An Interview with George A. Mairs Ill, portfolio manager, Mairs & Power Growth Fund

Seeking Growth Companies at a
Good Value, With a Midwest Slant

How does a new name suddenly pop up on a list of long-term performers?

Most publications that track mutual funds—including “The Indi-
vidual Investor’s Guide to Low-Load Mutual Funds”—have minimum
size requirements for the funds. Small funds will not make the listings
until they grow larger, but nonetheless they have a portfolio track record
that can be examined once the fund reaches the required minimum in
total assets. And sometimes those track records turn out to be quite good.

The Mairs & Power Growth Fund is a case in point. The fund’s relatively
small size (it had assets under $50 million until 1995) has kept it out
of many listings until recently, but its performance record has been
impressive, both long-term and in more recent years. In the most recent
Low-Load Guide, it appears among the top 50 performers for the past 10
years, 5 years and 3 years (through year-end 1996). Its average annual
return for the last 10 years was 17.2% compared to 15.2% for the S&P
500 and 13.9% for the average growth fund, while for the last 5 years
it returned 19.3% annually compared to 15.1% for the S&P 500 and
14.3% for the average growth fund; over the last 3 years it returned
25.8% annually compared to 19.6% for the S&P 500 and 15.7% for the
average growth fund. In 1996, the fund’s return was 26.4%.

Currently, the fund has about $190 million in total assets; it is a no-
load fund.

In early March, fund president and portfolio manager George A. Mairs
discussed the management of the fund with Maria Crawford Scott.

What is the investment philosophy of the fund?

Basically, we are a bottom-up fund. We tend to look for

attractive companies, particularly in this upper-Mid-
west area, at prices that appear to have some value. Of course,
we are a growth fund—we’re looking for growth companies—
butwe like to buy them on a valuation basis. Our tendency is
to want to buy stocks on dips rather than on strength.

What stock universe do you select from?

Well, 80% of the stocks in our portfolio are upper-
Midwest companies, so itwould be fair to say that much
of our universe is upper-Midwest. On the other hand, there are
certain areas we want to be represented in, such as healthcare

Mairs & Power Growth Fund is located at W-2062 First National
Bank Building, 332 Minnesota St., St. Paul, Mn. 55101; 800/304-
7404,
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and pharmaceutical companies, and we have to go elsewhere
to find them, so we don’t restrict ourselves to simply upper-
Midwest companies.

Why do you focus so heavily on the Midwest?

Well, it'swhere we are. This is a 65-year-old firm and we

know the area up here very well—we’re quite familiar
with the companies that have been operating here, and we
feel that, if there is a particular advantage that we can bring
to our work, it's our knowledge of the business community
here.

What areas do you seek investments in? Do you seek

broad industry representation, for instance, similar to
the S&P 500 weightings?

No, we pay relatively little attention to the industry

weightings in the S&P 500; there are many industries
where we have little or no representation—for instance, basic
industry. We tend to look for companies that we think have
better-than-average return on equity [netincome divided by
stockholders equity] and better-than-average profit margins
[income divided by sales] and better-than-average growth
prospects. These are the kinds of companies in which we wish
to invest almost irrespective of the industries in which they
operate.

What is the size range of the companies in which you

invest?

About 53% of our portfolio would be large capitaliza-

tion, which is to say $5 billion or greater in market
capitalization [share price times number of shares outstand-
ing]. And the other 47% would be small- and mid-cap. We want
to berepresented inall three of these capitalization areas, but
we want the lion’s share of our fund to be in large-cap stocks.

How small are the small-cap stocks?

The smallest capitalization that we would have would
probably be $100 million.

What critieria do you use for selection; for instance,
what kinds of screens do you use?
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It's done on avery subjective basis, but we are simply

looking for awell-managed company that is seasoned,
with an established growth record—a company that has
shown fairly predictable growth over a 10-year period, with
earnings growth substantially above the S&P 500. For in-
stance, ifthe S&P’s earnings are growing at 7% annually, which
we think they probably are, we would like to find companies
that we think can certainly do 10% or even 12% to 16% and in
some cases, more than that. Basically, we want to find com-
panies that are growing substantially faster than the S&P.

