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Introduction:

What Investors
Gan Learn from
Warren Buffett

erkshire Hathaway’s stock has risen nearly 27 percent a year for

the past 36 years. For its consistency and profitability, this com-
pany, managed by Warren E. Buffett of Omaha, has been amazing.

If you asked Buffett how you, as an individual investor, could go
about imitating his spectacularly successful investment strategy, his
answer would be: buy shares of Berkshire Hathaway. He happens to
be an unusually sensible person, and that is clearly the best answer.

But if you buy or intend to buy other stocks on your own, either
one-at-a-time or through a managed mutual fund, there is much that
you can learn by studying Buffett’s tactics.

Why not just do the obvious and put all your money into Berkshire
Hathaway stock? One reason: It’s mainly an insurance holding com-
pany—Buffett is an authority on insurance. Because of this, the
stock has virtually no exposure to many areas of the stock market,
such as technology and health care. A second reason: Berkshire has
become so enormous that its future performance is handicapped,
much like the odds-on favorite in a horse race being forced to carry
extra weights.

In short, you might do better on your own. First, because you have
a smaller, more nimble portfolio. And, second, because you might
shoot out the lights by overweighting stocks in whatever field you're

vii
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INTRODUCTION

particularly knowledgeable about—health care, technology, bank-
ing, whatever. Buffett refers to this as staying within your “circle of
competence.” (There’s nothing wrong, of course, with your also buy-
ing Berkshire stock. I have. The Sequoia Fund, run by friends of Buf-
fett’s, has one-third of its assets in Berkshire.)

While the average investor can learn a thing or two from the mas-
ter, he or she simply cannot duplicate Buffett’s future or past invest-
ment performance. One obvious reason: Buffett has the money to
buy entire companies outright, not just a small piece of a company.
He also buys preferred stocks, engages in arbitrage (when two com-
panies are merging, Buffett may buy the shares of one, sell the
shares of the other), and buys bonds and precious metals. He’s also
on the board of directors of a few companies Berkshire has invested
in. Perhaps the most difficult thing for individuals to duplicate is
Buffett’s small army of sophisticated investors around the country
who fall all over themselves to provide him with “scuttlebutt” about
any company he’s thinking of buying. Also, Buffett has the word out
to family-owned businesses: “I'll buy your company and let you keep
running it” (another thing individuals can’t duplicate).

Let’s not forget, too, that Buffett also happens to be extraordinar-
ily bright, a whiz at math, and to have spent his life almost monoma-
niacally studying businesses and balance sheets. What’s more, he
has learned from some of the most original and audacious invest-
ment minds of our time, most notably Benjamin Graham.

Still, while it’s true that trying to emulate Pete Sampras or the
Williams sisters does not guarantee that you will wind up in Wimble-
don, you could very likely benefit from any of the pointers they
might give—or from studying what it is they do to win tennis
matches.

Buffett has often said that it’s easy to emulate what he does, and
that what he does is very straightforward. He buys wonderful busi-
nesses run by capable, shareholder-friendly people, especially when
these businesses are in temporary trouble and the price is right. And
then he just hangs on.

There is, in fact, a whole library of books out there about Buffett
and his investment strategies. There are Berkshire web sites, Inter-
net discussion groups, and annual meetings that are beginning to re-
semble revival meetings. There is also a Buffett “workbook” that
helps people invest like Warren Buffett. It even includes quizzes.

This book isn’t written for the Chartered Financial Analyst or the
sophisticated investor (readers familiar with Graham and Dodd’s Se-
curity Analysis). It is for ordinary investors who know that they
could do a lot better if they knew a little more. And the truth is,
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much of Buffett’s investment strategy is perfectly suited for the
everyday investor. His advice, which he has been generous in shar-
ing, is simple and almost surefire.

Buffett buys only what he considers to be almost sure things—
stocks of companies so powerful, so unassailable, that they will still
dominate their industries ten years hence. He confines his choices to
stocks in industries that he is thoroughly familiar with. He will seek
out every last bit of information he can get, whether it’s a company’s
return on equity or the fact that the CEO is a miser who takes after
Ebenezer Scrooge himself. He scrutinizes his occasional mistakes,
quickly undoes them, and tries to learn lessons from the experience.
While he is loyal to the management and employees of companies he
buys, he is first and foremost loyal to his investors. To Warren Buf-
fett, the foulest four-letter word is: r-i-s-k.

Beyond that, he avoids making the mistakes ordinary investors
make: buying the most glamorous stocks when they're at the peak of
their popularity; selling whatever temporarily falls out of favor and
thus following the crowd (in or out the door); attempting to demon-
strate versatility by buying all manner of stocks in different indus-
tries; being seduced by exciting stories with no solid numbers to
back them up; and tenaciously holding onto his losers while short-
sightedly nailing down the profits on his winners by selling.

In short, as Buffett has modestly confessed, the essential reason
for his success is that he has invested very sensibly and very ratio-
nally.

Another way of putting it: Buffet invests as if his life depended on
it.

A word of warning: Not all of Buffett’s strategies should necessar-
ily be imitated by the general investing public, in particular Buffett’s
penchant for buying only a relatively few stocks. A concentrated
portfolio, in lesser hands, can be a time bomb.

There are some things that geniuses can (and should) do that
lesser mortals should be wary of; there’s a law for the lion and a law
for the lamb. Ted Williams, the great baseball slugger, never tried to
bunt his way onto first base, even during the days of the “Williams
Shift,” when players on the opposing team moved far over to the
right side of the field to catch balls that Williams normally whacked
down that way. He wasn’t being paid to bunt toward third base and
wind up with a mere single, much the way Warren Buffett isn’'t ex-
pected to do just okay. But you and I, not being quite in the same
class as those two, should be perfectly content with getting on base
consistently using such unimpressive techniques as bunt singles.

No doubt, overdiversification—owning a truckload of different se-
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curities—is something that gifted investors should steer clear of. But
underdiversification, owning just a few securities, is something that
ungifted investors (in whose ranks I happily serve) should also avoid
like the plague.

In 1996 there appeared a short, charming book with a cute title:
Invest Like Warren Buffett, Live Like Jimmy Buffelt: A Money
Manual for Those Who Haven't Won the Lottery (Secaucus, NJ:
Carol Publishing Group, 1996). The author is a Certified Financial
Planner, Luki Vail.

The text talks about the blessings of an investor’s owning a diver-
sified portfolio, not a concentrated portfolio. Writes the author, “Di-
versification of your investment dollars along with appropriate time
strategies are your best tactics to protect you against such things as
stock market crashes.” (“Time strategies” means suiting your portfo-
lio to your needs. If you think you'll need your money in fewer than
five years, go easy on stocks.)

Why buy mutual funds? “Here is your chance to own stocks in 50
to 75 companies.”

“Generally, stay away from individual stocks until you have about
$250,000 to invest; then you can have a well-diversified portfolio, like
your own personal mutual fund. That way when a stock takes a nose
dive on you, it will only have a small position in a very large portfo-
lio, and you will take only a small loss, which could possibly be off-
set by the gain of some other stock.”

In brief, she is recommending that readers of her book not swing
for the seats but bunt for singles. That’s no doubt sensible counsel
for her readers, but it is not the Warren Buffett way.

I might offer a compromise suggestion: The ordinary investor, the
lesser investor, might have a core portfolio of large-company index
funds composing 50 percent or more of the entire stock portfolio.
(Buffett has recommended that tactic for most investors.) And out-
side the core portfolio, the lesser investor might swing for the seats
by imitating the strategy of the man generally acknowledged to be
the greatest investor of our time.

Warren Boroson
Glen Rock, N.J.
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It's Easy to Invest
like Warren Butfett

uying shares of Berkshire Hathaway is the easiest way to invest

like Warren Buffett. While the A shares cost around $70,000 apiece
as of this writing, the B shares sell for only around $2,300 each—
roughly /5, of the A shares. The B shares do have their disadvan-
tages. For example, holders have less in the way of voting rights and
aren’t entitled to indicate where Berkshire charitable contributions
go. (Berkshire is unusual in allowing shareholders to recommend
how Berkshire’s charity money should be allocated.) And while you
can convert A shares into B, it doesn’t work the other way around.

Which to buy? Berkshire is nothing if not shareholder friendly,
and Buffett has given this advice: Buy the A shares, if you can af-
ford them, unless the B shares are trading cheaply. “In my opinion,
most of the time the demand for B will be such that it will trade at
about !4, of the price of the A. However, from time to time, a differ-
ent supply—-demand situation will prevail and the B will sell at some
discount. In my opinion, again, when the B is at a discount of more
than, say, 2 percent, it offers a better buy than A. When the two of
them are at parity, however, anyone wishing to buy 30 or more B
should consider buying A instead.”
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An investor might dollar-cost-average into Berkshire’s B shares us-
ing a discount broker. So, for example, in order to build a $13,200 po-
sition, he or she might buy two shares six times a year. Or, if the
buyer is less patient, two shares for three straight months.

It is also a good idea to check whether two leading newsletters,
The Value Line Investment Survey and Standard & Poor’s “The Out-
look,” give the stock a decent rating at the time of purchase, and per-
haps either wait a bit or buy energetically depending on their views.
(Hardly any other analysts cover Berkshire.) As of this writing, Value
Line rated Berkshire, at $70,000 a share, average; “The Outlook”—
whose Berkshire analyst, David Braverman, is probably the very
best—above average.

