
own money as I possibly can 
in the fund.  So, we are trying 
to create level playing fields. I 
am constantly trying to put 
myself in the shoes of our 
shareholders and our inves-
tors.  So, “don’t lose” is al-
ways going to be rule num-

(Continued on page 2) 

Despite never having attended 
Columbia Business School, 
Bruce R. Berkowitz has become 
one of the most highly re-
garded value investors of his 
generation. He is the Founder 
and Managing Member of 
Fairholme Capital Management 
where he has trounced the 
market averages and devel-
oped a loyal following. Prior to 
founding Fairholme, Mr. Berko-
witz worked at Lehman Broth-
ers until 1993 and at Smith 
Barney from 1993 to 1997, 
where he was a Managing 
Director. He graduated from 
the University of Massachusetts 
at Amherst with a Bachelor of 

Arts in Economics, cum laude.  
 
G&D:  You’ve said that you 
manage the portfolio as if 
shareholders have 100% of 
their money in your fund, 
which is unique in a world in 

which professional investors 
increasingly aim for specific 
style boxes. How did you 
develop and refine the ap-
proach to investing you em-

ploy at Fairholme Capital?  
  
BB:  Well, there are many 
elements.  If you are going to 
manage other people’s 
money and do it well, you 
have to put yourself on the 
same level, the same playing 
field as your investors.  The 
only way to do that is by 
being one of your own inves-
tors.  In order to make as 
few mistakes as possible, I 
assume that investors have 
entrusted me with all of their 
money, and then I try to 
understand the implications 
of that.  Essentially, it means 
we can’t lose.  The only way 
to fully understand that is for 
me to put as much of my 

“If Not Now, When?” — Bruce Berkowitz 

Welcome Back to Graham and Doddsville 

The Heilbrunn Center for 
Graham and Dodd Investing 
and the Columbia Invest-
ment Management Associa-
tion is proud to present the 
fifth edition of the Graham 
and Doddsville newsletter. 
With the tumult in the finan-
cial markets and economy at 
large, we at G&D have found 
ourselves more excited than 
ever to report on the theory 
and practice of Value Invest-
ing – which we believe to be 

more relevant than ever. 

Despite our best efforts to 
follow the value investor’s 
creed and remain strictly 
rational – we confess to have 
gotten somewhat carried 
away. In the spirit of excess, 
this edition of G&D is 50% 
bigger than past issues. And 
while we certainly agree that 
quality is far more important 
than quantity, we think you 
will find the extra time spent 
reading to be well worth the 

effort. 
 

In our feature interview with 
Bruce Berkowitz of Fair-
holme capital, you will not 
only learn how he thinks 
about “killing” companies but 
also which musical instru-
ment he plays in his spare 
time (hint: it’s not a clarinet). 
Michael Mauboussin dis-
cusses how understanding 
investor behavior and expec-
tations is a key component 
to any well designed invest-
ment strategy. And Profes-

(Continued on page 2) 

Winter2009 Volume III, Issue I 

 

Editors: 

Charles Murphy 
MBA 2009 

David Silverman 
MBA 2009 

Megan Johnston 
Knight-Bagehot Fellow 2009 

Matthew Martinek  
MBA 2010 

Clayton Williams 
MBA 2010 

Inside this issue: 

Pershing Square 

Challenge Launch 

p. 3 

Michael Mauboussin p. 20 

Security Analysis 
Symposium 

p. 29 

Bruce Greenwald p. 31 

Graham & Dodd 
Breakfast 

p. 14 

Bruce Berkowitz, Portfolio 

Manager - Fairholme Capital. 

Contact us at: 
newsletter@grahamanddodd.com 

Visit us at: 
www.grahamanddodd.com 

www0.gsb.columbia.edu/students/

organizations/cima/ 

Graham and Doddsville 
An investment newsletter from the students of Columbia Business School 



sor Bruce Greenwald walks 
us through his analysis of 
financial services firms, his 
thoughts on the new edition 
of Security Analysis as well as 
the three characteristics it 

takes to be a great investor. 
 
We hope you enjoy reading 
this as much as we enjoyed 
putting it together – and be 
sure to keep an eye out for 
the next issue of Graham and 
Doddsville coming out this 

spring. 
 
—Graham & Doddsville 
 

(Continued from page 1) 

Welcome to Graham And Doddsville  (continued from page 1) 

Bruce Berkowitz (continued from page 1) 

book” shape your evolution 

as an investor? 
 
BB:  The business of making 
odds goes back a long way 
and is the concept of trying 
to figure out what you give 
and what you get.  That’s 
pretty much the same as the 
business of investing.  You 
are constantly trying to un-
derstand the cash you are 
going to have to pay and 
what you’re going to have 
to give up.  Then you try to 
figure out—over the life of 
the investment, from the 
day that you make it to the 
day the investment ends—
how much you are going to 
make.  So you have to come 
up with some kind of odds.  
Also, if you are smart and 
you know what you are 
doing, then you build in a 

huge margin of safety so 
that the odds are in your 

favor. 
 
The other element of grow-
ing up in a book-making 
environment—a Las Vegas-
type of environment—is 
that you do develop an in-
tuitive understanding of 
what I call a perverse psy-
chology.  So at a very young 
age, I received my first edu-
cation in behavioral finance 

before the term was coined. 
 
G&D:  It is interesting be-
cause, in a sense, gambling 
implies risk-seeking behav-
ior, while many value inves-
tors describe themselves as 

being very risk-averse. 
 
BB: It depends.  If you are 

(Continued on page 4) 

ber one because no one 
wants go back and start 
again.  And again, that is 
easy to say and easy to think 
about, but until you put 
yourself in the situation 
where if you did lose, you 
would have to start all over 
again, then you can’t fully 

comprehend it. 
 
G&D:  At the Graham & 
Dodd Symposium this fall, 
you talked about working as 
a bookie growing up. Of 
course, a lot of other great 
value investors have had 
early experiences that in-
volved gambling.  For in-
stance, Warren Buffett 
handicapped horses as a kid.  
How do you think those 
skills relate to value invest-
ing and how did “making a 

(Continued from page 1) 

“So, ‘don’t lose’ 

is always going 

to be rule 

number one.” 

Page 2  

Bruce Greenwald, Seth Klarman, and Jim Grant speaking at  
the Graham & Dodd Breakfast on October 8, 2008.  The 
annual breakfast is organized by the Heilbrunn Center for 

Graham and Dodd Investing. 
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Second Annual Pershing Square Challenge 

your chances of success.”  
Ackman reflected on advice 
he received while in busi-
ness school from CBS alum 
Warren Buffet who sug-
gested that if you want to 
be like Michael Jordan, ge-
netics play a big role.   But if 
you want to be a successful 
person, whatever you need, 
you can have.  Ackman sug-
gested many of the attrib-
utes that lead to success are 
relatively simple, such as 
returning phone calls 
promptly, treating others 
appropriately, being diligent, 

and having good character. 
 
Confidence and humility are 
the two psychological traits 
Ackman pointed to as es-
sential to a successful in-
vesting career.  In his mind, 
with respect to investing, 
confidence is “believing you 
are right and sticking with it 
when everyone else thinks 
you are wrong.”  Ackman 
commented that investors 
need the confidence to “pull 
the trigger,” because every 
investment has a flaw.  The 
key is to make sure the 
price adjusts for the prob-
ability of the flaw.  On the 
other hand, the humility to 
admit when you are wrong 
is equally, if not more, im-

portant. 
 
Ackman also offered some 
advice drawn on experi-
ences and lessons he has 
learned during his career.  
For example, he referred to 
his first hedge fund, Gotham 
Partners, when suggesting 
that investors are wise to 
stick to what they know.  
Ackman learned this lesson 

when Gotham Partners be-
gan investing in new strate-
gies and asset classes, which 
he humorously claimed had 
a “low return on invested 
brain damage.”  He also 
remarked that it is very im-
portant to stay disciplined 
as an investor and to never 
reduce your standards of 
value just because the world 
is not offering many inter-
esting opportunities.  Finally, 
in a nod to the value invest-
ing curriculum at Columbia 
Business School, Ackman 
noted that despite the re-
cent market turmoil, the 
principles of value investing 
will continue to endure and 
they continue to underlie 
the investment strategy of 
Pershing Square Capital 

Management. 
 
Given the state of the finan-
cial markets, Ackman also 
of fered some t imely 
thoughts on how we got 
into this difficult environ-
ment.  Contrary to what has 
been written in the popular 
press, Ackman does not 
believe the majority of our 
problems can be blamed on 
a lack of regulation.  Rather, 
he pointed out that many of 
the high profile failures have 
occurred at some of the 
most heavily regulated insti-
tutions in the US, namely 
AIG, Fannie Mae and 
Freddie Mac, and Lehman 
Brothers.  By comparison, 
Ackman pointed to the 
lightly-regulated hedge fund 
industry, which he believes 
outperformed virtually 
every other asset class in 

2008. 
(Continued on page 4) 

December 4, 2008—Bill 
Ackman, founder of hedge 
fund Pershing Square Capital 
Management, visited Colum-
bia Business School to kick-
off the Pershing Square 
Challenge, a stock pitch 
competition for CIMA 
members.  The visit was 
both insightful and enter-
taining, as Mr. Ackman in-
terjected a bit of humor 
along with his thoughts and 

guidance. 
 
The Pershing Square Chal-
lenge, which will commence 
in March, is sponsored by 
Pershing Square Capital 
Management in conjunction 
with CIMA.  The contest is 
structured as a team event 
in which one second-year 
student will partner with 
two first-year students to 
pitch an investment idea to 
Mr. Ackman and a panel of 
judges.  The winner of the 
event will be presented with 
a $25,000 award, which will 
then be gifted back to Co-
lumbia Business School at 
the discretion of the win-
ning team.  During the pres-
entation, Mr. Ackman said 
he created the competition 
to encourage and teach the 
next generation of value 
investors as well as to en-
grain the virtues of charita-
ble giving.  Despite being a 
Harvard Business School 
graduate, he enjoys working 
with Columbia and holds its 
Applied Value Investing pro-

gram in high regard. 
 
Ackman’s advice for stu-
dents centered around the 
idea that, “high-quality per-
son meaningfully increases 

Bill Ackman spoke on cam-
pus in December to promote 

the Pershing Square Chal-
lenge. 
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Interview with Bruce Berkowitz (continued from page 2) 

all there. 
 
G&D: In your introduction 
to Part IV, you wrote about 
the importance of evaluating 
companies’ free cash flow.  
If free cash flow is the pri-
mary metric, then manage-
ment is critical because you 
have to trust that they are 
going to do something good 
with that cash flow.  How 
do you evaluate manage-

ments?   
 
BB:  The management fac-
tor is important, but the 
ability of a company to in-
trinsically generate cash is 
probably more important.  
It is always nice to own a 
company that your idiot 
relative could run.  Great 
managers have failed at 
lousy businesses, so really 
the nature of the business 
and its ability to generate 
reasonable amounts of free 

cash flow—even in stressful 
environments—in relation-
ship to the price that you 
paid is the most important 
factor.  Bad management or 
a bad person can really 
screw up a good company 
so the management factor 
has become more and more 
a part of how to kill a busi-
ness.  Once you ascertain 
the free cash flow of a com-
pany, one of the ways that 
you can try to kill a business 
is through poor capital allo-

cation.   
 
More and more I think it is 
going to be important to 
study the paper trail of ex-
isting management.  You 
have to understand how a 
manager behaves and how 
that manager has behaved in 
past situations.  In general, 
you have to understand the 
history of that person’s be-

(Continued on page 5) 

the house it is risk-taking.  If 
you are the gambler, it is 
risk-seeking. I always en-
joyed being the house.  I 

was never a gambler. 
 
G&D:  I know that Security 
Analysis had a big impact on 
your approach. How signifi-
cant was it for you to be 
asked to write an introduc-
tion to Part IV of the 6th 
edition of that influential 

text? 
 
BB:  It was a huge honor.  I 
was really quite stunned 
that I was asked to do it.  
To be asked to write an 
introduction to an impor-
tant section of Graham & 
Dodd’s work was quite an 
honor, and I don’t know 
what more I can say.    Fun-
damental analysis, margin of 
safety, behavioral finance—
the building blocks are just 

(Continued from page 2) 

Pershing Square Launch (continued from page 3) 

Columbia Business School 
is celebrating the 75th 
anniversary of Graham’s 

Securities Analysis. 

When asked 

what he thought 

should be done 

to help shore 

up the econ-

omy, Ackman 

h a d  s o m e 

thoughtful ad-

vice for the 

incoming ad-

ministration.  First, he sug-

gested a tax holiday may 

encourage the repatriation 

of a portion of the massive 

amount of corporate cash 

sitting idle overseas; cash 

(Continued from page 3) 

that could be invested at 

home.  Next, Ackman be-

lieves that a stimulus pack-

age is important, particularly 

if it is focused on infrastruc-

ture, such as energy and 

transportation-related in-

vestments.  Ackman also 

proposed a restructuring of 

Fannie Mae and Freddie 

Mac, which would include 

recapitalizing and merging 

the two institutions.  Finally, 

referring to short-selling 

regulations, Ackman en-

couraged the SEC to publi-

cally promise to “never 

again change the rules of the 

game.” 

—Graham & Doddsville 

Ackman 

encouraged the 

SEC to publicly 

promise to “never 

again change the 

rules of the game.” 
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Professor Bruce Greenwald and 
Dean Glenn Hubbard 

 

Columbia Business School is 

a leading resource for invest-

ment management profession-

als and the only Ivy League 

business school in New York 

City. The School, where value 

investing originated, is consis-

tently ranked among the top 

programs for finance in the 

world.  

Interview with Bruce Berkowitz (continued from page 4) 

Sears.  Is it fair to say that 
you were able to assess 
Eddie Lampert’s background 
from what he had done in 

previous stressful situations? 
 
BB:  Yes, we examined his 
career – how he behaved, 
his performance, and what 
kind of person he is.  Is his 
hero in fact Warren Buffett? 

Does he take to heart the 
tenets of Buffett, Benjamin 
Graham, Phil Fisher, and 
Charlie Munger?  That helps 
us think about how he is 
going to behave in the fu-
ture.  The man is not as 
smart and he’s not the mes-
siah that he was made out 
to be at one point, but he’s 
definitely a very sharp guy. 
And he’s nowhere near as 
bad as he is being portrayed 
right now.  All of a sudden, 
people think that he is over 
the hill—in the same way, 
people once thought that 

Buffett was over the hill. 
 
G&D:  In your earlier com-
ments, you referenced this 
idea of “killing the com-
pany”—figuring out what it 

would take to destroy or 
impair a company’s ability to 
generate cash flow. How do 
you go about killing a com-
pany you are considering 
investing in? I guess each 
case might be different, but 
maybe you could walk us 
through an example with 
the HMOs and how you 
thought about killing those 

businesses.  
 
