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1. KNOWLEDGE 
 
The first step in identifying an appropriate investment strategy is to take a close look at historical data 
on asset returns. We can then apply reverse engineering to identify the investment model that has 
proven the most sustainable and profitable over the long run. Taking George Santayana words, we 
believe that those who do not study history are doomed to repeat it. 
 
The Verdict of History 
 
The following data illustrates the total return of equities versus the other main classes of asset.  
 

US Markets Nominal Return 1802-2001 Starting Wealth Ending Wealth Annual Return 
Stocks $1 8’800’000 8.32% 
Bonds $1 13’975 4.88% 
Bills $1 4’455 4.29% 
Gold $1 14.38 1.3% 
US Markets Real Return 1802-2001    
Stocks $1 599’604 6.88% 
Bonds $1 952 3.5% 
Bills $1 304 2.9% 
Gold $1 0.98 -0.001% 
Dollar $1 0.07 -1.3% 
US Markets Total Return 1925-2002    
Small Company Stocks $1 6’816 12.1% 
Large Company Stocks $1 1’775 10.2% 
All Company Stocks $1 3’311 11.1% 
Long-Term Government Bonds $1 59.7 5.4% 
Bills $1 17.5 3.8% 
Inflation $1 10.09 3% 
US Markets Total Return 1982-2002    
Stocks $1 10.94 12.7% 
Real Estate $1 4.36 7.6% 
Gold $1 0.76 -1.3% 

               Source: Ibbotson Associates and Jeremy Siegel, Wharton Business School 
 
One dollar invested and reinvested in US companies since 1802 would have accumulated a total 
nominal return of nearly $8.8 million by the end of 2001 and nearly $600’000 in real, inflation adjusted, 
return. Chipping away $8.14 millions or 1.44% (8.32%-6.88%) of annual return, inflation is clearly a 
powerful enemy to wealth building. These figures, granted for a 200-year period, bring to light that 
making the selection of the appropriate long term investment strategy is imperative. 
 
Gold and Real Estate 
 
Gold has been touted as a reliable inflation hedge, but one must take a closer look. From 1900 to 
2000, the yellow metal appreciated 2.6% annually. US inflation averaged 3.2% per year during the 
same period. Some inflation hedge. Nearly all appreciation in gold price during the twentieth century 
occurred over the 10 years ended in late 1980 and the late rise in price might be just as short lived. 
 
Real estate, unlike businesses, does not create wealth. Values are based on whatever real estate 
revenue streams can be generated, and those cash flows are a direct result of overall business health. 
Since the cost of owning a single family home is covered by money earned through a business, 
companies have to be more profitable than real estate as an investment, or else rents and mortgages 
could not be paid. Why do many people believe it to be so profitable? Leveraging, or the potential to 
make money on borrowed money, is the answer. The downside is that while paper profits often go up 
by borrowing so does potential loss. One should not forget that real estate prices are cyclical as well 
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Liquidity 
 
The root of stocks’ gambling nature is liquidity. It is in fact this acclaimed characteristic of publicly 
traded companies which is our greatest enemy. Because stocks are liquid, there is nothing as easy as 
buying and selling stocks; consequently there is nothing as easy as making or loosing money doing it. 
Would one be tempted to buy and sell houses on a weekly or daily basis? The paperwork required to 
contemplate this activity in addition to dealing with large, tangible assets makes it unattractive. Now 
consider for a moment a real estate market place where everyone could buy and sell house stocks on 
a daily basis; the same gambling scenario such as with stocks would ineluctably appear. And without 
the proper strategy in place, many people would start to lose much capital. The wheel of fortune would 
turn at an even faster pace. 
 
What makes real estate safe in terms of capital gains is its non-liquidity. Additionally, it forces people 
to regularly invest, via their mortgage, a fixed amount of money over a long period of time. These two 
attributes combined will provide an average annual return of 7.6%, as shown on the previous exhibit. 
Do the same monthly investment in US companies and you will achieve a significantly greater capital 
increase. The following table computes the performance difference for a 30-year period, starting with a 
300’000 down payment and adding 30’000 every subsequent years. The result after 30 years is a 
12.8-million loss of potential capital gain if one chooses the real estate alternative. 
 

 Annual Return Starting Wealth Added Annually Year 10 Year 20 Year 30 
US Stocks 12.7% 300’000 30’000 1’482’507 5’514’225 18’841’129
Real Estate 7.6% 300’000 30’000 1’063’434 2’671’081 6’015’445

 
Equities 
 
It follows that a diversified portfolio of stocks - publicly traded companies - dominates all class of 
assets by a wide margin for even the cataclysmic stock crash of 1929, which caused a generation of 
investor to shun stocks, appears as a mere blip in the stock return index. Bear markets, which so 
frightens investors, pale in context of the upward thrust. The basic reason for this performance is 
simple to grasp yet often forgotten: it is companies’ earnings that create the wealth of an economy. All 
other riches flow from that wealth. Corporate bond interest is paid by the cash flow of businesses; 
government bond interest is paid by taxes on business wealth. Real estate is paid with business cash 
flows; commodities, art, and precious metals are purchased with the wealth produced by companies. 
 
Businesses, over time, must produce higher returns than any other asset classes. Knowing this simple 
truth can have us feel unbeatable investing in the stock market, but allocating capital in publicly traded 
companies without the proper strategy and discipline is a dangerous adventure to embark on. 
However, if approached with the adequate method and personal character, we can surely accumulate 
some of the wealth that this wonderful economy grants us. 
 
