Toward a Theory of Value Investing:
A Behavioral Perspective
Mohammad Moniruzzaman Siddiquee
MBA (UNB Fredericton, 2012)
MBA (Jahangirnagar University, 2002)
BBA (Jahangirnagar University, 2000)

A Dissertation Submitted in Partial Fulfilment of the Requirements for the Degree of

Doctor of Philosophy
In the Graduate Academic Unit of Interdisciplinary Studies
Supervisor: Eben Otuteye, Ph.D., Faculty of Business Administration
Examining Board: Gopalan Srinivasan, Ph.D., Faculty of Business Administration
Francis Tapon, Ph.D., College of Business and Economics,
University of Guelph
Michael Bradley, Ph.D., Department of Psychology
Donglei Du, Ph.D., Faculty of Business Administration
External Examiner: George Ye, Ph.D., Sobeys School of Business, Saint Mary’s
University

This Dissertation is accepted by the Dean of Graduate Studies
THE UNIVERSITY OF NEW BRUNSWICK
April, 2017
© Mohammad Moniruzzaman Siddiquee, 2017

Abstract
We hear a lot about value investing, an investing approach introduced by Benjamin
Graham in the 1930s and championed by Warren Buffett, but we know very little about
why it works so consistently. Academia has considered the consistent performance of
value investors as a statistical anomaly, but given that it has persisted for more than
eighty years, it warrants further investigation.

Currently, the higher yields obtained through value investing, which entails finding and
buying stocks at a discount to their intrinsic value, is not explained by a body of theory.
Furthermore, the complete works of Ben Graham have never been summarized in a
systematic and analytical framework. This dissertation addresses both gaps. It
summarizes the contribution of Ben Graham to the investment world; and, drawing on
tools and concepts at the confluence of behavioral finance and the practice of value
investing, my analysis and empirical studies contribute to building a formal theory of
value investing.

To provide context, the dissertation first focuses on the concept of rationality and
explains the rationale of Prospect Theory as an alternative model of decision-making
under risk, before tracing the evolution of value investing while highlighting the
contribution of Ben Graham to security analysis. Additional literature reviews why value
premium exists, mainly focusing on behavioral explanations. The theoretical aspects of
value investing are then applied to two empirical examples. The first investigates the
extent to which a value investing heuristic that is designed to minimize ‘gut’ decisionmaking and maximize analytical thinking can outperform other investment systems. The
ii

second demonstrates that over short holding periods, T-Bills and T-Bonds are safe assets
in the sense that they always yield positive returns, however, over holding of periods
five years or more, common stocks are just as safe and far exceed returns on T-Bills and
T-Bonds.

The major contribution of my dissertation is to lay a foundation for the theory behind
value investing and to illustrate the reasons for its success through a careful and
comprehensive review of the work of Ben Graham and the literature on behavioral
finance. Lastly, the dissertation provides individual investors with a useful heuristic that
reflects a value investing approach.
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Chapter 1 Introduction: Toward a Theory of Value Investing A Behavioral Perspective
“In theory, there is no difference between theory and practice. In practice there is.”
Lawrence Peter “Yogi” Berra2

2

This quote is also attributed to Chuck Reid, Grant Gainey, William T. Harbaugh, Jerry Percell and Jan L.
A. van de Snepscheut. After Yogi Berra, most sources point to computer scientist Jan L. A. van de
Snepscheut as its originator.
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Introduction and Context
My broad area of research is the psychology of decision-making which I apply mostly in
the area of investment decision making. I try to understand the following: (1) how
people make decisions; and (2) what can be done to improve their decision-making. The
research reported in this dissertation focuses on one key area of activity, i.e. common
stock investment decision making. I addressed two questions, specifically, in the context
of value investing: (1) how do investors make common stock investment decisions; and
(2) since human beings are subject to various cognitive biases that can lead to
suboptimal decisions, what can we do to make more effective investment decisions.

While value investing is understood to be a well-established system of common stock
investment decision making and even, arguably, a superior method of investment, so far
there is no model or theory that explains why it works. Thus, the overarching objective
of this dissertation is to use my understanding of concepts in cognitive psychology,
behavioral economics and financial decision making to provide some explanation as to
why value investing works.

Based on his writings, speeches, and classes taught mainly at Columbia University,
Benjamin Graham is credited as the father of investing. However, over the years and
because of the neglect of his works by academia, there is no systematic organization of
the works of Benjamin Graham. Hence, a second goal of this dissertation is the
systematic, analytical, and thematic review of the works of Benjamin Graham. Not only
does this dissertation now make it possible to have a single-source comprehensive
access to Ben Graham’s works but, through the thematic organization, it also provides
2

an intellectual framework for the foundations of the history of thought in value
investing.

Evidence That Value Investing Works
Both academic research and practice have shown that value investing consistently
outperforms other investment styles.3 The purpose of dissertation is not to prove that
value investing works. The viability, success, and stature of value investing as a
reputable system of common stock investment decision making is taken as given and
undisputable. Rather, the dissertation provides a piece towards a theoretical foundation
as to why it works. The evidence that value investing works is laid out in more details in
chapter 4 where I review the literature on value premium (the observation that portfolios
formed on the basis of value criteria tend to outperform other portfolios), starting with
the traditional risk based explanations and later provided some behavioral explanations
of that.

Value Investing
Value investing is an investment philosophy first introduced by Benjamin Graham in
1934 (Graham & Dodd, 1934) and championed by Warren Buffett, one of Graham’s
many successful disciples. The core principles behind value investing are rather simple:

i.

Look at common stock investment as owning part of a real operating business;

ii.

Select good quality companies based on sound economic and financial criteria;

3

See Graham (1976); Buffett (1984); Oppenheimer (1984); Tweedy, Browne, (1992); Ibbotson and Riepe,
(1997); Fama and French, (1992, 1996, 1998); Dhatt, Kim, and Mukherji, (1999); Chan and Lakonishok,
(2004); Kwag and Lee, (2006); Athanassakos, (2011); Otuteye and Siddiquee, (2013a)
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iii.

Buy stocks of the selected companies only when they are trading below a
reasonably estimated intrinsic value;4

iv.

Ignore short-term market volatilities by keeping your emotions under control and
not be swayed by the clamor of the crowd.

It is worth noting that the concept of “value” that is used in academic research differs
significantly from the concept of “value” known to value investors. Academic literature
follows the tradition of defining value stocks as those that have low price to earnings
(P/E) ratio, or other similar price ratios, such as low price to book (P/B) value, or low
price to cash flow (P/CF) ratios (see Basu, 1977 or Fama & French, 1992). For example,
Fama and French (1992) sorted stocks as value (lowest P/B) and growth (highest P/B) in
the U.S. over the period 1963 to 1990, without any reference to valuation, which clearly
contradicts the value investing approach as advocated by Benjamin Graham, where
valuation (which determines the margin of safety5) is key.

Practicing value investors, however, do not select stocks solely based on low P/E or P/B
ratios. Although the academic definition has prevailed over many years, one simple
illustration will demonstrate the flaw in that definition. If a value portfolio is based on
selecting companies with low price ratios then the likelihood that the portfolio will
contain failing companies will be quite high. That is because if a company is about to
fail, it is likely that one of those low ratios (P/E, P/B, etc.) will be low. Thus selecting a

4

The problem that intrinsic value, although an objective concept, is not easily measurable will be
addressed in the dissertation.
5
Margin of safety = (Intrinsic value – Price/Intrinsic value); Ben Graham in chapter 20 of The Intelligent
Investor, distilled the success of sound investment into these three words.
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portfolio purposely to include failing companies runs very counter to what value
investors want to achieve – which is to select only high quality companies. Some value
investors do use the price ratios as preliminary screening criteria, but that is only as far
as it goes.6

Despite all the evidence that value portfolios outperform other portfolios, value
investing has not been a popular area of study and has not been taken as a serious area of
academic inquiry.
“[D]espite all the academic studies of the influence of such variables as
price, volume, seasonality, capitalization size, etc., upon stock performance,
no interest has been evidenced in studying the method of this unusual
concentration of value-oriented winners” (Buffett, 1984, p. 8).
The performance of value investors such as Warren Buffett is rather often ignored or
dismissed, because it has been classified as a statistical aberration. For example,
Lowenstein (1996) reports that Nobel Laureate William Sharpe called Buffett a “3sigma event” and that it is “a statistical aberration so out of line as to require no further
attention” (p. 312).7 But a statistical aberration that has persisted for more than eighty
years (since Graham and Dodd first published their classic, Security Analysis in 1934) is
more than just a persistent anomaly. It deserves our attention. We cannot continue to

6

I use the term “value” in the traditional academic sense in spite of this reservation about the concept just
because the current literature is built around that definition.
7
“Buffett’s success had begun a head-scratching among finance professors …” (Fox, 2009, p. 214)
“Bill Sharpe described him as “a three-sigma” event, a one in four hundred investor. That was a
dismissive sort of praise. What could one possibly learn from such a rare bird?” (Fox, 2009, p. 223)
“Buffett’s returns appear to be neither luck nor magic, but, rather, reward for the use of leverage combined
with a focus on cheap, safe, quality stocks.” (Frazzini, Kabiller & Pedersen, 2013, p. 1)
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ignore the evidence. It may contain the seed for a formal theory of a behavioral-based
portfolio theory.8

Charlie Munger, Warren Buffett’s prodigious partner commented on this in his Herb
Kay Memorial Lecture on ‘Academic Economics: Strengths and Weaknesses, after
Considering Interdisciplinary Needs,’ at the University of California at Santa Barbara in
2003:

“For a long time there was a Nobel Prize-winning economist who explained
Berkshire Hathaway’s success as follows:
First, he said Berkshire beat the market in common stock investing through
one sigma of luck, because nobody could beat the market except by luck.
This hard-form version of efficient market theory was taught in most schools
of economics at the time. People were taught that nobody could beat the
market. Next the professor went to two sigmas, and three sigmas, and four
sigmas, and when he finally got to six sigmas of luck, people were laughing
so hard he stopped doing it.
Then he reversed the explanation 180 degrees. He said, “No, it was still six
sigmas, but is was six sigmas of skill.” (Munger, 2003)

The Research Problem
Value investors are usually happy to demonstrate that their method of investing works.
However, from an academic point of view, the approach suffers from one persistent
problem: there is no underlying theory behind the process to explain why it works and
why it consistently yields better results relative to other investment styles. The only
sources of material that expound on the rationale and process of value investing are the

8

Unlike CAPM, modern portfolio theory or the arbitrage pricing theory, behavioral portfolio theory
suggests that investors might have very different set of goals as opposed to maximizing the value of their
portfolio when creating an investment portfolio (see Shefrin & Statman, 2000).
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writings, speeches and interviews of Benjamin Graham, Warren Buffett and other
leading value investors. Quite a lot is known about what value investors do, but very
little has been written to explain why and how it works consistently. My goal in this
dissertation is that through a process of analysis and empirical studies to come up with
some explanation as to why value investing works. My analysis and empirical studies
will draw on tools and concepts at the confluence of behavioral finance and the practice
of value investing with the goal of eventually providing a, hopefully, valuable brick (or
set of bricks) in building a formal theory of value investing.