Another guide: Consider whether the stock is closer to its yearly
high or low. Buying Berkshire low is certainly appropriate for some-
one intending to be a follower of Warren Buffett’s value-oriented in-
vestment strategy.

Buying Individual Stocks

Another practical possibility for Buffett followers is to buy the pub-
licly traded stocks that Berkshire owns—Ilike Coca-Cola, Gillette,
H&R Block, and General Dynamics. (Berkshire is also the sole
owner of various companies, like See’s Candy and GEICO, the insur-
ance company, but these companies are not publicly traded.) Be-
cause of Buffett’s history of purchasing reasonably priced stocks,
these stocks should still be worth buying.

A danger, of course, is that Berkshire may have begun unloading
those stocks, the way it began quietly bailing out of Disney in 2000,
as you are just beginning to purchase them. Another danger is that
your portfolio will be askew: You will have more exposure to certain
stocks and industries than Berkshire itself has. As a result, your
portfolio might be a riskier version of Berkshire.

You can balance out your Buffett-like portfolio with stocks from
the holdings of mutual funds that invest roughly the way Buffett
does, such as Sequoia, Tweedy, Browne Global Value and American
Value, Legg Mason Focus Trust (omitting from the last any technol-
ogy stocks, which Buffett tends to avoid), Third Avenue Value, Clip-
per, Longleaf Partners, Torray, and Vontobel U.S. Value. You can
examine a list of these funds’ recent holdings either by going to their
web sites or by consulting Morningstar Mutual Funds, a newsletter
to which most large libraries subscribe. The list of holdings will be
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somewhat outdated, but, again, most of these value stocks should
remain reasonably priced.

You might also balance your portfolio by concentrating on stocks
in industries outside the ones you already have covered in your Buf-
fett-like portfolio, along with foreign stocks, which Buffett also
tends to avoid. For suggestions of foreign stocks to buy, check those
in the portfolio of Tweedy, Browne Global Value.

For U.S. stocks, I would single out health-care stocks because
Berkshire has tended to ignore this entire industry, perhaps because
the stocks have almost always been high-priced or because they are
outside Buffett’s “circle of competence.”

You can also balance out your Buffett-like portfolio with stocks
chosen from the list compiled at Quicken.com by Robert
Hagstrom. He derives this list using his criteria for picking Buffett-
type stocks, Hagstrom being an authority on Buffett’s strategy.
(See Chapter 20.)

For more on Sequoia, see Chapter 21; for Legg Mason Value Trust,
Chapter 22; for Tweedy, Browne, Chapter 24; for Third Avenue
Value, Chapter 25; for Torray, Chapter 27; for Vontobel, Chapter 28;
and for Clipper, Chapter 29.

Buying Buffett-like Mutual Funds

Instead of buying individual stocks, you could buy one or more Buf-
fett-like mutual funds—in effect, having someone else buy Buffett-
type stocks for you. Even granting that Buffett is in a class by
himself, cheap imitations—cheap in the sense of your being able to
buy many shares for a low minimum—aren’t to be sneezed at. These
funds, in some cases, do not deliberately emulate Buffett’s strategy.
For example, Third Avenue Value, under Martin J. Whitman, doesn’t.
Others, to a certain extent, do—notably, Sequoia, Tweedy, Browne

Getting Into Closed Funds

With a fund closed to new investors, you can ask a current shareholder to sign
over just one share to you and use that one share to obtain more shares on
your own. Unfortunately, owners of Sequoia shares have, in my experience,
never evinced any interest in selling shares.
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American Value, Legg Mason Focus Trust, Torray, Longleaf Partners,
and Vontobel U.S. Value.

Which fund most resembles Berkshire? No doubt Sequoia,
which was started by a Columbia Business School friend of Buf-
fett’s and which invests a big chunk of its assets in Berkshire. (Un-
fortunately, Sequoia is closed to new investors.) Table 1.1 shows
Sequoia’s recent holdings.

Sequoia suffered a dismal 1999, along with Berkshire itself and
with many other value funds. But its long-term record is splendid.
Over the past 10 years it has outperformed the S&P 500 by 2.31 per-
centage points, returning 17.56 percent a year.

Which of the other funds most resembles Sequoia? Buffett has
reportedly said that the Clipper Fund is close to his investing
style.

A lesser-known fund that has much in common with Berkshire is
Vontobel U.S. Value, run by Edwin Walczak. He readily acknowl-
edges Buffett’s influence; his portfolio recently had a 5 percent expo-
sure to Berkshire, its fifth largest position. Other stocks in Walczak’s
portfolio that have overlapped with Berkshire: Mercury General,
Gannett, McDonald’s, Gillette, Wells Fargo. The fund is classified by
Morningstar as mid-cap value.

One possible way to search for other funds that imitate Buffett’s

TABLE 1.1 Sequoia’s Holdings (3/31/00)

STOCK % OF ASSETS
Berkshire Hathaway A 31.43
U.S. Treasury note 6.125% 14.98
Freddie Mac 13.09
First Third Bancorp 10.23
Progressive 7.88
U.S. Treasury note 5.5% 6.51
Harley-Davidson 4.00
U.S. Bancorp 2.47
Household International 1.79
National Commerce Bancorp 0.58
Mercantile Bankshares 0.27

Data Source: Morningstar
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strategy is to compare their R-squareds, numbers indicating how
closely a fund follows an index.

You might search for a fund with an R-squared close to Sequoia’s.
(If A is equal to B and B is equal to C, then A is equal to C.) The Van-
guard Index 500, which mirrors the Standard & Poor’s 500 Stock In-
dex, has an R-squared of 100. The higher the R-squared, the more
closely a fund mirrors an index. (Table 1.2 lists the R-squareds of
some Buffett-like funds.)

TABLE 1.2 R-Squareds of Buffett-like Funds

FUND R-SQUARED
Sequoia 37
Tweedy, Browne American Value 70
Legg Mason Focus Trust 79
Torray Ia!
Third Avenue Value 52
Clipper 63
Longleaf Partners 49
Vontobel U.S. Value 27

Data Source: Morningstar

Understanding R-Squared

R-squared measures how much of a mutual fund’s performance is explained by
its similarity to an entire market. If a fund owns large-company stocks, hoth
growth and value, and they are well diversified by industry, it should have a
high R-squared compared to the Standard & Poor’s 500 Stock Index. Fidelity
Disciplined Equity has an R-squared of 93. A fund that deliberately attempts to
duplicate the Standard & Poor’s 500 might have an R-squared of 99. (The
Vanguard Index 500 Fund, which mirrors the S&P 500, actually has an R
squared of 100.) A fund that is nowhere near as well diversified by industry, or
that buys small-company stocks or foreign stocks, might have a very low R-
squared (compared to the S&P 500, but not compared to other indexes). The
Fasciano Fund, which specializes in small companies, has an R-squared of 64.
Vanguard Emerging Markets Stock Index has an R-squared of 54 compared
with the S&P 500, but 78 when compared to a foreign-stock index.
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Apparently R-squared is simply not a useful guide to identifying
Buffett-like mutual funds, perhaps because the concentrated nature
of some Buffett-like funds loosens their ties to the S&P 500.

Now let’s look at the same funds, zeroing in on (1) concentration,
(2) low turnover, (3) low price-earnings ratios, and (4) low price-
book ratios. (See Table 1.3.) Even with these criteria, it’s hard to tell
which fund is most similar to Sequoia.

Value funds differ from one another because their criteria for as-
sessing what a company is worth may be different. Many managers,
like Buffett, use the current value of future cash flow; others may
check the prices paid for similar companies recently taken over.
Some managers are “deep value”; others, further along the contin-
uum toward growth. Value versus growth investing will be covered
in Chapter 6.

In any case, Buffett-like stocks or mutual funds might constitute
only a portion of your portfolio. Value funds do tend to underper-
form during long stretches of time, and you might do well to own
some good growth stocks and growth mutual funds, along with
Buffett-like stocks, just to keep your portfolio more stable over
the years.

TABLE 1.3 Statistics of Buffett-like Funds

AVERAGE AVERAGE

P/E P/B
FUND CONCENTRATED? TURNOVER RATIO RATIO
Sequoia Yes 12 24.6* 4.9
Tweedy, Browne No 19 20.6 41
American Value

Legg Mason Focus Yes 14 33 9.6
Trust

Torray No 33 25.1 4.5
Third Avenue No 5 25.8 2.9
Value

Clipper Yes 63 18.4 4.7
Longleaf Yes 50 19.3 3.2
Partners

Vontobel U.S. Yes 67 19.3 3.6
Value

*Based on 50% or less of stocks.
Data Source: Morningstar
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A Sensible Solution
All in all, a sensible solution for a Warren Wannabe is to own:

¢ Some shares of Berkshire Hathaway

¢ Some of the individual stocks that Berkshire owns, or other
Buffett-like stocks

e A mutual fund or two that seem Buffett-oriented

1






Charren s
The Achievement

of Warren Buffett

arren Buffett is widely acknowledged to be the best investor of

our time. When John C. Bogle, founder of the Vanguard Group,
named three investors who seem to have been able to beat the mar-
ket because of their special gifts, they were Buffett, Peter Lynch
(formerly of Fidelity Magellan), and John Neff (formerly of Vanguard
Windsor).