We also look for companies that have a better-than-average
return on equity and profit margins. Typically, these would be
companies that have strong franchises.

Agood example is Merrill Corp., which is afinancial printer
headquartered here in St. Paul. We've followed the company
for some time, and they are the third largest financial printer
inthe United States today. It'saround 20 years old, and it has
grown substantially faster than the printing industry in gen-
eral, and we think they’'ve established for themselves an
important franchise in the financial printing business.

So, these are the kind of things that we're looking for—
companies that can grow faster than the industry, increase
their market share and do it with a higher-than-average return
on equity.

In terms of “buying value,” you mentioned that you like

to buy on dips. How do you accomplish that?

First of all, we establish the universe that we're looking

at—companies that we find attractive. And then we
tend to buy ‘start’ positions when we think that an attractive
company is currently undervalued relative to the market.
Basically, the valuation becomes a subjective thing, but we
are not momentum players—we’re not buying stocks be-
cause they are strong. We are buying stocks because we think
that they provide some value in the current market environ-
ment.

And how do you value them?

Basically, we use price-earnings ratios. We pay far more

attention to price-earnings ratios than we do to price-to-
book or dividend yields. | think that historically, it's a far
better benchmark. Dividend yields today are very low for a
variety of reasons that don't necessarily relate to basic valu-
ation.

What kind of trade-offs do you make—how much do you

give up on valuations in exchange for more growth,
especially among smaller growth firms?

Typically with small-cap stocks, we're looking for greater

undervaluation—small caps are selling at lower mul-
tiples today than large caps, and so we would expect to buy
small-cap stocks at lower valuation levels.

You mentioned that you look for companies that are
well-managed. How do you judge that—from the finan-
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cial position of the firm?
Yes. The higher-than-average return on equity and bet-
ter-than-average profit margin would generally reflect
strong management, as would a strong franchise.

In the fund's prospectus, it states that you look at

institutional interest, especially in the mid-cap and the
smaller-cap area. Do you find it profitable to invest in areas
that other institutions are not in?

Yes, we do. | think sometimes the fact that there’s little

or no institutional ownership of a small-cap company
provides opportunity because chances are, the stock is sell-
ing at a multiple that reflects little institutional interest. We
have at least three stocks in our portfoliowhere there currently
is no institutional brokerage followings at all—no research
reports. And typically, when institutional investors start pick-
ing up coverage, the companies are no longer undiscovered.
So from time to time, we find companies that have been
relatively undiscovered by Wall Street, which we do think
gives us some opportunity. It's not the main thrust of this fund
at all, but | think in the small-cap area, it does provide

opportunity.

How did you find those companies?

Simply because we’ve been aware of the companiesin

thisarea. They obviously are not completely undiscov-
ered, butunfollowed, let’s say, by institutional investors and
| think the advantage that we have is we know the business
community here very well.

Do you do any market timing?

No, we are not market timers. We look at valuations for

specific stocks in the portfolio, and we don’t worry too
much about the valuation for the overall market, although
obviously it's a concern. But we tend to be fully invested
throughout market cycles.

What would prompt you to sell a stock?

Typically, we lighten up rather than eliminate posi-

tions. If we felt that there had been a basic change in
the fundamentals of acompany, then we would eliminate it.
Forinstance, six or seven years ago, we eliminated IBM pretty
much on that basis. We felt that the prospects for the main-
frame industry were deteriorating, so this was a situation
where we thought the business conditions for the company
had changed substantially and therefore we decided that we
simply no longer wanted to own the stock.

But, usually, what we do is reduce our positions when we
think they are overvalued relative to the overall market. In
other words, recognizing that these are long-term growth
companies and that the overvaluation probably is tempo-
rary, we’ll reduce the size of stocks that’ve outperformed the
market, and not infrequently, take that cash and add itto some
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of the positions that have underperformed.