The dissertation is organized as follows: a literature review that provides analytical
framework as to why value investing works and two empirical works. The first part of
the literature review is on decision theories and cognitive biases and the second part is
on the evolution of value investing and the contribution of Benjamin Graham. The first
empirical study investigates how a value investing system that is designed to minimize
cognitive biases in investment decision making performs relative to other investment
decision making systems. The second empirical study investigates how differences
(between value investors and others) in the perception of time horizon of investment
lead to differences in the classification of assets and subsequent performance of
investment portfolios.

7

Specific Research Questions

Analytical Component
In Chapter 2, I present a number of cognitive biases that have been identified to be a
hindrance to making rational common stock investment decisions. Based on these
cognitive biases, I then argue that we can glean or in some cases even definitely deduce
from the methods and practices of value investors that, even without consciously
articulating it, they have built-in systems for curbing the negative impact of cognitive
biases on their investment decisions.

Brief Analytical Background
Value investing and behavioral finance are joined at the hip.9 One of the reasons why
value investing works is because of the behavioral components it entails. For example,
value investors buy undervalued securities or buy in a downward market situation.
However, a number of behavioral stumbling blocks (i.e. cognitive biases) prevents
investors from doing what they know to be rational. For example, due to what Daniel
Kahneman and Amos Tversky have defined as the availability heuristic (Tversky &
Kahneman, 1982), investors in general will find it very difficult to invest in a downward
market. Following a market crash (think of the dotcom crisis in 2000 or the sub-prime
mortgage crisis of 2007-2008), investors will overestimate the likelihood of the
occurrence of similar crashes in the future since the experience is so vivid and fresh in
their memory and therefore stay away from the market. Another behavioral stumbling
9

Ben Graham died in 1976 and psychologists Daniel Kahneman and Amos Tversky came up with their
Prospect Theory in 1979, which led to a new discipline we now recognize as behavioral finance. But Ben
Graham in his writings made similar points that are psychologically insightful.
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block which dissuades people from following value investing is loss aversion, i.e.,
investors dislike losses at least twice as much as they like gains (see Kahneman &
Tversky, 1979, 1984, 1992).

Immediately after a financial crisis, when the market is severely down, chances of
finding undervalued stocks increase. But to take advantage of this situation, investors are
required to go against the crowd. In order to implement a contrarian strategy, investors
need to buy what most people are selling and sell what most people are buying, which is
painful, unpopular and may be subject to ridicule. Warren Buffett in his famous 2008
op-ed in the New York Times, “Buy American, I Am,” he mentioned: “A simple rule
dictates my buying: be fearful when others are greedy, and be greedy when others are
fearful” (Buffett, 2008). Despite Buffett’s sheer confidence in the American
corporations, not many investors invested like him during the market debacle of 20072008.10 One of Sir John Templeton’s maxims is, “To buy when others are despondently
selling and sell when others are greedily buying requires the greatest fortitude and pays
the greatest reward” (Franklin Templeton Investments, 2014, p. 9). Criticizing a banker,
John Maynard Keynes opined in 1944, “My central principle of investment is to go
contrary to general opinion, on the ground that, if everyone is agreed about its merits,
the investment is inevitably too dear and therefore unattractive” (Keynes, 1983, p. 111).
It is even harder for professional investors, because if they are wrong, they are wrong
publicly, which will bring shame and may cost them their job (i.e. career risk; see Hu,
Kale, Pagani & Subramanian, 2010; Porter & Trifts, 2014).
10

“… during the episodes of financial chaos that occasionally erupt in our economy, we will be equipped
both financially and emotionally to play offense while others scramble for survival. That’s what allowed
us to invest $15.6 billion in 25 days of panic following the Lehman bankruptcy in 2008.” (Buffett, 2010)

9

Another stumbling block is that value investing is usually simple and easy to follow.
However, following simple rules is not fun. Paul Samuelson once said, “Investing
should be dull. It shouldn’t be exciting. Investing should be more like watching paint dry
or watching grass grow. If you want excitement, take $800 and go to Las Vegas.
[However] it is not easy to get rich in Las Vegas, at Churchill Downs, or at the local
Merrill Lynch office” (Farrell, 2003, p. 322).

Investors need emotional discipline to invest or remain invested in a downward market.
Talking about the secret to his investment success at the 2015 Berkshire Hathaway
annual meeting, Warren Buffett sagaciously observed that: “It’s [investment] actually an
easy game. It does need a certain amount of IQ but it requires much more emotional
stability …” (Otuteye & Siddiquee, 2015b). As mentioned in Kilpatrick (1994), Warren
Buffett said, “You don’t need to be a rocket scientist. Investing is not a game where the
guy with the 160 IQ beats the guy with 130 IQ. Rationality is essential” (p. 568).

I believe that to improve investors’ decision-making process, we should focus on the
behavioral side of the investors, i.e. the cognitive limitations that we have as human
beings and what can be done to put them in check when we make investment decisions.
In a rare video of Benjamin Graham, he stated that “The explanation [of why
professional investors tend to be wrong a lot of times] cannot be found in any
mathematics, but it has to be found in investor psychology. You can have an
extraordinary difference in the price level merely because not only speculators but
investors themselves are looking at the situation through rose-colored glasses rather than
dark-blue glasses” (The Heilbrunn Center for Graham & Dodd Investing, 2013).
10

Warren Buffett discussed the contribution of Ben Graham in his speech at the New York
Society of Security Analysis (NYSSA) on December 6, 1994:

“His [Benjamin Graham] three basic ideas – and none of them are
complicated or require any mathematical talent or anything of that sort – are:
1. that you should look at stocks as part ownership of a business,
2. that you should look at market fluctuations in terms of his “Mr.
Market” example and make them your friend rather than your enemy
by essentially profiting from folly rather participating in it, and
finally,
3. the three most important words in investing are “margin of safety” –
always building a 15,000 pound bridge if you’re going to be driving
10,000 pound truck across it …
So I think that it comes down to those ideas – although they sound so simple
and commonplace that it kind of seems like a waste to go to school and get a
Ph.D. in Economics and have it all come back to that. It’s a little like
spending eight years in divinity school and having somebody tell you that
the ten commandments were all that counted. There is a certain natural
tendency to overlook anything that simple and important” (Buffett, 1994).
Another way to approach this issue is to clarify at the outset what is investment and what
it is not. A conceptual definition of investment is: forgoing current consumption in order
to increase future consumption possibility (wealth). However, Benjamin Graham and
David Dodd also provided an operational definition of investment in 1934: “An
investment operation is one which, upon thorough analysis, promises safety of principal
and a satisfactory return. Operations not meeting these requirements are speculative”
(Graham & Dodd, 2008, p. 106).

There are three key phrases in this definition – ‘thorough analysis,’ ‘promises safety of
principal,’ and ‘satisfactory return.’ Each requires further examination. Ben Graham
elaborated on these terms. For example, by ‘thorough analysis’ he meant “the study of
11

the facts in the light of established standards of safety and value.” ‘Safety of principal,’
he said, refers to the “protection against loss under all normal or reasonably likely
conditions or variations ... a safe stock is one which holds every prospect of being worth
the price paid except under quite unlikely contingencies.” A ‘satisfactory return’ he
defined as “a wider expression than adequate income, since it allows for capital
appreciation or profit as well as current interest or dividend yield. “Satisfactory” is a
subjective term; it covers any rate or amount of return, however low, which the investor
is willing to accept, provided he acts with reasonable intelligence.” (Graham & Dodd,
2008, pp. 106-107).

Another major element in Benjamin Graham’s paradigm of investing is distinguishing
clearly between investing and speculating and hence between investors and speculators.
This distinction can be challenging. In Security Analysis, Ben Graham made it clear:
“The difference between investment and speculation, when the two are thus opposed, is
understood in a general way by nearly everyone; but when we try to formulate it
precisely, we run into perplexing difficulties” (Graham & Dodd, 2008, p. 101). My
understanding is that the difference between investors and speculators does not depend
on the assets they buy, rather it depends on the process they follow to buy and sell and
their time horizon (short-term vs. long-term).

12

Empirical Components

Empirical Study I: Examining the Performance of a Value Investing Heuristic

Background
Building on current understanding of behavioral finance, I think it is time to focus on
how to improve decision making because decision making errors are costly (Milkman,
Chugh & Bazerman, 2008). A major concern in behavioral finance is how to minimize
the interference of cognitive biases in investment decision making. Since the outcomes
from Fischhoff’s (1982) strategies11 to reduce biased decision making are not convincing
enough, some psychologists are turning to Stanovich and West’s (2000) System 1 and
System 2 cognitive paradigm as a framework to deal with cognitive errors.

Kahneman (2011) explains the two cognitive systems that drive judgment and decision
making. System 1 is fast, intuitive, and emotional; System 2 is slower, more
deliberative, and more logical. “System 1 operates automatically and quickly, with little
or no effort and no sense of voluntary control. System 2 allocates attention to the
effortful mental activities that demand it, including complex computations. The
operations of System 2 are often associated with the subjective experience of agency,
choice and concentration” (Kahneman, 2011, pp. 20-21).