In the 36 years that Buffett has been the chairman of Berkshire,
its per-share book value has climbed more than 23 percent a year.
(The change in value is the best way to evaluate an insurance com-
pany’s performance.) In 32 of those 36 years, Berkshire has beaten
the S&P, sometimes by astonishing amounts. (See Table 2.1.) The
stock has risen from $12 a share to $71,000 at the end of 2000, an an-
nual growth rate of 27 percent.

Soros’ Dilemma

When Ron Baron, the fund manager, worked for Soros, Soros told him he
wasn’t interested in stock tips. He had too much money to invest. He needed
themes.
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TABLE 2.1 Berkshire Hathaway vs. the S&P 500

ANNUAL PERCENTAGE CHANGE
IN PER SHARE IN S&P 500
BOOK VALUE OF WITH DIVIDENDS

YEAR BERKSHIRE INCLUDED RELATIVE RESULTS
1965 23.8 10.0 13.8
1966 20.3 (11.7) 32.0
1967 11.0 30.9 (19.9)
1968 19.0 11.0 8.0
1969 16.2 (8.4) 24.6
1970 12.0 3.9 8.1
1971 16.4 14.6 1.8
1972 21.7 18.9 2.8
1973 4.7 (14.8) 19.5
1974 5.5 (26.4) 31.9
1975 21.9 37.2 (15.3)
1976 50.3 23.6 35.7
1977 31.9 (7.4) 30.3
1978 24.0 6.4 17.6
1979 35.7 18.2 17.5
1980 19.3 32.3 (13.0)
1981 31.4 (5.0) 36.4
1982 40.0 21.4 18.6
1983 32.3 22.4 9.9
1984 13.6 6.1 15
1985 48.2 31.6 16.6
1986 26.1 18.6 75
1087 19.5 5.1 14.4
1988 20.1 16.6 3.5
1989 44.4 31.7 12.7
1990 7.4 (3.1) 10.5
1991 39.6 30.5 9.1
1992 20.3 7.6 12.7
1993 14.3 10.1 4.2
1994 13.9 3 12.6
1995 43.1 37.6 5.5
1996 31.8 23.0 8.8
1997 34.1 33.4 0.7
1998 48.3 28.6 19.7
1999 0.5 21.0 (20.5)
2000 6.5 (9.1) 15.6

Source: Berkshire Hathaway
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Perhaps other investors have made more money. Author John
Train, in his latest book, Money Masters of Our Time, contends
that George Soros, the hedge fund manager, has been more
successful.

But Soros’ strategy is rather inimitable (not many of us could have
made billions by shorting the British pound), and his writings are
somewhat inaccessible to the ordinary investor.

In contrast, Buffett has put together an extraordinary record by
doing (in many cases) what the average investor could have
done—buying shares of GEICO, Coca-Cola, Gillette, and other
publicly traded companies. Also, his pronouncements have not
been mysteries wrapped in enigmas. Time and again he has ex-
plained what he does and what he doesn’t, and why. He has gener-
ally urged investors to follow his straight-from-the-shoulder, easy
to follow precepts that essentially boil down to this: Buy wonder-
ful companies when their stocks are a little cheap, then hold them
forever.

Buffett’s writings are—for the most part—easy to understand,
leavened with a lively wit and funny stories, and convey the sense
that he is having a wonderfully good time. And, while he has not
made himself as available to the press as some of us would like (he
courteously declined an interview for this book), he has not been as
standoffish as many others.

Buffett—both his persona and his real personality—seems to ap-
peal to and intrigue a great many people. There is his faux naif, “aw
shucks” persona: The fourth-or-so richest person in America (ac-
cording to Forbes) wears rumpled suits, dines on hamburgers and
cherry Cokes at fast-food restaurants, lives in a big old house in Om-
aha, has rarely ventured beyond Omaha, and has made a fortune in
the stock market doing simple, obvious things that anyone else
could do. He seems like the kid who catches a record-sized bass us-
ing a wooden stick as a fishing pole and a rusty old hook. Huck Finn

Getting to Warren

About 15 years ago, as a matter of fact, | came close to interviewing Buffett. |
was writing an article for Sylvia Porter’s Personal Finance Magazine on what
successful investors would tell young people—high school students, say—
about investing. Buffett’s secretary, a friendly voice on the phone, asked me to
call the next day and she would have an answer. | did. She told me, with
unfeigned admiration in her voice, “You came very close!”

11
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conquers Gotham. Some of this is true, or was true. Some of it is not.
Don’t forget that he also went to Columbia Business School; studied
under one of the audacious and original investment minds of our
time, Ben Graham (who gave him, reportedly, the only A+ he ever
handed out); and in his investments, uses arbitrage, preferred stock,
and other somewhat off-the-beaten-path strategies. Huckleberry
Finn he’s not.

Buffett also has a reputation for decency and honesty, and this is
clearly deserved. When Salomon Brothers got into a pickle, Buffett
was the logical man to straighten things out. When a local baseball
team needed financial help, Buffett proved their benefactor.

He is careful about his reputation, time and again making sure that
shareholders know that he’s not engaging in any hanky-panky. If you
order T-shirts that say Berkshire Hathaway on them, you are assured
that the money won't be taken out of your credit-card account until
the shirts are on the way. You're also told it may take a month for the
shirts to arrive; they arrive in a few days.

Buffett is unshakably loyal to his friends. He never loses an oppor-
tunity to express his admiration for Ben Graham, coming to New
York City to attend Columbia University festivities celebrating Gra-
ham, and sometimes just dropping in to astonish students at the
business school.

Buffett is especially loyal to his shareholders, many of whom are
old-time friends. For around five hours once a year, he and Charlie
Munger answer shareholders’ questions. (Other companies, to avoid
shareholders, have been known to schedule their annual meetings in
faraway places in the dead of night.) As Buffett’s friend, the Fortune
writer Carol J. Loomis, has written, “. . . this is a company that thinks
first and foremost about its shareholders. . . .”

Not surprisingly, Berkshire is No. 7 on Fortune’s list of most ad-
mired companies in America.

Warren Wannabes

Buffett has an army of Warren Wannabes, from money managers
who try to imitate his strategies down to the letter (Edwin
Walczak, who manages Vontobel U.S. Value and calls himself a
Buffett Moonie) as well as individual investors strongly influenced
by his views.

Peggy Ruhlin, a Certified Financial Planner in Columbus, Ohio,
has never met Buffett and been to only one annual meeting. “Unless
you're a complete fanatic, one is enough,” she reports. “Still, it’s a
once-in-a-lifetime experience. Before the meeting people are lined
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up an hour or two ahead outside the meeting room, and when the
doors open they run in as fast as they can, jumping over rows, stand-
ing on chairs, just to be up close. Many wear the Nebraska colors,
red and white.” (She attended her only meeting before the Yellow
Hatters, a fan club, became so vociferous.)

Buffett has been so spectacularly successful an investor, Ruhlin
believes, because “he buys only what he knows. And he buys well-
managed companies, takes a hands-off attitude, and leaves every-
thing in place. He really is an outside investor.”

In buying part and not complete ownership of companies, like
Coca-Cola and Gillette, she believes, his purchases “have not always
been so stellar. Some have been good, some have been bad.”

She herself follows the value investing philosophy. “I've read Gra-
ham and Dodd [Security Analysis by the two Columbia professors,
Benjamin Graham and David Dodd], and it’s been hard to be a value
investor these past few years. Some of my clients aren’t 100 percent
value. Some of them are 50 percent in growth. But almost all of my
clients own Berkshire Hathaway, the A shares or the B shares. At our
office, we even have a Warren Buffett Room.

“As a person, he’s easy to like. He’s so self-deprecating. He'’s
a regular person, and he has good Midwestern values, which I re-
late to.”

Someone else who has attended an annual meeting is David
Braverman, the Standard & Poor’s analyst, who went with his 16-
year-old daughter, Stacey, who owns one B share. She ran into
Buffett at a jewelry store, and because he likes young people, he
went over to her and whispered into her ear: “I want to give you a
hot stock tip: Buy the next Internet stock IPO at its opening on
Monday.”

At the meeting itself, Stacey asked a question—then publicly
thanked Buffett for recommending his favorite Internet stock. The
audience roared.

Buffettology or Mythology?

People with an ax to grind may be dubious of Buffett’s accomplish-
ments, and one ax they typically are seeking to have ground is their
adherence to the Efficient Market Hypothesis, the notion that stocks
are always reasonably priced because all information about all com-
panies is immediately dispersed to the general populace, and the
general populace is composed of equally intelligent, rational individ-
uals. One person who harbors doubts about Buffett’s abilities is
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Larry E. Swedroe, an advocate of index funds and the author of
What Wall Street Doesn’t Want You to Know (New York: St. Martin’s
Press, 2001).
He professes himself to be an “agnostic” regarding Buffett.
Certainly Buffett’s long-term record is impressive, Swedroe ad-
mits, and it may have three causes:

1. He may be a genius.
2. He may have been just lucky.

3. He may have benefited specially from his being an active partic-
ipant in companies he buys into, such as Coca-Cola and
Gillette. “He often takes an influential management role, includ-
ing a seat on the board of directors, in a company in which he
invests.” So it may be his contribution to the companies in
which he invests that explains his record.

