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With value stocks
outrun the crowd, just like these pros. B by Terence P. Paré

IKE THE SHADOWS darkening

the twisted canyons of Wall Street

itself, one hard truth has hung over

investors for more than & generation:

You cannot beat the stock market.

Mo matter how smart you are or how hard yvou

try or how well you do in the short run, iney-

itably the market will pound vour investment

returns down to the average—and probahly
worse—before you get to the finish line,

Don't believe it, As it turns out, that bedrock

principle of investing may be one of the four

preat lies. Mo, it isn't easy, but in theory and in

and some discipline—it is possible to

practice, the simple. fairly astonishing truth s
that you can beat the market, just as the four
fellows pictured here have done for decades.

A claim like that goes straight to the infa-
mous efficient-market theory (EMT) like a
stuke to a vampire's heart. According to this
theory, taught as financial gospel in most
business schools, the price of a stock always
reflects the best estimate of its true value.
Since vou always get what you pay for and
must pay for what you get, you cannot res-
sonably expect to do better than anyone else
in the market when you buy and sell stocks

Maybe in theory. But over the vears there
have been stubborn dissenters from that
creed. And now there is groundbreaking ac-
ademic research showing what some savvy in-
vestors have always sensed was true; The
prices of stocks are wsually wrong, This is no
mere eraser fight among a bunch of tweedy
acidemics smoking pipes. When stock prices
are wrong, investors able 1o spot the mistakes
can make themselves money—Ilots of it

Beating the market has always been tough,
but the theory that doing so was impossible
dicn’t really take hold until the mid-1960s,
when Gene Fama of the University of Chicago
and Paul Samuelson of MIT first began ad-
vancing the idea of efficient marketz. Aided no
doubt by a long period in which equities per-
formed poorly, the EMT fervor spread
through universities like Islam under Saladin,
By the beginning of the 19805 the efficient
market theory was so widely accepted among
academics and so much a pillar of business
school curricula that Harvard's Michael Jen
sen, astaunch proponent of the EMT, worried
that even guestioning the market's efficiency
had become career suicide for his colleagues.

I'he strongest evidence cited by the EMT
believers has alwavs been the lousy returns
earned by money managers. Study after
study shows that the market regularly beats
the pinstriped pants off the vast majority of
professional investors, which comes as no
surprise to the millions of mutual fund
shareholders who saw their fund returns
sink below those of the broad market last
vear. Princeton’s Burton Malkiel, author of
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INVESTING

away vice chairman Charles Munger, War
ren Buffett, and Walter Schloss, who runs a
limited partnership—as affronts to the
EMT because their stellar performance
records were in open defiance of such the-
ories. Doubters at that time presumahly
could have dismissed these achievements as

1e results of mere chance. Bur 12 years lat-
er, these same investors are still beating the
market. That's not pot luck; it’s proof that

STANFORD UNIVERSITY professor Mordecai Kurz says that
mispriced stocks are the rule and not the exception. That may rile
academics, but it spells opportunity for investors.

something important is going on outside the
bounds of the EMT.

What makes these successful investors
particularly interesting is that their good for-
tune is not uniformly attributable to extraor
dinary brilliance—though they are certainly
smart=—but more to the principles of value
investing, which anyvone with a solid grasp of
high school mathematics can learn. Value
investors don’t try to predict the growtl

th
prospects of the latest high-tech darling, In-
stead they focus on stocks that are cheap by
basic measures such as market value to book
value or earmings to price,

Take acloser look at the record of Walter
Schloss, a walking, talking refutation of just
about every major tenet of the EMT and

probably the purest example of a traditional
value investor. Schloss, T8, has been beating
the S&P 500 since hefore there was an S&P
Sl {Although data for the index now go
back to 1926, S&P didn't create the 500 until
1957, Schloss began his market-beating run
in 1955, and the following year outpaced
what would become the S&F 504.)

Ower the 39 years that Schloss has been
managing money on his own, the firm has av-
eraged an annual rate
of return of slightly
over 20%, while his
limited partners have
made 15.5% a vear on
their money, reflecti
the 25% cut of profits
Schloss collects for his
services. Ohver the same
periad, the S&P 500
averaged a 10% return.