11

Such as “(1) offering warnings about the possibility of bias; (2) describing the direction of a bias; (3)
providing a dose of feedback; and (4) offering an extended program of training with feedback, coaching,
and other interventions designed to improve judgment” (Bazerman & Moore, 2008, p. 189).
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Since System 1 thinking can lead to costly errors, one challenge is to identify what can
be done to shift people from System 1 thinking to System 2 thinking, and thus reduce
specific decision biases. One of the many successful strategies for moving a decision
maker towards System 2 thinking relies on replacing intuition with formal analytical
processes.

Objectives
My goal in Chapter 5 is to investigate the extent to which a value investing system that
is designed to minimize System 1 activity and shift some critical elements (if not all) of
the investment decision making to System 2, can outperform other investment decision
making systems.

This empirical study is an extension of previous work (Otuteye & Siddiquee, 2015a and
Otuteye & Siddiquee, 2013a) in which we developed a simple heuristic for making value
investing decisions based on profitability, financial stability, susceptibility to
bankruptcy, and margin of safety. As an empirical test, I apply this heuristic to the S&P
500 companies listed on NYSE or NASDAQ. My hypothesis is that the portfolio that is
picked from the S&P 500 by the heuristic will have the desirable characteristics required
of a value portfolio. Thus the heuristic can be viewed as a reliable set of value investing
decision criteria. Chapter 5 demonstrates how this approaches works, and that a value
portfolio selecting using this heuristic performs favorably in comparison to other
approaches to investing.
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Data and Methodology
I use the companies in the S&P 500 Index as the stock universe for two reasons. First,
the S&P 500 is widely regarded as the best single measure of large-cap U.S. equities.
The index includes 500 leading companies and captures approximately 80 percent
coverage of available market capitalization (S&P Dow Jones Indices, 2015). Secondly, I
hypothesize that if the heuristic can successfully extract a value portfolio from this group
of relatively uniform high-end category of stocks then it will have more discriminating
power when applied to the entire market with a wider quality range of stocks. I collected
the constituent companies’ data from Mergent Online database.12

I chose three data points, 1995, 2000 and 2007, all of which require financial
information of the listed companies for the last five years. For example, in order to form
the three portfolios (Value, Watch and Other) using the O-S heuristic on January 1996, I
have used financial statement information of S&P 500 constituent companies from 1990
to 1995. I did the same for 2000 and 2007. The companies that qualify for immediate
inclusion in the portfolio according to the O-S heuristic I call “Value.” The companies
that have satisfactory financial stability and earnings potential but do not have an
acceptable margin of safety I call “Watch.” The companies which do not fall in either of
the above two categories are labeled “Other”.

Then I tracked the performance of these portfolios for three different periods: from
January 1996 to December 2015 (20 years); from January 2001 to December 2015 (15

12

Mergent, Inc. (2016). Company Financials. Retrieved Jan. 12 – Feb. 15, 2016, from Mergent Online
database, www.mergentonline.com
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years); and from January 2008 to December 2015 (7 years). I reported mean, median,
variance, skewness and kurtosis of return (both monthly and 5-year). I also calculated
Sharpe ratio and Information ratio for the entire period and two sub-periods.

The choice of these three data points is not arbitrary. Access to data required me to form
the portfolios in January, 1996, which in turn required data since January 1990 since the
O-S heuristic needs five years of data. In addition, the market was at its peak in 1996.
So, I decided to choose two more data points when the market was at its down points,
for example, 2000, right before dotcom bubble and 2007, right before the financial
crisis.

Empirical Study II: Perception of Time Horizon and Performance of Common
Stock Portfolios

Background
Based on the definition of investment provided by Ben Graham and David Dodd and the
practices of value investors, I assert that value investors differ from their counterparts
with other investment styles in the way they view time in investment. Value investing is
a long-time endeavor. However, investing for long-term is against natural human
tendency and is not the norm. For example, Montier (2009) found that “value investors
have an average holding period of 5 years, whereas the average holding period for a
stock on the New York Stock Exchange is only 11 months” (p. 133). Over seventy
years earlier, John Maynard Keynes made this observation: “Investment based on
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genuine long-term expectation is so difficult today as to be scarcely practicable…
human nature desires quick results, there is a peculiar zest in making money quickly …”
(Keynes, 1936, p. 157). It would be valuable to explore how and why these two groups
of investors behave differently and how this affects their long-term performance.

Objective
Generally, value investors have a much longer time horizon in their investment decisions
than others.13 This difference in how they view time has implications for the way they
classify financial assets with regard to risk.14 For example, short-term volatility is of no
significance to value investors since their holding period is rather long. In that context,
coupled with the goal of investing which is to increase (or at least preserve) purchasing
power over time, I argue specifically that for value investors, the 90-day T-bill is not a
risk-free asset. On the contrary, since inflation is a major drawback to overcome, then
allocating assets to T-bills is counterproductive. I examined that with this long time
horizon mindset and ignoring short-term volatility, allocating money to (the more
volatile) common stocks will yield better returns with no more risk (loss of principal
and/or purchasing power) than allocating money that is not needed in the short-run to Tbills and government bonds.

Using Canadian data, Otuteye and Siddiquee (2013b) did a preliminary study to show
that a dollar invested in T-bill in February 1956 accumulated to just over $25 at the end

13

For example, Warren Buffett in his 1998 letter to shareholders quote, “… when we own portions of
outstanding business with outstanding management, our favorite holding period is forever …”
14
See Otuteye and Siddiquee (2015c) where we revisited the concepts of risk and return in common stock
investment from a value investing perspective.
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of February 2013 whereas the same dollar invested in stocks increased in value to over
$142. Furthermore, that once the holding period is beyond 5 years, the portfolio of
common stock is no more volatile than the T-bill or government bonds.

I replicated and extended this study using U.S. data and hypothesized the extent to
which the results could be generalized.

Data and Methodology
I collected the following monthly data from various sources:

1. S&P 500 Index Total Return (closing values) from January 3, 1988 to December
31, 201515
2. U.S. CPI Urban Consumers SA from January 3, 1988 to December 31, 201516
3. 90-Day Treasury Yield Curve rates from January 1, 1988 to December 31,
201517
4. U.S. Government Bonds (over 10 Years) Average Yield from January 31, 1988
to December 31, 201518

15

Yahoo Finance (2016). S&P 500 Total Return. Retrieved January 17, 2016, from
www.finance.yahoo.com
The S&P 500® is widely regarded as the best single gauge of large-cap U.S. equities. There is over USD
7.8 trillion benchmarked to the index, with index assets comprising approximately USD 2.2 trillion of this
total. The index includes 500 leading companies and captures approximately 80% coverage of available
market capitalization. (Source: S&P Dow Jones Indices LLC).
16
Bloomberg L.P. (2016). U.S. CPI Urban Consumers. Retrieved Feb. 18, 2016 from Bloomberg
database.
17
Bloomberg L.P. (2016). 90-Day Treasury Bill Yield Curve. Retrieved Feb. 18, 2016 from Bloomberg
database and Federal Reserve Bank of St. Louis (2016). 3-Month Treasury Bill: Secondary Market Rate.
Retrieved January 7, 2016, from https://fred.stlouisfed.org
18
Bloomberg L.P. (2016). U.S. Government Bonds. Retrieved Feb. 18, 2016 from Bloomberg database
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My primary goal in Chapter 6 is to investigate how differences (between value investors
and others) in the perception of time horizon of investment leads to differences in the
classification of assets and subsequent performance of investment portfolios.

The specific questions that I addressed in this study are:

•

to determine the extent to which the government 90-day T-Bill (the supposedly
risk-free asset) maintains its purchasing power over long horizons relative to
government long-term bonds and common stocks (the supposedly risky asset). I
will evaluate the long-term performance of the common stock indices relative to
the T-Bill and government long-term bonds. The method I will be using is that I
will invest one dollar each in the stock index, in 90-day T-bill and Long-term
government bond at the beginning of the period examined and then compute the
results of this investment over the period.

•

to demonstrate that volatility is not a meaningful measure of risk in common
stock investment, especially in the long-run.

I calculated the rates of return on three assets: government 90-day T-bills, government
long-term bonds, and common stocks. Although I originally intended to examine
investment activity over a period of 50 years (1966-2015), data for S&P 500 Index Total
Return is only available from January 1988. The statistical method I use is a comparison
of means and variances over time.
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Literature Review
The first part of the literature review surveyed alternatives to the rational decisionmaking model. This body of work focuses on the concept of rationality and explains the
rationale of Prospect Theory as an alternative model of decision-making under risk. It
covers Expected value, St. Petersburg Paradox, Expected Utility theory, Allais Paradox,
Bounded rationality, Ellsberg Paradox, Prospect Theory and Cumulative Prospect
Theory in a chronological order. It also outlines the literature on twenty major cognitive
biases. However, there is a dearth of research in the area of debiasing. Therefore, I
included in this thesis a section on how to debias decision makers of the cognitive
biases, drawing on this research. Regarding the future direction of research in the area of
decision-making, my belief is that a lot can be accomplished in applying Prospect
Theory in other disciplines.