(One might add: Another explanation someone might advance is
that Berkshire has used the float from its insurance company premi-
ums to compound its returns—at little or no cost. This, observes an-
alyst Braverman, is akin to Buffett’'s having used leverage, or
borrowing money.)

Swedroe continues: From 1990 to February 29, 2000, Berkshire
gained 407 percent. But that was only 0.2 percent per year
more than the S&P 500. Swedroe then does some data mining,
and, he admits, searches specifically for periods of time when
Berkshire Hathaway under-performed. From June 19, 1998, its all-
time high, to February 29, 2000, Berkshire fell 46 percent. The S&P
500 rose 24 percent, not including dividends. From 1996 through
1999, Berkshire rose by 75 percent. But the S&P 500 climbed by
155 percent.

The lesson from Buffett’s record, Swedroe concludes, is that
“choosing active managers, even perhaps the greatest one of all, is
no guarantee of better results.” Whereas diversifying among index
funds, he argues, is.

The obvious answer to Swedroe is that the 1990s were a great time
for the S&P 500 Index because technology stocks ruled the roost, es-
pecially in the last few years of the decade, and the S&P 500 was
dominated by its tech stocks. For Berkshire to have beaten the index
by even a small amount over that period of time is impressive, con-
sidering Buffett’s aversion to technology stocks. And the fact that
Berkshire endured some mediocre years and some poor years is not
surprising; the S&P 500 has suffered dry spells as well. In any case,
value stocks are notorious for trailing behind the general market



BUFFETTOLOGY OR MYTHOLOGY?

during long time periods, which might explain why value investors
wind up being so generously rewarded.

Why It's So Hard to Beat an Index Fund

Beating the stock market, as represented by an index fund, is fero-
ciously difficult, which is why Buffett’s record is so unusual. Here
are a few reasons why a large-company index fund, like one mod-
eled on the S&P 500, is so formidable an opponent:

¢ The Standard & Poor’s 500 is well diversified by industry.

e It is well diversified by stocks. (The Vanguard 500 Index has
around 506 stocks, the extra ones being for both A and B shares,
like those of Berkshire Hathaway, which—for some strange rea-
son— are not in the S&P 500.)

¢ An index fund based on the S&P 500 will normally have low ex-
penses. There are few changes in its composition, so trading
costs are minimal; there aren’t high salaries for a manager or for
various analysts.

* Most index funds are capitalization weighted; the bigger compa-
nies (measured by price times shares outstanding) have more ef-
fect on the index than the smaller ones. So, in a sense, an index
fund practices momentum investing; stocks that do well begin to
occupy a greater and greater role in the index, and stocks that do
poorly begin to occupy a lesser and lesser role. This explains
why value investing and index-fund investing may alternate peri-
ods of glory. If they buy stocks in the S&P 500 Index, value in-
vestors tend to buy the companies that have been shrinking.

¢ The indexes are not so passively managed as some people
think. The better companies are chosen for the index in the first
place; when a stock must be replaced, it is replaced by a stellar
company; when a company already in the index has been doing
abysmally, like Westinghouse or Woolworth, it may also be re-
placed by a thriving company. (Granted, the committee that de-
cides which securities should remain in an index and which
should be booted out is not infallible; in 1939, IBM was kicked
out of the Dow Jones Industrial Average.)

¢ An index fund won’t have a manager to blame if the fund does
poorly; shareholders may be more likely to continue holding on
because, clearly, there’s no one to heap abuse on for any mis-
take. Shareholders may be more likely to desert an actively
managed fund—and when they do flee, the manager may be
forced to sell stocks at what may be the wrong time. Or the
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manager may be discharged, and his or her successor may
drastically revamp the portfolio—just when the first manager’s
strategy is finally kicking in. I once told John Bogle that one
benefit of an index fund is that the guy who’s not managing it
today will be the same guy who’s not managing it 20 years from
now. He smiled.



Buffett: A Lite in
the Stock Market

n some ways Warren Buffett resembles another plainspoken, outspo-
ken, ordinary-but-not-so-ordinary Midwesterner: President Harry
Truman. This is so even though Truman, after having been burned in a
zinc mining adventure, mostly confined his investing to Treasuries.
Many of the terms used to describe Truman describe Buffett
equally as well. Historian David McCullogh called Truman a man
“full of the zest of life.” Others talked about his “fundamental
small-town genuineness,” and his “appealing mixture of modesty
and confidence.”

Against Ostentation

Truman thought little of the palace at Versailles, feeling that the money to
build it had been “squeezed” from the people. In a similar vein, Buffett was
contemptuous of William Randolph Hearst’s self-indulgent San Francisco
castle, San Simeon, with its art treasures from all over the world. He felt that
it had taken “massive amounts of labor and material away from other societal
purposes.”

17
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Much like Buffett, Truman was known for his integrity and charac-
ter, and for being scrupulously ethical. These traits seem to have
served Buffett and Truman equally well.

Warren Edward Buffett was born in Omaha on August 30, 1930,
the son of Howard Buffett, a stockbroker and later a Republican
congressman. He was the second of three children, and the only son.

From his father Buffett learned the basic moral values, possibly
along with a deep respect for people who have money—his father’s
clients. From his mother, who was difficult and disapproving, he
may have developed a strong need to prove his worth, perhaps by
accumulating a large fortune.

In his youth Buffett displayed his intellectual gifts by memorizing
the populations of scores of U.S. cities. He displayed his commercial
instincts by selling chewing gum to passersby, setting up a lemonade
stand, selling cans of soda pop, even selling a tip sheet at the track.
He played Monopoly for hours.

When he was 11, he began working in his father’s brokerage firm,
marking prices on a blackboard. He bought his first stock when he
was 11: three shares of Cities Service Preferred, at $38 a share. The
price fell to $27, then bopped up to $40, at which point he sold. His
profit was $6, minus commissions. The stock soon rose to $200 a
share; perhaps Buffett had learned a lesson in being patient.

When his father was elected to Congress, he took his family to
Fredericksburg in Virginia. Warren, who all his life has been upset at
the prospect of change, was wretched. He was allowed to return to
Omaha and live with his grandfather, Ernest. Later, he worked in his
grandfather’s grocery store.

Buffett returned to Washington, D.C., as a teenager. He began de-
livering the Washington Post and other newspapers, and in 1945, at
14, took his savings from his paper routes and bought 40 acres of Ne-
braska farmland for $1,200 and leased them to a farmer. He also
made money by searching for lost golf balls on a golf course, and by
renting old, repaired pinball machines to barber shops.

In high school, he was something of a nerd; he wore the same

His Picture in the Paper

At seven, Buffett was hospitalized. In bed, he played with numbers, explaining
to his nurse, “I don’t have much money now, but someday | will and I’'ll have
my picture in the paper.”
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sneakers all the time, even in the dead of winter. But he had devel-
oped such a reputation for stock-market wisdom that even his
teachers would ask him for advice. He graduated high school 14th
in his class of 374, and the yearbook described him this way: “Likes
math . . . a future stockbroker.”

He went on to the Wharton School of Finance, where, Warren re-
ported, he knew more than his professors. And, indeed, he was a
standout student. After a year, he transferred to the University of Ne-
braska in Lincoln.

He himself dabbled in charting and technical analysis, but then,
while a senior at the University of Nebraska, read Benjamin Gra-
ham’s The Intelligent Investor, advocating that investors buy good,
cheap companies and hang on—and the veils promptly fell from
his eyes.

At 19 Buffett applied to and was turned down by the Harvard Busi-
ness School, surely a blunder as egregious as the Boston Red Sox’s
selling Babe Ruth to the Yankees. He then moved to New York to
study with Ben Graham at the Columbia Business School. He was a
splendid student.

After getting his M.B.A., Buffett applied for a job with Graham’s
firm, offering to work for no pay, but was turned down. Buffett wasn’t
resentful: He joked that Graham had “made his customary calcula-
tion of value to price and said no.”

At the same time that Howard Buffett lost his seat in Congress,
Warren received a phone call from Ben Graham. He offered Buffett a
job as an analyst with Graham-Newman in the Chanin Building on
43rd Street. There Buffett shared a room with Walter Schloss (Chap-
ter 26), and later with Tom Knapp, who started the Tweedy, Browne
funds (Chapter 24).

Although he admired Graham, Buffett complained that he “had
this kind of shell around him.” Graham also didn’t really say yes to
Buffett’s proposed stock picks—or anyone else’s. He also discour-
aged Buffett from visiting companies and talking to management. Ei-
ther a stock fit Graham’s mathematical matrix or it didn’t.

Buffett began courting Susan Thompson, and when she didn’t re-
turn his affection, befriended her father. Susan was dating Milton
Brown, a Jew, and Susan’s parents—her father was a Protestant min-
ister—were disapproving. Buffett told Susan’s father that he was
Jewish enough for Susan and Christian enough for him. (“Jewish
enough for Susan” probably meant: He was unconventional and
iconoclastic.) Eventually Susan gave in to her father, and began dat-
ing Buffett; they married in 1952.
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In 1956 Graham retired to California, and Buffett—mow worth
$140,000 thanks to shrewd investing—returned to Omaha.

