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ABSTRACT 

 

The Holy Grail is not just a biblical concept.  It transcends natural and 
social sciences as well as the arts.  Not only does every researcher or 
practitioner have that one question they would love to see 
answered, successfully answering that question is what catapults 
them to the pinnacle of their profession.  A great question to ask 
every investor is, “What is the one question you would like to see 
answered?” In investment management, the question akin to the 
Holy Grail is “What investment valuation methodology better 
captures value inherent in a company?”  Given the bedrock thesis 
that a robust valuation method is one that reliably and repeatedly 
sees share prices converge to it given sufficient but reasonable 
passage of time, the question could be re-phrased to “What works in 
Investing?” 
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First Avenue prides itself as being first and foremost a company of investors who are both practitioners, and 

students of the history of investing.  By doing what’s good for investors, we will (by default) end up doing what’s 

good for our business in the long run.  Rather than proliferate product for rapid asset gathering purposes, we 

believe that the investment business should be a get rich slowly scheme!  Investment success itself requires a 

thorough understanding of what valuation methods worked throughout history, and why.  We draw extensively 

but not exclusively from investing activity in both the US and Britain due to the availability of data and 

investment literature in those two countries. 

The first stock exchange in North America was formed in 1790 in Philadelphia.  The first shares to trade on that 

exchange were three banks that issued shares to pay off war debts for the Continental Congress under first 

Secretary of Treasury Alexander Hamilton.  In 1792, a meeting of twenty four merchants agreed to form what is 

now the New York Stock Exchange where they could meet daily to trade stocks and bonds. William Bernstein’s 

book “The Four Pillars of Investing” which takes us on a wonderful journey through the history of investing 

informs us that “for most of the past 200 years since the founding of these exchanges, stocks were inaccessible 

to the average person; before about 1925, it was virtually impossible for even the wealthiest Americans to 

purchase shares in an efficient manner.”  Lamoreaux in his book “The Great Merger Movement in American 

Business, 1895 – 1904” shares with us that between 1894 and 1904, more than 1,800 companies consolidated 

into just 93 corporations. And that much of the volume of new debt and equity financing for these large 

corporations flowed through a relatively small circle of financial institutions in New York (Wall Street oligarchs) 

whose informal but undisputed leader was John Pierpont Morgan & Company. 

 

In their book, The Panic of 1907, Bruner and Carr inform us that between the mid 1890s and 1906, the US annual 

growth rate was a stunning 7.3%, which had doubled the absolute size of industrial production over a relatively 

short period.  With this dramatic growth came a need for capital.  For instance, in 1895, the US economy added 

$2.5bn to its fixed plant and inventories, and by 1906 the annual rate of capital formation was running at nearly 

$5bn.  In addition to export proceeds, the stock markets supplied part of this capital. Speculation, rather than 

investing, defined activity on the self-regulating US stock exchanges as investors grappled with what was then a 

roaring emerging economy (see figure 1). 

 

 

Figure 1:  The Emerging US Economy 

 

Source: The Panic of 1907, R. Bruner and S, Carr, page 8 

 

For a period of a century earlier (between 1814 and 1914), the US saw 13 banking panics.  Some of the notable 

ones were in 1857, 1873, 1884, and 1907.  One of the particularly noteworthy things about the 1907 panic is that 

it ended a 2 year period in which the stock market had just doubled (1905 – 1907)!  At the time, the US (unlike 

France, Germany, and Britain), lacked a central banking authority that could supply extra liquidity in a credit 

crunch.  It was the severe economic consequences of these failures that led to the establishment of the Federal 

Reserve System in 1913. 

 

 JP Morgan’s biographer Frederick Lewis tells of how Wall Street was governed by oligarchs who had “disdain for 

the speculative gangs that plunged in and out of the market, heedless of the properties (shares) they were 

toying with.”  Such speculative behavior, and the aftermath of the Great Crash, finally prompted legislation that 
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led to the formation of the Securities Exchange Commission in 1934 to take over the regulatory role.  Prior to 

that, various states introduced “Blue Sky Laws” (starting in 1911) to prevent merchants misrepresenting 

investment opportunities (sale of stock by fly-by-night concerns) to a public that would inevitably lose vast 

quantities of money.  Thus it appears that it wasn’t until after The Great Depression (1929 -1933) that a culture of 

investing in equities developed in the US.   

