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I & the Graham and Dodd “look for values with a

sigmificant margin of safety relative to prices” ap-

proach to security analysis out of date? Many of
the professors who write textbooks today say “ves.”
They argue that the stock market is efficient; that is,
that stock prices reflect everything that is known
about a company’s prospects and about the state of
the economy. There are no undervalued stocks, these
theorists argue, because there are smart security ana-
lysts who utilize all available information to insure un-
failingly appropriate prices. Investors who seem to
“beat the market” year after year are just lucky. “If
prices fully reflect available information, this sort of
investment adeptness is ruled out,” writes one of to-
day's textbook authors.

Well, maybe. But I want to present to you a group
of investors who have, year in and year out, beaten
the Standard & Poor's 500 stock index. The hypothe-
sis that they do this by pure chance is at least worth
examining. Crueial to this examination is the fact that
these winners were all well known to me and pre-iden-
tified as superior investors, the most recent identifica-
tion occwrring over 15 years ago. Absent this
condition—that is,if I had just recently searched
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among thousands of records to select a few names for
you this morning—I would advise you tostop reading
right herve, I should add that all of these records have
been audited. And I should further add that 1 have
known many of those who have invested with thesze
managers, and the checks received by those partici-
pants over the vears have matched the stated records.

Before we begin this examination. [ would like you
to imagine a national coin-flipping contest. Let's as
sume we get 225 million Americans up tomorrow
morning and we ask them all to wager a dollar. They
go out in the morning at sunrize, and they all call the
flip of a coin. If they call correctly, they win a dollar
from those who called wrong., Each day the losers
drop out, and on the subsequent day the stakes build
as all previous winnings are put on the line, After ten
flips on ten mornings, there will be approximately
220,000 people in the United States who have cor-
rectly called ten flips in a row. They each will have
won a little over 31,000,

Now this group will probably start getting a little
puffed up about this, human nature being what it is.
They may try to be modest, but at cocktail parties

they will oecasionally admit to attractive members of

the opposite sex what their technique is, and what
marvelous insights they bring to the field of flipping.

Assuming that the winners are getting the appro-
priate rewards from the losers, in another ten days we
will have 215 people who have suceessfully called their
coin flips 20 times in a row and who, by this exercise,
each have turned one dollar into a little over $1 mil-
lion, £225 million would have been lost, $225 million
would have been won,

By then, this group will really lose their heads.
They will probably write books on “Hew I Turned a
Dollar into a Million in Twenty Days Working Thirty
Seconds a Morning.” Worse yet, they’ll probably start

jetting around the country attending seminars on effi-

vient ecoin-flipping and tackling skeptical professors
with, “If it can't be done, why are there 215 of us?"

But then some business school professor will proba-
bly be rude enough to bring up the fact that if 225
million orangutans had engaged in a similar exercise,
the results would be much the same—215 egotistical
orangutans with 20 straight winning flips.

[ would argue, however, that there are some impor-
tant differences in the examples I am going to pre-
sent., For one thing, if (a) you had taken 225 million
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orangutans distributed roughly as the U.S. popula-
tion is; if (b) 215 winners were left after 20 days; and if
(e} you found that 40 eame from a particular zoo in
Omaha, you would be pretty sure you were on to
something. So you would probably go out and ask the
zookeeper about what he's feeding them, whether
they had special exercises, what books they read, and
who knows what else. That is, if you found any really
extraordinary concentrations of success, vou might
want to see if you could identify concentrations of un-
usual characteristics that might be causal factors.

cientific inquiry naturally follows such a pat-
tern, If you were trying to amalyze possible
causes of a rare type of cancer—with, say, 1,500
cases a year in the United States—and you found that
400 of them occurred in some little mining town in
Montana, yvou would get very interested in the water
there, or the occupation of those afflicted, or other
variables. You know that it's not random chanee that
400 come from a small area. You would not necessarily
know the causal factors, but you would know where to
search.
I submit to you that there are ways of defining an

origin other than geography. In addition to geographi-
cal origins, there can be what I eall an intellectual ori-
gin. 1 think you will find that a disproportionate
number of successful coin-flippers in the investment
world came from a very small intellectual village that
could be called Graham-and-Doddsville. A concentra-
tion of winners that simply cannot be explained by
chance can be traced to thiz particular intellectual vil-
lage.

Conditions could exist that would make even that
concentration unimportant. Perhaps 100 people were
simply imitating the coin-flipping call of some terribly
persuasive personality. When he called heads, 100 fol-
lowers automatically called that coin the same way. If
the leader was part of the 215 left at the end, the fact
that 100 came from the same intellectual origin would
mean nothing. You would simply be identifying one
case as a hundred cases. Similarly, let's assume that
you lived in a strongly patriarchal society and every
family in the United States conveniently consisted of
ten members. Further assume that the patriarchal
culture was so strong that, when the 225 million peo-
ple went out the first day, every member of the family
identified with the father's call. Now, at the end of the

Tahle 1+ Walter J. Schloss

Year 2&P WIS Led WIS
Overall Partners Fartnership
Liain, Dverall Crverall
Including Gain (Gain
Dividends PEF Year PEF Year
| ) (%) (%)
[ 7.5 b.1 6.8
1967 10,5 4.7 4.7
1958 43,1 42.1 Hd.6
1954 I A
1960 - — 16
1961 264
1962 10.2
1963 2.3
1564 6.5 1
1565 13.1 26.8
1966 14
1967 26.8 25.
1158 1.6 Zh.6
15865 - T.5
1970 2.4
1971 S ST Y
1972 _19.8 i
1973 -14.8 B
1974 26.6 - B .
1975 6.4 42.7 52.2
1976 R 22.4 29.4 39.2
1977 o - 8.6 26.8 4.4
1978 7.0 36,6 458
LaT8 178 28 38T
1980 32.1 23.3 31.1
1551 P = — 6.7 184 _&4.5
1862 20.2 241 421
1983 = 228 J8.4 Gl.2
1884 1=t Qtr. - 2.3 0.8 L1

Standard & Foor's 28 114 ,'r.l.-ur rompounded gain 88T 2%
WJS Limited Partners 28 1/4 year compounded gain 5.678.8%
WIS Partnership 28 1/4 year compounded gain . 2110475
Standard & Poor's 28 1/4 ;.-'ﬁ'ar annual compounded rate 54%
WJS Limited Partners 28 1/4 YEEr anﬁu.al-mmpﬁu-nd-ﬁ'] rate 16.1%
i.'r.'-l.f-%.}"‘;‘Em*r?;HEER_l-E;.'ur_urmua-l.i'urrlj;ul.;ll-lrﬂ rate 21.3%

During the history of the Partnership it has owned over 800 issues and,
at most times, has had at least 100 positions. Present assets under
management approximate 345 million.