The high returns
that
are possible in a world
governed by the EMT,
rut only 1f vou take on
much more risk than
the market as a whole
entails. Schloss, how-
ever, has taken less
risk, Consider: Since
the Brooklyn Dodgers
beat the Yankees in
the 1955 World Series,
the 5&P 500 has fin-
ished in the red nine

schloss has earned

times. Schloss lost
money in only six
vears, and eased the

pain for his clients in
those periods by forgo-

1g management fees.
Says he: “1 don't think
I should get paid if [ do a lousy job.”
Described by someone who knows him
well a5 “a man of modest talent and li
work habits,” Schloss practices investing
way that any ordinary investor can. Dressed
in a well-worn trader’s smock, he works en-
tirely from public documents and a few pub-
lications like Fafue Line in one cramped, lit
tle office squirrelly with annual reports,
10-ks, pictures of Babe Ruth, Lou Gehrig,
and Schloss™s children and grandchildren.
The one window looks out onto an air shaft.
I'he total value of the fixed assets in that of-
fice? Three thousand dollars. He has never
had a computer or a fax machine, and he sull
pecks away on an old Qlympus manual type
wriler to correspond with clients

Schloss doesn't speak to the manage
ments of the companies he invests in, be-
cause he savs he doesn’t want to get at-
tached to them. And he doesn’t attend the
companies” annual meetings unless they are
within a 2{k-block radius of his office. The
simple truth here is that Schioss holds no ad-
vantage over other investors, And he agrees:
He claims to have no special ability at ana-
lyzing businesses—a modest assertion with
which his friends generally agree

Other investors may fly around the coun-
try searching for investment ideas; Schloss is
tar more likely to spend the entire day chat
ting with his son Edwin, the only other
member of the firm, about the theater or the
latest Updike novel, while their one tele
phone sits, un-ringing, on Schloss’s desk.
What Schloss does have, however, says
Chris Browne, of the old-line investment
firm Tweedy Browne, which has provided
Schloss with office space for many vears, “is
the ability to think for himself, Walter leans
into the wind until the wind changes.”

LTHOUGH Schloss says that he
is flexible, he favors buying
cheap companies as measured
by market to book value. He pre-
fers looking at asset values rath-
er than earnings because he feels that ac
counting rules leave too much wiggle room
to manipulate profits. Generally he prefers
to buy stocks that are selling for one-half to
two-thirds of book value. But they aren’t
casy to find—only about 15 members of the
1 a0-stock Value Line universe meet that
criteria, So he will go up to 1005 of book or
even slightly over. He gets in cheap, and
when the stock price rises to what he thinks
i5 fair, he gets out. Like many other dved-in-
the-wool value investors, Schloss doesn't pul
a time limit on stocks he buvs, As long as the
reasons for buying remain valid, he's willing
to wait vears for the payoff,
Not all of Schloss's picks work out, but by
maintaining a portfolio of about 75 1o 100
stocks, which he turns over once every four
vears, he limits the damage from bad decisions
And he has had a few of those, including Inter-
tan, an electronics retailer that Schloss bought
in 1992, when the shares were 312, After
Schioss invested, the stock suffered a big drop
as its earnings dried up. He sold last vear at 38
a share. Says Schloss: “We bought it at about
halt book value, but it just got worse."” Even
great value investors occasionally have to ad-
mit they were wrong.
Schioss keeps his risk low in other ways: Be

REFGRTERE ASS0C1ATL k'.-.--.‘----; Sealy Melhor
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cause he gets inwhen prices are already low
and the market has low expectations for the
company, he rens less chance of disappoint
ment than if he owned fast-growth stocks,
where investor expectations run high, Proof of
Schloss's low-risk style came in a dramatic way
in 1987, Going into that fateful October,
Schioss was up 539% for the first nine months,
vs. 42% for the market. But he finished the
year up 26%, v&, the market's 5%

Fhere are no secrets to the way that
Schloss invests. The value investing he prac-
tices can be learned by anyone who takes the
time. Just ask Schloss's landlord and fellow
outperformer, Tweedy Browne, which has
passed on its successful value investing strat-
cgy from one generation to the next like
Girandma's recipe for plefferneusen (see box).