Gross Domestic Product 
 
The supply of stock market returns is generated by the productivity of corporations in the real 
economy. Investors in general should not expect a much higher or lower return than that produced by 
the companies in the economy. Earnings, dividends, and capital gains are supplied by corporate 
productivity. The following graph illustrates that earnings and dividends have historically grown in 
tandem with the overall GDP. However, GPD per capita did not outpace the stock market. This is 
primarily because the P/E ratio increased 2.72 times during the same period. Assuming the economy 
will continue to grow, all three should continue to grow as well. 
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Supply Model and US GDP 1925-2002 Starting Amount Ending Amount Annual Performance 
Capital Gains $1 68.97 5.6%
GDP $1 46.85 5.1%
Earnings $1 25.39 4.2%
Dividends $1 18.35 3.8%

             Source: Ibbotson Associates 
 
Analyzing the stock market over the past 34 years by breaking it into two 17-year periods we realize 
that in the first period, from December 31, 1964 to December 31, 1981, the Dow (look at capital gain in 
chart above) was essentially flat, though with dividends included, it actually increased 76%, a 3.4% 
compound annual growth.  During this time, U.S. GDP rose 370% and the sales of the Fortune 500 
rose six fold. Yet the stock market did not follow in part because corporate profits as a percentage of 
GDP were quite low at the end of the period—thus making investors bearish about future profits—and 
in large part because interest rates rose from just over 4% in 1964 to more than 15% in 1981. 
  
During the second 17-year period ending in 1998, U.S. GDP rose less than 200%, far below its 
increase in the first period.  Yet both the Dow and the S&P, with dividends included, rose nearly 20 
times, compounding at annual rates of more than 19%.  This rise is unprecedented in history, 
surpassing even the 17-year period beginning with the stock market bottom during the Great 
Depression.  The recent rise is largely due to increased corporate profits, especially in the few years 
prior to 2000, and much lower interest rates. We argue that irrational investor psychology was also at 
work as we shall explain in subsequent paragraphs. 
 
Price Relative to Earnings 
 
Earnings are the engines of our economy and in order to understand better their pivotal roles in the 
creation of wealth, we take a look at the following chart, for the United States, with the monthly real, 
inflation corrected, Standard & Poor’s Composite Stock Price Index from January 1871 through 
January 2000 (upper curve), along with the corresponding series of real S&P Composite earnings 
(lower curve). This figure allows us to get a long-term perspective on the U.S. stock market’s levels. 
We can see how differently the market has behaved recently as compared to the past. We see that the 
market has been heading up fairly uniformly ever since it bottomed out in July 1982. The last peak of 
2000 has clearly been the most dramatic bull market in U.S. history. 

BOBST VALUE INVESTMENT Page 3 OLIVIER BOBST - 2003 



 

 

60

Price versus Earnings. Source: Robert Shiller (www.econ.yale.edu/~shiller) 
December 2003 levels: 1050 for the S&P, 58.6 for Earnings 

 
The dramatic increase in prices since 1982 is not matched in real earnings growth. Historically, 
earnings have fluctuated along a slow and steady growth path that has persisted for over a century. 
No price action quite like this last one has ever happened before in U.S. stock market history. There 
was of course the famous stock run up of the 1920s, culminating in the 1929 crash, but it is the only 
historical episode that comes even close to being comparable to the recent boom. There was also a 
dramatic run-up in the late 1950s and early 1960s, culminating in a flat period for half a decade that 
was followed by the 1973–74 stock market debacle, 7 years after the peak of 1966. And as the price 
increase during the 1966 boom was less dramatic than the last 2000 peak, one can assume that even 
though the economical instruments used by the Federal Reserve are more potent that they used to be, 
the bear market is most probably not over. 
 
Part of the explanation for the price behavior between 1992 and 2000 may have to do with unusual 
earnings. Earnings growth in the five year period ending in 1997 was extraordinary: real S&P 
Composite earnings more than doubled over this interval. But 1992 marked the end of a recession 
during which earnings were temporarily depressed. Similar increases in earnings growth have 
happened before following periods of depressed earnings from recession or depression. In fact, there 
was more than a quadrupling of real earnings from 1921 to 1926 as the economy emerged from the 
severe recession of 1921 into the prosperous Roaring Twenties. Real earnings also doubled during 
five-year periods following the depression of the 1890s, the Great Depression of the 1930s, and World 
War II. The next chart shows the P/E, that is, the real S&P Composite Index Stock Price divided by the 
ten-year moving average real earnings on the index. 
 
P/E Ratio 
 
The P/E ratio is a measure of how expensive the market is relative to an objective measure of the 
ability of corporations to earn profits. A ten-year average of real earnings for the denominator is used, 
along lines proposed by Benjamin Graham in 1934 (see chapter 2). The 10-year average calculation 
smoothes out such events as the temporary burst of earnings during World War I, the temporary 
decline in earnings during World War II, or the frequent boosts and declines that we see due to the 
business cycles. There is an enormous spike after 1997, when the ratio rises to 44.3 by January 2000. 
P/E ratios by this measure have never been so high. The closest parallel is September 1929, when it 
hits 32.6. In all, these spikes occurred three other times, though never as high as in 2000. 
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2003 

Price-Earnings Ratio, 1881–2003. Source: Robert Shi
Real (inflation-corrected) S&P Composite Index by moving avrg. of 

 
Twentieth Century Peak - 1901 
 
The first P/E spike was in June 1901, when the ratio reached a
“Twentieth Century Peak,” since it came around the time of the
occurred as the aftermath of a doubling of real earnings within fi
emergence from the depression of the 1890s. The 1901 peak in
spike in the ratio, which took place between July 1900 and J
eleven months. A turn-of-the-century optimism, associated wit
and high-tech future, similar to our “new economy” disillusion.  
 
After 1901, there was no pronounced immediate downtrend in
prices bounced around or just below the 1901 level and then fe
lost 67% of its June 1901 real value. The average real return in
was 3.4% a year in the five years following June 1901, bar
average real return (including dividends) was 4.4% a year in th
a year in the fifteen years following June 1901, and –0.2% a y
1901.7 These are lower returns than we generally expect from 
on into the 1920s, returns would have improved dramatically.  
 