There, Buffett began working in his father’s business. The first
stock he sold: GEICO. Then he started his own investment part-
nership. He persuaded a group of investors to hand over $25,000
each; Buffett contributed $100, and he was on his way. His goal: to
beat the Dow Jones Industrial Average by an average of 10 percent
a year.

When he ended the partnership in 1969, because he couldn’t find
cheap stocks to buy, his investments had compounded at 29.5 per-
cent a year versus the Dow’s mere 7.4 percent a year. Ending the
partnership was a good call. The Dow plunged in 1973 and 1974.

Buffett suggested that his ex-partners invest money with his
friend Bill Ruane in a new mutual fund called Sequoia. (See Chap-
ter 21.)

In 1962, Buffett had begun buying cheap shares of a textile mill in
New Bedford, Massachusetts, called Berkshire Hathaway. He began
buying it at less than $8 a share, then took it over completely in 1964,
when its book value was $19.46.

He had promised to hold onto the textile mill, but eventually
had to give it up because the business was eroding thanks to for-
eign competition.

He then went into insurance, a wise decision because insurance

A Telling Anecdote

The Omaha Club, a downtown dining club for businessmen, did not admit
Jews, and at least one Jewish businessman told Buffett that he was upset.
When Buffett mentioned this to the club’s board, he was told, “They have their
own club.” Buffett argued that some Jewish families had been in Omaha for a
hundred years, they had contributed to the community, and yet they could not
join a club that a Christian newcomer could join immediately. “That is hardly
fair.” (“Fair,” along with “certainty,” is one of Buffett’s favorite words.)

Buffett then applied for membership in the all-Jewish Highland Country
Club. Astonishingly, some of its members didn’t want to accept him, claiming
that Gentiles would wind up taking over the club. (These members, obviously,
had goyishe kopfs.) On October 1, 1969, Buffett was admitted. The Omaha
Club promptly began admitting Jews.

With characteristic modesty and good humor, Buffett explained that he had
wanted to join the Highland Club only because the food was better.
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companies give their owners free money from customers to invest
for a time (until claims must be paid)—and Buffett knew how to in-
vest spare money.

When the markets crashed in 1973-1974, Buffett went in with a
wheelbarrow and scooped up bargains.

His wife, Susan, apparently didn’t enjoy the good, quiet life in Om-
aha as much as Buffett did, and moved to San Francisco, helping him
find another housemate, Astrid Menks, a Latvian-born waitress at a
local café. Mrs. Buffett nonetheless joins him on most of his public
appearances, gets along famously with Ms. Menks, and will inherit
all his stock should he predecease her.

They have three children: Howard, Susan, and Peter.

Buffett still lives on Farnam Street in the same big, gray house he
purchased 40 years ago for $31,500. He drives his own car, does his
own taxes.

The Buffett Foundation, which he set up in the mid-1960s, helps
family-planning clinics.

His most notable purchases include the Washington Post, GEICO,
Coca-Cola, Gillette, American Express, and General Re. He
prefers buying companies outright to buying partial shares, and
he now owns a well-diversified portfolio of companies. (See Appen-
dix 2.)

In the early 1990s, perhaps mistakenly, Buffett and Munger got in-
volved in the Salomon scandal over its hogging of Treasury bonds,
and Buffett took over as chairman. He tried to curtail the greediness
of Salomon bond traders, and certainly managed to rescue the com-
pany from bankruptcy, but in retrospect it seems to have been a no-
win situation—a dragon that Buffett might have been better off
avoiding rather than trying to slay.

His annual reports are reader friendly, literate, learned, and some-
times funny (although he mistakenly believes that St. Augustine’s
plea, “Give me chastity, but not now,” is apocryphal).

Berkshire does things differently. Both Buffett and Munger receive
only $100,000 a year in salaries. The shares were split into A and B
varieties in 1996 only to fend off sharpies, who were about to sell
small units of Berkshire for less than the $48,000 a share it was then
selling for. (Buffett never split the stock, despite its lofty price, be-
cause he believes that low prices lead to a high turnover, attract in-
vestors who are short-term oriented, and cause stock prices to
diverge from their intrinsic value.)

The fun-filled annual meetings, Woodstock for Capitalists, lure
thousands of contented shareholders, and every year more and more

2
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people flock there to enjoy the Warren and Charlie Show. Celebrities
turn up, too, including Michael Eisner of Disney.

Apparently the man designated to succeed Buffett when he leaves
is Louis Simpson, GEICO’s chairman. (See Chapter 23.)

In 2001 Buffett went on what was, for him, a buying spree, pur-
chasing shares of such companies as H&R Block, GPU, and Johns
Manville, the company riddled with asbestos problems. He joined
with other very wealthy people in publicly opposing legislation to
eliminate the estate tax, arguing that it is simply unfair for one child
to be born with far more financial resources than another. And he
began issuing warnings that the stock market was overvalued. He is
only 70 years old as of this writing, and one can confidently expect
that he will be entertaining and enlightening us many more times
during this decade, and yes, even getting his picture in the papers.



The Influence of
Benjamin Graham

U.S. Steel sold for $262 on September 3, 1929. On July 8, 1932, it sold
for $22.

General Motors fetched $73 on September 3, 1929. On July 8, 1932,
it was down to $8.

Montgomery Ward was $138 in 1929. In 1932, it was $4.

AT&T was $304 in 1929. In 1932 it was $72.

Those were the better stocks. Some of the very worst stocks were
called investment trusts. These were actually what we now call
closed-end mutual funds. The problem with many of these trusts
was that they were leveraged up the Wazoo. Even more trouble-
some, they had substantial holdings in other highly leveraged trusts.
In 1929 they were fireworks waiting for a spark.

One well-known fund, United Founders, sold for $70 in 1929. In
1932 it sold for 50 cents. American Founders was $117 in 1929. In
1932, also 50 cents.

Goldman Sachs Trading Corporation once sold for as much as
$222.50 a share. At that point its premium to its underlying assets
was 100 percent. In 1932 Walter E. Sachs was hauled before a sen-
ate committee. What, a senator asked, was the price of Goldman

CHAPTER 4
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Sachs Trading Corporation stock now? Answer: approximately
$1.75.

People tend to simplify and overdramatize. The Crash of 1929
was exaggerated. The stock market’s decline through the entire
year of 1929 was only 17 percent—not enough to qualify as a bear
market, which calls for a 20 percent decline. In fact, 1930 was
worse. Even worse was to come. All in all, the stock market fell
around 80 percent from 1929 through 1932. By contrast, during the
horrendous bear market of 1973-1974, stocks lost only 45 percent
of their value.

After the Crash of 1929, many sophisticated and experienced in-
vestors, accustomed to buying when stocks retreated, bought on the
dip. After all, Herbert Hoover announced at the end of 1929 that “The
worst is behind us.” And Calvin Coolidge, the departing president,
insisted that “Stocks are cheap at current prices.” (Coolidge, famous
for his taciturnity, clearly talked too much.) These cagey investors
had their heads handed to them. Among them were Joseph P.
Kennedy, the first chairman of the Securities and Exchange Commis-
sion (and father of President John F. Kennedy), along with a brilliant
young money manager named Benjamin Graham. Graham was
wiped out.

The crashes of 1929-1932 etched themselves into Graham’s mind.
Stocks and the stock market were dangerous and treacherous. To
protect himself, he was forever seeking a “margin of safety.” (Warren
Buffett was to call those words “the three most important words in
investing.”) Graham may also have been the first person to claim
that the first rule of investing is: Don’t lose money. The second rule
is: Don’t forget the first rule. Buffett, who called Graham the
smartest man he had ever met, was in later years to say the exact
same thing.

History

Benjamin Graham was born Benjamin Grossbaum, and his family
came from England to New York City in 1895, when he was one
year old. His father, who ran a chinaware firm, died when Ben-
jamin was nine. His widow put her savings into the stock market
and lost it all in the panic of 1907, leaving the family in sorry finan-
cial shape.

Graham went to Boys High in Brooklyn, a renowned high school,
then to Columbia College. He was a genuine polymath. Graduating
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Phi Beta Kappa, he was offered teaching posts in three Columbia
departments: English, philosophy, and mathematics. Instead he
headed for Wall Street, working as a messenger for an old-line firm.
Eventually he began analyzing companies and by age 25 became
partner in the firm of Newburger, Henderson & Loeb, earning
$600,000 a year.

In 1926 Graham formed a mutual fund, which he managed in re-
turn for a share of the profits. He was soon joined by a partner,
Jerome Newman. The fund declined 70 percent from 1929 to 1932,
and Graham was thinking of surrendering. Newman put up $75,000
to enable the firm to survive. The firm eventually regained its foot-
ing and went on to prosper, although it never became especially
large. Among the people who once worked for Graham and New-
man was a young Columbia Business School graduate named War-
ren Buffett.

From 1928 to 1956 Graham had taught a popular evening course at
Columbia Business School. In 1934, at a time when people didn’t
even want to hear the word “stocks,” Graham and Professor David
Dodd published their revolutionary book, Security Analysis, a text
for serious students. Security Analysis carries on its frontispiece a
quote from Horace: “The last shall be first and the first shall be last.”
(Graham was a Latin scholar.)