20-day period, you would have 215 winners, and vou
would find that they came from only 215 families.
Some naive types might say that this indicates an
enormous hereditary factor as an explanation of sue-
cessful coin-flipping. But, of course, it would have no
significance at all because it would simply mean that
you didn't have 215 individual winners, but rather 21.5
randomly-distributed families who were winners.

n this group of successful investors that T want to
consider, there has been a common intellectual
patriarch, Ben Graham, But the children who left
the houze of this intellectual patriarch have ecalled
their “flips"” in very different ways. They have gone to
different places and bought and sold different stocks
and companies, yet they have had a combined record
that simply ean't be explained by random chance. It
certainly cannot be explained by the fact that they are
all ealling flips identically because a leader is signaling
the calls to make. The patriarch has merely set forth
the intellectual theory for making coin-calling deci-
sions, but each student has decided on hiz own manner
of applying the theory.
The common intellectual theme of the investors

from Graham-and-Doddsville is this: they search for
diserepancies between the value of a business and the
price of small pieces of that business in the market.
Essentially, they exploit those dizerepancies without
the efficient market theorist’s coneern as to whether
the stocks are bought on Monday or Thursday, or
whether it iz January or July, ete. Incidentally, when
busgmessmen buy businesses—which is just what our
Graham & Dodd investors are doing through the me-
dium of marketable stocks—I doubt that many are
cranking into their purchase decision the day of the
week or the month in which the transaction is going to
occur. If it doesn’t make any difference whether all of
a business is being bought on a Monday or a Friday, |
am baffled why academicians invest extensive time
and effort to see whether it makes a difference when
buying small pieces of those same businesses. (Our
Graham & Dodd investors, needless to say, do not dis-
cuss beta, the capital asset pricing model or
covariance in returns among securities, These are not
subjects of any interest to them. In fact, most of them
waould have difficulty defining those terms. The inves-
tors simply focus on two variables: price and value.

I always find it extraordinary that so many studies
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Table 2 - Tweedy, Browne Ine.

Period Ended Dhivae S&EP THE TEBK

{Beptember 00 Jones® aon* Overall Limited
(%} (%) (L] Partners

(%)

DGR {9 fros,) ik 8.8 2768 22 0

194 4.5 - 6.2 12.7 10,10

1570 2.5 - 6.1 1.3 =14

1971 20,7 20.4 20,9 6.1

1972 11.0 15.5 14.6 I

1973 2.0 1. 4.3

19%: 1.8 - 38,1 1.5

1975 6.9 37.8 28.8

1576. 29.68 .1 40,2

LT 9.9 4.0 234

14974 B.3 11.9 41.0

14749 7.8 1.7 25,5

1980 1340 21.1 21.4

141 - .d - 2.7 14.4

1982 125 1.1 1802

1883 44,5 44.3 da.

Total Return

15 34 wears 191, 8% 234, 5% 1,661 2% 6. 4%

Standard & Foor's 15 34 vear annwal compounded rate 1.0

TBEK Limited Fartners 1534 year annual compoonded rate 16105

THEK Overall 15 34 vear annual compounded rate 20004%

*Includes dividends paid for both Standard & Poor's 500 Composite
Index and Dow Jones Industrial Average.

Tahle 3 = Buffett Partnership. Ltd.

Year Owerall Partnership Limited
Hazults Results  Partners’
From Dow %) Results
(%) (%)
1957 ~ R4 104 9.4
1858 25,5 0.9 2.2
1459 20.0 25.9 20.9
1961 - 6,3 22,8 18.6
1561 22.4 45,0 35.8
1962 - 7.6 13.9 119
1563 20.6 8.7 30.5
164 187 7.8 22,3
1965 14,2 47.2 16,9
154665 - 15.6 4 16.8
1967 19.0 R AR 254
1968 1.1 GH.H 45.6
14 -1L.6 [R] 6.6
On a cumulative or compounded hasis, the results are:
1957 8.4 10.4 4.4
195758 269 55,6 44.5
1857-509 523 95,8 4.7
195760 429 146 107.2
1957 =61 4.9 2510 181.6
G1.6 2. 215.1
8.4 4545 2112
141.3 608, 7 402.8
857 164.1 gy BRE.5
1957 -66 122.9 1 156, & TiM.2
195767 165,54 L. G 432,46
195768 1857 26106 1408.5
1857 =69 1526 2794.9 1502, 7
Annual Compounded Rate T4 9.5 1.8



are made of price and volume behavior, the stuff of
chartists, Can vou imagine buying an entire business
simply beeause the price of the business had been
marked wp substantially last week and the week be-
fore? Of course, the reason a lot of studies are made of
these price and volume variables is that now, in the
age of computers, there are almost endless data avail-
able about them. [t isn't necessarily because such
studies have any utility; it's simply that the data are
there and academicians have worked hard to learn the
mathematical skills needed to manipulate them. Once
these skills are acquired, it seems sinful not to use
them, even if the usage has no utility or negative util-
ity. As a friend said, to a man with a hammer, every-
thing looks like a nail.