BB:   To kill the HMOs, 
you just have to answer the 
following question: Who 
would do what they’re do-
ing if they weren’t doing it?”  
The big issue with HMOs is 
a radical restructuring of the 
healthcare system and 
whether or not someone 
else can do what they are 
doing, or whether they can 
be forced to do it at much 
lower prices.  By studying 
the industry and the partici-
pants, you can come to the 
conclusion that the only 
thing the government can 
do is cut a check.  And 
every time they’ve tried to 
run a healthcare system by 
cutting checks, such as with 
Medicare, the costs just 
escalate.  The HMOs have 
become gatekeepers and 
they do it for reasonable 
prices.  There is no other 
organization or other indus-
try that we believe is a com-
petitive threat, and there 
are no other people that 
have the scale or skills by 
which to carry forth the 
future healthcare system, 
whether it is universal 
health or corporate health-
care policies.  So when we 
are trying to kill an HMO, 
the first question that we 

(Continued on page 6) 

havior to get an idea of 
what the future is going to 
look like.  While very smart 
people and good managers 
don’t all of a sudden get 
bad, it is possible.  I think 
the Madoff affair shows that.  
I am stunned by the people 
who seem to have fallen 
into some kind of trap, 
which I just never would 
have expected.  It also 
shows that one bad thirty-
second decision could possi-
bly destroy a lifetime’s 

worth of work.   
 
The management factor is 
extremely important when a 
manager can kill the busi-
ness.  We don’t try to, or 
we’ve never made very 
good money trying to pre-
dict the future.  It is impos-
sible for me to do that.  My 
crystal ball has never 
worked well and our per-
formance last year showed 
that.  Therefore, we tend to 
react in response to the 
environment.  We feel it is 
important to try to under-
stand how managers have 
reacted in the past and not 
focus as much on the un-
known of the future.  It is 
important to understand a 
company’s strategy and a 
manager’s strategy, the phi-
losophy going forward, and 
where the company will be 
five or ten years from now. 
But it is more important to 

understand past actions. 
 
G&D:  You mentioned on a 
public shareholder confer-
ence call last fall that you 
hadn’t actually spoken with 
Eddie Lampert before mak-
ing your investment in 

(Continued from page 4) 

“It is always nice to 

own a company 

that your idiot 

relative could run.  

Great managers 

have failed at lousy 

businesses.” 
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Interview with Bruce Berkowitz (continued from page 5) 

scribed it before as a role-

playing exercise.   
 
BB:  I think killing a busi-
ness is the research process.  
We tend to start off looking 
at industry sectors and busi-
nesses that are under stress.  
And by stress, I mean that 
their stock prices and their 
market values have fallen off 
a cliff.  Then we try to un-
derstand the current free 
cash flows of those busi-
nesses and try to under-
stand how much free cash 
flow can be maintained. Or 
if it can’t, what level can be 
maintained assuming that 
they will be able to maintain 
the business at some level.  
Also, how are those free 
cash flows going to get to 
the owner?  After all, they 
are owner earnings as Ben-
jamin Graham would say.  
Are we going to see divi-
dends or buybacks or is the 
money going to be funneled 
back into the business for 
growth? Or is it going to be, 
as Peter Lynch used to call 
it, “de-worsification”?  Are 
the executives going to piss 
away the money?  We had a 
company called WellCare in 
which—for reasons beyond 
my understanding—a past 
CEO decided not to report 

an overbilling.   
 
Then it goes into a more 
macro environment.  What 
happens if a small, dirty nu-
clear bomb goes off in the 
New York port?  You go 
through crazy, man-made 
and natural catastrophes 
such as going into a deep 
recession. And then, after 
asking all the questions and 
testing your thesis that a 

company will be able to 
maintain a set level of cash 
flow, you get to more and 
more questions about a 
company and an industry 
and an environment.  You 
just keep going.  The proc-

ess is continuous. 
 
G&D:  When you think 
about how much a business 
can earn in a normal envi-
ronment, how do you think 
about what a normal envi-
ronment will look like? Has 
your view on that changed 

in recent months? 
 
BB:  We’ve gone further 
than that now.  We no 
longer think about a normal 
environment, we think 
about an abnormal environ-
ment.  We focus on a diffi-
cult and continuing environ-
ment where credit markets 
are still rigid.  They’re just 
not working. If the current 
difficulties keep going for 
another year or two years 
or more, I want to under-
stand whether or not a 
company can survive.  Just 
look at what is going on 
with the banks and the bro-
kers.  For years, we could 
not understand what they 
owned and what they owed.  
It was nearly impossible for 
the insurance companies or 
any financial institution that 
had a large or not-so-large 
derivatives book.  Today it’s 
not even clear to me who 
owns them.  I can’t tell you 
who owns Citigroup.  My 
default answer would be 
that the government owns 
Citigroup.  It is pretty obvi-
ous with the auto compa-
nies that some combination 

(Continued on page 7) 

address is the obvious issue 
of how they can be pushed 
aside, and our answer is that 
we can’t find any way to kill 
them from a competitive or 

regulatory threat.   
 
Once you get to that, then 
you can say that these com-
panies have had really poor 
capital allocation policies in 
the past.  They have spent 
billions of dollars buying 
their stock back at two 
times or three times cur-
rent prices.  The only con-
clusion that we can come to 
there is that it wouldn’t be a 
mistake for them to do that 
today.  Most likely they are 
all buying their stock back.  
So if the HMOs—United 
Health, WellPoint, and oth-
ers—are not going to man-
age the healthcare system, 
then who is?  And I can’t 
find an answer to that.  I 

can’t find an alternative. 
 
G&D:  Is killing the com-
pany a mindset that you 
employ when you analyze a 
business, or is it a separate 
process you take on after 
you have analyzed a busi-
ness or when you are talk-
ing to experts? You’ve de-

(Continued from page 5) Berkowitz and Glen Green-
berg (‘73) share a laugh at 
the Security Analysis Sym-

posium. 
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Interview with Bruce Berkowitz (continued from page 6) 
It is when you’re not think-
ing about it that you get 
hurt.  It is when you pay 
that optimistic price.  It has 
always paid to be very 
greedy when everybody else 
is quite fearful of the envi-
ronment, because that fear 
factor is priced in. You tend 
to get a relatively decent 
margin of safety based on 
the price you are paying for 
a given level of free cash 
flow.  That is where we are 
today.  What better time is 
there?  If not now, when?  
Was it a better time to in-
vest three years ago?  Six 
years ago?  And the answer 
is no.  What is happening 
today, as in most bear mar-
kets, is that people either 
don’t have the cash or they 
don’t have the stomach—

hence the low valuations. 
 
G&D:  You’ve received a 
lot of kudos for avoiding 
financials in the last year or 
so. Is there anything that 
would make financials more 
attractive to you going for-
ward?  Do you envision 
them becoming an invest-
ment opportunity again at 

any point? 
 
BB:  I think that there are 
many financials out there 
where they haven’t put 
themselves into a death 
spiral. Some are just in a 
tough position because of a 
lack of credit. Once the 
credit markets open up, 
they will be absolutely fine.  
To some extent, some of 
these trite sayings are actu-
ally quite true: whatever 
doesn’t kill you only makes 
you stronger.   They will 
come out of this bigger and 
better.  They just currently 

have to throttle back down 
because the credit markets 
will not allow them to do 
the kind of volumes that 

they are capable of doing.   
I am a director of 
AmeriCredit now so I can’t 
spend time talking about the 
company, but if you take a 
look back and see—before I 
was a director—a deal 
where we had AmeriCredit 
securitize auto loans.  We 
were able to get our share-
holders a significantly over-
capitalized 18% yield-to-
maturity with a cash cushion 
and a significant corporate 
guarantee behind it.  It was 
a great deal for our share-
holders, and it also helped 
AmeriCredit securitize 
loans that were in their 
warehouse facility.  Fair-
holme would love to do 
more of that.  Today you 
can be at senior levels of a 
company’s credit structure 
or in a position where you 
have significant collateral 
and still get an equity re-

turn. 
 
G&D:  So you believe that 
the dislocations at the top 
end of the financial system 
are creating some poten-
tially attractive valuations at 
the lower end among 
smaller, more transparent 
financials. Do you think this 
is an attractive area for 

value investors to prospect? 
 
BB:  Yes.  The news is fo-
cused on the top dozen 
financial institutions, but 
there are good companies 
out there.  If you can actu-
ally read their reports to 
the SEC and they make 
sense to you, that’s great.  

(Continued on page 8) 

of bondholders and retirees 
have owned the big three 
auto companies for quite a 
long time, so the stock 
prices of GM and Ford 
never made sense to me.  It 
just seemed to be a fallacy.  
And we are going that way 

now with our large banks.   
 
The amazing thing is that 
people just don’t seem to 
learn from history.  Difficult 
times correct problems.  
Companies are tightening 
up, losing the fat, becoming 
more efficient, learning very 
tough lessons about lever-
age, and relearning about 
the sanctity of the balance 
sheet.  They are learning 
that you should not play 
Russian roulette even if the 
gun may have a thousand 
chambers and only one bul-
let because if you hit that 
bullet, you are dead.  Much 
of the probability and statis-
tics work—for instance, 
Monte Carlo simulations—
are based upon thousands 
and thousands of spins of 
the wheel. But if you kill 
yourself that one time, you 
can’t spin again.  I don’t 
know where that is ad-
dressed in the statistical 
courses.  Now we know it.  
Now we have books about 
black swans and fat tails, and 
we understand that a bad 
thing can happen more of-

ten than you think.   
 
In life as in investing, what 
kills you is what you don’t 
know about and what 
you’re not thinking about.  
Today investors are focused 
on most of the ways in 
which you can die, which is 
a great signal for the future.  

(Continued from page 6) 
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gun may have a 

thousand chambers 

and only one bullet 

because if you hit 

that bullet, you are 

dead.” 
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AAA rating.  It is the same 
idea with off-balance sheet 
financing.  Even if you could 
do it, if you had an off- bal-
ance sheet company blow 
up, you’ve lost your reputa-
tion.  Reputation is critical 
even if it’s not part of the 

Qs and Ks of a company. 
 
G&D:  What types of in-
vestments are you looking 
at right now that you find 
most interesting in the cur-

rent environment?   
 
BB:  We are driving less 
and we need more health-
care as we get older, so we 
have made a significant 
move away from oil and gas 
to healthcare companies 
such as pharmaceuticals or 

the HMOs.  Our largest 
position today is Pfizer 
which we think we have a 
better handle on than most.  
It has a AAA-rated balance 
sheet, a 7%-plus dividend 
yield, trading at seven to 
eight times free cash flow, 
and generating about $17 
billion in free cash, which 
works out to be $2 to 
$2.50 per share of free cash 
flow.  The stock is trading 
below $20 per share.  Pfizer 
has a great new CEO that 
everyone hates because he’s 

not going out there and 
acquiring a whole bunch of 
competitors at stupid 
prices.  The company is 
learning that it doesn’t have 
to be fat to be happy, and 
there is tremendous cost-
cutting going on.  The com-
pany has the largest global 
distribution capabilities in 
the industry and realizes 
that everything doesn’t have 
to be created at the com-
pany, but that it has the 
distribution, the cash, and 
the know-how to be a great 
partner with any other 
pharmaceutical company—
especially in phase three 

drugs.   
 
It faces Lipitor going off 
patent in a couple of years, 
and everyone’s perception 

is that it is 
going to kill 
them.  What 
no one real-
izes yet is 
that Pfizer is 
the sixth or 
s e v e n t h 
largest ge-
neric drug 
m a n u f a c -

turer now.  It most likely 
will continue to increase 
sales of generics that every-
one is worried about.  It is 
interesting that people will 
spend more time thinking 
about the kind of chocolate 
they eat than the kind of 
medicine they’re swallowing.  
People just blindly accept 
chemical compounds with-
out realizing that generics 
are not exactly the real deal.  
They may be as effective, 
but then again they may not 

(Continued on page 9) 

When you read the report 
of AIG half a dozen years 
ago, the section on deriva-
tives was one paragraph.  
How could you know?  And 
today it is page upon page 
upon page and you still 
don’t know. How do you 
know the ultimate counter-
party?  So that is a form of 
killing a business.  You end 
up saying, “I can’t figure this 
out.  It’s too tough.  Move 

on.” 
 
G&D:  We’ve seen the 
financial sector as a percent 
of the S&P rise from 5% in 
the early 1980s to above 
20% a couple of years ago.  
Do you think that the finan-
cial economy has driven too 
much of the productive ca-
pacity of the country?  Is 
this the beginning of a re-
versal of that trend? Can the 
productive sectors of the 
economy absorb the slack 
from the shrinking financial 

sector of the economy? 
 
BB:  Oh, I think you’ve got 
it right.  Yeah, I think you 
pretty much have it exactly 
right.  Wall Street was the 
biggest casino, and it just 
doesn’t make sense for so 
many people to be doing 
what they were doing.  It 
had to end.  What happens 
is that the worst possible 
results usually happen when 
you take a good idea to 
some kind of illogical ex-
treme.  It is a crazy idea that 
you can take a whole bunch 
of crap and chop it, dice it, 
mix it, shake it up and then 
paste it back together again 
and all of a sudden it gets a 

(Continued from page 7) 

“What better time 

is there?  If not 

now, when?  Was it 

a better time to 

invest three years 

ago?  Six years 

ago?  And the an-

swer is no.  What is 

happening today 

as in most bear 

markets is that 

people either don’t 

have the cash or 

they don’t have 

the stomach—

hence the low 

valuations.” 

Pfizer Inc. Stock Chart 
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P r o f e s s o r  B r u c e 
Greenwald 
 
Bruce C. N. Greenwald 
holds the Robert Heil-
brunn Professorship of 
Finance and Asset Man-
agement at Columbia 
Business School and is 
the academic Director of 
the Heilbrunn Center 
for Graham & Dodd 
Investing. Described by 
the New York Times as 
“a guru to Wall Street’s 
gurus,” Greenwald is an 
authority on value in-
vesting with additional 
expertise in productivity 
and the economics of 

information. 

Interview with Bruce Berkowitz (continued from page 8) 

 
G&D:  Here is a hypotheti-
cal for you: If you had to put 
all of your money in one 
stock right now, what 

would that stock be? 
 
BB:  It would be a holding 
company with a diversified 
group of business like Berk-
shire Hathaway or Leucadia, 
where you have smart, 
bright, and talented people 
who think that not losing is 
much more important than 
making a fortune.  You 
know that they have a bal-
anced portfolio of busi-
nesses where no one com-
pany can kill the portfolio.  
That doesn’t mean that they 
have to have dozens.  It is 
like the central limit theo-
rem in math—you don’t 
need that many to approach 
diversification.  You do need 
to have a strong assessment 
of the management with a 
long, successful paper trail.  
A trail of not making a lot of 
bad decisions, especially if 
the idea is that you can only 
pick one company and have 

to live with it for a decade. 
 
G&D:  Earlier you touched 
on your strategy of marry-
ing debt with equity. When 
did you begin employing this 

strategy in the portfolio? 
 
BB:  It germinated based on 
our role-playing activities 
regarding how we could 
lose money.  The idea that 
we buy a company cheap 
doesn’t mean that we’ll live 
to see it do really well if 
companies are taken over, 
and taken over cheaply as 
has happened in the past.  

So we started to look at the 
credit structures and the 
bonds of companies that 
had covenants that insisted 
upon paying them in full 
upon change of control.  
From there we started to 
look at all of the covenants 
and indentures such as 
cross defaults, rankings and 
repayments during defaults.  
There are a lot of bonds out 
there yielding 20% to 30% 
that had to be as good as 
the equity—maybe even 
better—given that you had 
to see something improve in 
that credit structure before 
you would start to see the 
equity of that company im-
prove.  If your bond is yield-
ing 30%, the market thinks 
there is a real risk that 
you’re not going to make it.  
However, if the bonds start 
to improve and the yields go 
down dramatically it would 
be an indication that the 
equity structure is stronger 
than most thought.  So by 
marrying the two together, 
we thought that each part 

made the package stronger.   
 
G&D:  And you are plan-
ning on doing more of that 

in the future? 
 