In brief, Graham recommended buying cheap stocks, their
cheapness being apparent in (1) their price being less than two-
thirds of their net asset value, and (2) their stock having low price-
to-earnings ratios.

To Buffett, Graham’s philosophy consisted of three principles:

1. Look at stocks as real businesses, not as gambling chips to be
wagered.

2. Buy stocks cheaply—obtain a “margin of safety.”

Tough Sledding

When | asked Peter Lynch if he had read Security Analysis, he made a face and
said, “Too dry.” Readers might be interested in another book of Graham’s, The
Intelligent Investor, which features an introduction and appendix by Warren
Buffett. It is more reader friendly.

2%
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3. Be a true investor. “If you have that attitude, you start out
ahead of 99 percent of all the people who are operating in the
stock market—it’s an enormous advantage.”

An Aversion to Risk

Graham was risk averse to a fault. It was hard for his employees to
persuade him to purchase a stock if it seemed to entail a slightly-
more-than-usual risk, something out of the ordinary.

When one employee, Walter Schloss, talked up a company called
Haloid, Graham told him that it wasn’t cheap enough. Haloid became
the Xerox Corporation.

David Dreman, a famous value investor of more recent times, has
argued that Graham’s investment approach was so timid that it
would have kept investors out of much of the bull market of 1947 as
well as the awesome bull market that began in 1982.

When Buffett graduated from Columbia Business School, Gra-
ham—and Buffett’s own stockbroker father—told him to keep away
from Wall Street, at least until the next crash was over.

Mr. Market

Graham’s central thesis may have been his observation that in-
vestors become too optimistic and too pessimistic, and that smart
investors should buy when investors are so gloomy they will accept
almost any price to get rid of their stinkers, and sell when investors
are so euphoric they will pay ridiculously high prices for sure win-
ners. As he put it, one should buy “when the current situation is un-
favorable, the near-term prospects are poor, and the low price fully
reflects the current pessimism.”

A famous metaphor he invented: You are in business with a
sweet but slightly loony gentleman named Mr. Market, who hap-
pens to go to emotional extremes. Either he’s euphoric or he’s de-
pressed. And every business day Mr. Market is willing to buy our
stocks or sell us his. You can just ignore his offers. Or, when he
wants to buy your stocks at absurdly high prices, sell, and when
he wants to sell you his stocks at absurdly low prices, buy. In fact,
when Mr. Market has a great many cheap stocks to sell you, it’s
probably time to stock up in general. When Mr. Market has very
few stocks to sell, it’'s probably time to sell. Graham’s greatness,
says author John Train, “may well have consisted in knowing how
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to say no. . . . He felt no need to invest at all unless everything was
in his favor.” That, of course, was a rule that Buffett has followed
carefully. (See Chapter 8.)

Another famous metaphor of his: Some good stocks are like
cigar butts. These are stocks abandoned by investors that, like

Graham'’s 10 Signs of a Bargain Stock

A company would have to meet seven of the following ten criteria (as laid out
in Security Analysis) before Graham would consider it a cheap stock:

1. An earnings-to-price yield (the opposite of the price-earnings ratio) that
is twice the current yield of an AAA (top-rated) bond. If bonds are yielding
5 percent, the earnings yield of a stock should be 10 percent. In other
words, you could get 5 percent fairly safely; to take on the risk of a stock,
you want twice the possible reward.

2. A p-e ratio that is historically low for that stock. Specifically, it should be
two-fifths of the average p-e ratio the shares had over the past five years.

3. Adividend yield of two-thirds of the AAA bond yield. (Obviously, stocks
that don’t pay dividends wouldn’t qualify under this rule.)

4. A stock price that is two-thirds of the tangible book value per share.

5. A stock price that is two-thirds of the net current asset value or the net

quick-liquidation value.

Total debt lower than tangible book value.

A current ratio of two or more.

Total debt that’s not more than net quick-liquidation value.

Earnings that have doubled within the past ten years.

Earnings that have declined no more than 5 percent in two of the past ten

years.

O W oo ~N o

The individual investor, Graham counseled, should adapt these rules to his
or her own situation.

e |f an investor needs income, he or she should pay special attention to rules
1 through 7—especially, of course, to rule 3, the one requiring high
dividends.

¢ An investor who wants safety along with growth might pay special attention
to rules 1 through 5, along with 9 and 10.

¢ An investor emphasizing growth can ignore dividends, but should pay
special attention to rules 9 and 10, underweighting 4, 5, and 6.

2]
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cigar butts, had a few good puffs remaining in them. (One senses
that the ghost of the Depression is walking; picking up discarded
cigar butts and smoking them is what desperately poor men did
during the 1930s.)

Pay scant attention to stock market quotations, Graham advised.
Don’t become concerned by big price declines nor excited by sizable
advances.

On the other hand, Graham also recommended that investors’
portfolios be diversified—just in case a bargain-basement stock
turned out to deserve its low price. For a defensive investor, 10 to
30 stocks were enough, Graham believed. (Buffett has argued for
even fewer.)

In his writings Graham stressed the cardinal difference between
investing and speculating. An investor tries to buy and hold “suit-
able securities at suitable prices.” A speculator tries to anticipate
and profit from market fluctuations. A true investment, he be-
lieved, is the result of (1) a thorough analysis of the company,
which leads to a promise of (2) safety of principal, and (3) a satis-
factory return.

Graham as a Writer

Graham'’s writing style was clear, muscular, lively. Buffett’s writing
style is similar.

“To achieve satisfactory investment results is easier than most people re-
alize; to achieve superior results is harder than it looks.”

“If you want to speculate do so with your eyes open, knowing that you
will probably lose money in the end; be sure to limit the amount at risk
and to separate it completely from your investment program.”

“Never buy a stock immediately after a substantial rise or sell one after
a substantial drop.” Wait until the dust settles.

“. .. a sufficiently low price can turn a security of mediocre quality into
a sound investment opportunity—provided that the buyer is informed and
experienced and that he practices adequate diversification.”

“. .. the risk of paying too high a price for good-quality stocks—while a
real one—is not the chief hazard confronting the average investor in secu-
rities. Observation over many years has taught us that the chief losses to
investors come from the purchase of low-quality securities at times of fa-
vorable business conditions.” In a bull market, you can mistake a dog for a
thoroughbred.

Another famous comment of his: In the short run, the market is
a voting machine. In the long run, it’s a scale. In other words, emo-
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One of Graham’s most interesting investments came in 1948, when Graham
and Newman used $720,000, which was 25 percent of their firm’s total assets,
to buy a half interest in the Government Employees Insurance Company, which
sold auto insurance to government employees directly, by mail. Because
GEICO had no salespeople to pay, it could offer low rates. And government
employees tend to be especially safe drivers. Eventually the $720,000
investment was to become worth a cool $500 million.

But by 1977 GEICO was in serious trouble and had lost 95 percent of its
value at its peak. GEICO was to play a key role in Buffett’s investment career.

tions determine where the market is now; in the long run, reality
counts.

“The farther one gets from Wall Street, the more skepticism one will find,
we believe, as to the pretensions of stock-market forecasting, or timing.”

He was not in favor of buying good companies and holding them
indefinitely. Most businesses, he wrote, change over the years, for
the better or (perhaps more often) for the worse. “The investor need
not watch his companies’ performance like a hawk; but he should
give it a good, hard look from time to time.”

On the subject of asset allocation, Graham revealed his sense of
humor. He was in favor of an investor’s determining what percent-
age of stocks and bonds should be in his or her portfolio. “The chief
advantage, perhaps, is that such a formula will give him something
to do. As the market advances he will from time to time make sales
out of his stockholdings, putting the proceeds into bonds; as it de-
clines he will reverse the procedure. These activities will provide
some outlet for his otherwise too-pent-up energies.” Those energies
may have otherwise impelled him to go with the crowd and buy re-
cent winners.

Also: “. .. any approach to moneymaking in the stock market
which can be easily described and followed by a lot of people is by
its terms too simple and too easy to last.”

And: “A substantial rise in the market is at once a legitimate rea-
son for satisfaction and a cause for prudent concern.”

Many of his observations were provident. He was dubious of new
issues, initial public offerings, because they tend to be brought to
market when the pot is bubbling over.
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The Later Years

Graham married three times. He liked women, Buffett observed, and
women liked him. Even though physically he resembled Edward G.
Robinson, the heavy-set actor, Graham “had style.” In his later years
Graham moved from New York to La Jolla, California, taught at the
University of California at Los Angeles, and later still settled in the
south of France, where he died in 1976.

In his late 70s, he told a friend that he hoped to do “something
foolish, something creative and something generous every day.”
(Buffett joked that Graham got the foolish thing done before
breakfast.)

His friends recognized him as a man of great kindness, but re-
served. He lived modestly. Once he and his student, Buffett, were go-
ing out to lunch at a deli, and Graham told him, “Money won’t make
any difference to you and me, Warren. We'll be the same. Our wives
will just live better.”

He was generous with his time and with his money. On his birth-
day, he would give his employees presents. When Buffett had a son,
Graham gave Buffett a movie camera and a projector. Buffett named
the son Howard Graham, after his father, and his teacher.