I think the group that we have identified by a com-
mon intellectual home is worthy of study. Inciden-
tally, despite all the academic studies of the influence
of zuch variablez az price, volume, seasonality, cap-
italization size, ete., upon stock performance, no inter-
est has been evidenced in studying the methods of this
unusual concentration of value-oriented winners,

I begin this study of results by going baeck to a
group of four of us who worked at Graham-
Newman Corporation from 1954 through 1956, There

were only four—I have not selected these names from
among thousands. [ offered to go to work at Graham-
Newman for nothing after [ took Ben Graham's class,
but he turned me down as overvalued. He took this
value stuff very seriously! After much pestering he
finally hired me. There were three partners and four
of us at the “peasant” level. All four |eft between 1955
and 1957 when the firm was wound up, and it's possi-
ble to trace the record of three,

he first example (Table 1} is that of Walter
Schloss. Walter never went to college, but took
a course from Ben Graham at night at the New
York Institute of Finance. Walter left Graham-New-
man in 1955 and achieved the record shown here over
28 vears.
Here iz what ‘Adam Smith'—after 1 told him about
Walter—wrote about him in Supermoney (1972):

He has no eonnections or access to useful informa-
tion. Practically no one in Wall Street knows him and
he is not fed any ideas. He looks up the numbers in the
manuals and sends for the annual reports, and that's
about it.

In introducing me to [Schloss] Warren had also, to

Table 1+ Sequoia Fund, Inec.

Year Annual Percentage Change**
Sequoid S&F ok
Fund Indaexc®
S (%) (%)
1970 (from July 15) 12.1 20.6
1971 13.5 14.3
1972 8.7 1R.0
1973 2.0 14.8
1974 16.7 26.4
1975 fill. 5 37.2
1976 72.3 1.6
1977 199 7.4
1978 3.9 b4
1978 121 18.2
1980 12.6 32.3
1981 915 B0
1962 d41.2 21.4
1483 .3 224
1984 (first quarter) 1.6 2.4
Entire Period TTad% 70, 0H%
Compound Annual Return 17.2% 1005
f'l_u,s .'iﬁ--i'ri-a:rlx.h.‘l-n'u-"nt Fee 1.0%
Gross Investment Return 18.2% 10.0r%

*Includes dividends (and capital gaing distributions in the case of
Sequoia Fund) treated as though reinvested.

**These ﬁjﬂ'u]’\u'ﬁ differ slightly from the 5&F figures in Table |
because of @ difference in caleulation of reinvested dividends.




my mind, described himself. ‘“He never forgets that he
ig handling other people's money and this reinforees
his normal strong aversion to loss. He has total integ-
rity and a realistic picture of himself. Money is real to
him and stocks are real—and from this flows an at-
traction to the ‘margin of safety’ principle.

Walter has diversified enormously, owning well
over 100 stocks currently. He knows how to identify
securities that sell at considerably less than their
value to a private owner. And that's all he does, He
doesn’t worry about whether it's January, he doesn't
worry about whether it's Monday, he doesn't worry
about whether it's an election year. He simply zays, if
a business is worth a dollar and I can buy it for 40
cents, something pood may happen to me. And he
does it over and over and over again. He owns many
more stocks than I do—and is far less interested in the
underlying nature of the business; I don't seem to
have very much influence on Walter. That's one of his
strengths; no one has much influence on him,

The second case is Tom Knapp who also worked at
Graham-Newman with me. Tom was a chemistry ma-
jor at Princeton before the war; when he came back
from the war, he was a beach bum. And then one day

he read that Dave Dodd was giving a night course in
investments at Columbia. Tom took it on a non-credit
basis, and he got so interested in the subject from tak-
ing that course that he came up and enrolled at Co-
lumbia Business School where he got the MBA
degree. He took Dodd’s course again, and took Ben
Graham’s eourse. Incidentally, 35 years later | called
Tom to ascertain some of the faets involved here and 1
found him on the beach again, The only difference is
that now he owns the beach!

In 1968 Tom Knapp and Ed Anderson, also a
Graham disciple, along with one or two other fellows
of similar persuasion, formed Tweedy, Browne Part-
ners, and their investment results appear in Table 2,
Tweedy, Browne built that record with very wide di-
versification. They oceasionally bought control of busi-
nesses, but the record of the passive investments is
equal to the record of the control investments.

who formed Buffett Partnership in 1957, The
best thing he did was to quit in 1969. Since
then, in a sense, Berkshire Hathaway has been a con-
tinuation of the partnership in some respects. There is
no single index I can give you that I would feel would

T able 3 describes the third member of the group
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be a fair test of investment management at Berkshire.
But I think that any way you figure it, it has been
satisfactory.

Table 4 shows the record of the Sequoia Fund,
which is managed by a man whom I met in 1951 in Ben
Graham’s class, Bill Ruane, After getting out of Har-
rard Business School, he went to Wall Street. Then
he realized that he needed to get a real business edu-
cation so he came up to take Ben's course at Columbia,
where we met in early 1951, Bill's record from 1851 to
1970, working with relatively small sums, was far bet-
ter than average. When I wound up Buffett Partner-
ship 1 asked Bill if he would set up a fund to handle all
of our partners so he set up the Sequoia Fund. He set
it up at a terrible time, just when I was quitting. He
went right into the two-tier market and all the difficul-
ties that made for comparative performance for value-
oriented investors, I am happy to say that my part-
ners, to an amazing degree, not only stayed with him
but added money, with the happy result shown.

There's no hindsight invalved here. Bill was the
only person | recommended to my partners, and | said
at the time that if he achieved a four point per annum
advantage over the Standard & Poor's, that would be

solid performance. Bill has achieved well over that,
working with progressively larger sums of money.
That makes things much more diffienlt. Size is the an-
chor of performance. There is no question about it. It
doesn't mean you ean't do better than average when
you get larger, but the margin shrinks. And if you
ever get so you're managing two trillion dollars, and
that happens to be the amount of the total equity eval-
uation in the economy, don’t think that you'll do hetter
than average!

[ should add that, in the records we've looked at so
far, throughout this whole period there was prac-
tically no duplication in these portfolios. These are
men who select securities based on discrepancies be-
tween price and value, but they make their selections
very differently. Walter's largest holdings have been
such stalwarts as Hudson Pulp & Paper and Jeddo
Highland Coal and New York Trap Rock Company
and all those other names that come instantly to mind
to even a casual reader of the business pages. Tweedy
Browne's selections have sunk even well below that
level in terms of name recognition. On the other hand,
Bill has worked with big companies. The overlap
among these portfolios has been very, very low.