The second section of the literature review examines the work of Benjamin Graham and
the evolution of value investing. It focuses on the evolution of an investment paradigm
pioneered by Columbia University professor Ben Graham and championed by legendary
investor and Graham’s student, Warren Buffett. Often acknowledged as the “father of
value investing,” Ben Graham was one of the world’s most influential financial thinkers
and philosophers. Brilliant, successful, and ethical, he revolutionized investment
philosophy by introducing scientific or fundamental analysis to an otherwise chaotic
practice. In Chapter 3, I summarized the works of Ben Graham with the objective of
describing the evolution of an enduring investment philosophy, and outlining remarkable
contribution to building a profession. In reviewing this body of work, it became clear to
me, that Ben Graham conceived these ideas first (expressed through his early writings),
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then put them into practice (he was a director of Graham-Newman Corporation) before
he embarked on his teaching stints at Columbia University, New York Institute of
Finance and University of California, Los Angeles. The literature reviews in Chapter 2
and Chapter 3 help me to formulate the theoretical background why value investing
works.
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Chapter 2 Literature Review Part I: Alternatives to the
Rational Model and Cognitive Biases Culminating in Prospect
Theory

“My main work has concerned judgment and decision-making. But I never felt I was
studying the stupidity of mankind in the third person. I always felt I was studying my
own mistakes.”
Daniel Kahneman (2012, para. 2)
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Decision Theory: Introduction
“How do individuals make decisions? This question is of crucial interest to researchers
in economics, political science, psychology, sociology, history, and law” (Samuelson &
Zeckhauser, 1988, p. 7).

Decision-making theories can be categorized as normative (or prescriptive) and positive
(or descriptive). Generally speaking, normative decision theory deals with how decisions
should be made whereas descriptive theory deals with how decisions are actually made.
For normative theory, the prerequisite is that human beings are rational (i.e. an ideal
decision maker who is fully informed, able to compute with perfect accuracy), although
there are debates regarding this statement. Human beings usually behave in ways
inconsistent with axiomatic rules of rationality leading to violations of optimality.
However, the two types of decision theories are closely linked since the normative,
optimal decision often creates hypotheses for testing against actual behaviour.

Most of the early decision-making theories are normative theories and fall short on many
counts. Referring to Tverksy and Kahneman (1974), McDermott (2001) pointed out that
‘normative theories need to be abandoned altogether in analyzing judgment and
decision-making because they fail to offer an adequate understanding of actual decision
behavior’ (p. 18). As a result, numerous alternative theories have been developed to
overcome the limitations of earlier theories.

Slovic, Lichtenstein and Fischhoff (1988) categorize decision-making theories into the
theory of riskless choice (also known as decision making under certainty) and the theory
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of risky choice (also known as decision making under uncertainty). The theory of
riskless choice has its origin in the work of utility maximization by Jeremy Bentham and
James Mill. In the following section, I give a historical context of decision theories
starting with expected value to the Prospect theory.

Decision Theory: Historical Context
Buchanan and O’Connell (2006) provide a chronological history of decision-making,
which is long, rich and diverse. Starting from 6th century BC, they quoted Confucius on
decision-making, ‘decisions should be informed by benevolence, ritual, reciprocity, and
filial piety’ (p. 34). They traced the history of the term ‘decision-making.’ It is “Chester
Barnard, a retired telephone executive and author of The Functions of the Executive
(1938), who imported the term “decision making” from the lexicon of public
administration into the business world” (p. 32). They think Chester Barnard and later
James March (1958), Herbert Simon (1955), and Henry Mintzberg (1994) advance the
theory of managerial decision-making.

Gerd Gigerenzer (2011), in an interview with Max Planck Institute for Human
Development in Berlin traced the history of theories of decision-making to the 1600s –
to Descartes and Pointcarre who created a first ‘calculus’ of decision-making. He
maintained that the modern decision-making theories advance due to the pioneering
work of Herbert Simon and the use of heuristics.
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Edwards (1954) provided the first major review of research on decision-making by
economists, statisticians and philosophers. He also did an extended review of the
literature covering the period from 1954 to 1960. Since then his review has been
followed by many psychologists. Figure 2.1 depicts the historical context of decisionmaking theories.

Figure 2.1: Decision Theory: Historical Context
Decision Theories
Theory of riskless choice
(Decision-making under certainty)

Theory of risky choice
(Decision-making under uncertainty)
St. Petersburg Paradox / Utility
Function (Bernoulli, 1738)

Expected Utility Theory
(von Neumann & Morgenstern, 1944)
Allais Paradox
(Allais, 1953)
Bounded Rationality
(Simon, 1955)
Ellsberg Paradox
(Ellsberg, 1961)
Prospect Theory
(Kahneman & Tversky, 1979)
Heuristics
(Gigerenzer, 1991)
Cumulative Prospect Theory
(Tversky & Kahneman, 1992)
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Utilitarianism
(Bentham, 1843/1948 and Mill, 1863)

Expected Value
Maximization of expected value is considered one of the first theories of decisionmaking under risk. With the development of probability theories in the 17th century by
Jacques Bernoulli (an uncle of Nicolas and Daniel Bernoulli), the best choice came to be
defined as the alternative that maximizes the expected value of the decision (Slovic,
Lichtenstein & Fischhoff, 1988). The expected value of an outcome is equal to its payoff
times its probability. But this model failed to take into consideration the fact that a
particular payoff held for someone may not always be related to its precise monetary
value. Moreover, the maximization of expected value was found inadequate to describe
someone’s behavior.

Nicolas Bernoulli, a Swiss mathematician was the first to see this contradiction in 1713.
He asked his cousin, Daniel Bernoulli to develop a solution to this problem, which can
accurately describe more realistic scenarios than expected value. It is described below.

Utility Function
Suppose you were made an offer. If a fair coin is flipped and it lands tails up then you
lose and the game is over. If the coin lands heads up, then you win one dollar and the
game continues. In the second toss, if tails turns up, then the game ends and if it is head
then you win an additional two dollars. The game continues in such a fashion that for
each successive heads up, you can double your winnings from the previous round, but at
the sign of the first tails up, the game is over.
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The question is how much you want to pay to play this game? The expected value of this
game is infinity. So you should be ready to pay whatever price you need to pay to play
this game. But in reality, it would be difficult to find anybody who would be willing to
pay $100 to play this game. This is the classic St. Petersburg Paradox.

In 1738, Daniel Bernoulli, published his solution in Specimen theoriae novae de
mensura sortis (Exposition of a New Theory on the Measurement of Risk, translated into
English in 1954 by Louise Sommer). 19

Daniel Bernoulli proposed that a mathematical function should be used to correct
the expected value depending on probability. Bernoulli used the coin toss game
described above to demonstrate the limitations of expected value as a normative decision
theory. Bernoulli proposed that people’s actions are governed by the expected utility,
rather than expected value, of a gamble.

Bernoulli’s utility function is not a linear, but rather, a concave function of wealth
(increments in utility decreased with increasing wealth), which implies risk aversion,
that is, a person would prefer a sure outcome over a gamble with an equal expected
value. For example, people would prefer a sure $1,000 over a gamble that will pay
$2000 or nothing based on the toss of a fair coin.

19

Daniel Bernoulli has published his works in the Commentaries of the Imperial Academy of Science in
Saint Petersburg, hence the name of the paradox.
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Expected Utility (EU) Theory
A major deficiency in Bernoulli’s work is that it provides no normative justification for
maximizing expected utility of decision-making. Two centuries later, von Neumann and
Morgenstern (1944) solved this problem by advancing the notion of “revealed
preferences.” They proved that, as long as all the preference axioms hold, then it is
possible to construct a utility function for an individual, which can show their pursuit of
their maximum subjective utility. This shift in utility theory toward revealed preferences
allowed different people to have difference preference orderings.

However, von Neumann and Morgenstern (1944) model is not immune to limitations
either. There is no clear distinction between the normative and descriptive aspects of the
model. In their model, it is assumed that rational people will prefer actions that
maximize expected utility, but in practice, human beings do not always follow von
Neumann and Morgenstern-rationality, as is manifested in Allais Paradox, described
below.

von Neumann and Morgenstern’s Expected Utility theory is a classical utility theory,
and was not intended to describe how people actually behave, but how people would
behave if they followed a set of assumptions or axioms underlying rational decisionmaking.

The Preference Axioms
1. Completeness: Given any options A and B, an individual has a clear preference
as to whether A is preferred to B; or B to A; or indifferent between A and B.
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2. Transitivity: If option A is preferred to option B, and option B is preferred to
option C, then people will prefer option A to option C as well.
3. Dominance: If option A is better on at least one aspect, and at least as good on all
other aspects compared to option B, then option A will be preferred over option
B.
4. Invariance (also known as substitution axiom): A rational decision maker’s
preference for an alternative should remain unchanged irrespective of the order
or the method of presentation.

Although these axioms seem logically innocuous, there is empirical evidence that people
demonstrate systematic violations of all of them in actual economic behavior
(Kahneman & Tversky, 1979 and Thaler, 1980).

Allais Paradox
Allais (1953) conducted a survey with a hypothetical game, where he noticed that
subjects even with good training in and knowledge of the theory of probability routinely
violated the expected utility axioms.

Consider this example:
“Suppose somebody offered you a choice between two different vacations.
Vacation number one gives you a 50 percent chance of winning a three-week
tour of England, France and Italy. Vacation number two offers you a oneweek tour of England for sure” (Lehrer, 2010, para. 2).
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Over 80 percent of the respondents prefer the one-week tour of England, which clearly
indicates that subjects almost always choose certainty over risk.

Now consider this wager:
“Vacation number one offers you a 5 percent chance of winning a three
week tour of England, France and Italy. Vacation number two gives you a 10
percent chance of winning a one week tour of England” (Lehrer, 2010, para.
4).

In this case, most people choose the three-week trip. Both cases involve 50 percent
difference in probability (50 percent vs. 100 percent for the first case, and from 5 percent
vs. 10 percent in the second case), and yet generated completely opposite responses. The
Allais Paradox clearly shows the violation of substitution axiom of von Neumann and
Morgenstern model.

The Allais Paradox was mostly ignored until the early 1970s when two Israeli
psychologists, Daniel Kahneman and Amos Tversky, read about the paradox and wanted
to know why people didn’t respond to probabilities in a linear manner. This led to their
development of the Prospect Theory in 1979, which I described later in the chapter.20

Bounded Rationality
Earlier decision making theories assume that human beings are rational. The rational
man of economics or homo economicus is a maximizer, who will settle for nothing less

20

Fox (2009) and Lewis (2016) provided some accounts of the collaboration between Daniel Kahneman
and Amos Tversky.
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than the best. The concept of rationality has even reached his bedroom, “he would read
in bed at night only if the value of reading exceeded the value (to him) of the loss in
sleep suffered by his wife” (Becker, 1974, p. 1078).

