apart from the need to plan a campaign to explain it to investors and advisors. This produced much frenzied activity on the business and back office side of Fidelity; many people were involved in one way or another. There was much speculation in the press in the final few weeks before the announcement as to what the remit of the funds would be following the split, and who the new fund manager would be.   

            During this time we were all very worried there would be a leak and we would have to explain our plans before we were fully ready. We thought however that we had most possible areas for leaks covered. You can imagine, therefore, our consternation when a reporter rang our press office a week or two before the announcement to say that they had found on a website that Fidelity had registered a new fund called Global Special Situations (the Financial Services Authority had in error put it on their website too early). It just shows one cannot think of everything. I was delighted that 97% of the 88,000 investors who voted at the special meeting approved the split of the fund and agreed with me that it was the best way forward. While there are no guarantees in this business, I don’t think Jorma will disappoint investors and I wish him well. 

         

         
            The future 

            Having put in place the process by which I can hand over these funds to my successors and step aside from the job of fund manager, what are my plans for the future? The first thing to say is that I will not be leaving Fidelity at the end of 2007, although I will probably not continue in a full time capacity. I am very keen to continue to let the younger fund managers and analysts benefit from my experience so I will continue, and possibly step up, my process of mentoring which I started when I gave up my European funds. I also expect to spend some time on marketing and recruiting.  

            Nearly all our future fund managers are grown internally through our pool of analysts and I am a strong believer in this process. When we have worked with an analyst for a minimum of five or six years and they have covered at least two different industries, we have an excellent insight into whether they are likely to be a successful portfolio manager in the future. Our “bottom up” stock picking approach requires fund managers to have similar analytical skills to our analysts.  

            Proving yourself as an analyst is therefore an essential prerequisite for becoming a portfolio manager. Most of our analysts aspire to be fund managers, but only the best ones succeed. Therefore getting the best talent to join us as analysts is a key part of the process and I think my public profile can help with this. Finally, I would expect to continue to have an input into how we keep our investment process ahead of our competitors. My strong belief is that, unless you keep on reviewing your competitive advantage and finding new ways to keep ahead, you will be left behind. 

            Although stock picking has been my professional life and I can safely say that there is no better or more interesting way to earn a living, there are some other things I want to do. I have been a trustee of the Fidelity Foundation in the UK (a charitable foundation funded out of Fidelity’s profits) for a number of years now. This has grown my interest in philanthropic causes and I definitely want to do more in this area. I have some ideas, one of which bridges the investment and charitable worlds, and I hope the details of these may evolve over the next year or two.   

            Additionally, my great love is both listening to and writing music. This is something I want to spend more time on. A Garland of Carols, a set of carols I have written for boy’s voices and harp, was performed in the crypt of St Paul’s Cathedral in early 2006. I had composed this on a computer using a music software programme called Sibelius. After more than seven years in the making, finally hearing a “live” performance of A Garland of Carols was something that I will never forget. For fun I've included in appendix six a list of the eight discs I would take to a desert island. I hope this gives the reader an insight into my favourite music. 

            Finally, I am very lucky to have a most beautiful home in West Sussex and a wonderful house in Antigua overlooking the Caribbean. I am very much looking forward to spending more time in these locations with my wife Sarah. If she hadn’t persuaded me to pick up the phone to Fidelity at the beginning none of this would have ever happened and you wouldn’t be reading this account today. I know a happy family life is important in all walks of life, but in the emotional roller coaster of the investment world, it is a huge advantage. On this count, as with many other things in my life, I have been very fortunate.
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as been made more aractive b the recent change in
thelaw ending thelabilty (0 any capial gains
Within authorised Unit Trusts.

“The Rexibiliyis also etained o invest a
proportion of the Fund overseas, ahough this
proportion s usualy not more than 20 of the Trust
‘Oerseas sharesare chosen on asimilar basis t0 UK.
shares. As wel as increasing substantialy the
investmen opportunities his overseas diversification
as he advantage of urther reducing the overall
volatily of the portfoli.

“The Trus is usually fully invested and market
iming decisions are not normally attempled.

‘The Dividend Policy

Because the Trust aims to have maximom flexibiliy
1o seek out thebest opportunties forcapital gain he-
income yield may vary considerably from year 0 year
and the managers are not restricted by the’
o e )
previous year

Income

“The disribution for Special Situations units
payable on 15th October 1980 amounts (0 0.43p
net per unit.

An Atractive Strategy

Nearly always, whatever the overall stock market
rend, Spectal Situatons exist, The Trust's fully
inveted policy orces the manager o seek outsuch
hares and 0 Jdentifythe most attractiv,

APPLICATION FORM

To: Fidelty International Management Limied
‘Buckingham House, 62/63 Queen St

London ECAR 1AD

R O s b Regsee i ngand N, 14525

1/We wish to nvest £
in unis of Fidelity Special Stuations Trust
at the offe price rulig on receipt of this application.
1/We enclose a remittance payable o ‘Fidelty
International Management Limited’

Minimum initialinvestment s £500

ik boes or he followin:

Automatic reinvestment of income. o
Details of the Share Exchange Scheme. o
Details of Fidelity Gilt and Fixed Interest Trust 0

Fidelty Maximum Income Equity Trust 0

FidelityGrowth + Income Trust 0
Fidelty American Trust o
Fidelity American Special Stuation
Trust
Sumame
First name(s) in full.
Address
oroncos

Tam/ Weare over 18 yearsold.

Signature(9)

G there are joint applicants, al mist sign and aifach
ames nd addressesseparaiely.)
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