Year Mass. Inv.  Investors Lehman  Trei-Cont. Dhavr Over-all Limited

Trust Stoek (%) (T} (%} Partnership Partners
(%) (%) (%) (%)

Yearly Results (1)

1962 9.5 ~13.4 —144 12.2 - 16 30.1

143 20.10) 16.5 24,8 20,3 20.6 1.7

1964 15.9 14.3 1.6 13.2 18,7 49.7

1965 10.2 5.8 190 10.7 14.2 5.4

1966 -9 9.9 - 25 §.9 15,7 12 .4

1967 20.0 228 28.0 25.4 19,0 56.2

1568 10.3 8.1 6.7 6.5 T.7T E L

1969 4.8 7.0 - 19 0.1 11,6 2.3

1970 1.6 4.1 1.2 - 1.0 BT 0.1 -

1971 8.0 16.8 6.6 22.4 9.8 254

1972 11.0 15.2 23.7 21.4 5.2 53

1973 -12.5 17.6 14.3 - 21.3 13.1 31,9

1874 ~25.5 _25.5 0.3 -k - 231 316 -

14975 32.9 48,8 W, B 354 44.4 73,2

Compound Results (2)

1962 - 98 13.4 14.4 - 12.2 - 1.6 30.1 201

19623 B.E 0.9 B0 56 1.5 123.4 7.5

1962 -4 25,4 15.3 20.4 15,6 334 2.4 136.3

1525 _ 352 26,6 433 2.4 ) 262.5 150.5

19625 2.5 14.1 30,5 232 2.5 7.5 1713

19627 53.0 a0.1 185 54.5 51.8 536.5 2730

19628 6.5 51.4 0.5 650 5] THA.6 AT

19620 60.7 394 H6.9 f5.2 4.5 L046. 5 474.6

196270 61.7 34,7 78,4 635 57.1 1045.4 AT4D

196271 6.4 B6.2 1185 100.1 72.5 1336.3 h92.2

96272 5.7 7.8 17L6 142.9 1038 1455.5 642.7

1962-T3 T1.2 48.2 1827 1.2 T2 50,3 4058

14962-T4 27.5 10.3 .2 484 36.3 Lirini] 246.5

1962 -T5 A9, 4 47.0 1122 H7.4 L] 1156.7 G 1

Average Annual Compounded Hate 3.5 2.8 5.5 4.6 5.0 19.8 15,7



These records do not reflect one guy calling the flip
and fifty people yelling out the same thing after him.

able 5 is the record of a friend of mine who is a

I Harvard Law graduate, who set up a major law

firm. I ran into him in about 1960 and told him
that law was fine as a hobby but he eould do better.
He set up a partnership quite the opposite of Wal-
ter's. His portfolio was concentrated in very few secu-
rities and therefore, his record was much more
volatile but it was based on the same discount-from-
value approach. He was willing to accept greater
peaks and valleys of performance, and he happens to
be a fellow whose whole psyche goes toward coneen-
tration, with the results shown. Incidentally, this rec-
ord belongs to Charlie Munger, my partner for a long
time in the operation of Berkshire Hathaway. When
he ran his partnership, however, his portfolio holdings
were almost completely different from mine and the
other fellows mentioned earlier.

Table 6 is the record of a fellow who was a pal of
Charlie Munger's—another non-business school
type—who was a math major at USC. He went to
work for IBM after praduation and was an IBM sales-
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man for a while. After I got to Charlie, Charlie got to
him. This happens to be the record of Rick Guerin.
Rick, from 1965 to 1983, against a compounded gain of
316 percent for the S&P, came off with 22 200 percent
which, probably because he lacks a business school ed-
ucation, he regards as statistically significant.

One sidelight here: it is extraordinary to me that
the idea of buying dollar hills for 40 cents takes imme-
diately with people or it doesn't take at all. It's like an
inoculation. If it doesn't grab a person right away, 1
find that you can talk to him for years and show him
records, and it doesn’t make any difference. They just
don’t seem able to grasp the concept, simple as it is. A
fellow like Rick Guerin, who had no formal education
in business, understands immediately the value ap-
proach to investing and he's applying it five minutes
later. I've never seen anyone who became a gradual
convert over a ten-year period to this approach. It
doesn't seem to be a matter of 1.Q. or academic train-
ing. It’s instant recognition, or it is nothing.

Table T is the record of Stan Perlmeter. Stan was a
liberal arts major at the University of Michigan who
Was a partner in the advertising agency of Bozell &
Jacobs. We happened to be in the same building in

Tuble 6 « Pacific Partners, Lid.

Year 2 & P 500 Limited Overall
Index Partnership Partnership

(%) Hesults Results

..... (%) (%)

1965 124 212 32,0
1966 -~ TN 245 387
167 _ 238 1201 1801
1968 110 114.6 1719
1969 - 84 64.7 7.1
1970 39 _ 1z 1.2
1971 14.6 10.9 16.4
1472 159 128 17.1
1973 —14.8 - 42,1 42,1
1974 —26.4 add - 34.4
1675 e 234 31.2
1476 3.6 127.8 127.8
1977 - 74 20,3 27.1
1978 6.4 254 379
1574 18.2 6, 1 48,2
1550 2.3 18.1 241
1981 - 5.0 6.0 8.0
1982 21.4 24.0 32,0
1963 2.4 15.6 24.8
Standard & Poor's 19 year compounded gain 36.4%
Ltd. Partnership 19 year compounded gain 5.530.25%
Overall Partnership 19 year compounded gain 22,200 6%
Standard & Poor's 19 year annual compounded rate T.8%
Lid, Fartnership 18 year annual compounded rate 25.6%
Overall Partnership 19 year annual compounded rate J2.9%



Omaha. In 1965 he figured out I had a better business
than he did, so he left advertising. Again, it took five
minutes for Stan to embrace the value approach.