Savage (1954) first formalized the theory of rational decision making under uncertainty,
which describes the behavior of an idealized person. The theory requires that decision
makers assign probabilities to the possible outcomes and calibrate utilities to value these
outcomes. Then he or she selects the alternative that offers the highest expected utility.

The theory of rational choice dominated economics and other social sciences for more
than 50 years until Herbert Simon’s Bounded Rationality theory. Simon (1947)
advanced the theories of decision-making by factoring in the importance of perception,
cognition and learning in understanding actual decision behavior. Simon (1955) views
decision-makers as satisficers who lack the ability and resources to arrive at the optimal
solution, and therefore settle for a satisfactory solution.

According to Simon (1990), bounded rationality, a term he coined, is a pair of scissors
whose blades are “the structures of task environments and the computational capacities
of the actor. We know there are critical psychological limits on human cognition” (p. 7).
Simon emphasized that the limited computation capabilities of people interacting with
the complexity of task environments lead to bounded rationality.

He suggested that real people didn’t have the time and mental energy to make
probability calculations and instead took mental shortcuts to arrive at choices (Simon,
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1955). March (1978) concurred with Simon’s view of human nature, arguing that
“human beings have unstable, inconsistent, incompletely evoked, and imprecise goals at
least in part because human abilities limit preference orderliness” (p. 598).

There is some debate among the researchers (mostly between Daniel Kahneman and
Gerd Gigerenzer) on the concept of bounded rationality, or to be specific, the use of
heuristic in decision making. Gigerenzer and Selten (2002) postulate that it is not
justified to blame the human mind for failing to always make the most rational decision
in the statistical experiments (base-rate fallacy or conjunction fallacy) undertook by the
psychologists (Kahneman, Slovic & Tversky, 1982) or experimental economists (Thaler,
1991). Another puzzle of bounded rationality is Ellsberg Paradox, which I discussed
next.

Ellsberg Paradox
Ellsberg (1961) conducted a hypothetical experiment where he found even worse
violations of the expected utility axioms than those identified in the Allais Paradox. He
observed that people overwhelmingly prefer taking on risk in situations where they
know the probability, and shun risk where the odds are completely ambiguous, a
behavior now we call ambiguity aversion.

Interestingly, Ellsberg, who worked as a strategic analyst for RAND Corporation is also
known for leaking 47-volumes of classified documents on Vietnam War to the New York
Times in 1971. Seemingly counter to his own theory of decision-making, he made a
clear choice to risk his career and life out of moral conviction (Linder, 2011).
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A number of conclusions may be derived from Ellsberg paradox. First, the violation of
the independence axiom of the Expected Utility theory; and second, how individuals are
averse to ambiguity, a concept later expanded into Prospect Theory.

Cognitive Biases Culminating in Prospect Theory
Although Prospect Theory (PT) was motivated by deficiencies of Expected Utility (EU)
Theory, the development of PT was not derived as a direct extension to EU. Instead PT
arose out of a series of observations from the way people make decisions which
invariably violate the axioms of rationality and expected utility. These violations of
rationality (known as cognitive biases) are discussed later in this paper.

Prospect Theory
“The modern theory of decision making under risk emerged from a logical analysis of
games of chance rather than from a psychological analysis of risk and value. The theory
was conceived as a normative model of an idealized decision maker, not as a description
of the behavior of real people” (Tversky & Kahneman, 1986, p. 251).

Daniel Kahneman and Amos Tversky contributed significantly in the area of decision
making under uncertainty. Kahneman and Tverksy (1979) introduced Prospect Theory
as an alternative to rational decision-making models. Prospect Theory is a descriptive
theory, which models real-life choices. They analyzed some choices among risky
prospects, which exhibit several pervasive effects that are inconsistent with the basic
tenets of EU theory.
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Later Tversky and Kahneman (1992) ‘develop a new version of prospect theory that
employs cumulative rather than separable decision weights and extends the theory in
several respects. This version, called Cumulative Prospect Theory, applies to uncertain
as well as to risky prospects with any number of outcomes, and it allows different
weighting functions for gains and for losses (p. 297).

Subsequently, a number of decision-making models have been developed based on
Prospect Theory (Kahneman & Tversky, 1979) and Cumulative Prospect Theory
(Tverksy & Kahneman, 1992). For example, Shefrin and Statman (2000) develop a
behavioral portfolio theory based on SP/A theory of Lopes (1987) and Prospect Theory
of Kahneman and Tversky (1979). Yet not much fundamental advancement has
happened since Prospect Theory, and it is still the best available theory to explain how
people evaluate risk in experimental settings (Barberis, 2013).

In 1979, Daniel Kahneman and Amos Tversky conducted a series of experiments testing
the Allais Paradox. They noticed that in each case, the substitution axiom of the EU
theory was violated. Kahnemann and Tversky (1979) found people overestimate
outcomes that are certain, relative to outcomes which are merely probable. They also
noticed that people are risk-averse over prospects involving gains, but they are riskseekers when it comes to prospects involving losses.

One way Prospect theory differs from other decision making theories is that prospect
theory is “unabashedly descriptive” and making “no normative claims” (Tversky &
Kahneman, 1986, p. 272).
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Another aspect of Prospect Theory is that it distinguishes between an editing phase and
evaluation phase. The editing phase serves “to organize and reformulate the options so
as to simplify subsequent evaluation and choice” (Kahneman & Tversky, 1979, p. 274).
In the editing phase, gains and losses in the different options are identified, and they are
defined relative to some neutral reference point. Usually, this reference point
corresponds to the current asset position, but it can be “affected by the formulation of
the offered prospects, and by the expectations of the decision maker” (Kahneman &
Tversky, 1979, p. 274).

In the evaluation phase, an individual examines all the edited prospects and chooses the
one with the highest value. The evaluation phase of Prospect Theory encompasses two
parts, the value function and the weighting function. The monetary outcomes of von
Neumann and Morgenstern’s EU theory are replaced by the value function and the
objective probabilities are replaced by the weighting function.

Figure 2.2: Prospect Theory: Value Function and Weighting Function
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The value function (in Figure 2.2a) has three crucial characteristics:

1. The value function is defined in terms of gains and losses relative to a reference
point, not in terms of final absolute wealth or welfare, which is the case in EU
theory.
2. The value function passes through the reference point, which is S-shaped and
asymmetrical. Value functions are likely to become more linear with increases in
gains. A change of gains from $100 to $200 is likely to have a much higher value
than a change from $1,100 to $1,200. The value function is then concave above
the reference point and convex below it.
3. The value function for losses is steeper than that for gains. (i.e. losses hurt more
than the pleasure derived from the same amount of gain, a phenomenon now
widely referred to as loss aversion).

In the weighting function (in Figure 2.2b) of evaluation phase, each outcome is given a
decision weight, which does not correspond to traditional probability.

The weighting function in Prospect Theory has two important features:

1. The weighting function does not operate consistently near the endpoints, which
can be thought of as absolute certainty on the one end and absolute impossibility
on the other.
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2. Low probability events (such as airplane crashes and homicides) are
overweighted while high and medium probability events (such as car accidents
and suicides) are subjectively underweighted.

However, Prospect Theory has some similar characteristics to the EU theory. For
example, like Bernoulli, the value function in Prospect Theory assumes that the shape of
the curve is similar for everybody. Like von Neumann and Morgenstern (1947),
Prospect Theory recognizes that the curve is not a straight line and it may differ from
individual to individual (McDermott, 2001).

Cumulative Prospect Theory
In 1992, thirteen years after developing their groundbreaking theory, Daniel Kahneman
and Amos Tversky worked on an updated form of Prospect Theory, which they termed
Cumulative Prospect Theory. In the new theory, weighting is applied to the cumulative
probability distribution function as opposed to the probabilities of individual outcomes.
However, the new theory retains the most crucial features of the original Prospect
Theory.

There is a longstanding joke in the economics profession that, since Prospect Theory
was proposed in 1979, it has had little impact on real world problems. However,
although the Kahneman and Tverksy (1979) paper is limited to monetary outcomes, the
theory can be applied to choices involving other attributes, such as policy decisions.
Cumulative Prospect Theory (see Tverksy & Kahneman, 1992) has been applied to a
diverse range of situations. For example, Barberis (2013) is enthusiastic about the
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potential usefulness of the theory in macroeconomics, such as to formulate better
regulatory controls on markets.

In the next section, I focus on the role of cognitive biases in decision-making. Shiller
(2014) emphasized that “the human behavior prospect theory describes is vulnerable to
the arbitrariness of psychological framing; insignificant changes in context or suggestion
can produce profound differences in human behavior” (p. 1506).

List of Cognitive Biases
There is a long but not exhaustive list of cognitive biases found in Wikipedia 21 and
Behavioural Finance blog. 22 Benson (2016) started with a raw list of 175 biases and
came up with a list of 20 unique cognitive biases.23 I am also documenting research
works on various cognitive biases. Swedroe and Balaban (2011) have identified seventyseven errors frequently committed by investors, many of which are behavioral in nature.
In the following section, I have discussed some of the major cognitive biases in
alphabetic order and categorize the research areas from which they arise.

Anchoring and Adjustment
When making decisions, sometimes we rely heavily on a past reference or on one trait or
piece of information. In many situations, we make an estimation by starting from an
initial value and then calibrating to yield the final answer. The initial value may be

21

http://en.wikipedia.org/wiki/List_of_cognitive_biases
http://www.behaviouralfinance.net
23
https://betterhumans.coach.me/cognitive-bias-cheat-sheet-55a472476b18
22
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suggested by the formulation of the problem, or it may be the result of a partial
computation (Tversky & Kahneman, 1974).