BB:  We can.  If the oppor-
tunity is there, it makes per-
fect sense to me—especially 
when you can get excess 
equity returns with fixed 

income instruments. 
 
G&D:  Regarding short-
selling, in the past you have 
said that you have no prob-
lem with shorts. In fact, 
you’ve pointed out that 

(Continued on page 10) 

be as effective.  The big 
pharmaceutical companies 
have historically just given 
that business away, but 
they’re not giving it away 
anymore.  There is nothing 
wrong with the profit mar-
gins of mature products, so 
you are going to see big 
pharma move more and 
more toward mature prod-
ucts and think about com-

peting in that space.   
 
So we like the company, we 
like the strategy, we like the 
paper trail of the chief ex-
ecutive, and we love the 
amount of free cash flow 
the company is generating.  
The only reason that it has 
such a high free cash flow 
yield is because the price of 
the stock has fallen off a 
cliff.  Many of the companies 
that are very interesting 
right now are interesting 
because their price has de-
clined in relationship to 
their earnings.  Pfizer was a 
company that a decade ago 
people were willing to buy 
at 40 times or 50 times 
earnings, and today it is 
trading at seven to eight 
times earnings.  This is a 
level that I can’t find the last 
time that the company ever 
traded at.  So again it goes 
back to the old days as a 
bookmaker or at the corner 
grocery shop I grew up in, 
watching the register and 
the money go in and out.  I 
learned a lot about the per-
verse psychology of the 
human condition. It all adds 
up to what Munger calls 
these lollapalooza effects 

that exist today.   

(Continued from page 8) 
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formance? 
 
BB:  I don’t know if it has 
to do with the size.  My past 
successes have usually been 
due to a kind of informa-
tional arbitrage or insight 
that existed—for example, if 
a company has done quite 
well, but the market does 
not expect it to continue to 
do so well or even expects 
it to do poorly.  This re-
minds me of the story of 
Warren Buffett when he 
invested in American Ex-
press.  He knew that the 
salad oil scandal was a one-
time bump that had nothing 
to do with their basic credit 
card operation.  So he 
asked, “Will people stop 
using the card?”  Then he 
would go in his favorite res-
taurants and watch whether 
people would use their 
American express card, or 
their MasterCard, or Visa, 
and came to the conclusion 
that the scandal was not 
going to kill American Ex-

press,   
 
Also, in the early 1990s I 
was a big investor in Wells 
Fargo when it was being 
shorted heavily and consid-
ered by many to be a bank-
rupt bank because of the 
huge reserves they were 
taking on in their real estate 
portfolio.  But the bottom 
line was that the reserves 
were being forced by the 
government agencies be-
cause of all of the disasters 
that they were facing taking 
over banks. Their so-called 
bad assets for which they 
had to reserve billions and 
billions of dollars were also 

generating a 5%-plus cash 
return on cash.  I don’t 
know how you can call that 
a bad asset.  And our insight 
from trying to kill Wells 
Fargo was enough to make a 
very big investment in Wells 

Fargo.  
 
G&D:  If you were running 
50 million dollars instead of 
the amount that you are 
running today, would you be 

doing anything differently? 
 
BB:  Obviously, the size 
would enable you to look at 
smaller companies, which 
would make a difference.  
But what I think a lot of 
people don’t fully compre-
hend is that with these small 
companies also comes illiq-
uidity.  So say you find a 
nice portfolio of small and 
medium-sized companies, 
and then the world changes 
as it did in November of last 
year, and all of a sudden 
there are other great small 
and medium- sized compa-
nies to invest in.  What do 
you do?  Your companies 
are down and by the nature 
of small companies, they are 
very illiquid.  So you’ve put 
yourself in a corner, and 
then you start to have re-
demptions, and then you 
have to sell that which is 
illiquid.  So the moral of the 
story is that Fairholme is 
agnostic about size.  There 
is good and bad to all levels 
of capital structure size, and 
we will go wherever it 
makes the most sense to go.  
At any given time that may 
be large-cap or small-cap.  
What we do is multi-cap 

(Continued on page 11) 

shorts are sometimes bene-
ficial because they may cre-
ate opportunities for you to 
buy stocks cheaper. But you 
don’t do any shorting your-

self.  Why not? 
 
BB:  Because I am not ge-
netically engineered for 
shorting.  If you are long and 
you are wrong, you go to 
zero.  If you are short and 
you are wrong, you may 
face death.  The mania of 
markets can last quite a long 
time, and when you take 
into account mark to mar-
ket and the collateral 
needed, it doesn’t appeal to 
me.  It frankly does not ap-
peal to me to bet against 
the company, and the man-

agers, and the shareholders. 
 
G&D:  In a sense, shorting 
seems to fit quite well with 
your philosophy of trying to 
kill the company. If you find 
a company that you can kill, 
wouldn’t it make a good 

short? 
 
BB:  Do you want to beat it 
up or kill it?  That involves a 
certain amount of mud 
wrestling that I think life is 

too short for. 
 
G&D:  With regards to 
capitalization, some value 
investors prefer to target 
less efficient areas of the 
market—for example, in 
small and mid-cap stocks.  
What has enabled your out-
performance in large-caps?  
Does it have something to 
do with the fact that they 
are large-caps, or do other 
factors explain your outper-

(Continued from page 9) 
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life is about not dying.  It is 
avoiding those places where 
you can die.  That’s why I’m 
not a really big fan of para-

chuting. 
 
G&D:  The current envi-
ronment showcases the 
frustrations inherent in run-
ning a public fund.  What 
made you structure the fund 
as it currently exists rather 
than as a hedge fund or in-
vestment partnership? 
Would you make the same 
decision now?  How does 
the structure of the fund 

impact the way you invest? 
 
BB:  We restructured the 
fund somewhat in the past 
year.  We’ve redone our 
foundation documents such 
that we have a lot of flexibil-
ity.  We have as much flexi-
bility as you can have under 
the 1940 Investment Com-
pany Act, and I believe that 
the fund can do much of 
what a partnership can do.  
It is done in a more regu-
lated fashion, which I think 
is good for my shareholders. 
And I don’t have a problem 
that we charge a flat 1% fee.   
With the scale that we have 
now, we have the ability to 
pay, achieve, hire, and do 

whatever we need to do.   
I think that the fact that we 
are a mutual fund with a low 
fee structure also attracts a 
certain type of shareholder.  
We’ve tried very hard to 
attract the right sharehold-
ers that understand our 
philosophy, our strategy and 
the long term nature of our 
investments.  Investing is 
not that much different than 
business.  I have been ex-

“Once a person 

has an idea, we 

then start 

whacking at it.  We 

invert the concept.  

Instead of trying to 

prove a person’s 

idea, we try to kill 

it, and if we can’t 

kill it then the 

person is onto 

something.” 

tremely humbled and im-
pressed by our shareholder 
base.  Our shareholders 
have really stuck with us.  If 
we had a gigantic partner-
ship structure at one-and-
twenty, I don’t know if that 
would be the case.   We 
have engineered Fairholme 
such that I would be happy 
if I were the client.  As a 
client, I like the concept of a 
1% flat fee.  I like the trans-
parency of the fund.  I like 
the public reporting and 
auditing.  I like the safety 
and the separate custodian-
ship and independent ap-
praisal.  Mutual funds have a 
system of checks and bal-
ances that I feel very com-

fortable with.  
 
G&D:  Do you think that 
hedge fund fees—and man-
ager compensation—are 

going to come down? 
 
BB:  I don’t know.  At the 
end of the day the fees 
should not matter.  What 
should matter is the after-
fee, after-tax return of the 
fund, and with an assess-
ment of how that return 
was generated.  If it was 
generated through a medio-
cre return leveraged up, 
then you have a problem.  
Very smart, talented people 
deserve to make a lot of 
money.  Mediocre people 
shouldn’t be making any-
where near the money that 
they are making.   I don’t 
know where this issue will 
go, but I know that I per-
sonally think that lower fees 
make a lot of sense.  It takes 
away a lot of the perverse 

(Continued on page 12) 

value investing.  Even if all 
these great small cap ideas 
existed, it could potentially 
be a suicidal strategy just to 
invest in those companies.  
The lesson of the past few 
months is that cheap has 
become cheaper.  Never 
before have I sold so much 
of that which is cheap to 
buy that which is cheaper.  
You can do it in large caps, 
but it is difficult when the 
trading in a security trickles 

toward zero. 
 
G&D:  Shifting gears to 
your interaction with your 
analyst team: How does an 
analyst convince you that he 
or she really understands 

the business? 
 
BB:  It is based on this 
process of trying to kill the 
business.  Once a person 
has an idea, we then start 
whacking at it.  We invert 
the concept.  Instead of 
trying to prove a person’s 
idea, we try to kill it, and if 
we can’t kill it then the per-
son is onto something.  
Whether it is my own idea 
or someone else’s idea, that 
is the process we go 
through.  We will then talk 
to experts with 20 or 30 
years of industry knowledge, 
and we will try to attack it 
from every way that we 
know how.  After a period 
of time as we go through 
our checklist and we’ve 
been through all the ways 
that we can kill an institu-
tion, we decide that maybe 
we can make some money.  
Much of investing is about 
not losing just as much of 

(Continued from page 10) 
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formance of the fund due to 
taking up one’s time doing 
interviews on one side and 
effectively communicating 
with our 200,000 sharehold-
ers on the other side.  You 
can speak openly in a public 
forum in a way that you 
cannot openly speak one-on
-one.  For example, that 
which I say in a webcast 
becomes public.  That which 
I say to an individual inves-
tor may not become public.  
If I want to tell our share-
holders how I feel and 
where we’re going, it is best 
for me to do that in a public 

format.   
 
It is done to keep our 
shareholders informed in 
this environment.  The big 
danger for a shareholder in 
our fund is that other share-
holders sell at the worst 
possible time.  I don’t know 
how you can talk to 200,000 
shareholders and give them 
your views and let them ask 
questions and give them 
answers.  I try to accumu-
late the toughest questions I 
can find and even come up 
with some of my own, and 
then go through them on 
public conference calls.  At 
the same time, I don’t think 
I’m giving away the candy 
store talking to them.  I 
could talk to you about 
Pfizer until I am blue in the 
face. But in this environ-
ment, there is not much you 
can do about it.  It is not as 
if I have a strong desire to 
invest much more of the 
fund’s money in these 
names due to concentration 

rules.   
 

So given the rules of engage-
ment and putting myself in 
the shoes of my sharehold-
ers, I have made the deci-
sion that it makes sense to 
do an interview or go on 
CNBC for 13 nanoseconds 
or do a one hour confer-
ence call.  Would I do this 
when we get to a more nor-
mal time?  The answer is no.  
It would not be an effective 
use of my time.  I have 
saved up this time for when 
the environment is difficult.  
That is the time you have to 
communicate with your 
shareholders more than 
ever.  I don’t think there is a 
real need for intense, con-
stant communication all the 
time.  In normal environ-
ments, there is no need for 
frequent communication 
because strategies don’t 

change.   
 
G&D:  On a recent confer-
ence call, you commented 
that—if it turns out that you 
made the wrong decision by 
going on offense in the fall 
and buying into the mar-
ket—you don’t deserve to 
be in business.  That is a 

pretty strong statement.   
 
BB:  The point I made is 
that, if this isn’t the time to 
more aggressively buy public 
equities in recent years, 
then I think that is correct.  
I have always suffered from 
what I call premature accu-
mulation, because that is 
just part and parcel of not 
having a crystal ball and the 
fact that cheap can become 
cheaper.  If you don’t step 
up to the plate when you 

(Continued on page 13) 

psychology.  A one-and-
twenty structure allows 
someone to go for the 
gusto, knowing that you 
only need a couple of years 
of great success to achieve 
the same as a decade of 
hard work.  That can cause 
some serious problems.  
But once again, the idea isn’t 
bad—it has just been taken 
to an illogical extreme.  I 
think that a lower fee struc-
ture without leverage—and 

an investment process that 
is fairly simple—is probably 
a better way to go through 

life. 
 
G&D:  You are considered 
to be a contrarian investor.  
Other contrarian investors 
prefer to stay under the 
radar, but you have commit-
ted yourself to continued 
media interviews and public 
calls with your shareholders.  
How do you think about 
communicating with the 
public and with your share-

holders?  
 
BB:  The balance is be-
tween not hurting the per-

(Continued from page 11) 
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ance record will tell you 
that.  We have great share-
holders and smart share-
holders and I am not going 
to be the only one to come 
to that conclusion.  It is 
harsh to judge yourself that 
way, but that is the way it 
should be.  In the long term 
if you’re not good at what 
you do, then you’re not 
doing anyone a favor, in-

cluding yourself. 
 
G&D:  A lot of great inves-
tors read voraciously and 
are very curious thinkers.  If 
you weren’t a professional 
money manager, what 
would you see yourself do-

ing instead? 
 
BB:  It is interesting that 
you say that—voracious 
readers.  I must admit that I 
have been reading less lately 
because I just don’t want to 
get persuaded by mass sen-
timent right now.  If you are 
talking about the great 
books and classics, I think 

that is correct.   
 
And I don’t know what I 
would be doing.  You need 
some kind of diversion.  I 
tried golf, and it didn’t 
work.  These days, believe it 
or not, it has been music.  I 
am trying to play the guitar.  
Nothing makes me happier 
than when my youngest 
comes running out of her 
room asking me to turn 
down the volume on the 

amp. 
 
G&D:  What advice do you 
have for MBA students 
heading into a difficult job 
market but a very interest-

“Nothing makes 

me happier than 

when my youngest 

comes running out 

of her room asking 

me to turn down 

the volume on the 

amp.” 

ing market for investing? 
 
BB:  I think this is the time.  

I can’t think of a better time 

to be getting out of business 

school than in the next year.  

However, the world is so 

competitive; you have to do 

what you like.  There is no 

way you can go out for eight 

to 10 hours a day, five to 

seven days a week other-

wise.  It is impossible.  

You’d just kill yourself.  It is 

also important to find a de-

cent, successful person to 

mentor you.  If you work 

with the right people and do 

what you like to do, then 

you’ve got it made.  The 

work has to be in the cate-

gory of a hobby.  You would 

want to do it even if you 

weren’t getting paid for it.  

If you are lucky enough to 

find something, whatever it 

is, you should do it, because 

you will eventually achieve 

what you want to.  The best 

plumber in the world proba-

bly ends up owning the larg-

est plumbing company in the 

world after just being a 

good plumber for a while.  

Those are the only two 

points I have been able to 

figure out so far.  Also, it is 

important whom you marry.  

The right person will be 

beyond-words helpful and 

the wrong person will de-

stroy everything in your life.  

G&D: Thank you, Mr. Ber-

kowitz. 

can find high quality compa-
nies at mid-to-high single 
digit multiples, then when 
are you going to do it?  If 
performance suffers from 
mistakes, then I don’t de-
serve to be in business.  I’ll 
be the first one to pull the 

plug.   
 
G&D:  By that logic, a lot of 
people who are considered 
great investors today should 

also not be in business. 
 