Perlmeter does not own what Walter Schloss owns.
He does not own what Bill Ruane owns. These are
records made independently. But every time Perlme-
ter buys a stock it's because he's getting more for his
money than he's paying. That's the only thing he's
thinking about. He's not looking at quarterly earnings
projections, he's not looking at next yvear's earnings,
he's not thinking about what day of the week it is, he
doesn't care what investment research from any place
says, he's not interested in price momentum, volume
or anything. He's simply asking: What is the business
worth?

able 8 and Table 9 are the records of two pen-
gion funds I've been involved in. They are not
selected from dozens of pension funds with
which I have had involvement; they are the only two [
have influenced. In both cases I have steered them
toward value-oriented managers. Very, very few pen-
sion funds are managed from a value standpoint.
Table 8 is the Washington Post Company's Pension
Fund. It was with a large bank some years ago, and [

suggested that they would do well to select managers
who had a value orientation.

As you can see, overall they have been in the top
percentile ever since they made the change. The Post
told the managers to keep at least 25 percent of these
funds in bonds, which would not have been necessarily
the choice of these managers. So, I've included the
bond performance simply to illustrate that this group
has no particular expertise about bonds. They
wouldn't have said they did. Even with this drag of 25
percent of their fund in an area that was not their
game, they were in the top percentile of fund manage-
ment. The Washington Post experience does not
cover a terribly long period but it does represent
many investment decisions by three managers who
were not identified retroactively.

Table 9 iz the record of the FMC Corporation fund.
I don't manage a dime of it myself but I did, in 1974,
influence their decision to select value-oriented man-
arers, Prior to that time they had selected managers
much the same way as most larger companies. They
now rank number one in the Becker survey of pension
funds for their size over the period of time subsequent
to this “conversion” to the value approach. Last year
they had eight equity managers of any duration

Table 7+ Perlmeter Investments

Year PIL Limited
{verall Partner

() (%)

R1_1231/65 40.6 325
1966 6.4 6.1
I'B6T Ta.5 SE.K
1968 iy i} 2.0
1659 14.8 1.8
14970 — 6.0 (K]
1971 55T 493
1972 236 18.9
1473 ZH.1 28.1
1974 12.0 12,10
1975 385 8.5
1/1-1031/76 58,2 545
1/ UT6- 1031777 30.3 25.5
1V U773 178 3L 26.5
L VLT 10MELTE 34.7 28.9
11/ 1T9- 10V L/B0 415 34,7

LU/ B0 10V 1AL 1.0 3.3
11/ L/81- 10V 152 20,8 25.4
11/ 1/B2-10/31/53 2.2 18,4

Total Partnership Percentage Gain /L85 through 1003103 1277.2%
Limited Partners Percentage Gain 8'1%65 through 1003153 2304, 5%
Annual Compound Rate of Gain Overall Partnership 2305
Annual Compound Rate of Gain Limited Partners 1905
Diow Jones Industrial Averages 73165 (Approximate) HaZ

Daw Jones Industrial Averages 1003 1ER (Approximate) 1225

Approximate Compound Hate of Gain of TNT including ]
dividends ™%



beyond a year. Seven of them had a cumulative record
better than the S&P. All eight had a better record last
vear than the S&P. The net difference now between a
median performanee and the actual performance of
the FMC fund over this period is $243 million. FMC
attributes this to the mindset given to them about the
selection of managers. Those managers are not the
managers I would necessarily select but they all have
the ecommon denominator of selecting securities based
on value,

So these are nine records of “coin-flippers” from
Graham-and-Doddsville. I haven't selected them with
hindsight from among thousands. It's not like I am
reciting to yvou the names of a bunch of lottery win-
ners—people I had never heard of before they won
the lottery. I selected these men years ago based upon
their framework for investment decision-making. [
knew what they had been taught and additionally, I
had some personal knowledge of their intellect, char-
acter and temperament. It's very important to under-
stand that this group has assumed far less risk than
average; note their record in years when the general
market was weak., While they differ greatly in style,
these investors are, mentally, always buying the busi-
ness, not buying the stock. A few of them sometimes

buy whole businesses, far more often they simply buy
small pieces of businesses. Their attitude, whether
buying all or a tiny piece of a business, 1s the same.
Some of them hold portfolios with dozens of stoeks;
others coneentrate on a handful., But all exploit the
difference between the market price of 4 business and
its intrinsic value.

I'm convineed that there is much inefficiency in the
market. These Graham-and-Doddsville investors have
successfully exploited gaps between price and value.
When the price of a stock can be influenced by a
“herd” on Wall Street with prices set at the margin by
the most emotional person, or the greediest person, or
the most depressed person, it ig hard to argue that the
market always prices rationally. In fact, market

prices are frequently nonsensical.
I and reward. Sometimes risk and reward are cor-

related in a positive fashion. If zomeone were to
say to me, “I have here a six-shooter and I have slip-
ped one cartridge into it. Why don't you just spin it
and pull it once? If you survive, I will give you $1 mil-
lion.” I would decline—perhaps stating that 81 million
is not enough. Then he might offer me $5 million to

would like to say one important thing about risk

Table s * The Washington Post Company, Master Trust, December 31, 1953
Current Year 2 Years 3 Years & Years
Quarter Ended Ended* Ended* Ended*
% Ret. Rank % Het. Hank % Het. Hank % Ret. Rank % Ret. Rank
All Investments Xighs d = ——a—
3132 225 10 206 40 150 10 20, 3
T 4.1 1 B|o 1 2z 1 26 1
54 1 22 11 24 3 45 1 —
Master Trust 3.9 1 28.1 1 282 1 24.3 1 21. 1
Common Stock B 3
1 a1 9 2.1 27 212 11 %5 1T
- 5 52O 1 6.2 1 478 1 9,
e e 1 203 14 E 10 23 =
Master Trust 1 41.2 1 370 1 30.4 1 276 1
Bonds ;
B 27 8 17.0 1 G 1 190 1 122 2
L6 46 E 183 5 127 & T4 88
== 32 4 10.4 Ll 24.0 4 184 1 - =
Master Trust 2.2 11 9.7 14 21.1 14 15.2 24 9.3 0
Bonds & Cash Eguivalents -
25 15 120 & 6.1 64 155 21 129 @
- 21 28 8.2 171 47 14.7 4l 0.8 44
=== TR v [ | W02 17 g2 2 261 — i
Master Trust 24 14 10.2 17 IT8 2 16,2 2 125 9

* Annualized

Rank indicates the fund's performance against the A.C. Becker universe.