 

David Chambers and Elroy Dimson in their paper “Keynes the Investor” assert that at the end of the 19th century, 

both British and US institutional investors regarded common stocks (ordinary shares) as extremely risky.  As a 

result they shunned this asset class in favor of fixed income and property.  As an illustration, British life insurance 

companies had only 10% allocated to ordinary shares by the late 1930s.  In Britain, the first pension funds were 

only just set up in the 1930s.  While British life companies were by far the largest institutional investors, 

investment trusts (closed end funds) which were relatively small in size and had been around since the 1880s, 

began to invest in equities in the 1920s on behalf of retail investors. Governmental rules in Britain first laid down 

in 1861 emphasizing “safety” of principal rather than capital gain were partly responsible for British insurers 

allocating between 3% of their assets to equity in 1920 and barely 10% by 1937 (Scott, 2002).  National Mutual, 

the most aggressive of insurers, never held more than 30% of their assets in equities (Baker and Collins – 2003).   

 

An equity culture must have developed over time because as we know today, institutional investors the world 

over often invest the majority of their assets in listed (public) equities.  At the heart of this culture is a clear 

distinction between speculating in an opaque and self-regulated market (pre-1930s) and investing in a more 

accessible, transparent, and rules-based environment (post 1930s).  

 

We posit that this key structural development was accompanied by a number of evolutions in equity investing, 

all in search of what works.  For instance, if one was going to deviate from such low allocations to equity, one 

ought to have been convinced of (i) the case for the superiority of equities over bonds and property, and (ii) the 

valuation methodology that would be successful such that share prices consistently converge to it. 

 

John Maynard Keynes and Benjamin Graham serve as the earliest, and most written about, investors from whom 

we can learn.  While some claim Keynes as the father of institutional equity investing, others claim Benjamin 

Graham as the father of value investing.  Regardless, we know that both gentlemen (i) were proponents of equity 

investing, (ii) fared very poorly in the stock market crash of 1929 (more of this shortly), and (iii) Keynes’ 

investment philosophy went through a radical metamorphosis as a result of the crash.   

 

We learn of Keynes’ appreciation of the equity market from a very favorable review he wrote on what he called 

“an interesting little book” on equities by Edgar Lawrence Smith: “Common Stocks as Long Term Investments”.  

The book analyzed the relative performance of American common stocks and bonds from 1866 to 1922.  The 

book originally hypothesized that an investment in stocks would outperform an investment in bonds in a period 

of rising inflation, but the converse would be true in times of falling consumer prices.  This was an eminently 

reasonable assumption: businesses can generally hedge against inflation by increasing their prices to offset 

costs, but bond coupons remain fixed in an environment of consistently rising prices.  

 

This hypothesis was a mere academic footnote by 1920.  Justyn Walsh in his book, “Keynes and the Market: How 

the World’s Greatest Economist Overturned Conventional Wisdom and Made a Fortune on the Stock Market”, 

says Smith’s study into the relative merits of bonds and equities yielded unexpected results: ordinary shares 

outperformed bonds not only in inflationary periods but also in periods of falling inflation.  Smith attributed this 

result to a number of factors, the most important of which was the “compound interest” effect inherent in 

ordinary shares.  

 

Keynes, in a summary of Smith’s book summarized it as follows: 

 

“Well managed industrial companies do not, as a rule, distribute to the shareholders the whole of heir earned 

profits.  In good years, if not in all years, they retain part of their profits and put them back into the business.  

Thus there is an element of compound interest, quite apart from the dividends paid out to the shareholders.  

Thus…an index of shares yields more in the long run than its initial apparent rate of interest.” 

Smith’s simple but profound observation – that equities were in effect, “compound interest machines,” offering 

not just dividends but capital growth through reinvestment of undistributed earnings – was a key factor in kick 

starting the “cult of the common stock” in the mid 1920s.  Simultaneously, his work is widely deemed to be the 

first real body of work on asset allocation.  

 

A devotee of the culture of equity investing, Keynes was quoted at an AGM of a life insurance company he 

chaired, National Mutual in January 1928, “Ordinary shares represent the live, large-scale business, and the 

investment world of today. Any investment institution which ignores, or is not equipped for handling shares, is 

living in the backwater.” 
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Right up to the 1920s, Keynes was a momentum investor who invested in companies on the basis of how they 

would be favored by the business (credit) cycle.  As an economist, he had confidence that he could read 

economic and business cycles well enough to profit from their impact on assets (equities, bonds, and physical 

commodities).  This cognitive set of abilities was put to the test by the Great Depression and the stock market 

crash of 1929.  How did he fare? 