BB:  I don’t judge.  I’ll talk 
about sins, but I won’t talk 
about sinners.  I must admit 
that I have enough of my 
own mistakes to focus on 
than to look at others so I 
can’t comment.  Let me put 
it in the words of Buffett. I 
know that I was swimming 
partially naked last year with 
a lot of other great people, 
but that is no excuse.  We 
don’t want to be naked.  
You can’t control the mania 
of the markets.  The trick is 
to not let the mania nega-
tively influence you.  The 
markets are made to be 
taken advantage of, not to 
be persuaded by.  That is 
Ben Graham’s Mr. Market.  
The market in the short 
term is a voting machine 
and in the long term it is a 
weighing machine.  The vot-
ing is quite pessimistic right 
now and it should be some-
thing to take advantage of.  
If I have dramatically mis-
judged the free cash flows of 
companies or the safety of 
their balance sheets and 
businesses, then I shouldn’t 
be in business.  Over the 
long term, your perform-

(Continued from page 12) 



Page 14  

Highlights from the Graham & Dodd Breakfast 

Graham had lost 70 percent 
of his partnership’s net asset 
value, as he suffered losses 
of 20 percent in 1929, 50 
percent in 1930, and 16 

percent in 1931. 
  
Wearied by the market tur-
moil and his dismal record 
the prior decade, Graham 
wrote at the end of the 
1940 edition of Security 
Analysis that institutional 
investors should buy bonds, 
which were yielding 2-3 
percent, and avoid stocks 
despite their superior yield 
of 6-8 percent. The irony, 
according to Grant, is that 
Graham added this com-
mentary after writing 750 
pages on the virtues of fun-
damental common stock 
analysis. It seems that even 
the “father of modern secu-
rity analysis” had difficult 
days at the office and sec-
ond-guessed his approach at 
times. However, Graham 
remained “determined and 
undefeated,” according to 
Grant, and he prospered 
after the Great Depression. 
Grant emphasized his admi-
ration of Graham’s analytical 

powers and good heart.    
  
Seth Klarman followed Jim 
Grant with his own per-
spective of Security Analysis 
as a practitioner. The ad-
dress was an inspirational 
appeal for the audience to 
maintain a disciplined and 
rigorous approach as value 
investors. Klarman spoke 
with impressive candor as 
he discussed his greatest 
fear as an investor of 
“buying too soon on the 
way down from often very 

overvalued levels.”  He 
stated that “at some point, 
being too early feels indis-
tinguishable from being 
wrong,” which is a signifi-
cant risk for “value-starved” 
investors.  Despite this risk, 
Klarman shunned attempts 
at market timing and sug-
gested that value investors 
should be buying stocks 
when they are cheap and 
offer a sufficient margin of 
safety, instead of waiting for 

them to fall further.   
  
Klarman recalled “the wis-
dom of Graham and Dodd” 
and advised that Security 
Analysis is a “remarkable 
roadmap carried on the 
most successful investment 
journeys the past 70 years.”  
Klarman also recounted that 
as Graham and Dodd were 
writing Security Analysis in 
1934, they had to “combat a 
widespread conviction that 
financial debacle was to be 
the permanent order.”  
Klarman later reminded the 
audience that “you can only 
control your process and 
your approach” and echoed 
Warren Buffett’s advice that 
you should only hold invest-
ments that you would be 
comfortable with even if 
“the market could be closed 

for the next five years.”  
  
Following Seth Klarman’s 
speech, Professor Bruce 
Greenwald spoke about his 
re-reading of Security Analy-
sis, his deep admiration for 
Graham and Dodd’s quality 
of thought. Prof. Greenwald 
explained to the audience 
that no one knew what a 

(Continued on page 15) 

October 8, 2008—
Inaugurated in 
1988, the Graham 
& Dodd Breakfast 
exemplifies eight 
decades of Gra-
ham and Dodd 
tradition at Co-
lumbia Business 
School. Held in 
New York City 
every fall, the 
breakfast brings 
together alumni, 
students, scholars 
and practitioners 
for a forum on 
current insights 
and approaches to 
investing. This 
highly successful 

and invigorating event at-
tracts some of the most 
prominent figures in the 

investing community. 
   
Jim Grant, the breakfast’s 
first speaker, expounded on 
Benjamin Graham’s histori-
cal returns and his human 
fallibility as an investor dur-
ing the Great Depression.  
Grant claims that Graham 
occasionally “outsmarted 
himself” and “got caught up 
in the times in which he 
lived,” enjoying the equiva-
lent of today’s “Greenwich 

lifestyle.”   
  
Graham entered 1929 with 
$2 million of capital in long 
positions, hedged with $2 
million in short positions. 
Despite this apparent con-
servatism, his partnership 
also had $4 million in lev-
ered long positions, which 
he considered to be worth 
more than their market 
price. However, by 1932, 

Seth Klarman speaking at 
the Graham & Dodd  

Breakfast. 
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Graham & Dodd Breakfast  (continued from page 14) 

sheet.  He also praised Gra-
ham and Dodd’s prescience 
on the value of active secu-
rity analysis, while keeping 
in mind that the perform-
ance of the average profes-
sional investor is, well, the 
market average. To con-
clude, Professor Greenwald 

offered these encouraging 
words: “There are no bad 
days in the market; when it 
goes down, [there are] bar-
gains; when it goes up, no 

bargains, but you’re rich!” 
  
Following the three 
speeches, Grant, Klarman 
and Greenwald sat together 
as a panel to answer ques-
tions in a Q&A format. 

Some highlights:  
 
- In a reply to a question 
about gold as an inflation 
hedge, Jim Grant said, “Gold 
is the value investor’s guilty 
pleasure. It yields nothing, 
earns nothing; no manage-
ment to talk to, which is a 
good thing…”  Nonetheless, 
he saw gold prices going 
higher as the U.S. “carpets 

“Klarman also 

recounted that as 

Graham and Dodd 

were writing 

Security Analysis in 

1934, they had to 

‘combat a 

widespread 

conviction that 

financial debacle 

was to be the 

permanent order.’” 

discounted cash flow analy-
sis was in 1934; it wasn’t 
taught at Harvard Business 
School until 1949.  Addi-
tionally, fundamental analysis 
was also not widely prac-
ticed at the time and was 

typically restricted to bonds.   

  
In hindsight, Greenwald was 
also impressed by Graham 
and Dodd’s diligence and 
research process of looking 
at all available facts, from 
reports to the controller of 
the currency for banks to 
industry publications. 
Greenwald remarked, “If 
people did this today, there 
would be a lot more suc-
cesses in this tradition,” and 
perhaps many fewer invest-

ment mistakes and frauds. 
  
Professor Greenwald then 
further espoused the virtues 
of Graham and Dodd’s asset
-based approach to valua-
tion, suggesting that inves-
tors should start their analy-
sis with the most reliable 
information—the balance 

(Continued from page 14) the world with dollars” 
through expans ionary 

monetary and fiscal policy.   
 
- Seth Klarman’s comment 
that, until today’s unprece-
dented buying opportunities 
due to market dislocations 
and forced sales from re-
demptions, he had not been 
extremely active in the U.S. 
equity markets since 1992.  
Over the past 15 years, 
Klarman had moved to less 
liquid, less public invest-
ments as he took advantage 
of opportunities in the real 
estate market following the 
S&L collapse. In previous 
environments, he noted that 
you had to compete against 
many smart people and cor-
porate insiders; whereas 
today, you have sellers who 
have not carefully analyzed 
the positions. ”What a great 
time to be a value investor,” 

he said. 
 
- Bruce Greenwald’s en-
couraging view that unem-
ployment was 14% in 1940 
and that there are large 
institutional differences be-
tween now and the Great 
Depression, after which he 
offered the advice, “People 
should take a deep breath 

and put it in perspective.” 
 
This article was contributed by 

Eric Beardsley, MBA ‘09. 
 
 
 

Greenwald, Grant, and Klarman at the breakfast. 
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Avram Drori                  November 2008 
ADrori09@gsb.columbia.edu 
 
Thesis: 
I advocate a short on Marvel Entertainment (NYSE: MVL) at $30 as I believe the stock is meaningfully 
overvalued and has substantial downside due to unconventional financing and accounting as well as 
slowing long term demand. I believe fair value is $18, representing ~40% downside from current lev-
els. The company’s core business-production of films based on a stable of proprietary characters-has 
proven successful in the past, but now they are working with 2nd and 3rd tier characters who lack 
the installed audience base of earlier characters which will lead to declining box office revenues. Ad-
ditionally, a declining economy will crimp discretionary spending and movie receipts will likely be 
negatively impacted by this in general. Declining box office receipts will lead to declining merchandise 
sales and related ancillary revenue. Finally, and perhaps most importantly, the company has employed 
a particularly unconventional financing and accounting format which means GAAP earnings are not at 
all reflective of true cash flow accruing to equity. This presents the potential for a serious negative 

catalyst if top line performance doesn’t meet bullish expectations.  
Background: 
In 2006 Marvel moved from a licensing based model, whereby they were essentially an intellectual 
properties company, to a more traditional film production company. They are now producing a slate 
of movies which is a riskier model since they assume significant production costs but it also implies 
potentially larger payoffs. To finance this the company contributed ten characters (Ant Man, Black 
Panther, Captain America, Cloak & Dagger, Doctor Strange, Hawkeye, Iron Man, Nick Fury, Power 
Pack, Shang-Chi, The Avengers and The Incredible Hulk) to an LLC as collateral on an otherwise non-
recourse $525MM revolving credit facility. The company draws down on this revolver to finance film 
production and then as profits from the films come in, these flow to the LLC and remain there until 

there is a net cash balance of $350MM, at which time funds can be dividended out to the company.  
Investment Overview/Catalysts: 
• Based on conversations with management and entertainment industry sources, Marvel needs to 
generate ~$150MM in domestic box office revenues to break even on their films (as per illustrative 
model below). Excluding outlier franchises (e.g., Spiderman and X-Men) the company has generated 
an average domestic box office (DBO) of $122MM across 15 films since 1998. This, combined with 
the fact that the films in the LLC are generally 2nd and 3rd tier properties, suggests this is probably a 
fair number to assume going forward. Even assuming a significantly more generous domestic box 

office take of $175MM, the company still does not generate significant value. 
• Due to the LLC structure, assuming $175MM average DBO, the company cannot 
access cash at the LLC until 2011 at the earliest. If their movies perform more in-line 
with how they have performed in the past (the $122MM average DBO of non-outlier 
films), they will never be able to access this cash and residual value to shareholders 

will be minimal. 
• Another wrinkle of the LLC structure is that the company, when valued off EBIT or 
net income multiples, may seem reasonably priced, but because that cash is trapped, 
income statement multiples are inappropriate and a DCF (representing ultimate cash 
flow to equity) is probably the best way to value this company. Based on a DCF of 
CF’s to equity, fair equity value for the company is ~$18 (see sensitivity analysis be-
low). Again, this is based on a possibly generous $175MM average DBO; a lower 

DBO suggests no value for the LLC equity and a residual common equity value <$10.  
• Note this financing model which leaves cash trapped at an LLC creates a disconnect 

between net income and cash flow. Cash flow is essentially zero for the next few years while net 
income will be significantly higher as it will represent net income to the LLC. If the company never 

exceeds the minimum cash balance at the LLC this money will never be available to the equity. 
• The second-tier nature of the LLC properties suggests that DBO will likely be weak relative to past 
blockbusters. While the company will continue to generate licensing revenue from previously li-
censed properties (Spiderman, X-Men etc) their self produced films will see softer built-in demand. 
Additionally, it is reasonable to assume that eventually people get “superhero fatigue.” In addition to 
Marvel characters, there are several other superhero type characters (e.g., Batman, Superman, 

Transformers, Green Hornet, Conan, Hellboy) which will dilute the genre. 
• Management has changed significantly over the past two years. This company has a turbulent back-
ground with a robust history of lawsuits and bankruptcy. The person generally credited for reviving 

Marvel Entertainment (MVL) 
Price: $26.67 
(Feb. 6, 2009) 

Marvel Entertainment, Inc. (SHORT)   
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the franchise, CEO Avi Arad, left the company in 
’06 in what seems to have been a pretty good deal 
for him (and a much less good deal for the com-
pany). He convinced the company it was necessary 
to self-produce movies to avoid the problems they 
had with Sony over Spiderman, but also convinced 
them to allow him to leave the company and be-
come the producer for all their self-produced films. 
He is credited with creating the vision behind the 
company so it is somewhat unclear how well posi-

tioned current management is to run the operations. 
Risk to thesis: 
• Risks to my short thesis include box office performance significantly better than what I anticipate. Still, I 
believe the base case scenario of a $175MM DBO average is, if anything, generous for the company 

considering the weak character roster they present. 
• A related risk is my film financing model may not accurately reflect their costs since it is based on an 

“average” film. The company may be able to adjust costs to lower their break-even DBO. 
• Also, the market may not care about the unconventional financing structure. I think this risk is signifi-
cantly mitigated (if not entirely reversed) by the fact that the market generally may not be aware of the 
LLC structure. I believe investors will care that the “cash” generated by their company isn’t really 
theirs, but I could be wrong. The company has a large retail ownership based (only ~62% of shares 
owned by institutions) which is due to Marvel Comics fans buying stock in a company they like. They 

may not be the most sophisticated investors and may not even know about the LLC structure. 

“Marvel needs to 

generate $150MM 

in DBO revenues 

to break 

even...Excluding 

outlier fran-

chises...the com-

pany has gener-

ated an average 

DBO of $122MM.”  

Marvel Entertainment, Inc. (Continued from previous page) 

 
Assumptions
Domestic Box Office $150.00
Negative Cost ($140.00) range of $135m to $165m
P&A Spend ($105.00) range of $100-120MMGross Film Revenue

Amount After ReserveNotes
International box office pct98.00%per MVL est Domestic
Theatrical Rental Revenue Theatrical $82.5 $82.5

Domestic 55.00%traditional split Home Vid $117.0 $117.0
International 43.00% PPV $7.5 $7.5

 Pay TV $17.5 $17.5
Reserved Territories Free TV $14.9 $14.9

Min guarantees 33.00%traditional split
Pct of Int'l Ultimate 40.00% International

Theatrical $63.2 $37.9
Home Video Home Vid $64.4 $38.6

Domestic 78.00%historical avg Pay TV $20.9 $12.5
International 55.00% Free TV $30.0 $18.0

TV Cap Min Guarantees $46.2
Domestic (contractual) Total Gross Revenue $392.6

PPV 12.50% $7.50
Pay 45.00% $17.50
Free 18.00% $40.00 Film Costs

International Amount Notes
Pay 33.00% $30.00 Distribution Fee ($33.2)
Free 50.00% $30.00

Domestic Costs
P&A Margin est P&A ($70.0)
Home Video Costs -37.5% 62.5% Home Video Costs ($43.9)
TV Costs -5.00%Standard Total ($113.9)

Residuals International Costs
Home Video -11.00% -13.0% P&A ($35.0)
TV -9.00%Standard Home Video Costs ($14.5)

Total ($49.5)
Participations

Marvel Producer Fees-5.00%Contractual TV Costs ($3.5)
3rd Parties -2.50%MVL est 

Residuals
Home Vid ($17.1)

Distribution Fee -10.00%10-12% typical distribution fees TV ($5.7)
Total ($22.8)

Participations
Marvel Producer Fees ($16.6)
Third Parties ($9.8)

Total ($26.4)

Total Film Opex ($249.2)

Negative Cost ($140.0)
Capitalized Interest ($15.4)

Film Profit ($12.0)
Marvel Production fee $16.6
Operating Income $4.6

assume ~2/3 of WW P&A 
spent dom. (consistent with 
old film model)

reflects intl non-reserved 
territories where they sold 
rights to distribute
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Horsehead Holding Corp. (LONG) 

Grant W. Bowman                November 2008 
GBowman10@gsb.columbia.edu 

Summary: ZINC is the lowest cost producer of specialty zinc and zinc-based products as a result 
of their refining process which uses EAF dust, a byproduct of the steel mini-mill production process 
which the mills pay ZINC to dispose of. While zinc prices have fallen precipitously in the past few 
months, the long term fundamental outlook has improved due to the cancellation or closure of sev-
eral new and existing zinc refining and/or production facilities. In addition, ZINC has no debt, a cash 
balance that makes up 70% of their market capitalization, hedged production through 2009, and an 

activist shareholder who is pushing the company to return capital to stockholders.   
 
