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The great thing about growth stocks is that they can
tremendously outperform the market for a period of time.
The problem s that this window of opportunity, when the
earmings grow tecognized and appreciated by the markel,
is usually rather brief. That’s why the American Century
Henitage Fund stresses the effectiveness of monitoring and
wentifying the areas of the market where fundamental
acceleration and relative strength in pricing occur together.

American Century Heritage

Q: What is your money manage-
ment philosophy?

A: We believe that accelerating earn-
ings and revenue growth, combined with
improving relative stock price perfor-
mance, should lead to outperformance
over time. We search for evidence of
improving business fundamentals as op-
posed to speculation of improvement.

Acceleration combined with relative
strength will tend to perform best in
markets that are trending, and not quite
as well in choppy, directionless, rotation-
al markets where stocks move for a short
period, then roll right back over.

We invest where the acceleration
leads us as opposed to what a certain
benchmark is telling us. So depending
on the market environment, the port-
folio may appear more growth or value
oriented, with higher or lower beta. It
really depends on where the market is

leading us at any point in time. But we
tend to reside on the growth side of the
style box.

I believe we have a competitive edge
because were not benchmark-centric
and were willing to focus on compa-
nies traditionally deemed outside of
the growth category. There arent many
other managers focused on their person-
ally constructed benchmark as opposed
to what the marketplace perceives as the
proper benchmark.

Q: In the last five years there has
been acceleration in the results of
companies like Citibank, Wal-Mart,
Target, Home Depot, and yet, many
of these stocks haven’t done well at all.
What is your view on such cases?

A: That's where the importance of
relative strength comes in. Our funda-
mental overlay focuses on the revenue
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and earnings improvement; however,
were also focused on relative strength.
I agree that sometimes you may have a
very strong earnings and revenue accel-
erator, but the market may have no in-
terest in the stock. Potentially, you may
severely underperform during that time
frame. Relative strength assists you in
limiting this underperformance.

Q: Would you describe the invest-
ment process that identifies and re-
searches these opportunities?

A: During earnings season, when
a large number of companies report in
a three-week period, we have a propri-
etary tool that allows a group of research
analysts to effectively scour all the earn-
ings releases within our market cap con-
straints. Within minutes of those com-
panies reporting, the analysts will alert
us to which companies have accelerated
their earnings and revenues. We get a
jump on what’s actually accelerating be-
fore a lot of our competitors do.

Once weve determined that there
is some level of acceleration, then it is
our job to separate the wheat from the
chaff. Our dedicated team is comprised
of five members, two portfolio managers
and three analysts, and during earnings
season, we're all looking at the reports.
We're focused on the names where accel-
eration can be sustainable, material, and
underappreciated. A company may have
been down 50% in earnings last quar-
ter, 30% this quarter, and next quarter it
might be down 10%. That’s acceleration
and we would consider that an attractive
option. Then we ask ourselves which of
the stocks that are accelerating also have
improving relative strength.

On a weekly basis, we monitor which
areas of the market are accelerating and
which ones are decelerating. And while a
lot of our competitors look solely at an
index benchmark, we have created our
own strategy index that incorporates all
the companies showing acceleration and
positive relative strength. The portfolio
tends to fall in between the benchmark
index and our index. This monitoring

process allows us to avoid stocks in the
portfolio from underperforming for long
periods of time.

Q: If you follow the market, aren’t
you in danger of being called a ‘mo-
mentum advisor’?

A: We focus more on earnings and
revenue momentum than price mo-
mentum. Ultimately, it’s the earnings
and revenue growth that were going
to follow, but what about the “Wal-
Marts” that you mentioned? There are
companies with numbers improving for
five years, yet the stocks still underper-
form. That’s what we want to stay away
from, with the assistance of our internal
benchmarks and the weekly monitoring
of industry and sector performance.

We recently looked at market sectors
and recognized that the transportation
area seemed to be working well, partially
because last year was rough for transpor-
tation stocks while industrials were per-
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forming really well. Since transportation
has begun outperforming, we are spend-
ing more time researching this accelerat-
ing area. However, we have avoided the
longer period of underperformance. If
wed only been looking at the earnings

and revenue acceleration last year, we
would have been hurt.

Q: Do you always start your re-
search based on acceleration?

A: We may unearth a theme, and
we'll research whether there are names
that show the acceleration characteristics
within the theme. Our research process
may be initiated in a number of different
ways; it isn't just waiting for the earn-

ings report. But acceleration is the basic

building block.

Q: How does an idea become a
holding of the fund?

A: Tll wrap it into an example,
which refers back to the theme notion.
For growth investors, the barge business
has been an unattractive old area that
few cared about. But recently, a com-
pany called American Commercial Lines
came across on our acceleration screens
and we began to look at it. The theme
was right, the catalysts were right and
the acceleration was going in the right
direction.