Essential to the success of Schloss, the
Brownes, or any value investor is the ability
o find undervalued stocks. But for EMT be-
licvers, the very suggestion of the existence
of mcorrectly priced assets is intolerable.
The EMT rests on the principle called ra-
tional cxpects itions, which assumes that, LJ"-
en the same information, people will react 1o
it, and act upon it, in pretty much the same
way. That's because in business we all ulti-
mately seek the same things—wealth and
happiness, For stock prices this means that

; muljr ofa rare in-
ma& th: mar]ut

given the same piece of information about a
company, investors will generally agree what
the correct stock price should be. That is, the
stock will be priced at a leve] that gives it an
expected return equal to other stocks, If it
were priced to offer a higher expected re-
turn, a herd of investors secking wealth and
happiness would immediately jump on that
information and drive the stock up, bringing
down the expected retumn.

NVESTORS can beat the market inan
EMT world, but the achievement is noth-
ing to brag about. Prices set by rational
expectations will change only in response
to news, which by definition is unpredict-
able. 50 beating the market is possible, but
omly if this news goes your way, And that can
onlv be a matter of luck that sooner or later
must vanish like a gambler's winning streak.
Market efficicncy based on rational expec
tations is all very neat and tidy, but it's also
probably wrongheaded. Not only have scores
of value investors defied the EMT, but now
there is even a countertheory to support the
value investor's perspective. Mordecai Kurz,
an economist at Stantord University, has pro-
posed a theory that allows for the rational
pricing of stocks but also asserts that most of
the time those prices are wrong. This is no

rr CAN'T BE LEARNED?

who was running an investment fund at the
time, Graham-Newman Corp,

After Tweedy retired in 1957, Browne,
Reilly, and a new partner, Thomas Knapp,
who had worked for Graham, began re-
making the brokerage into an investment
firm. The company’s guiding principle was,
and is now, Graham's emphasis on finding
companies that are selling for less than
their intrinsic value. The firm tweaks the
value mocdel shghtly, looking for signals of
imminent price movements, such as insid-
ers buying their company's stock.

From the time Tweedy Browne began
keeping systematic records,
it beat the indexes, By
1978, Howard Browne and
Reilly had retired, and the
second generation of
Brownes, Christopher and
William, had joined the
firm as general partners,
along with John Spears and
James Clark. The younger
Brownes had been coming
into the office with their fa-

feehle attack on the efficient-market crowd,
Says Nobel laureate economist Kenneth Ar-
row: “Kurz's work is an important step for-
ward in our understanding of markets.”
After pushing a mountain of economic
and stock market data through a labyninth of
complex equations, Kurz shows that most of
the time equity prices do not correctlv re-
flect all the information about companies.
For Kurz, new data aren’t unambiguous
facts fed into a mechanical market. They are
more like concrete clues in an ongoing mys
tery. As more information appears, the
meaning of the clue can change, and inves-
tors can adjust their outlook accordingly.
Kurz replaces the idea of rational expec-
tations with that of rational beliefs, This
boils down to the idea that investors price
stocks not strictly on the basis of new infor-

mation but alse on how well they under-
stand that information. And that depends
an how well they comprehend the economic
structure of a world that Kurz emphasizes is
changing all the time. The difference be-

ther since they were in high school, so it was
a seamless transition. No matter which gen-
eration was in charge, Tweedy Browne out-
stripped the market. So far, five of the
firm’s ten best years have been under the
second generation of management. Includ-
ing the two mutual funds that the firm re-
cently began offering, American Value and
Global Value, Tweedy Browne now man-
ages about £2 billion.