Valuation: ZINC is currently trading at approximately 40% of book value, and 70% of the value of 

current assets minus all liabilities not including the value of their in the 
money zinc put options. The company purchased zinc put options at $1.00 
per pound with expirations during 2008 and 2009 early in 2008. On its re-
cent conference call the company stated they sold their 2009 put options at 
$0.54 a pound, which will result in $64.5 million and $30.6 million in cash 
income and earnings in the fourth quarter, respectively. The company still 
holds the 2008 options which at current prices are valued at approximately 
$20 million. Therefore, the after tax value of the options ($55 million) plus 

their current cash balance equals $135 million, compared to their current $112 million market cap.  
 
Business: ZINC is among the lowest cost producers of zinc products because of their negative cost 
to acquire the majority of their feedstock (through being paid to dispose of the EAF dust) compared 
to the majority of zinc refiners whose feedstock is purchased or mined. ZINC currently recycles 
more than half of all EAF dust created in the US and is the only zinc smelter in North America who 
can refine zinc using 100% recycled feedstock.   As a result, the majority of their feedstock is not 

subject to fluctuations in LME zinc market prices.  
 
EAF dust also contains a significant iron by-product, but until recently the company had not had the 
technology needed to recover it. ZINC is currently in trials with a customer to test the quality of 
iron made from the by-product. ZINC estimates they can recover 350,000 tons of iron from their 
current process, which would translate into almost $8 million in additional revenue per year at the 
current depressed price of $22.50 a ton, the majority of which should flow straight to the bottom 

line.  
 
The company is also taking aggressive steps to reduce their cost structure by implementing a $35 
million cost savings program which garnered $5.5 million in savings during the September quarter, 
idling its recycling facilities for the last week of 2008, reducing its salaried workforce, and revising 

the construction strategy for its new South Carolina facility.   
 
Zinc Prices and Hedging: ZINC prices have recently plummeted to around $0.50 per pound 
from around $2.00 per pound at the beginning of 2007. ZINC hedges its production output in two 
ways. If they enter into a contract with a customer to sell ZINC at a fixed price, they also enter into 
a fixed-to-variable swap contract and therefore do not carry any fixed price contract risk. The com-

pany has also purchased additional put options with a $0.50 strike to cover any additional downside. 
 

Horsehead Holding (ZINC) 
Price: $4.46 
(Feb. 6, 2009) 

“The current 

valuation is be-

low liquidation 

value.”  
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Horsehead Holding Corp. (Continued from previous page) 

Customers and Suppliers: ZINC has 
supplied eight out of their 10 largest cus-
tomers for over a decade, despite going 
through a bankruptcy during that time. In 
addition, the company believes they are the 
sole supplier of zinc to the majority of their 
customers. The company has long term 
contracts with its EAF dust suppliers that 
have a weighted average length of approxi-

mately three years.   
 
Shareholders: Cobalt Capital currently 
owns about 5% of their shares and is push-
ing the company to use their excess cash to 
buy back shares, and to shut down their 
higher cost operations. The company re-
sponded by idling their highest cost operat-
ing furnace in Pennsylvania during October, 
one of six they have at the location.  In 
addition, the company stated on their 3Q08 
conference call on November 7th that “the 
stock is an attractive investment ... as a 
company we need to take a closer look at 
it and we will be discussing it with the 
board at our upcoming board meeting.” In addition, Mohnish Pabrai filed a 13G disclosing a 5.1% stake 

in ZINC on December 4th.  
 
Balance Sheet: As noted, ZINC previously has no debt on its balance sheet. This is the result of the 
CEO choosing to retire all outstanding debt with their IPO proceeds. In addition, ZINC has an un-
drawn $75mm revolver under which they currently have approximately $60mm in availability (due to 

letters of credit).  
 
Cancelled Zinc Projects:  Due to the decrease in zinc prices, a significant amount of zinc produc-
tion has been cancelled or closed. For example, Strategic Resources Corp (SRZ) recently announced it 
would shut down one of its mines and cancelled two other zinc mines scheduled to go into produc-
tion. Lundin Mining’s (LMC) announced its zinc mine in Ireland will enter a three-year phased shut-
down, Hudbay Minerals announced it will be shutting down one of its zinc mines in upstate New York 

in August, and Teck Cominco (TCK) said it will be closing down one of its zinc mines in Australia.  
 
Why is the stock so cheap?: The primary reason is because zinc prices, which have fallen signifi-
cantly. Additionally, there appear to be some technical factors. 1) The company has only been public 
since August of 2007, so some of the holders were likely betting on the continuing commodities bull 
market and have dumped it as prices have declined. 2) The company has large hedge fund ownership 
including some who have been rumored to have had poor performance. 3) The company has commit-
ted to an $80 million capex program to build a new EAF facility in South Carolina which worries some 
investors because of the size of the cash outlay. The new facility will allow ZINC to run its refining 
with a higher EAF dust input which will lower costs. Note that if you subtract the entire capex pro-
gram out of their cash balance and add back the value of their zinc hedges they are still trading below 
net current asset value. In addition, the company is delaying its South Carolina project in order rein in 

capex spending levels.  
  
Conclusion: ZINC is a low risk stock due to their cheap valuation and rock solid balance sheet. In 
addition, there is a possibility of significant upside because of (a) shareholder friendly activities, (b) the 
positioning as their industry’s low-cost producer with a cost base that will decrease further when their 
South Carolina facility is open, and (c) an improved outlook due to the cancellation or closure of sev-
eral significant supply sources. While a fall in their stock was warranted given the fall in zinc prices, I 
believe the current valuation is below liquidation value, and is likely the result of forced or irrational 

selling rather than fundamental analysis.  

ZINC has no 

debt, a cash bal-

ance that makes 

up 70% of their 

market capitali-

zation, hedged 

production 

through 2009, 

and an activist 

shareholder.  
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Michael Mauboussin, Legg 
Mason’s Chief Investment 
Strategist and adjunct profes-
sor at Columbia, recently dis-
cussed his current market 
views with Graham & 
Doddsville.  
 
G&D: You’ve written a 
great deal about investor 
behavior and how that con-
tributes to market prices. 
What’s your take on inves-
tor behavior right now in 
the current market? More 
specifically, what changes 
have you seen recently in 
the way that investors be-
have, and in your view, does 
the recent behavior that 
you’re seeing reinforce or 
depart from historical 
norms? 
 
MM: To answer that I want 
to take one step back and 
talk the theories of how 
market efficiency comes 
about. We’ll first ask, how 
and why do markets get to 
efficiency? And then from 
there we can figure out why 
they become inefficient.  
 
There are three classical 
ways to explain market effi-
ciency. The first is mean-
variance efficiency, which is 
what we teach in business 
school. Here,  investors 
understand their utility func-
tions and how to trade off 
risk and reward. A lot of 
models in finance are based 
on mean variance efficiency, 
including the capital asset 
pricing model and most of 
portfolio theory.  
 
The second way to get 
there—and I think it’s the 

camp most finance profes-
sors are in—is the idea that 
there are no arbitrage op-
portunities. That is when 
two assets become mis-
priced relative to one an-
other, an arbitrageur will 
come in and buy one,  sell 
the other, and close the 
aberrant price gap. Under 
normal circumstances the 
idea that there are no $100 
bills lying on the street is a 
reasonable one. No arbi-
trage is also a very plank  in 
finance theory. For example, 
the Modigliani and Miller 
capital structure invariance 
propositions from the late 
1950s are based on an arbi-
trage argument. And of 
course the most famous 
application  of arbitrage  is 
the Black-Scholes option-
pricing model.  
 
The third way to get effi-
ciency  is what is colloquially 
called the “wisdom of 
crowds.” More formally, it is 
viewing markets as a 
“complex adaptive system.” 
The simple story is that 
under certain conditions,  
when a diverse group of 
agents get together to solve 
a problem, they tend to 
come up with the right solu-
tion even when any individ-
ual agent doesn’t know very 
much. Dumb agents and 
collective smarts.  
 
The first two approaches, 
mean variance and no arbi-
trage, pose some problems. 
First, both make assump-
tions about the  mechanism. 
That is, we have to assume 
the existence of rational 
agents or well-financed arbi-

trageurs. Second,  these 
theories fall short when we 
test them empirically.  For 
example, most mean vari-
ance models assume normal 
or log-normal price changes. 
But we know that the distri-
bution of asset price 
changes is fat-tailed. The 
real-world results depart 
meaningfully from normal 
distributions. And histori-
cally when there have been 
the greatest arbitrage op-
portunities of all—and we 
may be in that situation to-
day—arbitrageurs have 
failed to show up. Research-
ers documented this pretty 
well for Long Term Capital 
Management in 1998. I think 
it very much characterizes 
today’s market, but only 
time will tell.  
 
So let me turn to the 
“wisdom of crowds” argu-
ment. For the wisdom of 
crowds to work, you need 
to have three conditions in 
place. Condition number 
one is agent diversity—that 
is, the decision rules or ap-
proaches that the individual 
investors use have to be 
diverse. Long-term ori-

(Continued on page 5) 

A Marriage of a Contrarian Streak and a Calculator 

“The real-world 

results depart 

meaningfully from 

normal 

distributions. And 

historically when 

there have been 

the greatest 
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be in that situation 

today—

arbitrageurs have 

failed to show up.” 
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Interview with Michael Mauboussin  (continued from page 20) 

ented, short-term oriented, 
fundamental, technical—
whatever you want to say—
but they have to have very 
different perspectives. Sec-
ond, we need a properly-
functioning aggregation 
mechanism—some way to 
bring that disparate informa-
tion into one place. Ex-
changes obviously do this 
effectively. And the third 
thing is properly-functioning 
incentives, effectively re-
wards for being right and 
penalties for being wrong.  
 
If you apply those three 
conditions to humans, diver-
sity is by far the most likely 
condition to be violated. 
And when you lose diversity 
in markets—that is, when 
people become uniformly 
euphoric and uniformly de-
spondent—you tend to get 
vast inefficiencies. To come 
back to your original ques-
tion, I think we are now in a 
period of substantial ineffi-
ciency sparked by a diversity 
breakdown. In this case 
unlike the late 1990s, when 
it was very bullish, this is  
very bearish. And leverage 
has played a meaningful role 
in this as well, as it has in 
past downdrafts.  
 
I will say is that it’s hard to 
know what is normal in 
markets. But I do believe 
that the period we’re going 
through today is not that 
unique. Obviously all of 
these periods are unique on 
some level, but in some 
ways it is not unique. We’ve 
seen elevated periods of 
volatility like we’re seeing 
today; we saw it in the 
1930s. We’ve seen periods 

(Continued from page 4) of very poor asset price 
returns; if you take 10-year 
rolling real returns, the S&P 
500 today is similar to the 
1970s, the 1930s, and the 
mid-1800s. So for people 
with long memories—or 
large databases—this is not 
unprecedented. But for 
most of us this is first time 
we’ve seen something of 
this magnitude in our invest-
ment careers.  
 
G&D: Would you say that 
the things you’ve just ob-
served—the types of mis-
pricings due to lack of agent 
diversity and so forth—
reinforce the investment 
process that you employ at 
Legg Mason Capital Manage-
ment? Or does it imply that 
there are certain changes 
that you guys should be 
thinking about? 
 
MM: It’s a great question, 
and I think in large part the 
answer is a function of your 
time horizon. Short-term 
oriented investors have to 
be dialed in to sentiment 
and try to play off of it to 
some degree. But that is 
really what Ben Graham 
called speculation. There’s 
nothing wrong with it, as 
long as you acknowledge it 
for what it is. For long-term 
oriented investors, this is an 
ideal type of an environ-
ment. These kinds of mis-
pricings are fundamentally 
what you’re looking for.  
 
Once I was asked to give a 
talk about what it is to be a 
contrarian investor. I sug-
gested  there are two es-
sential components to this: 
be prepared to go against 
the crowd but make sure 

the market is mispricing the 
security.  Baupost’s Seth 
Klarman nailed it at the 
Graham & Dodd Sympo-
sium in October when he 
said: “Value investing is a 
marriage of a contrarian 
streak and a calculator.”  
The first part is to ask what 
your edge is. And your edge 
must mean you have a view 
that’s different from that of 
the market. Often, that is 
because the market is suf-
fering from a diversity 
breakdown. So to me diver-
sity breakdowns are a really 
good starting place to think 
about where you might be 
able to gain an edge.  
 
But being a contrarian is not 
enough. In fact, the market 
is actually often right. What 
you then have to incorpo-
rate is Klarman’s calcula-
tor—you have to determine 
the gap between price and 
value. The way I like to do 
this the best—and I think 
it’s actually very applicable 
in today’s environment—is 
to reverse engineer. So you 
take the current asset 
price—stock price specifi-
cally for equities—and you 
ask what kind of financial 
performance is required in 
order to achieve that stock 
price. In a lot of instances 
today,  despite that the cur-
rent economic environment 
will be very challenging for 
the foreseeable future, ex-
pectations for long-term 
cash flows are relatively 
modest.  
 
G&D: It sounds like you 
use the behavioral phe-
nomenon as a search strat-
egy to look for areas and 

(Continued on page 6) 
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then you do the classic 
valuation analysis. To play 
devil’s advocate and ques-
tion the purpose of the be-
havioral phenomenon to 
begin with, at what point 
could you just value an as-
set, and if it’s trading below 
its value then you should 
buy it, regardless of what’s 
happening in the market?  
 
MM:  You’re obviously 
looking for some sort of 
evidence of mispricing in 
your search strategy. Let me 
reiterate the obvious: it is 
very difficult for active man-
agers to beat the market. 
We know for sure they 
don’t do it in aggregate be-
cause of fees. We also know 
it’s very difficult for anybody 
to do it on a sustainable 
basis. So this is not a trivial 
task. So step one is to figure 
out your search strategy. 
We look for diversity 
breakdowns as the headline, 
and there can be all sorts of 
indicators of a breakdown. 
Examples include statistically 
cheap stocks, for example 
high dividend yields and low 
price-to-earnings or low 
price-to-book ratios. Or it 
can be changes in manage-
ment—so a new manage-
ment comes in, reallocating 
capital in a new way—or a 
change in industry struc-
ture—for instance, the in-
dustry’s consolidating, or 
expanding geographically, or 
cutting capacity. So there 
could be a host of items 
that might be a source of an 
edge and encourage you to 
investigate it further.  
 

(Continued from page 5) Let me make a separate 
point and underscore it as 
strongly as I can. I would 
argue that the single most 
common error in the invest-
ment industry is a failure to 
distinguish between funda-
mentals and expectations. 
And those are two very 
distinct things that you have 
to think about separately. 
Fundamentals are about 
value while expectations are 
the price. What happens 
typically is when fundamen-
tals are good, people want 
to buy. And when funda-
mentals are bad, people 
want to sell. It’s a very hu-
man reaction. But the goal is 
to be very explicit in sepa-
rating those two things.  
 