 

Jeremy Grantham of GMO wrote a scintillating piece in April 2010 that, among others, investigated the efficacy 

of classic value investing in difficult economic conditions.  First, we learn from the piece that both the father of 

institutional equity investing, Keynes, and the father of value investing, Graham, fared extremely badly in the 

crash of 1929.  Graham, who managed private client wealth, went into the crash highly leveraged, net long and 

apparently completely unaware of the possibility of a speculative bubble about to burst.  He was more than 

100% long of equities.  Graham lost 70% in the Crash.  While prior to the Crash of 1929, Keynes had gotten wiped 

out just before 1920 and was bailed out by rich friend, Sir Ernest Cassel, with a five thousand pound loan which 

he invested in the foreign exchange market.  Keynes repaid his friend by 1922 after he had quintupled his initial 

investment (Walsh, Chapter 2).  In the 1929 crash, he lost about 50% of his investments, and like Graham, his 

subsequent investment philosophy evolved (quite radically) to reflect the hammering he had received.   

 

Grantham gives us a taste of this hammering by pointing out that in 1932, only 7% of the market value of 

speculative stocks remained!  So while Graham lost 70% of his portfolio, a great deal of speculative stocks (classic 

value) had lost 93% of their value.  This simply caused Graham to become very, very conservative in the margin 

of safety (discount to the net current assets of a company) he required.  As for Keynes, he began to doubt his 

ability to profit from his intimate understanding of economic cycles.  He now sought to make large investments 

in individual businesses that had balance sheets he could study, and sold products or services whose value he 

could assess objectively.  Doesn’t that remind you of the man known today as the world’s greatest investor, 

Warren Buffett?  

 

The evolution of Keynes’ investment philosophy occurred on the trot (while he was managing the famous Chest 

Fund, an endowment fund of Oxbridge Colleges).  From 1927 to 1946, the fund had compounded at an annual 

rate of 12% while the British stock market fell 15% in the same period (Figure 2).  When he took over the Chest 

Fund, Keynes was 41 years old.   

 

Grantham’s work on mean reversion is highly insightful, and to us, instructive.  Both Keynes and Graham’s 

philosophies were in effect based on this principle.  Having studied 34 bubbles in the annals of investing, 

Grantham’s findings are instructive.  Mean reversion is a near certainty (+90% probability) in industries (rather 

than individual companies), and asset classes (rather than countries).  It simply never occurs to investors that the 

constituents of an industry that ebbs and flows are not exactly the same, especially if the swings are wild.  So 

before, while Keynes may have been able to identify industries, sectors, asset classes, and currencies that would 

do well in a recovery, he still had the problem of picking the ones that would survive the Depression.  Graham 

would have suffered the same consideration.  

 

To paraphrase Grantham, when you buy a stock because it has surplus assets or a good yield (as a great margin 

of safety), you’re really counting on the fact that current unpopularity will fade (current problems in the industry 

will dissipate), and the fortunes of war will move back to normal.  Yet individual stocks can at times permanently 

change their stripes for the worst (bankruptcy) or emerge for the better like Apple’s rebirth during Steve Jobs’ 

second stint as CEO. In severe economic conditions (depressions) some stocks with classic value characteristics 

actually fall away (more on this from Grantham later). The pitfalls of stock selection via sector rotation are what 

led Charlie Munger, Vice Chairman of Berkshire Hathaway, to say while he could point to many successful and 

wealthy value investors, he does not know of just one sector rotator who’s successful and wealthy.  

 

While we do not have a return series for Graham, we see in figure 2 that Keynes took another hit in the 1937 -

1938 slump but emerged from it with winners while the market simply drifted lower ever so gently for the next 8 

years! 
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Figure 2: Chest Fund Performance (1927 – 1946) 

 

Source: maynardkeynes.org 

 

It is evident that Keynes found his answer to the question, “What works?” in the 1930s.  He is known to have said, 

“When the facts change, I change my mind. What do you do Sir?” Keynes was a great investor for knowing what 

will work and sticking to it even in the slump of ’37-38.  