Tversky and Kahneman (1974) did the pioneer research on anchoring and adjustment
and since then, the body of the literature on anchoring has built up. Research has been
conducted on anchoring and adjustment in many areas of our day to day life (Epley &
Gilovich, 2010), such as consumer marketing (Wansink, Kent & Hoch, 1998; Bergman,
Ellingsen, Johannesson & Svensson, 2010), happiness (Schkade & Kahneman, 1998;
Kahneman, Krueger, Schkade, Schwarz & Stone, 2006), real estate (Northcraft & Neale,
1987), and gambling (Lichtenstein & Slovic, 1971; Chapman & Johnson, 1994; Schkade
& Johnson, 1989).

Example
“In a demonstration of the anchoring effect, subjects were asked to estimate various
quantities, stated in percentages (for example, the percentage of African countries in the
United Nations). For each quantity, a number between 0 and 100 was determined by
spinning a wheel of fortune in the subjects' presence. The subjects were instructed to
indicate first whether that number was higher or lower than the value of the quantity,
and then to estimate the value of the quantity by moving upward or downward from the
given number. Different groups were given different numbers for each quantity, and
these arbitrary numbers had a marked effect on estimates. For example, the median
estimates of the percentage of African countries in the United Nations were 25 and 45
for groups that received 10 and 65, respectively, as starting points. Payoffs for accuracy
did not reduce the anchoring effect” (Tversky & Kahneman, 1974, p. 1128).
Availability Heuristics
We tend to overestimate the probability of events which are readily available in our
memory. This tendency can be influenced by the immediacy of the memory, the role of
media or emotional salience, that is, the emotional importance of the memory to us.
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Tversky and Kahneman (1982) did the seminal work on availability heuristic. Since then
a handful of studies have been conducted on availability heuristics. These include
examinations of investment practices (Barber & Oden, 2008; Capon, Fitzsimons &
Weingarten, 1994; Capon, Fitzsimons & Prince, 1996; Oden, 1999; Dellavigna & Pollet,
2009; Kliger & Kudryavtsev, 2010), classrooms (Fox, 2006), sports (Gilovich, Vallone
& Tversky, 1985), death (Combs & Slovic, 1979), ease of retrieval of information
(Schwarz, Strack, Bless, Klumpp, Rittenauer-Schatka & Simons, 1991; Wanke, Schwarz
& Bless, 1995) and risk management (Folkes, 1988; Slovic, Fischhoff & Lichtenstein,
1979).

Tversky and Kahneman (1982) argued that frequency and probability assessments are
based on the ease by which instances come to mind, familiarity, immediacy, and
emotional salience. Lichtenstein, Slovic, Fischhoff, Layman, and Combs (1978) found
that the frequencies of dramatic, well-publicized causes of death such as accidents,
natural disasters, fires, and homicides were overestimated and the frequencies of less
dramatic causes of death such as stroke, diabetes, emphysema, and asthma were
underestimated. In a later study, Fischhoff, Lichtenstein, Slovic, Derby and Keeny
(1981) reported the same that dreadful and dramatic causes of death, like homicide or
plane crashes, are widely reported and easy to recall, so people tend to overestimate their
probability compared to less dramatic events like suicide or car wrecks.

Example
“Suppose you sample a word at random from an English text. Is it more likely that the
word starts with a K, or that K is its third letter? According to our thesis, people answer
such a question by comparing the availability of the two categories, i.e., by assessing the
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ease with which instances of the two categories comes to mind. It is certainly easier to
think of words that start with a K than of words where K is in the third position. If the
judgment of frequency is mediated by assessed availability, then words that start with K
should be judged more frequent. In fact, a typical text contains twice as many words in
which K is in the third position than words that starts with K” (Tverksy & Kahneman,
1982, pp. 166-167).
Conjunction Fallacy
According to the laws of probability of a conjunction, the probability of A and B,
P(A&B), cannot exceed the probabilities of its constituents, P(A) or P(B). Yet as
documented by (Tversky & Kahneman, 1983), we often forget this and assign a higher
probability to the combined event, mistaking quantity of events for quantity of
probability.

Example
“Bill is 34 years old. He is intelligent, but unimaginative, compulsive, and generally
lifeless. In school, he was strong in mathematics but weak in social studies and
humanities.
Bill is a physician who plays poker for a hobby.
Bill is an architect.
Bill is an accountant. (A)
Bill plays jazz for a hobby. (J)
Bill surfs for a hobby.
Bill is a reporter.
Bill is an accountant who plays jazz for a hobby. (A&J)
Bill climbs mountains for a hobby.
Linda is 31 years old, single, outspoken and very bright. She majored in philosophy. As
a student, she was deeply concerned with issues of discrimination and social justice, and
also participated in anti-nuclear demonstrations.
Linda is a teacher in elementary school.
Linda works in a bookstore and takes Yoga classes.
Linda is active in the feminist movement. (F)
Linda is a psychiatric social worker.
Linda is a member of the League of Women Voters.
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Linda is a bank teller. (T)
Linda is an insurance salesperson.
Linda is a bank teller and is active in the feminist movement. (T&F)
As the reader has probably guessed, the description of Bill was constructed to be
representative of an accountant (A) and unrepresentative of a person who plays jazz for
a hobby (J). The description of Linda was constructed to be representative of an active
feminist (F) and unrepresentative of a bank teller (T) … A group of 88 undergraduates at
UBC ranked the eight statements associated with each description by the degree to
which Bill (Linda) resembles the typical member of that class. The results confirmed our
expectations. The percentages of respondents who displayed the predicted order (A >
A&J > J for Bill; F > T&F > T for Linda) were 87% and 85%, respectively” (Tversky &
Kahneman, 1983, p. 297).
Is the conjunction fallacy mainly due to a misunderstanding of the problem by
participants (misunderstanding hypothesis), or is it mainly due to a genuine reasoning
bias (reasoning bias hypothesis)? Moro (2009) reviewed this literature and argued that a
stronger case can be made against the misunderstanding hypothesis.

Since the identification of the phenomenon in 1983 by Amos Tverksy and Daniel
Kahneman, researchers in psychology and philosophy have engaged in important
debates around the conjunction fallacy, such as in semantic and pragmatic inferences
(Hertwig & Gigerenzer, 1999; Hertwig, Benz & Krauss, 2008; Tentori & Crupi, 2008),
adversarial collaboration (Mellers, Hertwig & Kahneman, 2001), heuristics (Gigerenzer,
1996).

Conservatism or Regressive Bias
We tend to remain attached to a view or a forecast even when we are presented with new
data. Even if we change our view, it is very slow, which creates under-reaction to events.
This slowness to revise prior probability estimates is known as “conservatism.”
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This phenomenon was a much-researched topic in 1960s and is based in strong
normative model, called Bayes’ Theorem. Research ranges from investment (Barberis,
Shleifer & Vishny, 1998; Bernard & Thomas, 1989; De Bondt & Thaler, 1984;
Hirshleifer, 2001), to information processing (Edwards, 1968, 1982) to decision-making
(Hilbert, 2012).

Slovic, Lichtenstein and Fischhoff (1988) provided three explanations for conservatism,
such as (1) subjects’ misunderstanding of the data generating process and, thus of the
diagnostic impact of the data; (2) subjects’ inability to aggregate the information
received; and (3) subjects’ unwillingness to use up the bounded probability response
scale, knowing that more data were forthcoming. Hogarth (1975) argued that man, as a
selective, step-wise information processing system with limited capacity, is ill-equipped
for assessing subjective probability distribution.

Example
“Let us try an experiment with you as a subject. This bookbag contains 1,000 poker
chips. I started out with two such bags, one containing 700 red and 300 blue chips, the
other containing 300 red and 700 blue. I flipped a fair coin to determine which one to
use. Thus, if your opinions are like mine, your probability at the moment that this is the
predominantly red bookbag is 0.5. Now, you sample, randomly, with replacement after
each chip. In 12 samples, you get 8 reds and 4 blues. Now, on the basis of everything
you know, what is the probability that this is the predominantly red bag? If you are a
typical subject, your estimate fell in the range from 0.7 to 0.8. If we went through the
proper calculation, the answer would be 0.97” (Edwards, 1982, p. 361).
Decoy Effect
When we receive new information, we sometimes update our beliefs in a flawed way,
and act in ways that conflict with our internal subjective preferences.
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Research (Huber, Payne & Puto, 1982) has shown that decoy effect (such as the addition
of an asymmetrically dominated alternative) violates both the similarity hypothesis
(Tverksy, 1972) and regularity conditions (Luce, 1959). Tverksy (1972) noted that there
is agreement that a new product takes disproportionately more share from those similar
to it than from dissimilar items. This is known as the similarity hypothesis. Human
beings have a natural tendency to categorize, and organize similar things into groups.
That is, when things are similar, they can be largely indistinguishable from one another,
with no individual item that predominates. Luce (1959) assumes that the addition of a
new alternative cannot increase the probability of choosing a member of the original set
(i.e. regularity condition).

By examining six categories of product choices, such as cars, restaurants, beer, lotteries,
film, and television sets made by 153 students, Huber, Payne and Puto (1982) found
strong evidence of the Decoy Effect.

Examples
•

•

•

“A store owner has two camel hair jackets priced at $100 and $150 and finds that the
more expensive jacket is not selling. A new camel hair jacket is added and displayed
for $250; the new jacket does not sell, but sales of the $150 jacket increase” (Huber,
Payne & Puto, 1982, p. 95).
“A seller of $500 tours to Disney World might also offer a tour to a theme park in
Europe costing $2,500. Few tickets for the European tour would be sold, but
penetration would increase for the domestic tour” (Huber, Payne & Puto, 1982, p.
95).
“A manufacturer of cars with relatively poor gas mileage (e.g., 20 mpg) might
decrease the effect of this dimension by first showing prospects a high-powered car
in the showroom with much worse (8 mpg) mileage” (Huber, Payne & Puto, 1982, p.
96).
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Disposition Effect
We prefer to sell shares the value of which has increased and to keep those the value of
which has dropped. Shefrin and Statman (1985) labeled this phenomenon the disposition
effect. The behavior it describes is irrational behavior since the future performance of
equity is unrelated to its purchase price (Camerer, 2000).

There are both rational (see Lakonishok & Smidt, 1986; Harris, 1988) and behavioral
explanations (see Kahneman & Tversky, 1979) of this phenomenon.