For example, let’s say you 
went to the race track and I 
told you the [most prob-
able] winner of every race 
in advance. That’s not really 
the information you want. 
What matters is  not so 
much which horse is going 
to win, but what odds are 
priced in. So you’re not just 
looking at fundamentals—
how fast the horse can 
run—you’re looking at rela-
tionship between fundamen-
tals and expectations. And 
it’s the difference between 
those two things that is so 
essential. That’s why I’m 
such an advocate for the 
reverse-engineering expec-
tations investing approach. 
Often it is easier to say 
what is built into the price, 
and I think the fundamentals 
are going to be better or 
worse. It’s more like betting 
on the over/under in a foot-
ball game, versus betting on 

a specific score.  
 
G&D: In that framework, 
isn’t it risky to use market 
expectations as a baseline 
for your own opinion on a 
stock—particularly in situa-
tions where the market 
might not be pricing effi-
ciently? How do you man-
age that risk? 
 
MM: I think it is essential to 
think probabilistically. So 
whereas we all have a view, 
or a most-likely outcome, it 
is really crucial to consider 
if/then scenarios. What I like 
to do is to take a current 
stock price and reverse-
engineer the current expec-
tations—which I think is a 
reflection of the current 
consensus. That gives me 
some sense of the baseline. 
And I then  consider various 
if/then scenarios. This an-
swers questions like: if 
things are better—for ex-
ample, revenues are really 
going to come in higher or 
margins come in better—
what does it mean for value? 
And likewise, if things come 
in worse, what happens to 
value?  
 
Whenever I think about an 
investment I like to think 
about the range of possible 
value outcomes and the 
associated probabilities of 
those outcomes. The ex-
pected value is the product 
of those probabilities and 
outcomes. Of course, you 
need to compare that ex-
pected value to the current 
price. So while people may 
look at something and think 

(Continued on page 7) 
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Interview with Michael Mauboussin (continued from page 22) 

that it’s cheap, they often 
don’t think enough about 
the range of possible out-
comes, or the probabilities 
of those outcomes coming 
to pass.  
 
G&D: So in your process at 
Legg Mason Capital Manage-
ment, how explicit are you 
in setting these outcomes 
and probabilities? Is it more 
of an overarching frame-
work that you take into 
account, or do you explicitly 
set out your distributions 
and expected values? 
 
MM: We set them out ex-
plicitly. I’ll make one link to 
one of the behavioral fi-
nance biases that we all tend 
to bump into: overconfi-
dence. Specifically, we tend 
to think we know what to-
morrow’s world is going to 
look like. One of the mani-
festations of overconfidence 
is projecting ranges of out-
comes that are vastly too 
narrow. So I’ll give you an 
example of how you might 
combat that bias. 
 
One thing you can do is go 
to the options market and 
look at long-dated options. 
You need options that trade 
reasonably well—not some-
thing illiquid. If you look at a 
series of long-dated options, 
both puts and calls, you can 
construct  the distribution 
of prices that are based on 
put and call spreads. I’m not 
saying the options market 
has the absolute right an-
swer—certainly it’s the 
market’s  answer—but what 
we found almost inevitably 
that in doing that exercise, 
the options market re-

(Continued from page 6) flected a wider distribution 
of price changes than the 
analysts had. So this exer-
cise allows for a way to re-
calibrate yourself, using  
market-based prices.  
 
It’s also important to be 
explicit. It’s a really good 
idea to keep these distribu-
tions in a file so you can 
revisit them periodically.  
This allows you to effec-
tively look back on how you 
were thinking about the 
situation at a given time,  
and keeps you from falling 
for hindsight bias. By the 
way,  Warren Buffett and 
Charlie Munger say very 
explicitly that it’s about 
probabilities and outcomes. 
I have a great Buffett quote 
to that effect. He’s also said 
that it’s an imperfect proc-
ess, but it’s the way you 
have to think about the 
world.  
 
G&D: Getting back to the 
agent diversity point earlier, 
you mentioned that there’s 
been a lack of bullishly-
inclined investors recently 
and a preponderance of 
bears. What other agents 
are missing from today’s 
market?  
 
MM: I wrote a piece earlier 
this year called, “The Failure 
of Arbitrage.” [See http://
www.lmcm.com/podcast/
TheFailureofArbitrage.htm.] 
The arbitrage idea is a plau-
sible one and I think, on the 
first order, is really correct. 
So there clearly are arbitra-
geurs that cruise markets 
and—of course in more 
normal conditions—keep 
things reasonably efficient. 
But those arbitrageurs at 

the same time also rely on 
access to capital and access 
to  leverage. When we go 
through deleveraging phases 
like today the ability of arbs 
to operate is severely lim-
ited.  
 
What typically happens in 
these cycles is at the top of 
the market, volatility tends 
to be low, access to capital 
tends to be very easy, rates 
tend to be attractive, and 
we get over-levered. And 
then there’s a big transition, 
where volatility goes back 
up, leverage goes down, and 

obviously asset prices suffer. 
Eventually, almost  no one 
has access to capital.  One 
of the key things missing 
today is an active commu-
nity of arbitrageurs. And 
that’s going to take some 
time to repair. We’re seeing 
a number of new funds step 
in—bankruptcy or dis-
tressed funds—and they will 
eventually move the assets 
back in the right direction. 
But today  there is an ab-
sence of arbitrage.  

(Continued on page 8) 
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By the way, this is nothing 
new.  Roger Lowenstein’s 
book, When Genius Failed, 
starts off with the story of 
John Eckstein, an arbitrageur 
working in the late 1970s. 
Eckstein  had put on a  clas-
sic arbitrage position with 
leverage. But the position 
worked against him, and 
because he was leveraged, 
he ran out of capital. So he 
had to shop his position, 
and the guy who took it 
over was John Meriwether, 
then at Salomon Brothers. 
And then it turned out al-
most 20 years later Meri-
wether found himself in the 
exact same position as Eck-
stein when Long-Term 
Capital Management’s port-
folio started to bleed badly. 
By the way, Meriwether, 
and hence Salomon, made a 
lot of money on Eckstein’s 
position as it worked out. 
But unlike Eckstein, Meri-
wether couldn’t find anyone 
to assume his positions.  
What we’re seeing today is 
an absence of arbitrage. 
While  the government may 
try to step in and be the 
buyer of last resort, it’d be 
better to see these proc-
esses work out organically.  
 
G&D: Earlier you talked 
about metrics that investors 
use to try to find the areas 
of the market that are 
priced inefficiently, such as 
price-to-book or price-to-
earnings ratios. A lot of in-
vestors, particularly value 
investors, are excited about 
the statistical cheapness of 
stocks today. Do you share 

(Continued from page 7) that enthusiasm? Or are you 
concerned about some of 
the contextual factors that 
might skew those metrics, 
like inflation, taxes, compo-
sition of assets, and so 
forth? 
 
MM: If you adopt a longer-
term perspective—say three 
to five years, which to me is 
a pretty reasonable time to 
consider—and take a prob-
abilistic view of things, I 
think the preponderance of 
evidence suggests that re-
turns will be satisfactory and 
maybe even really good.  
 
I’d add a couple of points. 
First, this is an ideal time to 
use some of the valuation 
t e c h n i q u e s  B r u c e 
Greenwald has popularized. 
You can go back to the Gra-
ham and Dodd roots. Bruce 
has articulated value on 
three levels. The first is ba-
sic old-fashioned asset value, 
where you literally go down 
the balance sheet item by 
item, and mark things to 
where you think they are 
reasonable today. I think if 
you go through that exer-
cise—an intrinsic value 
based on pure asset value—
you can find a lot of things 
that are pretty attractive 
even in today’s environ-
ment.  
 
If that doesn’t get you any-
where, then you step up to 
second level—earnings 
power. Earnings power to-
day is probably below 
trendline. Trendline earn-
ings are probably in the $70
-$80 range for the S&P 500, 
and for 2009 it will be in the  

$50s, maybe less. But the 
idea is to take a steady-state 
level of earning and capital-
ize it. So you’re only paying 
for the steady-state, not for 
the present value of growth 
opportunities. 
 
The third level  is calculating 
a franchise value, where 
you’re paying for future 
value creation. There are a 
fair number of businesses 
out there that you can buy 
today without paying much, 
if anything, for franchise 
value. Bruce’s approach is 
very reasonable in all envi-
ronments, but especially 
applicable today.  
 
The second comment re-
lates to volatility. Volatility is 
a broad proxy for the cost 
of capital. Clearly credit 
spreads—both high-grade 
and high-yield credit 
spreads—have really blown 
out. High-yield spreads, for 
example, in the high teens 
suggests very elevated ex-
pectations for risk and re-
ward. And then you can 
look at the VIX, which is the 
one-year implied volatility 
for the S&P 500. The VIX 
was at a ridiculous level, 
close to 90, in the fall. But 
now it’s still in the mid-40s. 
If you’re looking at the capi-
tal market line over time, a 
40 or 45 volatility is consis-
tent with returns in the high
-teens to low-20s.  So in 
summary you have below 
trend earnings and above 
trend perceived risk. As 
both of those normalize 
over time, equity markets 
can do okay.  

(Continued on page 9) 
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Interview with Michael Mauboussin (continued from page 14) 

 
G&D: You’ve written a lot 
about investor skill, includ-
ing a piece in More than You 
Know in which you com-
pared Bill Miller’s streak to 
that of a free-throw 
shooter.  The idea being 
that the greater the skill of 
the investor, the more likely 
the streak is to be longer.  If 
you look at a lot of the 
great investors more re-
cently, a lot of them have 
been pummeled pretty 
badly.  How do you assess 
investor skill given that it’s 
hard to look at investor’s 
returns in the short term? 
 
MM: I actually have a new 
book coming out this fall 
with a whole chapter dedi-
cated to this issue.  Let me 
start by saying that when-
ever you have a prolonged 
streak, either in investing or 
in sports, you are assured a 
component of skill.  A 
streak is by definition a lot 
of luck and skill combined.  
That said, the interesting 
thing about investing is how 
much of the results you see 
are skill and how much are 
luck.   
 
One of the best indicators 
as to whether there is skill 
in a domain is to the answer 
to a simple question: can 
you lose on purpose?  For 
example, if you play the 
roulette wheel or the slot 
machines, can you lose on 
purpose?  The answer is no.  
That means the game is all 
luck. With other games like 
chess or checkers, can you 
lose on purpose?  The an-
swer is of course yes be-
cause they are full informa-

(Continued from page 8) tion games.  So those games 
must be largely skill. Then 
there are some games that 
are in the middle, like back-
gammon or poker, where 
you can make a bad move 
and still win the hand or a 
good move and still lose the 
hand, so there is skill com-
bined with  an element of 
chance.   
 
So here’s how you might 
apply this to investing.  Ask 
a person to create two 
portfolios: one they believe 
would be beat the market 
and one they believe would 
underform the market.  If 
you did that experiment for 
a large sample of people, 
what would result?  My gut 
is that the returns on the 
long portfolio and the short 
portfolio wouldn’t be all 
that different.  In investing, 
it’s hard to win on purpose, 
but it’s also hard to lose on 
purpose.   
 
So in investing—and I do 
believe there is skill in in-
vesting—the edge conferred 
by skill can be swamped by 
luck in the short term.  So 
it’s virtually impossible to 
make any judgments about 
someone’s skill in the in-
vesting over short periods 
of time.  A year or a couple 
of years is vastly too short.   
 
The problem is that the 
longer you have to wait to 
decide whether an investor 
is skillful, the greater chance 
the investor will suffer hor-
rible returns in the mean-
time.  What I recommend 
people do is rather than 
focus on outcomes, focus 
on the investing process. 
This is at the core of the 

value investing tradition 
from Columbia Business 
School.  A focus on process 
asks: Are we doing things 
that are economically 
sound, that are repeatable, 
and that are disciplined? 
When the answers are af-
firmative, you are likely to 
see satisfactory results over 
time. 
 
G&D: Speaking of long and 
short portfolios: Do you 
think there is an inherent 
behavioral bias for long-only 
managers who, because they 
are not looking for shorts, 
tend to miss negative indica-
tors in stocks they might 
have otherwise been willing 
to short? 
 
MM: First of all, in equities 
there is inherent bias to-
ward the long side because 
stock values should increase 
over time.  Why else would 
you defer current consump-
tion to invest?  To compen-
sate for deferred consump-
tion, you expect a rate of 
return—really the ability to 
consume more in the fu-
ture.  So stocks should go 
up over time, which of 
course they have. That 
doesn’t mean they go up 
every year or even every 
ten years. But over the long 
haul equities have delivered 
real rates of return in the 6-
7% range.   
 
Further, going long and go-
ing short are very different 
psychologically.  To state 
the obvious, if you go long a 
stock and it does poorly, it 
becomes less consequential 
in your portfolio.  If you go 
short a stock and it goes up, 

(Continued on page 10) 
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it becomes more conse-
quential.  So there are a 
very different set of tools 
for the longs and shorts.  It 
is true that if you are long-
only you are looking for 
different signs than if you 
are also looking for shorts.  
But there are a whole host 
of other factors that make 
shorting very difficult. 
 
G&D: We talked earlier 
about mispricings and bear-
ish sentiment.  Do you see 
any fundamental signals 
coming out of all the noise 
and volatility in the markets 
that worry you going for-
ward?  For example, are you 
looking at demographic 
changes or other fundamen-
tal indicators that you think 
are a legitimate cause for 
bearishness right now? 
 
MM: There are clearly 
many reasons to be con-
cerned in the short term.  
We will likely continue to 
see substantial increases in 
U.S. unemployment or if 
deflationary pressures con-
tinue.  The one area that I 
would try to keep a close 
eye on is the housing mar-
ket.  It’s not an exaggeration 
to say that the roll over in 
housing has led to the cur-
rent set of problems we are 
facing. Likewise,  finding 
some footing in the housing 
market may provide an indi-
cator as to when we come 
out of this downturn.  
Clearly, from a supply-
demand perspective, we’ve 
seen pretty meaningful 
changes on both sides.  
From a supply perspective, 

(Continued from page 9) the housing start numbers 
are down dramatically.  The 
homebuilders have been in a 
full-blown depression for a 
couple of years.  On the 
demand side, the govern-
ment has taken a lot of ini-
tiative to try to get financing 
costs down.  Obviously, 
housing affordability should 
also improve from home 
prices coming down. But 
even with less new home 
supply and greater afforda-
bility, it will take some time 
for housing prices to stabi-
lize.   
 
I also like to look at wealth 
effects.  The numbers are 
almost incomprehensible— 
the net worth of the U.S. 
consumer is down about $7
-$8 trillion year-over-year.  
If you apply a 5% wealth 
effect to that number, you 
have about $400 billion of 
evaporated purchasing 
power.  Fortunately, that’s 
being offset in part by lower 
gasoline prices.  But if we 
see more difficult equity 
markets and falling home 
prices, the U.S. consumer 
will continue to be very 
strapped.  The U.S. con-
sumer represents something 
like 17-18% of global GDP, 
so that’s a really important 
engine that’s sputtering in 
the global economy. 
 
G&D: Nassim Taleb has 
written a lot about non-
normal and non-stationary 
environments.  When you 
mentioned that trendline 
earnings for the S&P are 
$70-$80, how confident are 
you in that level?  How do 
you know that the last 20 

years haven’t been a fat tail 
and we should actually be at 
$45 of S&P earnings? 
 