 

For those brave enough to venture into the equity market, this slump, so soon after the Great Crash, would have 

driven them further into the corner of Benjamin Graham’s style investing.  That is, an adequate  margin of safety 

is typified by low current earnings relative to normalized (10 year average) earnings, 1/3 discount to net current 

assets, and a dividend yield twice that of ruling corporate bond yield.   Yet at the same time, America eclipsed 

Britain as its industrialization went from strength to strength.  Corporate America reflected this economic power 

in how much and how fast it grew its profitability (earnings). Naturally a portion of these earnings were 

reinvested in the business to generate even greater growth (a process of autocatalysis).  To an investment 

community not only scarred by the Great Crash and the ’37-‘38 slump, but whose weapons of choice were 

limited to classic value metrics, valuing these types of companies must have been daunting. 

 

In 1938, John Williams Burr published his doctoral thesis, “The Theory of Investment Value”, before he won 

faculty approval for it.  In it, he proposed a methodology on how to value future earnings of a business.  He used 

an industry life cycle to gauge a company’s future.  Joseph Schumpter, an Austrian-American economist and 

political scientist who popularized the term “creative destruction”, had recommended solving the puzzle of 

intrinsic value of a common stock to John W. Burr.  “Theory of Investment Value” opens with “Separate and 

distinct things not to be confused, as every thoughtful investor knows, are real worth and market price….” 

Williams changed the focus from forecasting the time series of the market price (as was the habit with 

speculators) to the underlying components of asset value on the basis of corporate earnings and dividends. He 

used the idea of “evaluation by the rule of present worth” of dividends and selling price.  His ‘Law of the 

Conservation of Investment Value’, page 72 of the thesis, argues that the value of an enterprise is the “present 

worth” of all its future distributions –whether interest or dividends - also brought us closer to the notion of 

Enterprise Value (“EV”).  Most importantly, Williams’ work formed the basis of the Dividend Discount Model 

(DDM), refined in 1959 by Myron J Gordon into the Gordon Growth Model.  This is the phenomenon we think 

Keynes performance, post the slump of ’37-38 was benefiting from.  As we shall see next, his success could have 

continued well into the fifties had he not met his untimely death in 1946! 

 

Phil Fisher was a practitioner who gave life to the “forward looking” investment ideas of the John W Burr the 

economist.  Having run an investment counseling firm since 1931, Phil Fisher wrote (in 1958) the first investment 

book to make the New York Times best seller list.  The book, Common Stocks and Uncommon Profits, laid out 

Fisher’s 15 point strategy to determine whether a company is in a position to continue to grow sales for several 

years, has an innovative and visional management, strong profit margins, effective sales organization and high 

quality management.  In essence, he wanted to identify companies with great long term growth prospects.  

Fisher, known as the father of growth investing, wanted to buy the present value of these growth prospects at a 

reasonable price, hence the term, Growth-At a-Reasonable Price (GARP).  The term Nifty Fifty captured the 

appeal of growth investing in the 1960s and 1970s as it referred to 50 popular and highly priced large cap stocks 

on the NYSE that were widely regarded as solid buy and hold investments.  Fisher himself is known to have 

bought Motorola in 1955 and didn’t sell until his death in 2004.  Like Keynes, Fisher sought to concentrate his 

holdings in companies about which he knew a lot.  One of his famous quotes “I don’t want good investments; I 
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want a few outstanding ones” gives us a good idea of his investment philosophy.  Doesn’t that sound like Warren 

Buffett as well?  

 

Throughout the aforementioned paradigm shift incorporating corporate growth into valuation, Benjamin 

Graham continued to utilize his net asset based definition of value in managing money for limited 

partners/shareholders in his partnership.  He retired (and wound up his partnership) in 1956, the same year that 

Warren Buffet started up his investment partnership, Buffett Partnership Ltd.  By 1960, Buffett had seven 

partnerships operating under Buffett Partnership Ltd, namely, Buffett Associates, Buffett Fund, Dacee, Emdee, 

Glenoff, Mo-Buff, and Underwood.  In 1962, Buffett merged all partnerships into one.  In 1966, he closed the 

partnership to new money.  In 1969, following his most successful year, Buffet liquidated the partnership and 

transferred their assets back to his limited partners (shareholders).  He further recommended his partners to Bill 

Ruane who then founded Sequoia Fund. At his point, the stock market is simply roaring with growth stocks 

powering ahead until the 1973 oil crisis. 