Buffett on Graham

Buffett wrote of Graham’s Security Analysis, “I read the first edition
of this book early in 1950, when I was about nineteen. I thought then
that it was by far the best book about investing ever written. I still
think it is. . . .

“To me, Ben Graham was far more than an author or a teacher.
More than any other man except my father, he influenced my life.”

After Graham’s death, Buffett wrote this tribute to him: “A re-
markable aspect of Ben’s dominance of his professional field was
that he achieved it without that narrowness of mental activity that
concentrates all effort on a single end. It was, rather, the inciden-
tal byproduct of an intellect whose breadth almost exceeded defi-
nition. Certainly I have never met anyone with a mind of similar
scope. Virtually total recall, unending fascination with new knowl-
edge, and an ability to recast it in a form applicable to seemingly
unrelated problems made exposure to his thinking in any field a
delight.”

Buffett then referred to Graham’s hope to do something foolish,
creative, and generous every day of his life:

“But his third imperative—generosity—was where he succeeded
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beyond all others. I knew Ben as my teacher, my employer, and my
friend. In each relationship—just as with all his students, employees
and friends—there was an absolutely open-ended, no-scores-kept
generosity of ideas, time, and spirit. If clarity of thinking was re-
quired, there was no better place to go. And if encouragement or
counsel was needed, Ben was there.

“Walter Lippman spoke of men who plant trees that other men will
sit under. Ben Graham was such a man.”
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The Intluence
of Philip Fisher

hereas Benjamin Graham emphasized buying securities cheaply
and selling them when they become reasonably priced, Philip A.
Fisher emphasizes buying fine companies, “bonanza” companies,
and just holding onto them. Despite their seeming differences, both
men favor conservative investments—held for the long term.
Graham was number oriented: quantitative. Fisher is more of an
artist: qualitative. Before buying a stock, he evaluates the excel-
lence of a company’s product or service, the quality of manage-
ment, the future possibilities for the company, and the power of
the competition.
Buffett seems to be ambidextrous, a disciple of both philosophies,
an investor both qualitative and quantitative.

Not That Fisher

Fisher is not to be confused with Yale professor Irving Fisher, remembered
best for having said in 1929, just before the crash, that stocks had seemingly
reached a permanently high plateau.
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Philip Fisher is a money manager and a practical, original, in-
sightful thinker. Buffett admired his book, Common Stocks and Un-
common Profits (1958), and later visited with him. “When I met him,
I was as much impressed by the man as by his ideas,” Buffett wrote.
“A thorough understanding of the business, obtained by using his
techniques . . . enables one to make intelligent investment commit-
ments.”

Reading Fisher, one is struck by how much in his debt Buffett is.
In fact, while Buffett has said that he is 15 percent Fisher and 85 per-
cent Graham, the split seems closer to 50 percent-50 percent.

Philip Fisher began his career as a securities analyst in 1928, after
graduating from Stanford Business School. He founded Fisher &
Company in San Francisco in January 1931, seemingly not an auspi-
cious time. But it turned out to be exactly right. After suffering two
terrible years in the stock market, investors were disgusted with
their current brokers and willing to listen, “even to someone both
young and advocating a radically different approach to the handling
of their investments as I,” he wrote in Developing an Investment
Philosophy. Besides, business was so slow, executives had plenty of
time to kill. “In more normal times,” he remembers, “I would never
have gotten past their secretaries.”

One man, on being informed by his secretary that a fellow named
Fisher wanted to chat with him, decided that “Listening to this guy
will at least occupy my time.” He became a long-time client. Later,
he told Fisher, “If you had come to see me a year or so later [when
the economy had begun reviving], you would never have gotten into
my office.”

In 1932, after working many hours, Fisher wound up with a net
profit of $35.88. The next year, business picked up considerably: The
net profit surpassed $348. “This was possibly about what I would
have made as a newsboy selling papers on the street.”

But by 1935 his business was humming along, and eventually he
developed a small band of loyal and well-to-do clients.

A Growth Investor

By accompanying one of his business school professors on visits to
companies, Fisher had learned a good deal about the nitty-gritty of
businesses. He is also blessed, like Buffett and Charles Munger, with
a mind that sees the big picture, unencumbered by preconceptions
and trivialities. His book, Common Stocks and Uncommon Profits
and Other Writings by Philip A. Fisher, is still impressive for both
its practicality and its subtlety.



A GROWTH INVESTOR

Fisher is squarely in the growth camp, and writes disdainfully of
value investors and their preoccupation with numbers. He grudg-
ingly admits that the “type of accounting-statistical activity which
the general public seems to visualize as the heart of successful in-
vesting will, if enough effort be given it, turn up some apparent bar-
gains. Some of these may be real bargains. In the case of others,
there may be such acute business troubles lying ahead, yet not dis-
cernible from a purely statistical study, that instead of being bar-
gains they are actually selling at prices which in a few years will
have proven to be very high.” In other words, some ugly ducklings
grow up into even uglier ducks.

In the nineteenth century, according to Fisher, value investing was
the fashion. People would buy stocks during busts and sell them for
higher prices during booms. Still, he is sure that growth investing,
buying healthy, glamorous stocks, has always been the wiser course.
“Even in those earlier times,” he writes, “finding the really outstand-
ing companies and staying with them through all of the fluctuations
of a gyrating market proved far more profitable to far more people
than did the more colorful practice of trying to buy them cheap and
sell them dear.”

Fisher defines outstanding companies as those “that over the
years can grow in sales and profits far more than industry as a
whole.” His version of growth investing targets mainly big compa-
nies, not small companies, and it calls for a buy-and-hold strategy.
While most growth investors trade frequently, those whose battle-
fields are large-company stocks, like Fisher, generally hate parting
with their holdings.

In judging companies, Fisher is more the artist as opposed to
the scientist. That means checking out the management, learning
about company morale, studying the product or service, evaluat-
ing the sales organization and the research department—that sort
of thing.

Early in his Common Stocks book, in fact, is a chapter entitled
Scuttlebutt. You can learn a lot about a company, Fisher argues,
through the business grapevine, talking to competitors, to knowl-
edgeable people in general, in order to judge a particular company’s
research, its sales organization, its executives, and so forth. “Go to
five companies in an industry, ask each of them intelligent questions
about the points of strength and weakness of the other four, and
nine times out of ten a surprisingly detailed and accurate picture of
all will emerge.” You can also learn much from vendors and cus-
tomers, executives of trade associations, and research scientists.
Also interview former employees, recognizing that some may have
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A Bonanza Company

¢ |t has capable management, people determined that the company will grow
larger and able to carry out their plans.

e The company’s product or service has a strong potential for robust, long-
term sales growth.

¢ The firm has an edge over its competitors and any newcomers.

special grievances against the company. Finally, interview the com-
pany’s own officers.

What if the information you obtain through the grapevine is con-
flicting? Then you're not dealing with a truly outstanding company. If
it’s a bonanza company, the information will be decidedly favorable.

Forget about companies that promise profits but only temporar-
ily—because of a one-time event, such as a shortage of this metal or
that product. And be dubious of new companies.

Not that Fisher doesn’t have a foot in the other camp. Buy bo-
nanza companies when the entire market is down—or when the
stock is down because of bad news. Don’t ignore the numbers.
Check the financial statements, see how much money is spent on re-
search, look into abnormal costs, study a breakdown of sales by
product lines.

Once you have identified what appears to be a bonanza company,
Fisher proposed, subject the company to a 15-point test, some focus-
ing on the company itself, some on the management.

Fisher’s 15 Questions

1. Does the company’s product or service promise a big in-
crease in sales for several years? He cautions against firms
that show big jumps due to anomalous events, like a tempo-
rary shortage. Still, judge a company’s sales over several years
because even sales at outstanding companies may be some-
what sporadic. Check on management regularly, to make sure
it’s still top-notch.

2. Is management determined to find new, popular prod-
ucts to turn to when current products cool off? Check
what the company is doing in the way of research to come up
with the newer and better.
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3. How good is the company’s research department in rela-
tion to its size?

4. Does the company have a good sales organization?
Production, sales, and research are three key ingredients
for success.

5. Does the company have an impressive profit margin?
Avoid secondary companies. Go for the big players. The only
reason to invest in a company with a low profit margin is if
there’s powerful evidence that a revolution is in the offing.

6. What steps is the company taking to maintain or im-
prove profit margins?

7. Does the company have excellent labor and personnel
relations? A high turnover is an unnecessary expense. Com-
panies with no union, or a company union, probably have
good policies—otherwise, they would have been unionized.
Lots of strikes, and prolonged strikes, are obviously symp-
toms of sickness. But don’t rest easy if a company has never
had a strike. It might be “too much like a henpecked husband”
(too agreeable). Be dubious about a company that pays be-
low-average wages. It may be heading for trouble.

8. Does the company have a top-notch executive climate?
Salaries should be competitive. While some backbiting is to
be expected, anyone who’s not a team player shouldn’t be
tolerated.

9. Does management have depth? Sooner or later, a company
will grow to a point where it needs more managers, ones with
different backgrounds and skills. A good sign: Top manage-
ment welcomes new ideas, even criticism, from below.