MM: You need to think 
about the type of system 
you’re dealing with.  Some 
systems are going to be 
much more predictable, and 
sticky, than others.  Take, 
for example, the path of 
growth in GDP—you don’t 
get fat tails in GDP num-
bers.  The economy doesn’t 
grow 70% in one year and 
decline 70% the next year.  
So there are some systems 
that are a little more sta-
tionary.  I believe the earn-
ings outlook is something 
along those lines.   
 
Let’s take corporate reve-
nue in the U.S.—that num-
ber is going to grow at 
some number that approxi-
mates GDP over time and 
then there is going to be 
some kind of corporate 
p r o f i t a b i l i t y  l e v e l—
measured in margins or 
return on invested capital.  
It turns out that we have 
been in a steady 20-25 year 
trend of rising returns on 
capital.  In fact, going into 
this market dislocation, re-
turns on capital were among 
the highest they’ve ever 
been.  So clearly returns are 
coming down and may even 
go back to where they were 
in the 1970s.  But I suspect 
that because of the compo-
sition of corporate Amer-
ica—that the mix between 
the manufacturing busi-
nesses, service businesses, 
and knowledge businesses—
I’m more sanguine  and 
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Interview with Michael Mauboussin (continued from page 26) 

don’t see a full retracement 
in returns.   
 
Those kinds of trends—
GDP growth, earnings 
growth, margin structures—
those are the things that 
don’t so much lend them-
selves to the extreme 
events as do asset price 
changes or other natural 
things where that would 
c o m e  i n t o  p l a y—
earthquakes, power failures, 
and so forth.  The point I 
want to make is that there 
is a continuum of distribu-
tions.  Some distributions 
are prone to fat tails and 
others aren’t. 
 
G&D: Given the environ-
ment, are there certain ar-
eas in the market that you 
think are more interesting 
than others?  You men-
tioned housing, but would 
you say that because of the 
uncertainty there, it is a 
good place to look. 
 
MM: I gave a talk in Decem-
ber about what I call the 
“paradox of risk”—which is 
to say that sometimes the 
assets that appear to be the 
least risky are actually the 
riskiest and, on the other 
hand, assets that seem risky 
are sometimes the least 
risky.  Of course, the way 
the paradox is reconciled is 
through expectations.  To 
me, the area that seems to 
be overcrowded on the long 
side is Treasuries.  I can 
certainly understand why, 
but I think that fact makes 
Treasuries unexciting.   
 
On the flip side, I believe an 
attractive area is mortgage-

(Continued from page 10) related securities or any-
thing related to the housing 
market.  I think you could 
probably move into some of 
these investments with rela-
tively low risk and relatively 
low leverage and get a rate 
of return that has been very 
attractive on a historical 
basis.  Even in the fixed in-
come markets, whenever 
you see fixed income re-
turns that are competitive 
with long-term equity re-
turns, that’s almost always a 
good time to get involved.  
I’ve seen reports saying 
what’s priced into high-
grade or at least the highest 
level of high-yield bonds are 
rates of bankruptcy and 
recoveries that are worse 
than what we saw in the 
Great Depression.  Could 
we see something like the 
great depression?  I person-
ally don’t think that’s a huge 
probability. 
 
G&D: For the asset man-
agement industry in general, 
do you have any thoughts as 
to how it’s developing?  
Also, with the quasi-
institutionalization of hedge 
funds and other investment 
vehicles, do you find 
changes in investor behavior 
or do you find that it’s fairly 
stationary? 
 
MM:  I actually wrote a lot 
about this earlier this year 
in a piece called “The Soci-
ology of Markets,” where I 
tried to address this ques-
tion.  To state the obvious, 
hedge funds up through a 
year ago had been an impor-
tant factor and were coming 
on really strong.  They did-
n’t control a ton of the as-
sets under management, but 

they represented up to 30-
40% of the trading volume. 
So they really had punching 
power above their weight.  
Clearly, there will be a role 
for hedge funds going for-
ward.   
 
There was recently a great 
interview with David Swen-
sen of Yale, which is worth 
reading.  You had a lot peo-
ple who saw the perform-
ance of alternative asset 
management strategies, and 
decided to model them-
selves after the Harvard or 
Yale endowment. They 
thought it was a road paved 
with gold. In reality, it’s like 
anything in investing—the 
more people believe in 
something, the less attrac-
tive it becomes.  
 
 A  lot of money that moved 
into hedge funds in recent 
years was not too sophisti-
cated.  Much of it was 
working through funds-of-
funds or consultants with-
out a full understanding of 
what was going on.  That 
led to significant asset 
growth, but when things 
turned sour,  investors 
turned tail. The estimates 
call for something like $300-
$400 billion of net outflows 
from hedge funds on an 
asset base of $1.5-1.6 tril-
lion.  Clearly, there will be a 
hedge fund industry, includ-
ing quantitative strategies, 
but there has to be some 
sort of a healing process 
first.   
 
Private equity too, is an-
other area under stress. 
Access to capital tends to 
be very cyclical. Two years 

(Continued on page 12) 

“Quite frankly, we 

are heading 

toward a very 

attractive mergers 

and acquisitions 

environment, in my 

opinion, for both 

financial and 

strategic buyers.”  



12  Page 28 

ago the PE firms had access 
to financing at very attrac-
tive rates. Now they can’t 
get a loan.  Of course, there 
will be a time again when PE 
firms  will have access to 
capital.  Quite frankly, we 
are heading toward a very 
attractive mergers and ac-
quisitions environment, in 
my opinion, for both finan-
cial and strategic buyers.  I 
don’t know who will be the 
first to dip their toes into 
the water, but we are set-
ting up for a very attractive 
M&A market, maybe in the 
latter part of 2009 and 2010
-2011. 
 
G&D: Is that something 
you can try to capitalize on? 
 
MM: It is something we try 
to capitalize on. We’re 
thinking about, as part of 
our investment considera-
tion, the probability of 
stocks that we own becom-
ing takeover candidates.  
We are thinking about 
which industries are most 
likely to undergo consolida-
tion.  Clearly, financial ser-
vices are still high on the list 
for a lot of obvious reasons.  
We are thinking about 
which industries are ripe for 
it and which companies are 
positioned well, both as 
sellers and buyers. 
 
G&D: Is there a certain 
direction you are looking to 
pursue research or anything 
else over the next five 
years? 
 
MM: One area that I think 
is exciting right now is the 

(Continued from page 11) intersection between valua-
tion work and competitive 
analysis.  For example, if you 
take a competitive strategy 
course, you will learn a lot 
of really cool things about 
industry life cycles, five 
forces, value chains, disrup-
tive innovation, and game 
theory—all these things that 
lead to high returns on capi-
tal for businesses.  Then you 
take a finance course and  
learn the valuation stuff.  
But they are treated as dis-
tinct disciplines.  What I 
would really love to see is 
some way to combine these 
two disciplines.  For exam-
ple, companies with better 
strategic positions should be 
accorded higher valuations 
and poor companies should 
get low multiples.  The mar-
ket sorts this out pretty 
well, but to me that’s one of 
the really exciting areas 
where we can get more 
rigorous.   
 
About a year ago I published 
a piece about mean rever-
sion and return on invested 
capital.  It showed a very 
simple, economically intui-
tive conclusion, which is 
that high-return companies 
tend to see their return on 
invested capitals  move 
down toward the cost of 
capital over time.  Likewise, 
for firms that earn a very 
low return on capital see 
their returns drift up to-
ward the cost of capital.  It’s 
very much what you would 
expect.   
 
The problem is that when 
you peel back the onion, 
there is nothing that you 

can point to that is explana-
tory or causal for high or 
consistent returns.  In other 
words, the return patterns 
are not much different than 
what chance would dictate, 
So there’s an interesting 
intersection between strat-
egy and finance—we don’t 
know enough about it yet. 
 
G&D: Final question.  It 
wouldn’t be an appropriate 
interview if we didn’t ask for 
your advice on pursuing a 
career in investment man-
agement, especially in the 
current environment. 
 
MM: It’s clearly a very 
tough environment.  The 
one thing I would say is that 
it’s very important to find an 
organization that you are 
intellectually compatible 
with.  It’s important to en-
joy and respect the people 
there, but most important is 
the work they’re doing and 
that the approach fits well 
with your personality.  Being 
somewhere with which you 
are philosophically aligned is 
really important.  Some 
people feel more comfort-
able in short-term, trading 
oriented organizations.  
Others feel comfortable in a 
long-term, patient type of an 
organization.  The key is to 
do a really honest self-
assessment and do good job 
of matching up your person-
ality and temperament with 
an appropriate organization. 
 
G&D: Thank you, Mr. 
Mauboussin. 
 
 
 

Interview with Michael Mauboussin (continued from page 27) 



13  Page 29 

Security Analysis Symposium 

Investors celebrate the 
75th anniversary of Gra-
ham’s Security Analysis 
 
On Thursday, October 2nd, 
some of the world’s most 
distinguished investors gath-
ered at Columbia to cele-
brate the 75th 
anniversary of 
Security Analysis, 
the book hailed 
as the founding 
document of 
value investing. 
The symposium 
was organized as 
a series of forums 
with the ten con-
tributing editors 
of the recently 
revised and rere-
leased 6th edition.  
Security Analysis was pub-
lished in 1934 by famed Co-
lumbia University professors 
Benjamin Graham and David 
Dodd.  The book was mod-
eled after the course that 
Graham taught at Columbia 

for almost thirty years.   
 
The first panel, entitled 
Value Investing Today, was 
comprised of value investing 
titans Seth Klarman, presi-
dent of The Baupost Group, 
David Abrams, founder of 
Abrams Capital, and How-
ard Marks, chairman of 
Oaktree Capital.  The panel 
as a group oversees the 
management of $77 billion.  
These speakers dealt with 
the application of value in-
vesting principles in today’s 
tumultuous financial mar-
kets.  Even as members of 
the panel were speaking, the 
S&P 500 was in the midst of 
a 4% decline as the market 
grappled with uncertainty 
over the second incarnation 

of the mortgage bailout bill, 
which would face a House 

vote the following day. 
 
All three panelists criticized 
the prevalence of leverage 
within the investment indus-
try.  When describing his 

investment philosophy, Klar-
man stated, “We don’t lev-
erage the funds, ever.  Lev-
erage is the enemy of a long
-term approach.”  Effec-
tively, leverage can over-
whelm otherwise sensible 
investment decisions by 
subjecting them to unpre-
dictable short-term fluctua-
tions in the market.  Klar-
man noted that extreme 
market conditions offer the 
greatest investment oppor-
tunities and emphasized that 
in order to capitalize on 
these periods, investors 
should not be afraid to hold 
large cash positions when 
there are few attractive 
alternatives in the market.  
By avoiding leverage and 
maintaining financial flexibil-
ity, savvy investors are able 
to find bargains while other 
market participants are 
forced to sell attractive as-

sets at distressed prices. 
 
Howard Marks highlighted 

risk management as another 
factor that has fed the cur-
rent financial crisis.  In his 
view, most investors and 
financial institutions have 
operated with a seriously 
misguided view of risk.  He 
said that his first tenet of 

investing is to 
control risk and 
never suffer per-
manent capital 
losses.  He was 
very critical of 
statistical ap-
proaches to risk 
m a n a g em e n t , 
such as using 
concepts like 
value-at-risk and 
historical esti-

mates of volatility.  
“Risk cannot be 

measured in numbers,” he 
said. “The business about 
volatility being risk is a con 
job.”   He stated that risk 
managers who knew every-
thing about statistics but 
nothing about investments 
substantially contributed 
to the problems on Wall 

Street. 
 
All three panelists were 
upbeat about the attrac-
tive opportunities that 
the market dislocation 
was uncovering.  Abrams 
said that the availability of 
attractive investments in 
the current environment 
was “eye-popping.”  He is 
approaching the current 
market in the same way that 
he always approaches the 
market – by looking for 
good businesses with attrac-
tive margins of safety.  With 
this perspective, he believes 
that it is currently one of 
the best times in his career 

(Continued on page 14) 

Artie Williams  (EMBA ‘02) 

and Beth Lilly. 

Howard Marx speaking on a panel with Seth Klarman and 

David Abrams. 
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to be a value investor.  To 
successfully capitalize on 
these opportunities, how-
ever, he thought it was criti-
cal for investment managers 
to have a client base with a 
long-term time horizon who 
would allow them to make 
courageous decisions against 

the flow of the market. 
 
The second panel, entitled 
Post Security Analysis: Devel-
opments in Value Investing, 

was moderated 
by Columbia’s 
o w n  B r u c e 
Greenwald and 
was comprised of 
Bruce Berkowitz 
of Fairholme 
Capital, Glenn 
Greenberg of 
Chieftain Capital, 
and Thomas 

Russo of Gardner Russo & 
Gardner.  Greenwald kicked 
off the panel with a discus-
sion of the market’s attitude 
toward risk, arguing that 
euphoria and complacency 
had led to its global under-
pricing.  At the peak of the 
market, he noted that an 
investor could have pur-
chased CDS, or insurance 
against default, on Dubai’s 
government bonds for only 
4 basis points.  Greenwald 
believes that it works in 
investors’ favor that insur-
ance is always the cheapest 
when it is the most desir-
able, and that investors 
should seek out high quality 
assets with insurance-like 
characteristics when every-
one else is completely un-

concerned with risk. 
 

(Continued from page 13) The panel was more divided 
on the topic of specializa-
tion versus generalization in 
the investment process.  
Greenwald proposed that 
increasing complexity in 
corporate structures and 
investment alternatives ne-
cessitated a greater degree 
of specialization among in-
vestment analysts.  Russo, 
who focuses primarily on 
media and branded con-
sumer goods companies, 
agreed.  Gardner Russo’s 
analysts typically cover a 
single industry or a small set 
of industries, he said, allow-
ing them to offer a greater 
depth of knowledge in their 
analysis.  However, both 
Greenberg and Berkowitz 
strongly defended the gen-
eralist model because it 
offers greater flexibility to 
pursue attractive investment 
opportunities wherever 
they arise.  All of the panel-
ists agreed, though, that it 
was perhaps impossible for 
an outside analyst to truly 
understand the risk expo-
sures on the large banks’ 

balance sheets. 
 
The final panel, Security 
Analysis and the Evolution of 
Investment Philosophy, was mod-

erated by James Grant, the 
editor of Grant’s Interest 
Rate Observer, and included 
noted financial author Roger 
Lowenstein and J. Ezra 

Merkin of Gabriel Capital. 
 
Grant offered a cautious 
assessment of the govern-
ment’s bailout package, ex-
pressing concern that Con-
gress might be “using the 
cause as the cure” by focus-

ing policy responses on easy 
money, low interest rates 
and malleable accounting.  
He feared that these actions 
might ultimately forestall the 
setting of asset prices at 
market-clearing levels.  
Merkin, citing the lessons 
learned from Japan’s decade
-long economic stagnation in 
the 1990s, agreed that hous-
ing prices should not be 
supported at unnaturally 
high levels, but defended the 
bailout package, arguing that 
“parts of the system are 
genuinely broken.”  In his 
view a government-led bail-
out was necessary to permit 
the offloading of securities 
from leveraged balance 
sheets and to avoid the 
downward spiral of a garden 
variety recession into a de-

pression. 
 
Taking a historical perspec-
tive, Lowenstein said that 
the market has never really 
changed, from the “go-go” 
stocks to the “nifty-fifty” to 
the dotcom bubble. He be-
lieves that the locus of 
speculation and excessive 
enthusiasm may change, but 
that the underlying market 
dynamic remains the same. 
Merkin concurred; how-
ever, he added that “the 
world always thinks that 
cycles get repealed only at 
the top,” but that it holds 
true for the bottom as well, 
ending the symposium on 
the positive note that this 

crisis too shall pass.  
 