 

Of importance to us at this stage are the investment strategies employed by Buffet in his Partnership.  In one of 

his letters to his limited partners in 1962, Buffett explained in detail the strategies he used to generate excess 

returns.  Between 5% - 10% of his portfolio was invested in undervalued securities, a group of companies he 

referred to as ‘generals’.  The group provided relative margin of safety at the time of purchase, but subsequently 

behaved just like the market.  He expected this section of the portfolio to display limited downside in falling 

markets but have a very good chance of outperforming in upwardly drifting markets.  A good example of this 

was the purchase of a company by the name of Dempster, a windmill manufacturing company in 1962.  Buffett 

consulted his friend, Charlie Munger, to whom he was introduced in 1959, on this investment.  Just a year later 

(1963), Buffett sells Dempster for three times (3x) the amount he invested.  Dempster, almost worthless when 

Buffett bought it, had built a portfolio of assets worth over $2m during the time of Buffett’s investment!       

 

The second group tended to focus on workouts – M&A, spin offs, reorganizations and liquidations. Because of 

this, such shares would be underpriced and would outperform in down years, but underperform in strong 

markets.  For instance, Munger recommended that Buffett buy a company by the name of Harry Bottle in 1962.  

This move turned out to be very profitable as Bottle cuts costs, laid off workers, and moved into a cash rich 

position.  

 

The third strategy was control situations where he would initiate a large enough position in a company to try 

and influence corporate policy.  A famous control situation is Berkshire Hathaway which started out as an 

undervalued position (general) in 1962. Buffett arranged a business coup to take control of it at Berkshire’s board 

meeting in 1965.  He appointed a new president, Ken Chance, to run it.  After distributing (unbundling) Berkshire 

to his limited partners in 1969, Buffett, himself a partner, remained with 29% of the stock. 

 

There is a wealth of knowledge we learn from letters Buffett wrote to his limited partners (and after to his 

Berkshire Hathaway shareholders) on the pros and cons of the investment strategies employed during the 

partnership years (1956 to 1969). 

 

In 1989, Buffett writes about lessons learned (mistakes) in his first twenty five years of investing.  On the 

investment in Berkshire itself, he says, “Though I knew its business – textile manufacturing – to be 
unpromising, I was enticed to buy because the prices looked cheap. Stock purchased of that kind had 
proved reasonably rewarding in my early years, though by the time Berkshire came along in 1965, I was 

becoming aware that the strategy was not ideal.”  This lesson is instructive to Buffett’s increasing realization 

not to limit his view on valuation to “classic value metrics” but to consider growth (future prospects) as part of 

value. 

 

He continues with an instructive focus on quality or structural advantages that create intrinsic value over time, 
“Unless you are liquidator, that kind of approach to buying businesses is foolish. First, the original 
“bargain” price probably will not turn out to be a steal after all.  In a difficult business, no sooner is one 
problem solved than another surfaces – never is there just one cockroach in the kitchen.  Second, any 
initial advantage you secure will be quickly eroded by the low return that the business earns. For 
example, if you buy a business for $8m that can be sold or liquidated for $10m and promptly take either 
course, you can realize a high return.  But the investment will disappoint if the business is sold for $10m in 
ten years and in the interim has annually earned and distributed only a percentage on cost.  Time is the 
friend of the wonderful business, the enemy of the mediocre.”    

 

One last illustration of Buffett’s evolution, “I could give you other personal examples of “bargain purchase” 
folly but I am sure you get the picture: it’s far better to buy a wonderful company at a fair price than a fair 
company at a wonderful price.  Charlie (Munger) understood this early; I was a slow learner.  But now, 
when buying companies or common stocks, we look for first-class businesses accompanied by first class 
managements.” 
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There are better students of investments than us who are extremely familiar with Buffett’s investment 

philosophy.  We turn to one of them, Chris Davis, Portfolio Manager and Principal at Davis Advisors, to shed light 

on the reasons for Buffett’s evolution (from using classic value metrics in his Partnership years to intrinsic value at 

Berkshire).  

 

Chris Davis shares that classic value investing would have denied Buffett the benefits of compounding (of 

shareholder value) that comes along with the intrinsic value found in wonderful businesses.  Further, Buffett 

would have also suffered from a scale disadvantage if he had continued investing in cheap but small companies. 

We quote “Buying cigar butts at less than liquidation value would almost certainly have continued to 
work out well for Buffett as long as the amounts involved were small enough.  Such opportunities tend to 
be in very small companies.  This approach requires more portfolio turnover as time works against lousy 
businesses.”   