So, once that company comes back down in terms of

valuations, you can put money back in it?

Exactly. Infact, we've done that with Medtronicin recent

months—when the stock seemed to be fully valued, we
reduced the size of the holding, and then in recent weeks,
when the stock was under some selling pressure, we put back
in the money that we had taken out.

Typically, how long would that cycle last?

Well, it would vary, but I think it would be a matter of
maybe six or nine months.

Looking over your holdings, it appears that you tend to

take fairly large positions in each holding.

We own 33 stocks in the fund, which is a fairly compact

portfolio. But we think of 5% [of fund holdings] as being
something of an upward limit, although we violate it periodi-
cally when the market does well on a particular issue. We have
a decent-sized position in each stock. And I'm inclined to
think that portfolios with large numbers of issues tend to
perform less well than more compact portfolios such as ours.

In terms of performance, your long-term track record is

very good. To what do you attribute that?

We've done very well, and the last five years particu-

larly has been afine period for us. Our philosophy hasn't
changed at all, nor have the number of stocks, or the particular
issues changed very much over the years. But, for a variety of
reasons, many of the stocks in the portfolio have done rather
well. One of the strongest areas has been the financial stocks.
We happen to own fairly large positions in both Norwest and
First Bank, and when we established these positions over 30
years ago, these were simply our local bank holding compa-
nies. But they’ve become two of the most outstanding super-
regional bank holding companies in the country.

Your portfolio turnover is very low—3% to 4%.

The average holding period for our fund is well over 15
years right now. That would be average.

The fund has grown rapidly in recent years due to your

performance. Do you expect it to become a little bit
harder to find some of the companies you seek?
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| really don't. | think that we’re not at a size where
liquidity in small-cap stocks becomes a problem for us,
although if we become much larger, it might be. But basically,
over half of our assets are in large-cap stocks, so that we can
be patient as we attempt to accumulate the smaller-cap
issues.

What is your outlook for the market?

We tend to be positive on the outlook for the market. The
economy is doing beautifully and we feel it can expand
foranother couple of years or perhaps even longer. There have
been two periods of business expansion longer than the
currentone, which leads us to believe there’s no reason this
expansion can’t go on for another couple of years. Therefore,
we’ve gota splendid business environment and we think that
valuations are pretty much in line with periods when inflation
has been very low, as it seems to be today. So we are not
troubled by overall valuations. We can always identify stocks
that look too expensive for us to want to own, but basically, we
think that there is a valuation underpinning in this market
today. We're particularly pleased with the strength in corpo-
rate profitability and we think this could continue on into the
future with stronger than anticipated earnings growth.
Thisreally has been the story of the market for the last four
or five years. Earnings have come through ahead of expecta-
tions, and we think that will continue to be the case in the
currentyear. | think earnings expectations on the part of Wall
Street for the current year are pretty modest, as they were a
year ago, and we think that earnings can surprise on the up side.

You have been in the business for a very long time, and
gone through a number of severe bear markets.
I've been inthe business for 45 years. | entered in 1952.

Do you think it's bothersome that a large number of

individuals or institutions have not experienced a severe
bear market—are they misjudging the risks involved in
investing in the stock market?

I’m not overly concerned about this. We had a pretty

sloppy market in 1990, and | think that really was the last
time thatwe’ve had a bear market. But | think that an awful lot
of the current participants in the market have been here for 10
years. Asfar as the smaller shareholders are concerned, I think
these people probably are more patient than they are given
credit for. Time will tell.

17




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles false
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (Apple RGB)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends false
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Remove
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (Color Management Off)
  /AlwaysEmbed [ true
    /Symbol
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages false
  /ColorImageDownsampleType /Average
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages false
  /GrayImageDownsampleType /Average
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages false
  /MonoImageDownsampleType /Average
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly true
  /PDFXNoTrimBoxError false
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (U.S. Web Coated \050SWOP\051 v2)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /SyntheticBoldness 1.000000
  /Description <<
    /DEU <>
    /FRA <>
    /JPN <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