—Graham & Doddsville 

Security Analysis Symposium (continued from page 29) 

David Kessler (‘08) and 

Bobby Buckley (‘09). 
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A Conversation with Bruce Greenwald  

 ever. But 
first you 
understand 
the operat-

ing business. 
 
Then you 
look at the 
b a l a n c e 
sheet. You 
need to 
look and 
see what it’s 
investing in. 
Often the 
s e c o n d 
business is a 
big money loser. So you 
have an operating business 
(where you can look at 
Earnings Power Value) and 
then you have a write-up or 
write-down based on the 
balance sheet. And looking 
at the balance sheet will give 
you an idea of where the 

vulnerabilities are. 
 
Many value investors get 
into trouble with financials. 
Take Fannie and Freddie, for 
example. Everyone said 
they’re great franchises. And 
here you could evaluate the 
franchise—you could do a 
reasonable analysis of the 
earnings power – this wasn’t 
too hard to analyze. But 
then you need to do a vul-
nerability assessment. They 
started to lever up and 
started investing in risky 
assets. Freddie has $750 
billion in mortgages. So let’s 
write down the portfolio by 
6%—this completely wipes 
out the earnings power 
value. Look historically at 
the write-downs relative to 
the declines in housing 

prices. 
 
Or take Citi—it’s got, let’s 

say, $12 billion in normal-
ized earnings. At an 8x mul-
tiple that gives you a $96 
billion valuation. But the 
book is $50b so already 
that’s suspicious. But fine, 
let’s assume there’s a fran-
chise there. What fraction is 
$96 billion of $1.7 trillion 
[Citi’s total assets]—about 
6%? And let’s say that $500 
billion of those assets are 
completely safe. Well, all it 
takes is a 10% write-down 
of $1.2 trillion and the eq-
uity is completely wiped 
out. How much is left? It’s 
all gone. With a 5% write-
down, maybe $36 billion is 
left. Forget about it—it’s a 

no brainer! 
 
And this is all before we 
even look at their competi-
tive position. Citi doesn’t 
have a retail franchise. 
Where do they dominate? 
Not in New York, that’s JP 
Morgan. How are Citi’s re-
tail franchises going to com-
pete profitably against JP 
Morgan? What about credit 
cards? Are they dominant 
there? No! We’re doing a 
quick and dirty here, but 

(Continued on page 16) 

On September 15, Graham & 
Doddsville had the opportunity 
to sit down with the “Guru to 
Wall Street’s Gurus,” Professor 
Bruce Greenwald. Over lunch at 
Camille’s on Amsterdam, we 
discussed everything from finan-
cial services firms, to the new 
Security Analysis book, to 
Greenwald’s winding journey 
from Bell Labs to the Heillbrunn 
Center. Known for his cutting 
insights and broad circle of 
competence, we gladly listened 
as he pulled few punches and 

told us exactly what he thinks. 
 
In this environment, lunch does-
n’t begin with appetizers—it 
begins with a discussion of fi-
nancial services firms. In his 
characteristic clear thinking and 
concise analysis, Professor 
Greenwald began discussing 
how he looks at financial ser-

vices:  
 
BG: You’ll always have at 
least two businesses. One 
will usually be a local retail 
business. And there you’re 
looking for local economies 
of scale either in product 
space or geography. There 
are local banks that dominate 
and there are local banks 
that are spread all over. Na-
tional indemnity is an exam-
ple of an insurance company 
that is very specialized in a 
product space. So the first 
thing you do is look at the 
underlying profitability of that 
operation. When they throw 
off excess funds you adjust 
how much credit you give 
them depending on the qual-
ity of the business and rein-
vestment opportunities. 
There will be an operating 
business there—financial 
management, insurance, asset 
management, banking, what-

Bruce Greenwald talking 

with Berkowitz and Russo. 
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you get the point pretty 
quickly. So I don’t know 
what to say to you – with 
Citi, you have no idea what 
you’re buying. Surely that’s 
the first value investing prin-
ciple—know what you’re 
buying! But you want to 
look in places where there 
has been pain and carnage 
and death and suffering—
that’s definitely where you 
should look. That’s where 
the opportunities are going 
to be. But if you can’t say 
what’s going on with the 
company … that’s not in-

vesting—that’s speculating. 
 
Compare Citi to American 
Express. AXP has much 
better growth prospects. 
AXP dominates many mar-
kets. And AXP has high re-
turns on pretax invested 
capital! [Editor’s note: AXP 
has outperformed Citi by 

50% since September 15].  
 
Security Analysis 
 
In light of the publication of 
the newly updated version of 
Security Analysis, no conversa-
tion with Professor Greenwald 
would be complete without 
asking his thoughts on Ben 
Graham and the evolution of 

the great text. 
 
BG: The extraordinary 
thing about the book is how 
prescient and right he was 
about so many things. One 
of the first things he writes 
about, which is absolutely 
pertinent today, is this – he 
talks about the difference 
between investing and 
speculating. And what it 

(Continued from page 15) comes down to is that 
you’re speculating when you 
don’t know what you are 
buying. And you never want 
to do that. Don’t you think 
that’s what is happening in 
this market? That even 
though a lot of investors did 
their analysis and looked at 
the balance sheet—they 
didn’t take into account the 
full range of outcomes. So 
that’s the first thing—to 
understand the discipline of 

knowing what you’re buying. 
 
The second thing—which he 
really understood as early as 
the 1940 edition – is the 
essence of efficient markets. 
And there’s overwhelming 
evidence that markets aren’t 
efficient in the traditional 
sense. On the other hand, 
there is this inescapable 
sense in which markets are 
efficient—the average re-
turn before fees of all inves-
tors has to be the return of 
the market. So everybody 
can’t outperform the mar-
ket. Another way of saying 
that is that every time you 
buy or sell something 
there’s someone on the 
other side of the trade. And 
one of you is wrong. And he 
literally talked about that. 
Then he talks briefly about 
technical analysis … do you 
think if you’re doing techni-
cal analysis you’re better 
informed than the other 
person on the other side of 

the trade? 
 
The third thing he says 
which is absolutely true 
today is that almost no one 
bothers to look at the bal-
ance sheet. Do you think 

that’s not pertinent? So 
you’re looking at the bal-
ance sheet because that’s 
the best information. And 
you have a better model to 
understand franchises and 
where profitability comes 
from—and that’s the part 
he didn’t really under-
stand—then that’s going to 
give you an advantage. And I 
think it’s absolutely perti-
nent to financials—how 
many of these people really 
tried to look at the balance 

sheets of these companies?  
 
And there’s even another 
issue about looking at the 
balance sheet. There are 
two ways in which you can 
get in trouble with a balance 
sheet. One is that you go 
bankrupt. You go under and 
that’s the end. And some-
times you get in trouble 
when you shouldn’t—that if 
you could hold these to 
maturity you’d be fine – but 
you can’t. But the second 
way to get in trouble is if 
you have to go out and raise 
capital where you are doing 
it on very unfavorable 
terms. So when you look at 
the balance sheet you really 
need to forecast how it’s 

going to evolve. 
 
Skills of Great Investors 
 
We also asked Professor 
Greenwald for his view on—
other than circle of compe-
tence—what really separates 
the great investors from the 

also-rans.  
 
BG: There are three things 
that Buffett is good at—and 

(Continued on page 17) 

Bruce Greenwald (continued from page 31) 

“With Citi, you 

have no idea what 

you’re buying. 

Surely that’s the 

first principle of 

value investing—

know what you’re 

buying!”  
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Bruce Greenwald (continued from page 32) 

if anyone is good at two of 
the three, they do ex-

tremely well. 
 
First, and it’s something 
that, interesting enough, 
Graham wasn’t that good at, 
because you have to be in-
credibly disciplined—but 
you can’t take a flyer and 
say, well, isn’t this an op-
tion? If you don’t know, 
then you’ve got to have the 
discipline not to do it. And 
that’s probably where Seth 
[Klarman] is the best person 
in the world at it. It’s really 
what protected [First Ea-
gle’s] clients—because Jean-
Marie [Eveillard] didn’t 
know—so he didn’t do any 
financials. You have to be 
incredibly disciplined—and 
most people aren’t. Most 
people fall in love with com-
panies and deceive them-

selves about things. 
 
Second, it seems to me that 
you have to be really good 
at this—and it’s something 
that’s developed but most 
people still aren’t good at it 
except for you guys [in the 
Applied Value Investing pro-
gram]. It’s understanding 
what a franchise is. You 
need to understand what a 
moat is versus an intangible 
asset. Where there’s real 
earnings power and no one 
is going to enter and erode 
it away. Most people just 
don’t understand this – they 
don’t understand local 
economies. So the second 
thing is that you really have 
to understand the econom-
ics of the business. And Buf-
fett is just exceptionally 
good at that. He really un-
derstands the difference 

(Continued from page 16) between when there’s a 

moat and when there’s not. 
 
And then you’ve got to be 
good at valuation. And that’s 
part of understanding the 
economics. You’ve got to 
understand the economics 
and understand what you’re 
buying. Use all the informa-
tion. Be very disciplined. 
Have a thorough knowl-
edge. And it usually makes a 
big difference if you’re an 
industry specialist. Buffett 
has three to four industries 
he knows really well—
consumer non-durables like 
Coca-Cola and See’s Can-
dies. He’s made a ton of 
money in insurance. And 
then media and communica-

tions. 
 
The classic case is newspa-
pers. But what Buffett un-
derstands is that when a 
franchise grows, it’s earning 
above the cost of capital. 
When a franchise shrinks 
it’s earning below the cost 
of capital so it destroys 
value. They’re great busi-
nesses—everyone says they 
used to be such great busi-
nesses. But what they didn’t 
understand is that a growing 
good business is phenome-
nal. But a shrinking good 
business is a disaster in 
terms of the multiple it can 

get. 
 
So people were talking 
about 14-15x after tax op-
erating earnings for newspa-
pers historically. So when 
the papers traded down to 
11x, people thought, how 
exciting! But what Buffett 
understands is that at 11x— 
and even if they return all of 
the cash without wasting 

any—that’s only a 9% re-
turn. And these are busi-
nesses that are shrinking at 
5% a year and not throwing 
off much capital. So you 
take five away from nine and 
you get a 4% return. And he 
said a while back when we 
took the class out – that if 
he weren’t emotionally at-
tached he would have sold 
all of his newspapers. But he 
certainly wasn’t buying 

them! 
 
So one—be very disciplined. 
Two—really understand the 
businesses and the valuation 
implications. And three—
you need to be a good judge 
of managers. You have to 
know who are clowns and 
who aren’t. So you have to 
be good at judging people. 
So Seth [Klarman] is proba-
bly good at this, but he’s 
exceptionally good at the 

other two. 
 
Applied Value Investing 
 
Finally, we asked Professor 
Greenwald for his take on the 
evolution of Columbia’s Ap-

plied Value Investing program.  
 
BG: Oh, I think it’s the right 
way to do things. I think the 
way we do valuation is 
heads and shoulders better 
than what you’re taught in 
traditional corporate finance 
courses. Doing DCFs and 
excel models is crazy com-
pared to what we know 
how to do. And there are 
very smart people in the 
program. I really think we’re 
going to turn out the best 
investors in the world. 
We’ve had huge success so 
far without the full program. 

(Continued on page 18) 

“When you guys go 

out to work—it’s 

one of the things 

to focus on—risk 

management. And 

forgetting this has 

gotten a lot of 

people into 

trouble.”  
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And you guys are doing 
really well. The top part of 
the class just does phe-
nomenal. Do you think 
you’ll have a better under-
standing of a franchise than 
at other schools? Do you 
think you’ll have a better 
understanding of the eco-
nomics? When you take the 
Advanced Investment Re-
search course, you’ll learn 
how to define the questions 
based on the financials and 
knowledge of the industry 
so you don’t just run out 
there and do indiscriminate 
research. You’ll do very 
focused research on specific 

issues.  
 
So you’ll take seven courses: 
Security Analysis, Applied 
Value Investing, Economics 
of Strategic Behavior, Spe-
cial Situations with Joel 
Greenblatt, Distressed 
Value Investing, and then 
Advanced Investment Re-
search where you’ll put all 
these techniques to work so 
that before you out to work 
you know exactly what you 

(Continued from page 17) 

should be looking for. 
And lastly you’ll take 
Value Investing where 
we’ll talk about integrat-
ing valuation and the 
search process – and 

listen to great investors.  
 
And all of you want to be 
a portfolio manager. And 
portfolio management is 
risk management. That’s 
what you’ll learn in Value 
Investing. It’s a skill that’s 
required of a PM but is 
very hard for us to train. 
But you ought to listen 

very carefully to the portfo-
lio managers that come in. 
It’s risk management—that’s 
what they do. And that’s 
what Jean-Marie is superb 
at. And I never really 
thought about—but what he 
has is a good intuitive sense 
of what could undermine 
individual stocks. What sort 
of economic or financial 
environment could under-
mine the portfolio. And 

then he builds a portfolio 
that will do under those 
circumstances and assets 
that will be reasonably resis-
tant and that have high re-
turns. But it’s a balanced 
portfolio—and that was a 
really important lesson to 
learn. But even with diversi-
fication—he has an under-
standing of what the risks 
are across the portfolio. 
And when you guys go out 
to work—it’s one of the 
things you want to focus 
on—risk management. And 
forgetting this has gotten a 
lot of people into trouble. 
And I don’t get the feeling 
that a lot of investors were 
carefully constructing their 
portfolios from a risk per-

spective. 
 
—Graham & Doddsville 

Bruce Greenwald (continued from page 33) 
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3022 Broadway 

New York, NY 10027  
212.854.0728 

valueinvesting@columbia.edu 
 
 
 
 
 
 

Visit us on the Web 
The Heilbrunn Center for  
Graham & Dodd Investing 
www.grahamanddodd.com 

Columbia Investment Management 
Association 

http://www0.gsb.columbia.edu/
students/organizations/cima/ 

 
 
 
 
 
 

Contact us at: 
newsletter@grahamanddodd.com 

To hire a Columbia MBA for an internship or full-time position, contact Bruce Lloyd, 
assistant director, outreach services, in the Office of MBA Career Services at (212) 854-
8687 or valueinvesting@columbia.edu . Available positions also may be posted directly on 

the Columbia Web site at www.gsb.columbia.edu/jobpost. 

Alumni 
Alumni should sign up via the Alumni Web site. Click here to log in, 
(www6.gsb.columbia.edu/alumni/emailList/showCategories.do), then go to the Cen-
ters and Institutes category on the E-mail Lists page. 

 

To be added to our newsletter mailing list, receive updates and news about events, or 
volunteer for one of the many opportunities to help and advise current students, please 
fill out the form below and send it in an e-mail to:  newsletter@grahamanddodd.com 

Name:   _____________________________ 

Company: _____________________________ 

Address:  _____________________________ 

City:  _____________    State:  ________ Zip:  ________ 

E-mail Address:   _____________________________ 

Business Phone: _____________________________ 

Would you like to be added to the newsletter mail list?   __ Yes   __ No 

Would you like to receive e-mail updates from the Heilbrunn Center?    __ Yes   __ No 

Please also share with us any suggestions for future issues of Graham and Doddsville: 

  

Get Involved: 

The Heilbrunn Center for  

Graham & Dodd Investing 

Columbia Business School 

Uris Hall, Suite 325c 

3022 Broadway 

New York, NY 10027  
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