Barge capacity is equivalent to 50
semi-tractor trailers and 15 rail cars but
at a tenth of the cost. There’s also a busi-
ness called container on barges, which is
a way of transporting the containers that
you see running on the back of trucks.
There’s a lot of funding going into these
containers on barge ports that we found
appealing. Right now we have the lowest
number of barges in the industry since
1982, so the backdrop looked phenom-
enal.

We found out that this company
was the second-largest barge producer
and that’s 80% of their revenues. The
growth numbers are astounding and
can probably get better. Thats where
the acceleration part of the story comes
in, including re-pricing of contracts and
improved backlog. So this area, hardly
owned by growth investors before, came
to the forefront. The industry is improv-
ing, the companies have acceleration and
revenue characteristics, and the pricing
is just huge.

Q: What happens once it becomes
part of your holdings?

A: We normally invest 50 basis points
in the name initially to make sure it gets
on board. Then we buy and sell stocks
on a daily basis. Typically, we'd build a
stock with a strong acceleration story
rather quickly. We use a technical pric-
ing indicator tool and combine it with
fundamental indicators. We will make
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the position larger as fundamentals or
relative strength improves.

Q: What are the key elements of
your portfolio construction process?

A: Generally, the portfolio is con-
structed of 90 to 100 names and we're
always trying to concentrate it further.
Right now, our top 30 names represent
about 70% of the portfolio, up from
about 62% back in February.

We go through the names on an
individual basis and determine which
ones are worthy of being in the top 10
and the top 20. They will be our best
ideas and typically have more durable
acceleration trends, themes, strong pros-
pects for positive estimate revisions and
potential for further multiple expansion.
We've also got names on the “farm” team
that may actually represent less than 50
basis points, but we hope they will be-
come larger positions as our conviction
level grows.

We also keep a close focus on which
stocks have negative technical rankings
to help determine whether or not they
should remain in the portfolio. A dete-
rioration in business trends or a persis-
tent downtrend in relative strength will
constitute a sale.

Q: Are you focused on a certain
market cap range?

A: We're focused on mid-cap stocks.
Right now we are about 60% mid-cap,
20% small-cap, and 20% large-cap, but
we have our own way of looking at the
world. We define our mid-cap sweet spot
in between $1 billion and $10 billion in
market cap.

We take into account how small caps
are performing relative to large-caps. For
example, large caps have recently been
dramatically outperforming small caps
and because of the relative strength por-
tion, we may tilt a lictle more toward
larger names.

Q: If you had similar accelera-
tion codes and technical ranking for a

large and a small-cap stock, which one
would you choose?

A: That’s where the sector, industry
and relative strength come into play. All
things being equal between a trucking
stock and a healthcare stock, for exam-
ple, we'll buy the healthcare stock if the
healthcare industry is working better.

Q: What is the turnover of the
fund?

A: It’s a little over 230% over the
last twelve months. We're playing in a
universe with high levels of growth and
were looking for sustainable accelera-

“I believe we have a
competitive edge because
we're not benchmark-
centric and we’re willing
to focus on companies
traditionally deemed
outside of the growth
category.”

KURT STALZER is a vice president and
portfolio manager for American Century
Investments. He joined the company in 2000
and is a member of the team of investment
professionals that manages the American
Century Heritage and Giftrust funds. Stalzer
has worked in the financial industry since
1979. Prior to joining American Century, he
was a managing director for Scudder Kemper
Investments. Stalzer also has worked at
Munder Capital Management, Woodbridge
Capital Management, Manufacturers Bank
and American Federal Savings.

tion, which doesn’t maintain itself over
a long period of time. I remember one
particular situation where Analog De-
vices accelerated for nine consecutive
quarters, but that’s an exception rather
then the rule.

Q: Since the acceleration and the
pricing strength can expire rather
quickly, for how long do you typically
wait to make sure the trend is there?
Can you afford to wait for several
quarters?

A: T agree that there’s a certain point
where you're too far down the road. We
have to move quickly when we get the
first initial indication of acceleration.
We typically don’t really see anything
happening after three quarters, as the ac-
celeration phase generally does not last
that long.

Q: You said that you don’t follow
any benchmark but which benchmark
are you compared against? What is
your view on diversification?

A: We have used the Russell Mid-cap
Growth primarily because historically, it
looks most like our portfolio. But we
don’t construct the portfolio according
to that index.

More importantly, we use the inter-
nally constructed benchmark that I had
mentioned earlier, which takes into ac-
count names that have acceleration and
positive relative strength characteristics.
If we can’t find acceleration and the mar-
ket has no interest in a certain sector,
then we may not own many stocks in
that area. We may stray from the public
benchmark we’re monitoring to invest in
acceleration.

I believe that in a lot of ways, diver-
sification can hurt you rather then help
you. We're always trying to go with our
best names and concentrate the portfolio
because that’s the opportunity for out-
performing. While the market’s going
south and some may want to diversify
and spread the risk out a little bit, we're
taking the opposite approach and still
trying to concentrate.
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