The Great Depression Spike - 1929 
 
The second P/E spike occurred in September 1929, the high po
second-highest ratio of all time. After the spectacular bull mar
value of 32.6. As we all know, the market tumbled from this hig
80.6% by June 1932. The decline in real value was profo
Composite Index did not return to its September 1929 value u
return in the stock market (including dividends) was –13.1%
September 1929, –1.4% a year for the next ten years, –0.5%
0.4% a year for the next twenty years. 
 
Kennedy-Johnson Peak - 1966 
 
The third spike occurred in January 1966, when the P/E ratio
“Kennedy-Johnson Peak,” drawing as it did on the prestige and
and the help of his vice-president and successor Lyndon John
bull market and after a five-year price surge, from May 1960, of 
earnings ratio to its local maximum, corresponded to a surge in
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to this earnings growth as if it expected the growth to continue, it did not. Real earnings increased little 
in the next decade. Real prices bounced around near their January 1966 peak, surpassing it 
somewhat in 1968 but then falling back, and real stock prices were down 56% from their January 1966 
value by December 1974. Stock prices would not be back up to the January 1966 level until May 
1992. The average real return in the stock market (including dividends) was –2.6% a year for the five 
years following January 1966, –1.8% a year for the next ten years, –0.5% a year for the next fifteen 
years, and 1.9% a year for the next twenty years.  
 
P/E Ratio and Long-Term Returns 
 
The next illustration is a scatter diagram showing, for January of each year 1881 to 1989. This scatter 
diagram allows us to see visually how well the P/E ratio forecasts subsequent long-term (ten-year) 
returns.  

 
Price-Earnings Ratio as Predictor of Ten-Year Returns 

Source: Robert Shiller (www.econ.yale.edu/~shiller) 
On the horizontal axis, the P/E ratio for that month, and on the vertical axis, the annualized real (inflation corrected) stock 
market return over the ten years following that month. The last two digits of the year number indicate each year; years from the 
nineteenth century are indicated by an asterisk (*). Collection of 119 year of data. 
 
The swarm of points in the scatter shows a tilt, sloping down from the upper left to the lower right. The 
scatter shows that in some years near the left of the scatter (such as January 1920, January 1949, or 
January 1982) subsequent long-term returns have been very high. In some years near the right of the 
scatter (such as January 1929, January 1937, or January 1966) subsequent returns have been very 
low. There are also some important exceptions, such as January 1899, which still managed to have 
subsequent ten-year returns as high as 5.5% a year despite a high price-earnings ratio of 22.9, and 
January 1922, which managed to have subsequent ten-year returns of only 8.7% a year despite a low 
price-earnings ratio of 7.4.  
 
The point of this scatter diagram is that, as a rule and on average, years with low price-earnings ratios 
have been followed by high returns, and years with high price-earnings ratios have been followed by 
low or negative returns. The relation between P/E ratios and subsequent returns appears to be 
moderately strong. Therefore long-term investors do well when P/E levels are low and do poorly when 
P/E were high. This is true for the market in general but it is particularly relevant when selecting 
individual companies. In other words if one aims at an average annual return greater than 12%, one 
must purchase companies with a P/E below 15 or better yet, below 10. 
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Warren Buffett, a well-known value investor, supports this view and when an overvaluation 
environment builds up, he diligently sells his overvalued holdings to protect his margin of safety, a 
concept discussed in chapter 3. The following table illustrates this behavior. 
 

 
Source: Timothy Vick: How to Pick Stocks like Warren Buffet 

 
 
Bull Or Bear Market 
 
“What’s the market doing today?” Seems like a suitable question. After all, the media tell us throughout 
the day how the Dow Jones Industrial Average (the 30 largest US companies), the S&P 500 (the 500 
largest US companies by capitalization) and the Nasdaq Composite Indexes (a market-value weighted 
index of all 3’600 common stocks listed on Nasdaq) are faring. Obviously, for those who invest in index 
funds, this information may be all that they need to know in order to determine whether they are 
making money or not. 
 
However, for those of us who invest in broadly diversified portfolios of undervalued stocks, we are 
much more interested in market breadth or how many stocks were up compared to how many stocks 
were down. While we believe that our holdings are above average in terms of appreciation potential 
and below average in terms of downside risk, the performance of the average stock, as determined by 
the advance/decline line is of paramount importance. Yes, there are days when we do well, even when 
the average stock declines, and vice versa, but more often than not our portfolios will advance when 
there are more overall winning stocks on the day, irregardless of how the major market averages fare. 

After all, in 1998 the New York Composite Index gained 16.53%. It was obviously a good year, right? 
Well, not exactly, seeing as how there were 510 more declining stocks on the NYSE. In short, the 
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average stock had a crummy year in 1998, but the major market averages were powered by a handful 
of large-capitalization stellar performers. 

Remember that if heavyweights like General Electric, Pfizer, Wal-Mart, Citigroup, Procter & Gamble 
and Coca-Cola rise in price, the New York Composite Index is going to be up no matter how the other 
4000 stocks fare. 
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Declines 2360 2727 1623 1569

 

NYSE 1998 1999 2000 2001 
NY Index + 16.53% + 9.14% + 1.01% - 10.21% 

 
Despite what the financial press would have us believe, the media lamented the brutal bear market in 
2001 yet the average stock actually had a good year. With the New York Composite Index down 
10.21% in 2001, there were 801 more advancers than decliners. 
 
World Stock Market Capitalization 
 
In 2002, the total developed world stock market capitalization was $20,2 trillion, with $9.8 trillion 
representing all international stocks excluding the United States. In 2003, the US market continues to 
embody the majority of the world stock market and we like this market because it offers a diversified 
range of over 7’000 companies trading on the main markets. In addition, we can analyze all the 
relevant financial data of each publicly traded companies from the Security and Exchange 
Commission online database. This permits us to efficiently use our time and confidently run our 
screens in order to identify our next investment opportunities as well as follow the developments of our 
current holdings. Moreover, in terms of political risk, the US is awarded grade A, the best obtainable 
grade. 
 