 

In other words, while the decision to sell a mediocre investment that has done well for you is immediate, it 

moves much further out in great quality business.  In the mean time, a wonderful business continues to renew 

corporate value by garnering more and more of the profit pool in its industry.  You have to be vaguely right 

about when to sell it. Failure to calibrate the right price to sell a mediocre business could negate your whole 

investment case.  Last, and as importantly, the tax implications of high portfolio turnover are highly unfavorable.  

The investment philosophy that has guided Berkshire Hathaway until today is more reminiscent of Keynes and 

Fisher than Graham.  In fact, Buffett has paid homage to Keynes in various letters to Berkshire shareholders.  

Further, he is known to have once said his strategy was 15% Fisher and 85% Benjamin Graham.  We believe this 

to be genius of Buffett – finding out what works and evolving to it. 

 

Let’s revisit a point Grantham made that we promised to expound on.  Classic value metrics such as P/B, P/E or 

DY do not represent intrinsic value.  To illustrate this, Grantham says when he poses the following question to 

investment audiences “I give you Coca Cola at 1.2x book or General Motors 1.0x. Which would you have?” he 

gets no takers for GM.  That is the clearest difference between P/B as a corner stone of classic value, and not 

intrinsic value.  The extra qualities represented by Coca Cola are worth a premium.  The only question is, “how 

much?’   What this means is that any outperformance of intrinsic value (quality) is pure alpha, where 

outperformance of low P/B (as it is for many small caps) is compensation for a high risk premium.  To support this 

point, Grantham points out that had the US government not bailed out the behemoths of the US financial 

system in the crises of 2008, many companies trading at low price to book ratios would have gone bankrupt (not 

just in the US, but across the world due to the interconnectedness of the global financial system).  What we learn 

from Buffett’s review of the first 25 years of his investment experience is that this risk premium sometimes comes 

back to bite you. It should not be surprising that in times of deep economic crises, more of these “cheap,” classic 

value companies go bust than is the case for the “expensive” intrinsic value companies.  In the work we have 

done at First Avenue, we have found that classic value investment opportunities tend to coincide with other 

characteristics such as small capitalization, illiquidity, high leverage, or dissipating fundamentals due to severe 

cyclical conditions. 

 

Why is it then that even today, 22 years since Buffett publicly shared the pitfalls of classic value investing, 

portfolio managers of hard earned pension and retail assets still offer this investment strategy?  Perhaps, the real 

wonder is why pension funds and financial advisors still buy this strategy.  Leaning on Grantham one more time, 

he suggests that “The pure administration of classic value investment style really needs a long term lock-up, like 

Warren Buffet has or it will have occasional quite dreadful client problems.”  Investment history is replete with 

examples of such dreadful client problems – Gary Brinson of UBS in the late 90s, Tony Dye who ran a value based 

contrarian portfolio for Phillips and Drew, and low PE value manager David Dreman in 2008, all lost the majority 

of their clients due to severe underperformance.  The big lesson to learn here is not that classic value investing 

doesn’t work. It is the fact that it works far less frequently in recent times than it used to, enough to produce 

dreadful client problems. 

 

We cannot emphasize enough how important it is for both investors and clients to understand the efficacy of 

investment strategies.  How often have you heard classic value investors saying the market is irrational because it 

has drifted away from their style for what feels like an eternity?  Such calls typically occur when clients 

themselves start questioning the manager’s investment performance.  Well, we would like to offer a few words, 

courtesy of both Keynes and Graham, for those that choose to dabble in low efficacy investment strategies. 

Keynes: “The market can stay irrational for far longer than the investors can stay solvent (in business).” Graham: 

“The Market is not a weighing machine…rather should we say that the market is a voting machine…product 

partly of reason and partly of emotion.”  (Investors typically transpose the voting and weighing in their 

understanding of the latter statement).  The market takes stock of the votes that have been cast in intervals that 

often seem excruciatingly long for those “doctors of the trade who perform surgical operations” with blunt tools.  

 

Further refinement to how investors captured value emerged in the late 1970s, early 1980s.  Long term business 

growth prospects that had ruled the world were now tempered with a more exacting phenomenon called 

shareholder value creation or economic value added.  In other words, it was no longer the quantum and 
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duration of growth that mattered, but the portion of growth above and beyond the cost of capital. The idea here 

is that planned investments by company management and the returns to shareholders should outperform 

certain bench-marks such as the cost of capital.  Outperformance over and above the cost of equity or cost of 

capital is shareholder value created or economic value added.  Why is this concept important, and what actions 

should management plan in an effort to create or add value?  These two questions led to seminal work by Alfred 

Rappaport, a US academic who, through his book “Creating Shareholder Value” is credited with introducing the 

term ‘shareholder value’ in 1986. Similarly, Joel Stern, whose firm Stern Stewart is synonymous with economic 

value added, introduced metrics relating to economic value added and free-cash-flow while serving as President 

of Financial Policy at Chase Manhattan Bank.   