Rank is stated as a percentile; 1 = best performance, 100 = worst.



pull the trigger twice—now that would be a positive
correlation between risk and reward!

The exact opposite is true with value investing. If
vou buy a dollar bill for 60 cents, it's riskier than if you
buy a dollar bill for 40 cents, but the expectation of
reward is greater in the latter case. The greater the
potential for reward in the value portfolio, the less
risk there is.

One quick example: The Washington Post Company
in 1973 was selling for 380 million in the market. At
the time, that day, vou could have sold the assets to
any one of ten buyers for not less than $400 million,
probably appreciably more. The company owned the
Post, Newsweek, plus several television stations in
major markets. Those same properties are worth $2
billion now so the person who would have paid $400
million would not have been crazy,

Now, if the stock had declined even further to a
price that made the valuation $40 million instead of
280 million, its beta would have been preater. And to
people who think beta measures rizk, the cheaper
price would have made it look riskier. This is truly
Alice in Wonderland. I have never been able to figure
out why it's riskier to buy 3400 million worth of prop-

erties for 40 million than $830 million. And, as a mat-
ter of fact, if you buy a group of such securities and
vou know anything at all about business valuation,
there is essentially no risk in buying $400 million for
$80 million, particularly if you do it by buying ten 340
million piles for 88 million each. Since you don't have
your hands on the $400 million, you want to be sure
you are in with honest and reasonably competent peo-
ple, but that's not a difficult job.

You also have to have the knowledge to enable you
to make a very general estimate about the value of the
underlying pusinesses. But vou do not cut it close,
That iz what Ben Graham meant by having a margin
of safety. You don't try and buy businesses worth 383
million for 80 million. You leave yourself an enor-
mous margin, When vou build a bridge, you insist it
can carry 30,000 pounds, but you only drive 10,000-
pound trucks across it. And that same principle works
in investing.

In conclusion, some of the more commercially
minded among yvou may wonder why [ am writing this
article. Adding many converts to the value approach
will perforce narrow the spreads between price and
value. I can only tell you that the zecret has been out

Table 9 - FMC Corporation Pension Fund, Annual Rate of Return ( Percent)

*oriod ending 1 Year 2 Years 4 Years 4 Years 5 Years & Years T Years & Years 9 Years
FMC
FARY .0 *17.1
18R2 228 146 16,1 16,6 15.5 12.3 13.% 16.3
14K] .4 1350k 15.3 138 105 12,6 15.4
()] 210 19.7 16.8 11.7 14.10 17.3
197% 15.4 4.7 A7 2.3 16.5
1978 11.2 4.2 10.4 16. 1
18vy .4 a8 17.8
1976 X.E 29.3
LoTh Ja.0 *18.5 from equities only
Hecker large plan median
% 15,6 12.6
b v 21.4 11.2 13.9 13.9 12.5 a7 10.9 12.3
[4E] 1.2 i, = 11.9 14,3 7.7 B L 1,4
1 sl 2.4 MNA NA MA ({1%:] N A
LET 13.7 NA NA MNA 11.1
1 %TH 0.5 WA MNA NA
LYy 3.4 MA M
1976 17.0 NA
1975 24.1
S S
U] 22.8 15.6
1 21.5 7.4 15,1 160 14.0 0.2 12,0 14.9
1461 3.0 12,0 14.2 12,2 H. 1 10.5 140
159 325 25,3 18,7 11,7 14.0 1.".‘:.-":_
1974 I8.6 12.4 5.h 9.8 14.8
15975 6.6 0.4 h.B 3.7
1997 T.1 h 0 1461
15976 3.7 J0.3
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for 50 years, ever since Ben Graham and Dave Daodd
wrote Security Analysis, yet | have seen no trend
toward value investing in the 35 years ['ve practiced
it. There seems to be some perverse human char
acteristic that likes to make easy things difficult, The
academic world, if anything, has actually backed away
from the teaching of value investing over the last 30
years, It's likely to continue that way. Ships will sail
around the world but the Flat Earth Soeclety will
flourish. There will continue to be wide diserepancies
between price and value in the marketplace, and those
who read their Graham & Dodd will continue to pros
per. ¥

Warren E. Buffett, is chatrman and chief erecutive
afficer of Bevkshive Hathaway, Ine., an Ohnaha-hased
insurer with mojor koldings in several other fndis-
bres, .'r.'r'.".'lf'."-J-'_r; Gernern! Foods, Xeror anad H'-f.'.-if-.'r.-:-lr
fon Post Compang.
After getting an A4
groduating from Coluwmbic Business School in 1951,
Buffett went to work on Wall Street at Graham-New

rurn & Company. In 1957 founded his own partner-

i Bewiann Greaham 'z closs and

-‘\'nllnll'J'.'. (LR 3 ill".l!-' |'-.'|" FrLr |r;'r_l' few WETS. ?I.'!fJ..N I'.'.".'l.lll"u'll" .'..‘\. Il.ln'[.-il'-:n'I

on i speech he gave al Columbia Business School,
Muay 17, 1984 af o seminar marking the 50th anniver-
gary of the publication of Benjomin Graham and
Dawvid Dodd’s Security Analysis.

malie Jean-Rart



Are Short-Term
Performance and
Value Investing
Mutually
Exclusive?