One of my favorite passages from Fisher’s book is: Beware of companies, too,
where management is cold blooded. “Underneath all the fine-sounding
generalities,” he writes, “some managements have little feeling for, or
interest in, their ordinary workers. . . . Workers are readily hired or dismissed
in large masses, dependent on slight changes in the company’s sales outlook
or profit picture. No feeling of responsibility exists for the hardships this can
cause for the families affected.” No wonder Buffett admired him when he met
him in person!
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10.

11.

12.

13.

14.

15.

How good is a company’s cost analysis and account-
ing? Management must know where costs can be cut and
where they probably can’t be cut. Most companies manufac-
ture a large variety of products, and management should
know the precise cost of one product in relation to others.
One reason: Cheap-to-produce products may deserve spe-
cial sales efforts.

Are there any subtle clues as to how good a company is?
If a company rents real estate, for example, you might check
how economical its leases are. If a company periodically
needs money, a spiffy credit rating is important. Here, scuttle-
butt is an especially good source of information.

Does the company have short-range and long-range
plans regarding profits? A company that’s too short-term
oriented may make tough, sharp deals with its suppliers,
thus not building up goodwill for later on, when supplies
may be scarce and the company needs a big favor. Same
goes for treatment of customers. Being especially nice
to customers—replacing a supposedly defective product,
no questions asked—may hurt in the short run, but help
later on.

Might greater growth in the future lead to the is-
suance of more shares, diluting the stock and hurting
shareholders? A sign that management has poor financial
judgment.

Does management freely own up to its errors? Even fine
companies run into unexpected problems, such as a declin-
ing demand for their products. If management clams up, it
may not have a rescue plan. Or it may be panicking. Worse, it
may be contemptuous of its shareholders. Whatever the rea-
son, forget about “any company that withholds or tries to
hide bad news.”

Does management have integrity? Does management re-
quire vendors to use brokerage firms owned by the managers
themselves, or their friends or relatives? Does management
abuse stock options? Put its relatives on the payroll at spe-
cially high salaries? If there’s ever a serious question whether
the management is mindful enough about its shareholders,
back off.



WHEN TO SELL

What and When to Buy

Investors should put most of their money into fairly big growth
stocks, Fisher maintains. How much is “most”? It could be 60 per-
cent or even 100 percent, depending on the investor.

In general, don’t wait to buy. Buy an outstanding company now.
What if economists fret that a recession is coming, citing all sorts of
worrisome numbers? Economic forecasting, Fisher argues, is so un-
reliable, you're better off just ignoring it. He compares it to chem-
istry in the days of alchemy.

Obviously, if you buy a growth company when it's somewhat
cheap, you'll wind up doing better. So “some consideration should
be given to timing.” For example, management might have made a
mistake in judging the market for a new product, causing earnings
and share price to fall off the table. Or a brief strike has hit the com-
pany. During this time, management was buying shares like mad, but
the stock price kept retreating. Another good time to buy.

Clearly, an investor must make sure that management really is ca-
pable—and that a company’s troubles are short lived, not permanent.

What if yours is a modest portfolio and you are nervous about
stashing your savings into the stock market in one fell swoop?
What if a business bust came along? Fisher advocates dollar-cost
averaging—investing regularly over a period of time. Beginning in-
vestors, after having made a start buying big growth companies,
“should stagger the timing of further buying. They should plan to
allow several years before the final part of their available funds will
have been invested.”

Fisher advocates patience. “It is often easier to tell what will
happen to the price of a stock than how much time will elapse be-
fore it happens.” In other words, stay the course. You may just be a
quicker thinker than other investors, and you’ll just have to wait
until they catch up to you. Occasionally, he warns, it may take as
long as five years for excellent investments to reward you for your
perseverance.

When to Sell

In a classic statement, Fisher wrote: “If the job has been done cor-
rectly when a common stock is purchased, the time to sell it is—al-
most never.”

Only three reasons exist for selling the stock of a company previ-
ously judged outstanding:



40

THE INFLUENCE OF PHILIP FISHER

1. The original purchase was a mistake. Trouble is, we may
not be ready to come clean. “None of us like to admit to him-
self that he has been wrong.” He goes on: “More money has
probably been lost by investors holding a stock they really
did not want until they could ‘at least come out even’ than
for any other single reason.” (Fisher was thus anticipating
one of the theorems of the behavioral economists, that of
loss aversion.)

2. The company has changed. Maybe the quality of manage-
ment has deteriorated. “Smugness, complacency, or inertia re-
place the former drive and ingenuity.” Forget about the nasty
capital-gains taxes you might pay. Sell. Then again, maybe the
company has simply aged, and so have its products and ser-
vices. The growth is no longer there. The company no longer
passes most of the 15 points. Again, sell. But now you can take
your time.

A good test: Will the stock climb during the next business
boom as much as it has in the past? If not, the stock should
probably be sold.

3. There’s a better buy out there. But this seldom happens.

Other reasons to hold onto a stock: The capital-gains tax. And
the fact that a stock that’s sold now just might soar during the
next bull market. And how is the investor to know when to buy
back in?

What if a stock is reported to be “overpriced”? Again, this is
mainly a matter of conjecture. Who knows what the earnings will be
two years from now?

What if a stock has made a big run-up—isn'’t it time to sell now?
Hasn't it used up most or all of its potential? Fisher’s answer: Out-
standing companies “just don’t function this way.” They tend to go
up and up and up. And you want to be there when that happens.

Things That Investors Should Not Do

e Don’t buy into initial public offerings (IPOs). There is a
greater chance for error when you invest in a company with-
out a track record. Besides, the hotshots who are launching
the company are terrific salespeople, or inventors, but other-
wise may be nerds lacking other skills, such as a knowledge of
marketing. So even if an IPO is seductive, let others invest.
There are plenty of wonderful opportunities among estab-
lished companies:
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¢ Don’t ignore a stock just because it’s not listed on the
New York Stock Exchange. (These days, with so many fine
tech stocks trading on Nasdaq, that advice is easy to heed.)

¢ Don’t buy a stock for trivial, secondary reasons, such as
that its annual report is attractive. The annual report may
just reflect the skill of the company’s public relations depart-
ment—and not indicate whether the management team is capa-
ble and can work together harmoniously, or whether the
product or service has a rosy future. With common stocks, “few
of us are rich enough to afford impulse buying.”

¢ Don’t assume that a stock with a high price-earnings ra-
tio won’t ever trade any higher. If the company continues to
thrive, why shouldn'’t its p-e ratio go higher still? Some stocks
that seem high priced may be the biggest bargains. (When Je-
remy Siegel of the Wharton School studied the “nifty fifty”
stocks of the 1970s, he found that a few stocks with astronomi-
cally high ratios deserved them. Years later, it was clear that
McDonald’s, with a p-e ratio of 60 back then, deserved one of
more than 90.)

e Don’t nickel and dime things. Don’t bother about small
amounts of money. If you want to buy a good company with a
bright future, and it’s $25.50, why insist on paying just $25.40
and possibly losing out on a fortune?

¢ Don’t pay excessive attention to what doesn’t matter that
much. For example, past earnings and past prices—or any-
thing past. Zero in on what’s going on now and what may hap-
pen in the future. (Not that you should completely ignore past
earnings and price ranges.)
“The fact that a stock has or has not risen in the last several
years is of no significance in determining whether it should be
bought now.”

e When considering a growth stock, think about when to
buy as well as the price. Let’s say that a stock is selling at $32.
You think it might fall to $20—because $20 is what it’s really
worth right now. Or if everything turns out for the best, the
stock might climb to $75 in five years. Should you buy it now?
Or wait to see if it falls to $20?

The conventional wisdom would answer: Dollar-cost average.
Nibble at it for a while.

But Fisher’s is an original mind. His curious solution: Buy the
stock at a specific time in the future. Maybe five months from
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now, a month before a pilot plant is scheduled to go online. In
short, wait until more evidence comes in.

Don’t follow the crowd. The conventional wisdom is often
wrong. One day, the entire investment world thinks that the
pharmaceutical industry is near death. A little later, the entire
investment world thinks the pharmaceutical industry is a cure-
all. Fisher remembers when Wall Street was sure that a de-
pression would occur after World War II. It turned out to be a
“mass delusion.”

Recognizing that the majority opinion can be just plain
wrong can “bring rich rewards in the field of common stocks.”
It’s hard psychologically to buck the crowd, of course. But it
will help if you recognize that the financial community is usu-
ally slow in acknowledging that something has changed drasti-
cally. (Almost all of us, in fact, feel the pain of “cognitive
dissonance” when we must change our views because of pow-
erful evidence to the contrary.)

Don’t overstress diversification. It’s true that every investor
will make mistakes, and if you have a reasonably diversified
portfolio, an occasional mistake won'’t prove crippling. But in-
vestors should not try to own the most but the best.

Diversification is such an honorable word that investors
aren’t aware enough of the evils of being overdiversified. You
may wind up with so many securities that you cannot monitor
them adequately. Owning companies you aren’t familiar enough
with may be even more reckless than not having a well-diversi-
fied portfolio. How many stocks did Fisher think was too many?
If you have only $250,000 to $500,000, he thought that as many
as 25 was “appalling.”

Fi