 

The creation of shareholder value (or addition of economic value) is an acknowledgment of how the capital 

system operates.  It requires management action to focus on compensating shareholders and debt holders for 

funding the investment and operating activities of a business, or simply face sub-par returns or even bankruptcy.  

Cash based profit growth is critical to first allow a company to justify its existence to its investors and creditors 

before any surplus is either paid out or retained for further investment.  Beyond meeting its financial obligations 

such as operating costs and maintenance capital expenditures, management is faced with a number of choices 

to which it can allocate capital; invest for either organic or acquisitive growth or return capital to investors 

(dividends and/or share buy-backs) and creditors (pay down debt).  Whatever choice of action management 

makes here, it should ensure that shareholder value creation continues to be maximized.  The distinction 

between profitable growth in the 1980s versus profit growth practiced in the go-go years of the 50s and 60s is 

aptly captured by Davidsson, Steffens, and Fitzsimmons in “Growing Profitably or Growing from Profits: Putting 

the Horse in Front of the Cart?”  In the early 1980s, Jack Welch was one early adopters of shareholder value 

creation at General Electric.   

 

Capital allocation decisions by management meant to sustain or increase shareholder value became the subject 

of yet more innovative work designed to uncover enabling structural advantages or economic moats.  In 1984, 

Birger Wernerfelt, a Danish academic in the US, published an insightful paper, “A Resource-Based View of the 

Firm”, characterizing sustainable differences (competitive advantages) in companies and describing how current 

resources can be used to replenish old ones, if not develop new ones.  Another US academic, Michael Porter, 

published a book in 1985 “Competitive Advantage” in which he describes the basis of how a company competes 

in its industry, and the need to sustain this advantage through investment.  You will be familiar with Porter’s Five 

Forces (to which he subsequently added a sixth). 

 

Today, what investors describe as quality is simply the ability to consistently grow profitably (create value) over 

long stretches of time.  In capitalistic terms, companies that do this are dominating (and in some cases, 

monopolizing) the profit pool in their industries. Doesn’t this kind of talk yet again remind you of Warren Buffett? 

 

Grantham, once again, comes to our rescue by providing empirical evidence of outperformance of quality since 

1965.  His primary definition of quality is a high and stable return (above the cost of capital).  This value creation 

spread is evidence of a structural advantage that allows a company to grow profitably at the expense of weaker 

businesses. 
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Figure 3: A Free Lunch – High Quality Stocks Win over the Long Term 

 
 

Note: GMO defines quality companies as those with high profitability, low profit volatility and minimal use of leverage. The 

historical valuation is determined by GMO’s proprietary intrinsic valuation measure. 

Source: GMO as of 30/09/2009 

Quality has outperformed the market by 40% over 50 years!  Amazingly, this out-performance is not because of 

an unwinding of some sort of specific risk. It came from management teams of wonderful businesses simply 

reinvesting in their competitive advantages and generating more cash which they reinvested to generate further 

cash – an autocatalytic process that is the hall mark of intrinsic value.  Such excess return, combined with less 

fundamental risk, is called a “free lunch”.  The Efficient Market Hypothesis refutes the existence of “$100 bills 

lying on the side walk waiting to be picked up by investors”.  The theory hypothesizes that these opportunities 

will be immediately arbitraged away, thus preventing anyone from getting rich on them.  Yet this is what Warren 

Buffett has been doing, and this is what we’re attempting to do at First Avenue.  Grantham puts it better when 

he says playing in a superior universe (of investing in wonderful businesses) is like having a Triple A Bond 

outperforming the B+ bond in the long term by 1% a year, when in a reasonable world, it “should” yield, say, 1% 

less.  Now would be a good time to circle back to Keynes and validate his reasons for concentrating his portfolio 

in “well managed industrial companies that compound value by re-investing part of their profits.”  Grantham 

corroborates this view by telling us “Quality” has outperformed the market forever: The S&P had a High Grade 

Index that started in 1925 and handsomely outperformed the S&P 500 to the end of 1965 (when his data, figure 

3, takes over till today with the same results).     