World Stock Market Percent In Trillion $ 
US 52% 10.5 
Europe (excl. UK) 21% 4.2 
Japan 11% 2.2 
UK 9% 1.8 
Other Pacific 4% 0.8 
Canada 3% 0.6 
Total 100% 20.2 
 

 Source: Ibbotson Associates 2003 Yearbook 
 
.
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2. VALUE INVESTING 
 
The soundness of equity investing in terms of long-term average performance now validated, we can 
identify the correct strategy to put in place in order to get a satisfactory performance. When it comes to 
strategy, everybody wants to buy low and sell high. But how low is low and how high is high?  
Generally, the market is torn between two camps: Growth and Value. Growth investors believe in 
buying stocks with above-average earnings growth no matter what the price. Value investors look 
exclusively for stocks that are trading at a discount to their usual valuation.  

 
What we tend to find out over the long term is that growth companies, mostly overpriced, will tend to 
regress to the norm or lower while undervalued companies will tend to advance to the norm or higher. 
Let us analyze historical data since, even though we are constantly reminded that past performance is 
no guarantee for future performance, we haven’t found a better way to identify the winners from the 
losers. 
 
The following study by Ibbotson Associates calculates the total returns of growth stocks versus value 
stocks since 1927, with Price to Book value (P/B), the determining factor between the two categories. 
P/B is the ratio of how many times shareholders’ equity one is willing to pay and it is explained in 
Chapter 7. 

 
Value versus Growth 1927-2002 Starting Wealth Ending Wealth Average Return 
Small Value $1 19’650 14.1% 
Large Value $1 3’571 11.5% 
Average Value $1 8’378 12.8% 
Small Growth $1 673 9.1% 
Large Growth $1 504 8.7% 
Average Growth $1 598 8.9% 

 

               Source: Ibbotson & Associates     
 
History shows that when you buy stocks that are cheap relative to others your returns benefit over 
time. Suppose you're looking at a stock that typically trades in a price to book value (P/B) range 
between 1 and 3. If you buy it at 1 and let it move up to 2 before you sell, you see a bigger profit than 
if you buy at 2.5, let it move up to 3, and then sell when it starts to head back down. But for this to 
happen, you must ignore short-term cycles and hold a particular holding over a minimum 3 to 5-year 
period.  
 
Value investors are the stock market's bargain hunters. They often lean toward beaten-down 
companies whose shares appear cheap when compared to current earnings or corporate assets. 
Value investors typically buy stocks with good dividend yields, or ones that trade at a low price-to-
earnings ratio (P/E below 15) and low price-to-book ratio (P/B below 2).  
 
The Ibbotson Associates research above demonstrates that value Investing stands out by providing a 
better long term growth of capital achieved with setting stringent selection rules and reducing the over-
paying factor. Granted it is not an exiting strategy but it sets sound principles based on simplicity and 
common sense. We computed the performance difference of both management styles by comparing 
the average Growth performance of 8.9% with the average Value performance of 12.8%. Investing 
500’000 over the next 5, 10, and 30 years will earn an extra 147’305, 494’614, and 12’092’025 with 
the value approach, not a small feat. The essence of value investing is perhaps best  expressed by 
Warren Buffett: “All you do is buy shares in a great business for less than the business is intrinsically 
worth.” 
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Benjamin Graham (1894-1976) The teacher 

 

 

Benjamin Graham was a seminal figure on Wall Street and is 
widely acknowledged to be the father of modern security analysis. 
As the founder of the value school of investing at Columbia 
University. Graham influenced such subsequent investment 
professionals as Warren Buffett, Mario Gabelli, John Neff, Michael 
Price, Bill Ruane, Al Frank, Charles Brandes and John Bogle. His 
timeless books, Security Analysis and The Intelligent Investor, are 
still considered the references for both individual and professional 
investors. Written only a few years after the devastating stock 
market crash of 1929, his value investing methods have one 
objective: to make the investment process as safe as possible.  

Warren Buffett (1931- )  The student 
 
 
 

 

Buffett, the most famous of Graham’s students, believed strongly in 
Graham's theory that it is wise to look for stocks of companies 
which are undervalued and will most probably prosper over time. 
Thus began Buffett’s untraditional approach to portfolio 
management. After working for his father's investment banking 
company for the three years after business school, Buffett returned 
to New York and worked as a security analyst at Graham's 
company for two years until 1956. In that year, at the age of twenty-
five, he started his own investment company, Buffett Partnership, 
using $5,000 of his own funds and collecting $100,000 from 
interested friends and family. Since 1965 he has been the CEO of 
Berkshire Hathaway, a conglomerate that owns simple and 
understandable businesses with a long history of success. In 2002, 
company sales were $42,6 billions and earnings $4,2 billions. 
Berkshire remarkable track record is illustrated by the next chart: 

  

 

 

 
   Berkshire Hathaway     S&P 500 
  
Average Annual Gain –  
1965-2002                             22%  10% 
 
Overall Gain – 
1964-2002                            214’433% 3’663% 
 
 

“The best thing I did was to choose the right hero, 
It all comes from Graham”  - Warren Buffett 

 
To keep this document enjoyable, we present below the total return of his performance, ending with 30 
billions, his estimated wealth in 2003. 
 