The disposition effect is one implication of extending Kahneman and Tversky’s (1979)
Prospect Theory to investments. In fact, the disposition effect can be partially explained
using loss aversion (Weber & Camerer, 1998).

Collecting trading records from 1987 through 1993 for 10,000 accounts at a large
discount brokerage house, Odean (1998) reported that investors realize their profitable
stocks investments at a much higher rate than their unprofitable ones, except in
December. Professional investors or “smart money” are not immune to disposition
effect. Coval and Shumway (2005) noticed loss aversion among professional market
makers at the Chicago Board of Trade.

Example
“Many clients, however, will not sell anything at a loss. They don't want to give up the
hope of making money on a particular investment, or perhaps they want to get even
before they get out. The “getevenitis” disease has probably wrought more destruction on
investment portfolios than anything else. Rather than recovering to an original entry
price, many investments plunge sickeningly to even deeper losses.
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Investors are also reluctant to accept and realize losses because the very act of doing so
proves that their first judgment was wrong ... Investors who accept losses can no longer
prattle to their loved ones, “Honey, it's only a paper loss. Just wait. It will come back.”
Investors who realize losses must admit their folly to the IRS, when they file that
itemized tax return. For all those reasons and more, investors as a whole are reluctant to
take losses, even when they feel that to do so is the right course of action …” (Gross,
1982, p. 48).
Endowment Effect
We place a higher value on objects that we own relative to objects that we do not. The
endowment effect is in violation of standard economic theory which asserts that the
amount that we are willing to pay (WTP) for a good should be equal to the amount that
we are willing to accept (WTA) for the same good.

The University of Chicago Professor Richard R. Thaler is the pioneer in endowment
effect research. As a graduate student at University of Rochester, Thaler collected
observations of behavior that the model of rational economic behavior could not explain.
Luckily, he read an early draft of Prospect Theory by Daniel Kahneman and Amos
Tversky. Thaler noticed that the loss-averse value function could explain the endowment
effect and some other puzzles in his collected data. The fundamental tenets of Prospect
Theory are that the reference points exist, and that losses loom larger than corresponding
gains (Kahneman, 2011, p. 297).

Thaler (1980) argues “that in certain well-defined situations many consumers act in a
manner that is inconsistent with economic theory. In these situations economic theory
will make systematic errors in predicting behavior” (p. 39).

46

Daniel Kahneman, Richard Thaler and Jack Knetsch designed many experiments to
understand endowment effects (Knetsch & Sinden, 1984; Knetsch, 1989; Kahneman,
Knetsch & Thaler, 1990; Kahneman, Knetsch & Thaler, 1991).

Other researchers have studied the endowment effect in areas such as lottery (Harless,
1989), buying and selling (Morewedge, Shu, Gilbert & Wilson, 2009; Carmon & Ariely,
2000), reference-dependent preferences (Harbaugh, Krause & Vesterlund, 2001),
cultural differences in the endowment effect (Maddux, Yang, Falk, Adam, Adair, Endo,
Carmon & Heine, 2010), capuchin monkeys (Lakshminaryanan, Chen & Santos, 2008;
Kanngiesser, Santos, Hood & Call, 2011), willingness to pay and willingness to accept
(Hoffman & Spitzer, 1993; Shogren, Shin, Hayes & Kliebenstein, 1994; Hanemann,
1991; Hovenkamp, 1991), and bargaining (Huck, Kirchsteiger & Oechssler, 2005).

Example
“Another experiment from this series allows us to investigate whether the low volume of
trading is produced by a reluctance to buy or a reluctance to sell. In this experiment, 77
students at Simon Fraser University were randomly assigned to three conditions. One
group, the Sellers, were given SFU coffee mugs and were asked whether they would be
willing to sell the mugs at each of a series of prices ranging from $0.25 to $9.25. A
second group of Buyers were asked whether they would be willing to buy a mug at the
same set of prices. The third group, called Choosers, were not given a mug but were
asked to choose, for each of the prices, between receiving a mug or that amount of
money.
Notice that the Sellers and the Choosers are in objectively identical situations, deciding
at each price between the mug and that amount of money. Nevertheless, the Choosers
behaved more like Buyers than like Sellers. The median reservation prices were: Sellers,
$7.12; Choosers, $3.12; Buyers, $2.87. This suggests that the low volume of trade is
produced mainly by owner's reluctance to part with their endowment, rather than by
buyers' unwillingness to part with their cash. This experiment also eliminates the trivial
income effect present in the first experiment, since the Sellers and Choosers are in the
same economic situation” (Kahneman, Knetsch & Thaler, 1991, p. 196).

47

Familiarity/Home Bias
Familiarity bias also resulted from the availability heuristic, studied by Tverksy and
Kahneman (1982). In investment, home bias means investors tend to invest heavily in
domestic equities despite the advantage of diversification through foreign equities.

Benartzi (2001) identified two reasons why people allocate their resources to something
they are familiar with. First, the costs of insufficient diversification can be substantial.
Second, a growing preference for investment autonomy.

Research on familiarity bias ranges from investment (Huberman, 2001), portfolio
management (Coval & Moskowitz, 1999; Statman, 1999; Benartzi, 2001),
diversification (French & Poterba, 1991), trading behavior (Graham & Harvey, 2009),
overconfidence (Li, 2004), fund management (Chan, Covrig & Ng, 2005; Hau & Rey,
2008), stock market return (Kilka & Weber, 2000), neuroscience (Goel, Makale &
Grafman, 2004), consumer decision (Park & Lessig, 1981) to listing decision (Sarkissian
& Schill, 2004).

Kang and Stulz (1997) observe: “Financial economists have noticed that even though the
barriers to international investment have fallen dramatically, foreign ownership of shares
is still extremely limited and much smaller than one would expect in the absence of
barriers of international investment” (p. 4).

Coval and Moskowitz (1999) notice that U.S. investment managers exhibit a strong
preference for locally headquartered firms in their domestic portfolios. Feldstein and
48

Horioka (1980) argue that capital flows to familiar (domestic) investment opportunities,
not necessarily to the most profitable. Kilka and Weber (2000) show that German
business students are more optimistic about German stocks than American stocks and
the same is true for American business students about American stocks. Driscoll,
Malcolm, Sirull and Slotter (1995) in a Gallup survey, found that employees view their
own employer’s stock as safer than a diversified stock fund, domestic or international.

Example
“Roughly a third of assets in large retirement savings plans are in company stock (i.e.
stocks issued by the employing firm). In extreme cases, such as Coca-Cola, the
allocation of company stock reaches 90 percent of the plan assets. From a diversification
perspective, it is even more puzzling that Coca-Cola employees allocate 76 percent of
their own discretionary contributions to Coca-Cola shares” (Benartzi, 2001, p. 1747).
Framing Effect
Framing bias arises when trivial changes to the way in which a decision problem is
presented, emphasizing either the potential gains or the potential losses, lead to reversals
of preference, with decision-makers being risk averse when gains are highlighted and
risk seeking when losses are highlighted (Kahneman & Tversky, 1984).

Researchers have studied the impact of framing bias in neuroscience (De Martino,
Kumaran, Seymour & Dolan, 2006; Gonzalez, Dana, Koshino & Just, 2005), diseases
(Tversky & Kahneman, 1981; Druckman, 2001), consumption (Shafir & Thaler, 2006),
gambling (Thaler & Johnson, 1990), trading behavior (Kirchler, Maciejovsky & Weber,
2005), politics (Slothuus, 2008), retail store choice (Kellaris, Kardes & Dinovo, 1995).
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Example
“The effect of variations in framing is illustrated in problems 1 and 2.
Problem 1 [N = 152]: Imagine that the U.S. is preparing for the outbreak of an unusual
Asian disease, which is expected to kill 600 people. Two alternative programs to combat
the disease have been proposed. Assume that the exact scientific estimate of the
consequences of the programs are as follows:
If Program A is adopted, 200 people will be saved. [72 percent]
If Program B is adopted, there is 1/3 probability that 600 people will be saved, and 2/3
probability that no people will be saved. [28 percent]
Which of the two programs would you favor?
The majority choice in this problem is risk averse: the prospect of certainly saving 200
lives is more attractive than a risky prospect of equal expected value, that is, a one-inthree chance of saving 600 lives.
A second group of respondents was given the cover story of problem 1 with a different
formulation of the alternative programs, as follows:
Problem 2 [N = 155]:
If Program C is adopted 400 people will die. [22 percent]
If Program D is adopted there is 1/3 probability that nobody will die, and 2/3 probability
that 600 people will die. [78 percent]
Which of the two programs would you favor?
The majority choice in problem 2 is risk taking: the certain death of 400 people is less
acceptable than the two-in-three chance that 600 will die. The preferences in problems 1
and 2 illustrate a common pattern: choices involving gains are often risk averse and
choices involving losses are often risk taking. However, it is easy to see that the two
problems are effectively identical” (Tversky & Kahneman, 1981, p. 453).
Gambler’s Fallacy
We have a tendency to think that future probability of an event is altered by the
probability of past events, when in reality they remain basically unchanged. Gambler’s
Fallacy results from an erroneous conceptualization of the law of large numbers.
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“Gambler’s fallacy stems from two sorts of confusion. First, people have very poor
intuition about the behavior of random events. With Gambler’s Fallacy, they expect
reversals to occur more frequently than actually happens. The second source of
confusion stems from the reliance on representativeness. People tend to base their
predications and probability judgments on how representative an event is” (Shefrin,
2000, p. 58).

Starting with Tversky and Kahneman (1971, 1974) studies, researches has been
conducted on Gambler’s Fallacy in other areas as well, such as in investment (Huber,
Kirchler & Stockl, 2010), Casinos/gambling (Roney & Trick, 2003; Sundali & Croson,
2006) and neuroscience (Xue, Lu, Levin & Bechara, 2011).

Using fMRI data, Xue, Lu, Levin & Bechara (2011) found that participants were more
risk-seeking after losing a gamble (riskloss) than after winning a gamble (riskwin),
which is exactly what Prospect Theory says.