 

Our last port of call in this paper is to question (and answer) why what works in investing evolves?  This time, we 

turn to an investment strategist, Michael Mauboussin, on the description of the market as a Complex Adaptive 

System.  In the September 2011 issue of the Harvard Business Review, Mauboussin shares with us that a complex 

adaptive system has three characteristics – first, the agents in it are heterogeneous and each of the agents makes 

decisions (independently) about how to behave. Second, these agents interact with one another and due to 

multiple and simultaneous interactions (action and reaction) over time, their decisions evolve over time.  You can 

imagine here that each agent adapts to these decisions and assumes a new posture.  The adaptation to evolving 

decisions leads to the emergence of an altogether new phenomenon – in our case, a new valuation method. 

  

 A quality of the system is that it is greater than the sum of the parts (investors).  In other words, you cannot truly 

understand the emergence of a new phenomenon in the system by simply looking at it at the individual (agent) 

level.  This is the thing that causes complexity – the great difficulty encountered in finding the cause and effect 

of the emerged phenomenon.  Having come this far in the document, you will notice that this piece of research 

is an attempt to tackle a complex subject - the evolution of valuation by looking at the contribution of a number 

of agents to the workings of a system known as the market.  We think that some of the best work aimed at better 

understanding how the markets work, using some of nature’s big solutions (e.g. biology, chemistry, physics, etc.) 

is taking place at an imminent research organization called The Santa Fe Institute where Mr. Mauboussin is a 

trustee. We encourage you to embrace complexity by familiarizing yourself with the work of the Institute. 

 

In conclusion, you may wonder why we focus so much on excess returns to explain the driving force behind the 

convergence of share prices and intrinsic value. We would like to call your attention to an article written by 

Warren Buffett that we believe definitively solves this riddle.  Contributed to the Columbia Business School 

Magazine, Hermes, “The Superinvestors of Graham-and-Doddsville” reviews the very long run investment 

performance of investors educated in the search for value.  This cognition, the value approach, is unparalleled in 

how many investors it has successfully served, compared to other approaches – technical analysis, sector 

rotation, momentum, and so on. As evidence of this, Warren names disciples of the value approach – Walter 

Schloss, Tom Knap and Ed Anderson of Tweedy Browne, Bill Ruane of the Sequoia, Rick Guerin of Pacific Partners, 

and Stan Perlmeter of Perlmeter Investments.  Today, there is a new line-up of younger value orientated 
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investors contributing to Buffett’s case – Bill Miller, Chris Davis, Bruce Berkowitz, Seth Klarman to name a few.  As 

Buffett says “the idea of buying dollar bills for 40 cents takes immediately with people or it doesn’t (grab a 

person right away, no matter how much you talk to a person and show him records).”    

 

We believe Warren Buffett’s genius is his ability to judiciously (as opposed to opportunistically) transcend 

investment philosophies in search of the answer to the question we asked right at the beginning of the paper, 

“What works in Investing”.  

 

Here at First Avenue, we aim to stand on the shoulders of the above-mentioned giants in our business of 

investing. As you can read about in great detail here, First Avenue’s investment philosophy and process is wholly 

based on buying stocks at a margin of safety to our view of intrinsic value. While we enormously prefer to buy 

high quality companies with wide moats protecting excess profitability, there are of course occasions when the 

market bids up quality beyond fair value, negating the types of opportunities sought out by Buffett and Munger. 

In these instances, we walk in the footsteps of classic value investors like Walter Schloss, sifting through less 

advantaged (or more mediocre) companies in search of even larger margins of safety to our view of intrinsic 

value. What we refuse to do is to buy risk instead of value in search of excess returns. 
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DISCLAIMER 
 

The content of this report and any information provided may be of a general nature and may not be based on 

any analysis of the investment objectives, financial situation or particular needs of the client (as defined in the 

Financial Advisory Intermediary Services Act). As a result, there may be limitations as to the appropriateness of 

any information given. It is therefore recommended that the client first obtain the appropriate legal, tax, 

investment or other professional advice and formulate an appropriate investment strategy that would suit the 

risk profile of the client prior to acting upon such information and to consider whether any recommendation is 

appropriate considering the client’s own objectives and particular needs. 

 

Any opinions, statements and any information made, whether written, oral or implied are expressed in good 

faith. 
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