The Hare and the
Tortoise Revisited

Eugene Shahan sat down with
Warren Buffett’s article “The
Superinvestors of Graham-and-
Doddsville” (Hermes, Fall 1984)
and did some figuring. He found
out some interesting things about
superinvesting, short-term
performance, and how investment
management firms should be
structured.

by V. Eugene Shahan

Table 1
Manager Total  No. of Total Returnin % va,  Manager Under-  All Years  Underperformance
Annual  Years  Average Stock (Per Year) performance Shown years as %
Return Years of all years
Warren Buffett 23.8% 13 Warren Buffett +16.4  Warren Buffett 1 13 7.7
Pacific Partners 256 19 Pacific Partners  +15.8  Walter Schioss 8 28ty 283
Stan Perlmeter 180 18 StanPerlmeter  +12.0 Tweedy, Browne 5 15% 817
Sequoia Fund 18.2 13%  Tweedy, Browne  + 9.0  Charles Munger b 14 35.7
Walter Sehloss 16.1 28%  Charles Munger + 87 Sequoia Fund _ f"jﬁ 153% 400
Tweedy, Browne 16.0 15% SequoiaFund  + B2  Pacific Fartners 8 1% 42.1
Charles Munger 13.7 14 Walter Schloss + 7.7 Stan Perlmeter (Per year data incomplete, but underperformed

NOTE: Resultz are not strictly comparable. The total periods
differ, and the terminal dates range from 12/31/69 for one fund to
1231/ for most of them. Also, some use the Dow Jones, others
the S&P Indices as benchmarks. Finally, limited partnership
returns are used, which are after deducting incentive fees paid to
the general partner This understates the “pure” investment
results, but the pre-incentive fee returns were not provided, and it
iz not believed that the major conelusions would be altered by such
adjustments.

indof 10 years shown.)

Table 3

Worst 3 Years (in %)
Manager va. Average
Pacific Partners -49.1
Charles Munger -34.1
Sequoia Fund —25.2
Stan Perlmeter -0.8
Sequoia Fund - 8.3
Walter Schloss -3.2

Tweedy, Browne aT



We live in a performance-oriented world. If the goal of
performance measurement is to separate the skilled
from the merely lucky, then we must pay critical atten-
tion to the span over which performance is measured,

Inthe area of investments, managers are now judged
quarterly, if not monthly, and certainly annually. How
appropriate a measure of skill, as opposed to fortune, is
that span?

In searching for answers, it is far more efficient to
examine the records of successful investors than to talk
theory. Let's look beyond the random walks, the effi-
cient markets and the betas to the real world, where a
eonsistently applied investment philosophy has gener-
ated superior results.

It was a treat to have Warren Buffett, perhaps Ben
Graham's best-known student, do some homework for
us (Hermes, Fall 1984). His data provided a rare study
opportunity. Table 1, which uses data he compiled from
seven investment managers, shows total annual
returns over various time periods. The results in Table
1 should please even the most demanding clients.

But how consistent were these managers? Did they
better the averages every vear? Table 2 shows the num-
ber of years the managers had returns below the mar-
ket averages.

Aside from Warren Buffett, who also merits the con-
sigtency award, these managers underperformed gen-
erally in 30-40 percent of the years covered. Surprising!

Even more startling, some managers have incentive

S&F 500 < {‘-umu]utive

systems based on account performance weighted most
heavily over a two or three-year period, which seems a
fair measure. But look at Table 2, which shows the
worst three consecutive years of performance for all of
these expert managers (the percentage shown is the
total of the three years vs. the market average).

If these returns were recorded at a “typical” invest-
ment firm, would any of these people still be money
managers, let alone receive incentive compensation?
Note that Sequoia made the list twice with two tough
three-year stretches but still ended up with a total
return of 18.2 percent. (Missing from the list is Warren
Buffett, whose worst three-year stretch was +12.3 per-
cent.)

Reeall that Pacific finished only a mieron behind War-
ren Buffett for the full period (23.8 percent for Buffett
va, 23.6 percent for Pacific). Even more dramatic is the
fact that Pacific’s dry spell wasn't just three years, but
gix, as shown in Table 4.

We also live in a world in which fund consultants real-
locate assets to (or from) managers based on their per-
formance over the past 12 months. Would any of them
let clients stay on with Pacific Partners after the six
years shown? Probably not, but Table 5 shows what
their clients would miss in the next eight years.

Ome could put together an interesting presentation:
Dear Potential Investor: Table 6 shows audited per-
formance data for our Funds A, B, and C. Where should
we invest your money?

Pacific Year of Underperformance No. of Market
Difference Managers Average Return

1970 +3.0% (7.20% (11.1¥% 1872 5 +19%
1971 + 146 +10.9 (14.8) 1370 1 + 4
1972 +1849 +12.8 (20.9) 1980 4 +32
1973 (14.8) 42.1) (48.2) 1991 3 +15
1974 (26.4) (34.4) (66.2) 1973 4 {15)
1975 +37.2 +23.4 (70,00 1975 2 +37
1974 2 (26)

Total Return per Year

Period S&P 500 Pacific
1976-1983 13.2% 3la%
Table 6

Total Annual Return

S&P 500 Managed Fund Period
Fund A 3.3% (8.7 f years
Fund B 13.2 31.3 E years
Fund C 78 23.6 19 yesars

Spring 1986



Interestingly, Funds A, B, and C are all the same. If
you withdraw your money after the six years in Fund
A, you will miss the fun of Fund B. Why not just leave it
there the whale time and get Fund C?

Let’s go back to the years of underperformance. Is
there any pattern? (Table 7)

Most of the managers seem to have a tougher time in
good years than in down yvears, but that is a crude pen-
eralization. (Warren Buffett's only “bad” year was 1958
when he managed a 32.2 percent gain vs. a 38.5 percent
gain for the Dow.) Looking at this another way, of all the
manager-years covered, there were 35 manager-years
of underperformance. Twenty-eight of those oceurred
in years of rizsing markets, and seven in decliners,

The most significant aspect of the preceding table
may be the following: of the seven years in which at
least two managers underperformed, six were between
the years 1970 and 1975. It is notable that in 1969 Buf-
fett quit, with a letter to his partners stating that he
felt out of step with conditions, and that he was willing
to forego apparently easy profits rather than embrace
an approach he didn't understand.