Annual Return Starting Wealth 1965 1975 1985 1995 2003 
22% 16’000’000 16'000'000 116'874'103 853'722'242 6'236'126'308 30'605'082'060

 
We don’t believe anyone can be as consistent and efficient in allocating capital as Mr. Buffett, and we 
won’t even try. This said, Mr. Buffett strategy is clearly the only one proved over and over again to 
succeed because it replicates the process any successful business owners go through. First, an owner 
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buys or receives shares at a low price, because the company is at an early stage; secondly, he holds 
on to his holding comes rain or come shine. Take the 100 wealthiest families and individuals in each 
non totalitarian and developed economies, you will find an overwhelming majority of company owners. 
No traders or short term investors on that list. To our satisfaction, it is still the old-fashioned, long-term 
investing-owning approach that generates real wealth. Welcome to the art of pure capitalism – a cold 
blooded sport, but a fair one. 
 
Price 
 
Buffett’s genius is largely his character – of patience, discipline, and rationality; his talent, of unrivaled 
independence of mind and the ability to shut out the financial world of Wall Street and the CNBCs of 
this world. He once wrote that he would no more take an investment banker’s opinion on whether to do 
a deal than he would ask a barber whether he needed a haircut. 
 
Patience is the prime quality of the value investor as success in the market is linked to the price you 
pay and the time period you hold on to your shares. Buy a growth stock at an attractive low price with 
the intention of holding it over the long run and your chances of a strong gain are excellent. But buy 
the same high quality stock at a high price and your chances of profit are reduced significantly. The 
basic principle here is that one should not buy a stock unless it has reached the right price. 
Furthermore, the time you take waiting for the right price allows you to analyze the company further. 
Warren Buffett investigated Coca Cola, American Express and Walt Disney for over a decade before 
he was satisfied with the purchase price. Price is what you pay; good or bad value is what you get. 
 
“Rake the markets for bargains. Markets make mistakes” – Benjamin Graham 
 
3. MARGIN OF SAFETY 
 
It is an old principle that those who cannot afford to take risks should be content with a relatively low 
return on their invested funds. From this there has developed the general notion that the rate of return 
to aim for is proportionate to the degree of risk he is ready to take. But the reality could be different. In 
many cases there is less real risk associated with investing in a well diversified portfolio of 
undervalued company shares offering a solid return potential than with a conventional popular stocks 
and bonds purchase. This has been validated at numerous times following a bear market, when 
subsequent years showed that even the best long-term bonds lost a substantial part of their market 
value because of the rise in interest rates. 
 
Speculative stock movements are carried too far in both directions, frequently in the general market 
and at all times in at least some of the individual issues. A common stock may be undervalued 
because of lack of interest or unjustified popular prejudice but we know from historical data that 
eventually the market catches up with value and stocks rise to their intrinsic value. Therefore, an 
investor who trusts his judgment can be patient. This is the basic premise of M. Graham and Buffett 
value investment principles. Once this concept grasped, we can look out for substantial discrepancies 
between price and value to identify a buy zone, as illustrated in the next exhibit. 
 
The list of marketable securities always includes a fair number that can be identified as undervalued 
by reasonably dependable standards and which should yield more satisfactory results on average. In 
our view the search for these would not be worth the investor's effort unless he could hope to an 
average annual return of 12% to 15% before taxes from the stock portion of his portfolio, a few percent 
points above the long term average of the S&P500 Composite index. 
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Intrinsic Value 
 
The margin of safety represents the difference between a company’s stock price and the value of the 
underlying business, called the intrinsic value. The intrinsic value of a company is the discounted value 
(adjusted for time) of the cash that can be taken out of a business during its remaining life. 
  
Value investors are interested in stocks that trade at a substantial discrepancy to their underlying 
intrinsic value. They believe that a large margin of safety provides greater return potential as well as a 
greater degree of protection. As illustrated in the following graph, stock prices fluctuate over time and 
value investors expect that, while other investors recognize the true value of the business, its share 
price will climb back to its intrinsic value or over it, the sell zone. 
 

 
Source: Charles Brandes, Value Investing Today, 3rd Edition 

 
When the share price equals or exceeds the company’s intrinsic value, the margin of safety has 
disappeared and the shares should be sold. 
 
4. VALUATION 
 
“How much is this company worth?” is probably the first reasonable question to ask before investing in 
a company, yet how many people raise this question? To invest wisely, you need to understand the 
principles of valuation. We first take a historical look at stock index prices and dividends, which will 
give us a sense of over- and under-valuation situations. We continue with the two main valuation 
methods: intrinsic value and relative valuation. 
 
Perspectives 
 
By historical standards, the U.S. stock market has soared to particularly high levels from 1994 to 2000. 
These results did create a sense among the investing public that such high valuations, and even 
higher ones, would be maintained in the foreseeable future. The Dow Jones stood at around 3,600 in 
early 1994 and passed 11,000 by 1999, more than tripling in five years, a total increase in stock 
market prices of over 200%. But history has been a consistent and reliable market valuation guide and 
accordingly, one would be wise to study it. 
 
As data shows, over the same period, basic economic indicators did not come close to tripling. U.S. 
personal income, GDP (gross domestic product) rose less than 30%, and almost half of this increase 
was due to inflation. Corporate profits rose less than 60%, and that from a temporary recession-
depressed base (1987-1992). Viewed in the light of these figures, the stock price increase was 
unwarranted and, certainly, by historical standards, unlikely to persist.  
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Large stock price increases have occurred in many other countries at the same time. In Europe, 
between 1994 and 1999 the stock market valuations of France, Germany, Italy, Spain, and the United 
Kingdom roughly doubled. The stock market valuations of Canada, too, just about doubled, and those 
of Australia increased by half. This period of high stock market pricing was like the other historical 
periods of high pricing, that is, it had to be followed by poor or negative performance. It was an 
unsustainable increase in prices brought on by investors’ buying behavior rather than genuine, 
fundamental information about value. 
 