Then there is Anthony Browne, the other
of Howard's sons, and a founding partner of
Roxbury Capital Management in Santa
Monica, California. He struck out on his own
in 1981, and since then has earned an aver-
age annual 199 after fees for the accounts



tween the two ideas is subtle bui crucial.
The notion of rational expectations rests on
the assumption that investors will price stocks
L'Hfflf(."l.l_‘_n' I'H:I_'HIJ:"CL' ||'||.'! coconomic structure of
the world is unchanging, and everyone knows
it. Rational expectations will then be uniform,
and people will generally agree on the right
stock price for a company. Rational beliefs,
on the other hand, can differ as long they do
not contradict the information. As in the Ku-
rosawa movie Rashomoen, different people
can witness the same event—in other words,
receive the same information—and process il
in different ways. But, says Kurz, “there is only
one truth, and manv opinions. Therefore,
most people are wrong most of the time,”
As investors develop a better understand-
ing of the changes taking place in the world
and what they mean, the buyers and sellers of
stock will change their beliefs even without
new information. So stock prices can change
without any news at all as they eventually
move closer to their intrinsic value. Kurz cal-
culates that news accounts for only about one-

he manages. Says Tony: “1 went (0 Harvard
business school and took economics courses
at NYU alongside Alan Greenspan, but
most of what 1 learned about the market 1
picked up sitting around the trading table at
Tweedy Browne when [ was young.”
Thinking back on their dad, who died in
1994 at the age of 89, the Browne boys re-
call a frugal, laconic man whose outleok on
investing, like Graham's, was shaped in
fundamental ways by the Great Depres-
sion. Despite making millions for himself
investing, Browne never lost his eve for a
bargain, a dollar of assets selling for 50
cents. Right up to the end of his life,
wealthy as he was, he bought clothes at a

Ten portfolios
CHEAPEST

third of the movement of stock prices from
1947 to 1992, The rest of the market’s volatil-
ity represents what Kurz calls “endogenous
uncertainty.” Think of this simply as the per-
plexity of the detective, who changes his mind

as he develops a deepening understanding of

Father Howard Browne learned stock picking
from Ben Graham, then passed those tips on
to his boys, from left, Will, Tony, and Chris.

local thrift shop. Says son Will: “He taught
mainly by example.”

Dad's Depression-born tightfistedness is
reflected in Tweedy Browne's lean opera-
tions. The firm has no marketing depart-
ment and no portiolio managers, The four
general partners and five analysts make all
the investment decisions. Says Tony
Browne: “Value investors don't like to
spend a lot of money. It undercuts the ef-
fects of compounding oo much.” That poes
for business expenses and for stocks,

THREE WINNING
STRATEGIES

To put the wind at your back when
picking stocks, start with these three
value strategies. Over a 21-year period,
portiolios loaded with stocks selling at
low P/Es, low price to cash flow, and
cheap market to book value did best.

social and economic clues. One important up-
shot of Kurz's work, points out Woody Brock
of Strategic Economic Decisions in Menlo
Park, California, “is that the market will sys-
tematically overvalue and undervalue assets.”
Mo doubt the chalk will be flying for vears as
academics debate the theoretical
validity of Kurz's assertions, but
investors need not wait for the fi-
nal grade. Already there is a nsing
tide of empirical data that demon-
strate how frequently the market
misprices stocks, and where op-
portunity lies for every investor.
One potential trove can be
found in eamings surprises, The
EMT says the market immediate-
ly reprices stocks o reflect news,
practically as soon as it comes
across the wire. But research by
Victor Bernard and Jeffrev Abar-
bareell at the University of Michi-
gan, and Jacob Thomas at Colum-
bz, shows that 25% 1o 30% of the
effect of a surprisc camings an-
nouncement on a stock’s price
comes well after the actual release
of the information, Sometimes, says Ber-
nard, it can take as long as six months for
the full effect of the new information to
be reflected in the prices. Reason? Says
Bernard, who began his research as a
firm believer in efficient markets and fin-
ished it an apostate: “ Analysts just don't
trust that first earnings surprise, They
want to be comvinced, So they wait.”
That doesn’t mean you have to. Compa-
mies that have recently surprised analysts
with exceptionally strong earnings in-
clude tool and instrument maker
Danaher Corp. and Cabot Corp., the
world's largest producer of carbon black,
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Other opportunities are pointed up by
stucies showing that the market does a far
from efficient job simply analyzing basic fi-
nancial data, Robert Holthawsen and David
Larcker at the University of Pennsylvania
looked at simple financial ratios such as
changes in profit margins and inventory
turns. Common sense tells you that if a com