This may be a classic example of self-diseipline. If you
cannot play the game using rules with which you are
comfortable, then stop. Buffett is clearly an unreasona-
ble man, in the sense that George Bernard Shaw
defined one: “The reasonable man adapts himself to the
world. The unreasonable one persists in trying to adapt
the world to himself. Therefore, all progresz depends

HERMES

on the unreasonable man.”

What conclusions can one draw?

(1) With only one exception (Buffett), a superior long-
term record can oceur despite miserable three or even
six-year segments.

(2) If an effort is made to look at shorter intervals of
performance, the effect may be to reduce the longer-
term performance. This is only an intuitive conclusion,
but it may strike at the heart of why there are so few
practitioners of a systematic approach that generates
superior long-term results.

I aszume that none of these managers panicked in the
face of adversity and changed his style after three dis-
appointing years of using a value approach: But how
many investors have the strength of character to con-
tinue an approach that can be unrewarding for three or
even five years? lsn't it easier, after a miserable one or
two years, to grab at the things that are moving, that
other managers who are doing well are holding, that
vou feel foolizh for having missed?

The true impediment to superior investment results,
then, seems to lie only partially in the realm of the
finaneial risk attached to the security purchased (how-
ever that is measured). Of perhaps equal importance is
the pressure of client or investor impatience. Most
human beings have limited attention spans. A typical
sports event or business meeting or college class is
about an hour. At the end of that time the superior team
“prevails,” or the subject is “covered.” With such inter-

’
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vals considered normal, isn't it logical that most inves-
tors or clients will expect investment skill to be
manifested rather quickly? What is =0 special about
money managers that they should require more than
three months, or at most a year, to prove their worth?
Sensing that the trial period is a short one, isn't it
understandable that professional managers then gravi-
tate toward securities that are popular and in strong
uptrends, and avoid the unpopular and languishing?
But isn't this precisely the opposite of the orientation
used successfully by these value-oriented investors
over the long term?

It may be another of life's ironies that investors prin-
cipally concerned with short-term performance may
very well achieve it, but at the expense of long-term
results. The outstanding records of the “Superinves-
tors of Graham-and-Doddsville” were compiled with
apparent indifference to short-term performance.

Unfortunately, there is no way to distinguish
between a poor three-vear stretch for a manager who
will do well over 15 years, from a poor three-year
streteh for a2 manager who will continue to do poorly.
Nor is there any reason to believe that a manager who
does well from the outset cannot continue to do well,
and consistently.

A 238 percent return is not so much higher than the
return on equity for all manufacturing that one should
gape in awe. There is a continuum between the invest.
ment and manufacturing/service worlds, and if the

average concern returns 13 percent on equity, why
should returns on pools of investment capital some ten
percentage points higher seem unreachable? Money
managers have far more flexibility than “enterprise”
managers. Shouldn’t they be able to exploit this advan-
tage?

Buffett’s article may have significance for profes-
sional investors, not only in terms of selecting a suitable
time horizon, but alzo in sefting the proper structure
for investment firms. Some nonmathematical quota-
tions from that article say it all:

“...When Charlie Munger, my partner for a long
time in the operation of Berkshire Hathaway, ran his
partnership, his portfolio holdings were almost com-
pletely different from mine. .."

“...The overlap among these portfolios has been
very, very low, Walter [Schloss’s] holdings have been
such stalwarts as Jeddo Highland Coal and New York
Trap Roek., Tweedy, Browne's have sunk well below
that in terms of name recognition. On the other hand,
Bill Ruane has worked with big companies. ..."

“. .. These are records made independently. But
every time [Stan Perlmeter] buys a stock, it'’s because
he's getting more for his money than he’s paying. He's
not looking at quarterly earnings projections; he’s not
looking at next vear’s earnings projections; he's not
thinking about what day of the week it is; he doesn’t
care what investment research from any place says;
he's not interested in price momentum, volume or any-

Feids King



thing...."

“. . Walter Schloss owns many more stocks than I do
— and is far less interested in the underlying nature of
the business; I don't seem to have very much influence
on Walter. That's one of his strengths; no one has much
influence on him."

Independent decision-making is the common factor
it all of these guotations. What this suggestz for the
structure of an investment firm should be obvious.
Whatever value a firm may find in group meetings, the
ultimate decision-making must be the result of disci-
plined individual judgment.

I eannot imagine that a fund managed jointly by these
seven skilled investors would come close to the per-
formance of each individually. But sinee there is no way
of proving this, I suspect most large firms will continue
to assume that collective wisdom is better than individ-
ual judgment and push ahead with consensus-driven
investment policies, and always registering surprise
that the results never differ much from the market
averages,

I’'m also fairly certain that none of the managers had
the pressure of explaining performance to clients at fre-
quent intervals. This problem is one of the knottiest, for
the period over which a skilled investor can register
good performance is considerably longer than the per-
1od in which he will be judged inept if he falters. But we
should all move away from the notion that quarterly or
even annual results are of much significance.

¥ Eugene Shakan

HERMES

Warren Buffett comments:

I think that Mr. Shahan's piece is excellent, and [ have
no quarrel at all with his conclusions. 1 think it would be
somewhat preferable to use returns prior to the incen-
tive fee paid to the general partner, since it is those
returns that actually measure investment management
results. Since the incentive fees are large, they tend to
dampen performance in the good years. This makes rel-
ative management performance look poor in years
when the stock market does well, but the real differ-
ence is simply in the allocation of the gains, not in mana-
gerial results. Using pre-incentive fee performance
figures moderates Mr. Shahan's conclusions just a bit,
but really doesn’t negate their main thrust. 4

V. Eugene Shahan is a 1960 graduate of Columbia
Business School, where he was a student of David L.
Dodd. Since 198}, he has been a vice president and port-
folio manager at the U.S. Trust Company in New York.
Prior to joining U.S. Trust, ke was at Morgan Guar-
anty Trust Company.

Warren B, Buffett: 1958 M8 gradiate, and Chairman of Berkshire
Hathaway

Pt Courtesy Bermshire Hathaway
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