Dividends 
 
Historically, when price is high relative to earnings, the return in terms of dividends has been low, and 
when price was low relative to earnings, the return in terms of dividends has been high. The recent 
record-high price-earnings ratios have been matched by record-low dividend yields. In January 2000, 
S&P dividends were 1.2% of price, far below the 4.7% that is the historical average.  
 
It is natural to suppose that when we are getting so much lower dividends from shares, we ought to 
expect to earn lower investing returns overall. The dividend is, after all, a reasonable amount of the 
total return one gets from holding stocks. The reliable return attributable to dividends, not the less 
predictable portion arising from capital gains, is the main reason why stocks have, on average, been 
such good investments. 
 
Returns from holding stocks must therefore be low when dividends are low—unless low dividends 
themselves are predictors of stock market price increases or that the company compounds the 
dividends for you like Berkshire Hathaway. As a matter of historical fact, times when dividends have 
been low relative to stock prices have not tended to be followed by higher stock price increases in the 
subsequent five or ten years. Quite the contrary: times of low dividends relative to stock price in the 
stock market as a whole tend to be followed by price decreases (or smaller than usual increases) over 
long horizons, and so returns tend to take a double hit at such times, from both low dividend yields and 
price decreases. Thus the simple wisdom—that when one is not getting much in dividends relative to 
the price one pays for stocks, as in 2000, it is not a good time to buy stocks—turns out to have been 
right historically. 
 
Cash Flows 
 
We can estimate the value of an asset by taking the present value of the expected cash flows of that 
asset namely, its intrinsic value. Accordingly, the value of any asset is a function of the cash flows 
generated by that asset, the life of the asset, the expected growth in cash flows, and the riskiness 
associated with the cash flows.  
 
When selecting buying candidates, we estimate the discounted cash flow range for the next 3 to 5 
years; this gives us an estimated share price range. We subsequently take the lowest value of that 
range and divide it by 2, creating our buy limit entry point. The target is to double our investment over 
a 3 to 5 year period on any given company we invest in. For example, take a company with an 
estimated 3 to 5 years share price range of 22 to 34. We take 22, the bottom level of the range and 
divide it by two. 11 becomes our buy limit entry point. 
 
Competitive advantage 
 
Part of the valuation process is to look at he quality of the business, a somewhat subjective field which 
requires a clear understanding of the competitive field in which a business operates. The key is not to 
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assess how much an industry is going to affect society, or how much it will grow, but rather 
determining the competitive advantage of any given company and, above all, the durability of that 
advantage. The products or services that have wide, sustainable moats around them are the ones that 
reward investors. 
 
The following 3 chapters deal with relative valuation based on a set of ratios that allow us to measure 
company prices in comparison to their piers. As exemplified on the following exhibit, they significantly 
help us outperform the average stocks over the long run. 

 
Source: What works on Wall Street 

 
5. PRICE TO EARNINGS – P/E 
 
One way to think of the value of a company is as a multiple of the earnings generated by it. P/E is the 
price of a share divided by the earnings per share. In identifying earnings, we look at sustainable 
earnings based on the previous 3-year average, to even out exceptional ups or downs. With a P/E of 
15, one must wait 15 years for his investment to be paid back, assuming earnings are constant. A P/E 
of 15 also suggests that the company’s earning growth should be 15% annually, a pretty solid 
performance to say the least. We therefore will not look at companies with P/Es greater that 15 even 
though many common stocks trade at P/Es well above that range. Finding a business trading at a P/E 
of 10 with a 15% growth over time is the kind of opportunities we like. 

 
One must be warned that earnings can be easily manipulated via creative accounting. It is therefore 
crucial to base one judgment on the long term track record of the company in addition to investigate 
SEC filings data to verify the authenticity of the information provided by the company. 
 
6. PRICE TO SALES – P/S 
 
Price to sales, or revenues, is an excellent indicator for determining relative stock valuation. This 
indicator tells us how much we pay for a dollar’s worth of sales. If a company has $10 worth of sales 
per share (total sales divided by the number of shares outstanding), and its stock is trading at 5, then 
we are paying 0.5 times sales to buy the company. We identify each company’s industry 10 year 
average and look for a substantial discrepancy between the company and industry average. This ratio 
varies widely across industries, largely as a function of the profit margin in each.  
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We like this measure because it is the least affected by accounting rules and principles, as opposed to 
earnings and book value. No matter what the industry average is, P/S ratio should be lower than 4. 
 
7. PRICE TO BOOK VALUE – P/B 
 
Book value is all assets minus all liabilities, also called shareholders’ equity. In theory, it is what the 
company is worth, not considering earnings up or down trends. But while assets such as property, 
plant, and equipment may be under- or over-stated depending on accounting rules used, liabilities can 
be similarly inaccurate. Vigilance is of the essence. 
 

 
Historically, this ratio is a good measure of a firm valuation. We take the 10-year average and 
compare it with the current fiscal year ratio to find whether we have a company trading at a discount. 
In any case, P/B should be lower than 2. 
 
8. CASH TO DEBT 
 
Two revealing sources of information to extract from a balance sheet are a company’s current overall-
cash position and long-term debt. We take at minimum of five years and focus on the evolution of 
these two positions. When cash increases relative to debt, it is an improving balance sheet. When it’s 
the other way around, it is a deteriorating balance sheet. Sometimes we can even find companies that 
fit our “Cash is King” definition which means that the company is trading at a price equal to or lower 
than what it is worth on its cash position only. Matching this appealing scenario, we recently identified 
a company trading at $4.33 at the end of November 2003. With a $4.38 per share of cash on its 
balance sheet you pay less than a dollar for a dollar of cash, excluding the entire company’s business. 
Additionally, the company had no long-term debt and a current ratio (current assets to current 
liabilities) approaching four to one. Considering this type of available bargains, you can understand 
why we are not strong believers in the efficient market theory (EMT). 
 