parently doesn’t catch on very quickly. An-
other study soon to be published by Baruch
Lev at Berkeley and Theodore Sougiannis at
the University of Hlinois found that the mar-
ket also underreacts 1o the impact of R&D
spending on future earnings.

[nvestors will appreciate most a study by
Josef Lakonishok of the University of Ilinois,
Andrer Shleifer of Harvard, and Robert Vish-

pany is turning over its inventory faster and
expanding its profit margins, that is a good
sign for future earnings, But the market ap-

FINDING THE
NEW BUFFETTS

Value investors like Warren Buffett
or Bill Ruane, with very long records
of superior performance, are of necessity a
certain age, but another generation is al-
ready picking up where its elders have vet to
leave off. Some serve only wealthy clients,
while others run mutual funds that can be
joined for as little as §500,
~ Since 1984, Thomas Russo, 39, of Gard-
ner Investments in Lancaster, Pennsylvania,
has generated a compound annual return for
investors in his Semper Vic Partners limited
partnership of 21%. Russo, who runs about
$100 million, readily credits much of his suc-
cess to the training he received at Ruane
Cunniff, the firm that manages the Sequoia
fund. Like his old boss, Bill Ruane, Russo
likes companies with strong cash flows and
- sturdy franchises. He holds only about 40
‘stocks in his portfolio, and he will happily hold them forever. Among his current favor-
itess are Philip Morris and Heineken Holdings, both selling at below-market P/E mul-
tiples, Russo accepts new accounts, but only those of $500,000 or more.
Training at Ruane Cunniff with Russo was John Constable, 39, of Constable Part-
- ners in Radnor, Pennsylvania. He manages about $35 million for his wealthy clients.
Sinee striking out on his own in 1988, Constable has averaged an annual return of 14%,
- one jump ahead of the S&P's 139 over that period. What he recalls most vividly about
his time at the Sequoia fund was the emphasis on rigorous fundamental analysis of in-
- come statements. To understand the economics of the tobacco business, Constable re-
- calls, Ruane Cunniff had him figure out what each part of a cigarette cost to produce,
50 if paper prices started 1o rise, he could quickly estimate the effect that might have
~on a manufacturer’s profits. Constable only accepts accounts of at least $400,0010),
Seth Klarman of Baupost Group in Boston adheres closely to the value investor's
first rule of business: Don’t lose money. Since opening shop in 1982, when he was 24,
he hasn't had a losing year. Over that period, assets in the three limited partnerships
he runs have grown to $500 million, thanks in part to annual compound returns of
199, 20%, and 24%. Eclectic in his approach, Klarman, now all of 37, will buy value
‘wherever he finds it: spinoffs, liquidations, and complex legal situations. What he's
least interested in is new money: Klarman is refusing new accounts for the moment,
though when he recpens, his minimum is expected to be half a million dollars.
For investors of more modest means, there are some genuine value investors at the helm
of & few big mutual funds. Tn addition to those run by Tweedy Browne, fund analysts point
o the Century Shares fund, run by Allan Fulkerson, and the Lindner fund, managed by
Raobert Lange and Eric Ryback, as two of the best value funds around.

Carporate bankruptcies don't scare
maoney manager John Constable, They
turn into some of his best performers,

ny of the University of Chicago, presented at
the Cambridge Center for Behavioral Studies
last October, The scholars showed that stock
picking strategies using simple measures of
valug outperform both a strategy emphasizing
growth stocks and the market as a whole.
Lakonishok's team classified stocks by four
measures: the ratios of market value to book
value, price to cash flow, price to earnings,
and growth rate for sales, Equities on
the lower end of the ladder by these
measures were [abeled value stocks.
* Those on the higher end were classi-
fied glamour or growth stocks, By
each of these measures value stocks
significantly outperformed growth
stocks, Mot only do value strategies
outperform growth, but they beat
glamour in down markets, and during
three of the four recessions that oc-
curred during the sample period.

