
 
 

 

Childs play 

In the autumn of 1983 I was 8 years old and in third grade.  I remember on one particular day, getting ready to walk 
home after school (you were allowed to do that back then) when one of my classmates pulled me aside in the hall.  
He told me he wanted to show me something his parents bought him, but I had to promise not to tell anyone.  I told 
him I could keep his secret, thinking perhaps he had some cookies or candy he was going to share with me.  To my 
surprise (and disappointment), out from his backpack he produced a doll; a toddler aged boy with curly brown hair 
wearing a jogging suit.  I looked at my classmate with a quizzical look.  “A doll?”, I asked.  “No, it’s not a doll”, he 
replied sounding irritated.  He put the toy back in his bag and walked away.  I was perplexed.  It looked like a doll to 
me, and I didn’t understand his abrupt reaction to my question. 
  
Later that evening, my parents were watching the evening news (people got their news from the TV back then) 
when there was a breaking news alert.  On the television screen was a man standing on a storefront counter 
screaming at a large group of shoppers to “get back!”.  In front of him was a mass of parents pushing and shoving 
each other.  The scene was utter chaos.  The adults seemed to be fighting over a display of yellow boxes.  I could 
see that inside the boxes were dolls; dolls just like the one my classmate from school had earlier in the day.  On the 
side of those boxes were the three most influential words of the 1980’s toy industry; Cabbage Patch Kids.  
  
Because of their innovative production (no two dolls were identical) and a masterful marketing campaign (dolls were 
not ‘bought’ they were ‘adopted’ and came complete with a unique name and birth certificate) Cabbage Patch Kids 
were an overnight success.  Few toys cause adults to initiate fist fights but these ultra-popular dolls caused riots 
across North America and Europe.  Soon after they hit retail shelves, an underground market developed where dolls 
sold for as much as a few thousand dollars each.  Cabbage Patch Kids became status symbols; children who had 
one were the envy of their classmates and parents bragged to their friends when they landed one of these hot toys.  
The world was in an all out doll crazed frenzy. 
  
How is it possible that something made of cheap plastic and yarn could cause such a commotion?  Why were 
parents so quick to engage in outrageous and violent behaviour over a toy?  The answer lies in understanding the 
difference between ‘market value’ and ‘intrinsic value’.  Confusing these two principles can lead to big problems 
(and apparently fist fights). 
  
The market value of anything is determined by the age old concept of supply and demand.  If demand exceeds 
supply, prices rise.  Back in the 80’s, toy stores couldn’t keep Cabbage Patch Kids in stock, so the price rose.  Black 
markets sprung up because individuals wanted to capitalize on the inflated prices which were made worse by further 
limited supply.  “Investors” lucky enough to get a hold of a doll would happily pay the retail $20 and turn around and 
sell it to some desperate parent for $2,000.  The demand for this toy far exceeded its supply for many months. 
  
Fast forward to today and you can find a still-in-the-box doll for sale online for about $20.  Have toy dolls materially 
changed over the years?  If I bought a Cabbage Patch Kid online today, would it provide 100 times less value to my 
kids now than it did kids in the 1980’s when it was selling for $2,000?  Can you still dress it up in different outfits and 
play house with it?  Of course you can.  So why is it so much cheaper now?  It’s because very few people are 
competing to buy Cabbage Patch Kids anymore.  The market value has changed dramatically, but its intrinsic value 
has moved very little.  The doll can still do the same things it always could; its function is the same (its intrinsic 
value).  However, demand has cratered, and therefore so has its price.  
  
 The intrinsic value of anything is simply the tangible value it provides which may or may not equal the market value 
at any given time.  How does one come up with a calculation of intrinsic value?  In some cases it is easy, such as 
with an investment; add up the total amount you expect to receive as future payments.  Other cases it’s much more 
difficult, such as the value of your home, time spent with family or the value of a new technology.   
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One way to think about intrinsic value is that it represents the floor price of an object; if the market price falls below 
this value, you would choose to keep it rather than sell it since you get more value from holding onto it.  Conversely,  
if someone offers to pay you an amount much greater than intrinsic value, you will happily sell it.  You would rather 
have cash than the item.   
  
From an investment point of view, it is always best to buy an asset when you can find it offered below intrinsic value.  
The greatest opportunity to realize profit occurs when you buy at a large discount.  The larger the discount the more 
room you have for your calculation of true intrinsic value to be less than perfect.  This is especially important when 
purchasing those tricky to value items which have less tangible attributes, like the value of a new technology (or of 
dolls).  Without a significant discount, selling for a profit only occurs when you are counting on offloading to 
someone who is euphoric; someone who is even more enamored than you were.   
 
The longer the overall market is in an uptrend the more difficult it is to find quality investments offered at a 
reasonable price.  As markets rise, euphoria builds until, just like with 1980’s Cabbage Patch Kids, buyers lose 
rationality; their attention to value is replaced with bold assumptions about future price growth.  This can go on for 
long periods, but not eternally.  
 
Nothing can sell above its intrinsic value forever; the laws of supply and demand will not allow this.  Once prices 
reach a high enough level, people lose interest (or run out of money), demand falls, and the price drops to an 
altitude more in line with the now much lower level of consumer interest.  The magnitude of the decline will be 
determined by how far out of line valuation was allowed to balloon.   
 
Over the past few years the investing environment has provided fewer opportunities to purchase assets below 
intrinsic value.  In fact, many of the most popular investments are currently trading at values akin to buying $2,000 
Cabbage Patch Kids.  Often in late-cycle investing, investors are tempted to forget that a company’s ability to 
generate a regular profit (more revenue than expenses) is the most important ingredient in a successful endeavor 
(and intrinsic value).  In 2017, profit generation was not top of mind with investors.  Instead, potential market share 
was the primary focus.  Those companies who could gain market share saw the great appreciation in their share 
prices, even where there is no hope for profitability in the foreseeable future.  When investors buy these stocks, they 
are hoping that momentum and hype will override rationality.  They may do so in the short term, but in the longer 
term accurate valuation really matters. 
 
One of the difficulties of a period like this is that when market value is shooting up, it is increasingly hard not to pay 
attention to it, even when it reaches illogical levels.  After all, there were actual riots over Cabbage Patch Kids.  At 
the time, many adults felt justified paying thousands of dollars for a doll (and/or to get into a physical altercation over 
them).  Of course now with the benefit of hindsight we see how poor a decision it was to get involved in the frenzy.  
The same irrational exuberance is taking place in the investment world in many areas, particularly technology and 
marijuana.   
 
The ongoing ultra-low interest rate environment has stretched the length of our current supply and demand cycle.  
We want to make a profit with our investments, so we will only buy investments with reasonable prospects, and a 
significant discount.  We are still finding these opportunities, but there are some themes we need to avoid, even if 
they garner a lot of attention.  Otherwise, we may be stuck with a plastic doll that cost as much as a Rolex.  This 
inevitably means passing on some of the high flyers, but it also means staying out of the fist fights and its aftermath. 
 

Your wishing I would have sold my Cabbage Patch Kid for $2,000 investment advisor,    
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