9. PORTFOLIO 
 
Own a well-diversified portfolio of undervalued companies for a minimum 3 to 5 years to make equity 
investment a very likely success. The diversification procedure is the spinal cord of our investment 
philosophy because it efficiently protects us against being overly exposed to any one company 
development. It creates a performance that is an average generated by the performance of multiple 
companies, thus diminishing risk. 
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Diversification 
 
A broadly diversified portfolio of at least 30 undervalued companies offering strong growth recovery 
potential tends to lead to superior returns. The total risk of a straightforward investment strategy is that 
you can lose a maximum 100% of the principal invested. The upside on the other hand is that gains 
are not limited to a 100% increase.  
 

 
Original Investment Potential Loss Potential Gain 

100% maximum 100% no maximum 

 
In the next table, we run a diversified portfolio through a robustness analysis to probe what it can look 
like after a 4-year holding period. Among 30 stocks, let us assume we end up with the subsequent 
balance: 2 companies with a 200% return, 3 companies with a 150% return, 10 companies with a 
100% return, as originally forecasted, 5 companies with 0% return, 5 companies with a 50% loss, and 
5 companies with a 75% loss. 
 

PORTFOLIO ROBUSTNESS ANALYSIS 

  Cost Mrkt Value Gain/Loss 
Company 1 1'000 3'000 200% 
Company 2 1'000 3'000 200% 
Company 3 1'000 2'500 150% 
Company 4 1'000 2'500 150% 
Company 5 1'000 2'500 150% 
Company 6 1'000 2'000 100% 
Company 7 1'000 2'000 100% 
Company 8 1'000 2'000 100% 
Company 9 1'000 2'000 100% 
Company 10 1'000 2'000 100% 
Company 11 1'000 2'000 100% 
Company 12 1'000 2'000 100% 
Company 13 1'000 2'000 100% 
Company 14 1'000 2'000 100% 
Company 15 1'000 2'000 100% 
Company 16 1'000 1'000 0% 
Company 17 1'000 1'000 0% 
Company 18 1'000 1'000 0% 
Company 19 1'000 1'000 0% 
Company 20 1'000 1'000 0% 
Company 21 1'000 500 -50% 
Company 22 1'000 500 -50% 
Company 23 1'000 500 -50% 
Company 24 1'000 500 -50% 
Company 25 1'000 500 -50% 
Company 26 1'000 250 -75% 
Company 27 1'000 250 -75% 
Company 28 1'000 250 -75% 
Company 29 1'000 250 -75% 
Company 30 1'000 250 -75% 
  30'000 42'250 41% 
Cash Flow Movement 

Year 1 Year 2 Year 3 Year 4 
-30'000 0 0 42'250 

Internal Rate of Return     12.1% 
(Annual compounded interest)       
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The robustness analysis, although not based on actual data, reveals that even though we have 15 
companies that either stayed flat or lost from 50% to 75% of our initial capital, we are still performing a 
satisfactory 12.1% annual gain. 
 
Stock & Bond/Hedge-Fund Allocation 
 
An investor should divide his funds between common stocks and high-grade bonds/hedge funds. We 
suggest as a fundamental guiding rule that he should never have less than 25% or more than 75% of 
his funds in equities, with an inverse proportion in bonds and/or hedge funds. Historically, the reason 
for increasing the percentage in common stocks is the appearance of "bargain price" levels created in 
a protracted bear market as we have experienced them during the following periods: 1918-1922, 
1947-1954, 1974-1985, 1988-1990, 2002-2003. Conversely, sound procedure would call for reducing 
the common-stock component below 50% when the market level has become dangerously high, in 
other words, when average P/E level is dangerously higher than 15. 
 
This rule is difficult to follow because it goes against our very human nature that produces the 
excesses of bull and bear markets. It is almost a contradiction to suggest as a policy for the investor 
that he lightens his holdings when the market advances beyond a certain point and add to them after a 
corresponding decline. But it is because the average investor operates in opposite manner that we 
have had the great peaks and collapses of the past; and we are likely to have them in the future. 
 
10. BUY-AND-HOLD 
 
Just as it would be foolish to focus unduly on short-term prospects when acquiring an entire company, 
it is equally unsound to become mesmerized by the prospective near-term gains when purchasing 
small pieces of a company. Therefore, most positions should be held with a minimum 3 to 5-year 
perspective. 
 
When we buy a stock at the right price, we could not care less about what Wall Street does. We have 
bought part of a business and therefore are only concerned about the long-term development of this 
business. The idea is not to rent stocks but to become an owner and keep track of them on a daily 
basis without disturbing positions until well indicated. In other words: eternal vigilance with benign 
neglect. The validity of this concept is illustrated by the following study which confirms that the longer 
one’s holding period, the more chances an investor has of making good returns, regardless of how 
that person was at picking stocks. One stands a more than 80% chance of making a gain if a 
completely random equity investment is held for 5 years as opposed to only 20% if held for 3 months. 
 
 

 

 
 

 
Probability of gains (3-month holding period) Probability of gains (5-year holding period) 

Source: Timothy Vick: How to Pick Stocks like Warren Buffett 
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“Most of the money I make is in the third or fourth year I’ve owned something”  - Peter Lynch 
 
It follows that the risk of holding stocks depends on the holding period. The next chart presents the risk 
- defined as the standard deviation of average real annual returns- for stocks, bonds, and bills based 
on historical samples of nearly 200 years. This is the measure of risk used in portfolio theory and asset 
allocation models. We note that after a 15-year holding period, the standard deviation of average 
annual after-inflation return on stocks is lower than that of bonds and bills. 
 

 
Source: Jeremy Siegel, Wharton Business School 

 
Even though stocks fluctuate more that most other asset classes over short periods of time, we don’t 
mind, because tolerating short-term uncertainty is well worth the long-term results. 
 