ROM 1968 through 1990,
the S&P 500 was logging an
average annual total return
of about 109%. But the most
value-oriented portfolios in
Lakonishok’s study—for example,
those with the lowest price 1o cash
flow—earned average annual returns
of around 20%. And what did the
high-growth stock portfolios da?
About half as well. Says Lakonishok:
“For stocks, as for Hollywood starlets, the fu-
ture is far less glamorows than the past.”

The news from the halls of academe will
likely drive successful value investors, who
have always bought and sold according to
these principles, to the back of the room for
4 nap. Walter Schloss has always looked at
market to book, S0 has the Sequoia fund's
William Ruane: he also pays a lot of atten-
tion to free cash flow in relation to price and
a high return on equity. This leads him to
stable businesses with little need for capital
investment like Capital Cities/ABC, brew-
master Guinness, and retailer Toys “RY Us.

Buffett is a master of exploiting the overreac
tions of the market. At those times, finding a
good value s casy. Or as Buffett puts it: “I'm
like a basketball coach, [ go out on the street
and look for 7-footers, If some guy comes upto
me: and siys, ‘I'm five-six, but you ought to me
see me handle the ball,’ I'm not interested,”

One such Hakeem the Dream was Wells
Fargo, which Buffett purchased during the
panic in banking stocks in 1990, True, real
estate in California, where Wells operates
and where the bank had a large proportion
Of its loans, was in the dumpster, but Wells




Fargo's management has long enjoyed an
excellent reputation. More important, the
company's PYE ratio was lower than it had
been for vears, It was earning about $1 bil-
lion pretax at the time after decducting $300
million for loan losses but was selling for just
three times pretax earnings. That spelled
value. Buffett paid 3289 million for 10% of
the bank. At the end of 1994, the five million
shares he bought in 1990 were worth §725
million, a 1505 gain.

Lately, Buffett’s company, Berkshire
Hathawav, has been loading up on shares of
American Express. Amex's credit card busi-
ness 15 improving, and the company is buying
back stock. In February, Berkshire filed a re-
quest with regulators to increase its stake in
Amex, already 9.8%, to more than 10% of
the outstanding shares. Berkshire also re-
vealed in February that it had purchased
#.3% of the outstanding stock of PNC Bank
Corp. At 525 per share, the bank's stock
price is well below its 1993 high of 336, PNC
is also doing a share buyback.

KAY, soif it's possible to beat
the market, and if the technigues
for doing so are well known, why
in blazes don't more investors, at
least more professional inves-
tors, do it? In retrospect, all but the brain
dead should have been buying, say, Wells
Fargo at a P/E of 3. Is there some sort of in-
efficiency in the intellectual capital market?
No. The problem is more human. A soon-
to-be released study by Lakonishok, Shleifer,
and Vishny looked at the investing stvles of
1,300 pension funds and measured them ac-
cording to the various rules of value. While
many of these fund managers claimed to be
value oriented, it turns out that they aren’t.
Measured by financial ratios, the overwhelm-
ing majority of portfolios were not very differ-
ent from the broad market index. So-called
value investors had only slight tilts in that di-
rection. Loaded up on the wrong stocks and
facing transaction costs, it's easy to see how
difficult it is for the pros to beat the market.
Value investors are contrarians, observes La-
konishok. The rest may understand the ad-
vantages of value, but when it comes to put-
ting their money on stocks that no one loves,
says he, “they just don’t stick to their guns.”
So while it seems pretty conclusive that
there is nothing in the structure of the stock
market that prevents you from rising above
the average—uvou can beat the market—other
old truths still ohtain. Character is still destiny,
as the ancient Greeks observed, in life as well
as in finance,
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