“I never attempt to make money on the stock market, I buy on the assumption that they can close the 
market the next day and not reopen it for a few years” - Warren Buffett 
 
Ignore Wall Street 
 
Benjamin Graham once commented that the biggest trap into which investors fall is the decouple price 
from value, to stray from the facts and base trading decisions on the action of others. By relying on 
dubious statistics and market timing scenarios - rather than focusing on companies and their 
fundamental performances, investors undermine their goals. These mistakes explain why most 
investors fail to achieve adequate returns over the long run. 
 
“The only problem with market timing is getting the timing right.” – Peter Lynch 
 
Wall Street has a terrible track record when it comes to protecting your wealth. During the Internet 
Bubble, the most trusted brokerages on Wall Street made billions as their analysts gleefully lured 
hundreds of thousands of investors to pour money into "new economy" stocks. The result is that since 
March 2000, more than $5 trillion in stocks and mutual funds have been wiped out. Now the 
cheerleaders of Wall Street and CNBC are touting every bear market rally as the first signs of a bull 
market -- trying to prop up an overpriced market with more hype.  
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The bottom line is that most stocks are still expensive. On average, stocks in the S&P 500 have sold 
for 15 times earnings. Now they're at an 18 to 19 times earnings. You'd have to wait 18 to 19 years 
just to earn back your investment. We conclude that the appropriate strategy is to ignore Wall Street 
and focus on buying selected undervalued companies and keeping them for a minimum 3 to 5 years. 
 
Other Identified Risks 
 
Perhaps the greater risk comes from ourselves, for it is often tempting to buy overvalued growth 
companies that promise stunning growth and are the darlings of Wall Street. They are the chocolate 
bars offered to us everyday but which, as value investors being on a diet, we do not accept. Another 
risk is the psychological turmoil we might go through when a purchased company drops 30% or even 
50%. The pressure to sell can be great for many but for us it is good news as we will be happy to buy 
more of the same good company at an even better price. In effect, you only have to hope for manic-
depressive bear markets to toss some great companies at bargain prices. 
 
11. PATIENCE 
 
“Patience is a bitter plant but it has sweet fruits.” – Old proverb 
 
Compounding 
 
The most important commodity in an investment toolbox is time. Yet time and the power of 
compounding are often ignored in our fast-paced culture. Consider the following exhibit, which 
illustrates the returns from investing 1’000’000 over the next 50 years. Contemplate the compounding 
effect of the equation take a life of its own; the astonishing combination of consistent performance 
linked with patience. 
 
“Either you see it or you don’t, and what we see is that patience is a discipline that works beautifully in 
the stock market” – Warren Buffett 
 

Performance Year 0 10 20 30 40 50 
10% 1’000'000 2'593'742 6'727'500 17'449'402 45'259'256 117'390'853
12% 1’000'000 3'105'848 9'646'293 29'959'922 93'050'970 289'002'190
15% 1’000'000 4'045'558 16'366'537 66'211'772 267'863'546 1'083'657'442

 
An instructive little game is to visualize one’s ten fingers as the 15% compounding fingers. Knowing 
that at a 15% compounded annual return one doubles the investment every five years, take any 
amount to start with and multiply by 2 for each finger. Take one dollar, from finger 1 to 10 we have 2, 
4, 8, 16, 32, 64, 128, 256, 512, and 1024. Correct, 1 dollar invested at a 15% annual compounded 
interest will give you 1’024 dollars 50 years from now. With this in mind, we admittedly get pretty 
energized waking up every morning. 
 
12. WEALTH 
 
This paper has presented evidence supporting the superiority of common stocks as a long-term 
investment vehicle and how the value investing strategy captures the most capital out of it. Indeed, the 
stock market is the greatest legal producer of wealth in existence as no other activity has returned an 
average of 11% per year over the past 77 years. However, in order to achieve this performance, one 
would have had to hold on to an index such as the S&P or a broadly diversified portfolio of stocks for 
the entire period, without any irrational trading activity especially during the so called bear markets. 
For it is the unpredictable strong upward reaction right after a big plunge that makes all the difference 
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in long term performance. The recent +25% performance of the S&P 500 from 848 in March 2003 to 
1058 in November 2003 speaks for itself.  
 
To conclude, we believe that with a disciplined and consistent value investing strategy, a 12% to 15% 
annual return over the long-term is an achievable, though demanding, target. We back this with the 
returns achieved by other value investors. 
 
Selected Value Investors versus the S&P 500 1973-2002 
S&P 500, unmanaged index 10.6% 
Berkshire Hathaway with W. Buffett & Charlie Munger 25.5% 
Mutual Shares with Michael Price & Max Heine 13.7% 
Sequoia Fund with Bill Ruane 16.9% 
TPS Portfolio with Al Frank 18.7% 
Vanguard Windsor 12.9% 
 
Seeds do not sprout crops the day after they are sown. Time must work its magic. Some of the seeds 
fail to germinate, some fields come up with weeds. But like farmers, we have nature on our side. What 
we do is based on 75 years of historical evidence which proves that equities are the top performing 
asset class and that, within that broad class, smaller-capitalization, value stocks deliver the best long 
term results. If the record is so good, how come more people follow this method? The answer is rooted 
in human psychology. Many, perhaps most investors and analysts look for a current catalyst to justify 
a purchase, some news, some higher trading volumes, a new management or innovative products. 
We do it differently since we look at companies that are cheap on fundamentals, even if there is no 
good news. And like Benjamin Graham once told the US Congress “price will eventually catch up with 
value”. 
 
Our  bargain stocks provide fertile ground when positive events happen, while also protecting against 
disaster when negative development occur. We simply let nature take its course as we seldom know 
what catalyst will send our stock higher. Farmers can’t forecast the weather nor can we predict the 
arrival time of catalysts, but we can prepare the soil and select the adequate seeds for a rewarding 
harvest. 
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