Example
“Consider the parents who already have three sons and are quite satisfied with the size of
their family. However, they both would really like to have a daughter. They commit the
gambler's fallacy when they infer that their chances of having a girl are better, because
they have already had three boys. They are wrong. The sex of the fourth child is causally
unrelated to any preceding chance events or series of such events. Their chances of
having a daughter are no better than 1 in 2 – that is, 50-50” (Damer, 2010, p. 187).
Hindsight Bias
Also known as the “I-knew-it-all-along” effect (Wood, 1978). Hindsight bias is defined
as “the tendency for individuals with outcome knowledge (hindsight) to claim that they
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would have estimated a probability of occurrence for the reported outcome that is higher
than they would have estimated in foresight (without the outcome information)”
(Hawkins & Hastie, 1990, p. 311).

Fischhoff (2007) provided an early history of hindsight bias research. Guilbault, Bryant,
Brockway and Posavac (2004) conducted a meta-analysis (a total of 95 studies) on
hindsight bias. Bernstein, Erdfelder, Meltzoff, Peria and Loftus (2011) traced the
development of hindsight bias across the life span in 194 participants aged 3 to 95 years
and reported that all age groups demonstrated hindsight bias on all three tasks.

Hindsight bias occurs not only in the laboratory, but also in jury decision-making
(Hastie, Schkade & Payne, 1999; Robbennolt & Sobus, 1997; Stallard & Worthington,
1998), medical diagnoses (Arkes, Wortmann, Saville & Harkness, 1981), economic
expectations (Holzl, Kirchler & Rodler, 2002), investment performance (Biasi & Weber,
2009) and gambling behavior (Baboushkin, Hardoon, Derevensky & Gupta, 2001).

Example
Hindsight bias occurs when we say those famous words: “I knew it all along.” We hear
these words after each and every FIFA World Cup 2014 football games.
“I knew Germany would defeat Ghana in the first round.”
“I knew Lionel Messi would score a goal in the final 90th minute against Iran.”
“I knew Brazil would win the Championship this year.” [At least Goldman Sachs
predicted this in a 60 page report24]

24

When in fact, Germany won the FIFA World Cup 2014 defeating Argentina 1-0 in extra time. You can
access the report here: http://www.goldmansachs.com/our-thinking/outlook/world-cup-and-economics2014-folder/world-cup-economics-report.pdf
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Hyperbolic Discounting/Instant Gratification
Think about two boxes of chocolates – one full and another one half full. Now if you are
given a choice and if you are like most of us, you will prefer half box of chocolates now
vs. the full box one year from now. Now if you are given the same choices but you can
get the half box one year from now and the full box one year and one week from now.
Probably you will choose the full box and don’t mind to wait one more week.

The reason behind this cognitive error is, if people are given a choice, they will choose a
small benefit in the short-term over a larger benefit in the long-term. However, if all
choices appear to be in the long-term, larger benefits will be chosen, even if these appear
even later than the smaller benefit. Read (2001) noticed that declining impatience, or the
inverse relationship between the discount rate and the magnitude of the delay attributed
to hyperbolic discounting.

Böhm-Bawerk (1884) and Strotz (1955-1956) did the pioneering study on hyperbolic
discounting. Since then, a number of researches have been conducted on hyperbolic
discounting ranges from laboratory animals (Madden, Ewan & Lagorio, 2007), social
drinkers and problem drinkers (Vuchinich & Simpson, 1998), intertemporal choice
(Frederick, Loewenstein & O’Donoghue, 2002), life span comparison (Green, Fry &
Myerson, 1994), automobile use and vacations (Raineri & Rachlin, 1993) to control of
psychological impulse (Ainslie, 1974).

Economists assume that we discount preferences over time exponentially, which are
time-consistent, that is, our relative preference for well-being at an earlier date over a
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later date is the same no matter when we are asked (O’Donoghue & Rabin, 1999).
Several studies have disapproved this assumption. The time consistency assumption
ignores our tendency to grab immediate rewards. Thaler (1981) concluded that for gains,
the discount rates are found to vary inversely with the size of the reward and the length
of time to be waited. Liabson (1997) reported that hyperbolic discount functions induce
dynamically inconsistent preferences, implying a motive for consumers to constrain their
future choices.

Example
“(A) Choose between: (A.l) One apple today.
(A.2) Two apples tomorrow.
(B) Choose between: (B.l) One apple in one year.
(B.2) Two apples in one year plus one day.
While some people may be tempted to select (A.1) no one would select (B.1). Yet if the
rate of discount is constant (as it ‘should be’) then the choices are formally identical.
[Dynamic inconsistency arises if (B.2) is selected now and when the choice is
reconsidered in 364 days (B.1) is selected]” (Thaler, 1981, p. 202).
Illusion of Control/Self-Control Bias
A situation when we think we have control over it when it is basically a result of pure
chance. Langer (1975) did the pioneer study on illusion of control. Langer (1975)
documented that “in skill situations there is a causal link between behavior and outcome.
Thus, success in skill tasks is controllable. Luck, on the other hand, is a fortuitous
happening. Success in luck or chance activities is apparently uncontrollable” (p. 311).

Research on illusion of control has examined casinos (Davis, Sundahl & Lesbo, 2000),
poor diversification (Fellner, 2009), overestimating personal influence (Thompson,
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1999), trading performance (Fenton-O’Creevy, Nicholson, Soane & Willman, 2003),
driving (Robertson, 1977; Svenson, 1981), and institutional settings (Langer & Judith,
1976).

In everyday situations, such as driving, there is evidence that people exaggerate their
ability. For example, one might believe that one is less likely than the average driver to
be involved in an automobile accident (Robertson, 1977) either because of unrealistic
optimism or due to an illusion of control. Svenson (1981) has found that the majority of
drivers consider themselves more skillful than the average driver.

Example
“In the 1970s, the city of New York installed buttons at intersections with traffic lights.
Helpful signs instructed pedestrians, “To cross street, push button. Wait for walk
signal.” Since then, pedestrians in New York routinely have assumed that pushing the
button speeds the arrival of the walk signal. As it happens, their faith is misplaced. Since
the late 1980s, traffic signals in New York have been controlled by a computer system
that determines when the walk signal is illuminated” (Luo, 2004, p. B2).25
Loss Aversion
We have a stronger tendency to seek to avoid losses than to avail gains, because losses
hurt us more deeply than the equivalent gains. Some studies suggest that losses are twice
as psychologically hurtful as gains.

25

Another example would be the number of Americans who lost their lives on the road by avoiding the
risk of flying after the terrorist attack on September 11, 2001 since they believe they have more control
when they drive as opposed to flying. Gigerenzer (2004 and 2006) studied dread risk, a low probability,
high consequence event and the consequence of that.
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The principle of loss aversion was first introduced by Kahneman and Tversky (1979).
According to Prospect Theory, people underweight outcomes that are merely probable in
comparison with outcomes that are obtained with certainty, which contributes to risk
aversion in the gain domain and to risk seeking in loss domain.

Since then, researches on loss aversion have been conducted in many areas, such as risk
premium puzzle (Benartzi & Thaler, 1995), retirement investment (Benartzi & Thaler,
1999; Gomes, 2005), optimal portfolio choice (Berkelaar, Kouwenberg & Post, 2004),
gambling (Kahneman & Tversky, 1979; Ert & Erev, 2008; Kermer, Driver-Linn, Wilson
& Gilbert, 2006), the housing market (Genesove & Mayer, 2001), neuroscience
(Hochman & Yechiam, 2011), overconfidence (Barber & Odean, 1999), and riskless
choice (Tversky & Kahneman, 1991).

By analyzing trading records for 10,000 accounts at a large discount brokerage house,
Odean (1998) reported that these investors demonstrate a strong preference for realizing
winners rather than losers. Camerer (2005) thinks that ‘loss aversion can explain the St.
Petersburg Paradox without requiring concave utility. It has the correct psychological
foundation, it is theoretically useful, and it is a parsimonious principle that can explain
many puzzles’ (p. 129).

Example
“Recalling this conversation, a few years ago I offered some lunch colleagues to bet
each $200 to $100 that the side of a coin they specified would not appear at the first toss.
One distinguished scholar - who lays no claim to advanced mathematical skills - gave
the following answer:
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I won’t bet because I would feel the $100 loss more than the $200 gain. But I’ll take you
on if you promise to let me make 100 such bets*.
What was behind this interesting answer? He, and many others, have given something
like the following explanation. One toss is not enough to make it reasonably pure that
the law of average will turn out in my favor. But in a hundred tosses of a coin, the law of
large numbers will make it a darn good bet. I am, so to speak, virtually sure to come out
ahead in such a sequence, and that is why I accept the sequence while rejecting the
single toss” (Samuelson, 1963, p. 50-51).
Mental Accounting
Mental accounting refers to the process where people code, categorize and evaluate
various economic outcomes. Some researchers have argued that we have different
mental compartments in our heads for savings, expenses and possibly sub-compartments
for different types of savings and expenses. For example, separate mental compartments
for savings for a home or kid’s education. The decomposition of wealth into mental
accounts constitutes an example of framing (see Kahneman & Tversky, 1984).

Research on mental accounting ranges from consumer choice (Thaler, 1980, 1985, 2008;
Levav & McGraw, 2009; Zhou & Pham, 2004), household finance (Antonides, de Groot
& van Raaij, 2011), stock returns (Barberis & Huang, 2001), lottery (Langer & Weber,
2001), sunk cost (Arkes & Blumer, 1985), trading decisions (Lim, 2006), personal
finance (Landsberger, 1970; Prelac & Lowenstein, 1998; Thaler, 1990; Prelac &
Simester, 2001; Shafir & Thaler, 2006) to gambling (Thaler & Johnson, 1990; McGraw,
Shafir & Todorov, 2010).

Thaler (1999) summarizes about how people engage in mental accounting activities and
discussed three components of mental accounting. Shefrin & Thaler (1988) assert that
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human being frames assets as belonging to either current income, current wealth or
future income accounts when the accounts are non-fungible with different marginal
propensity to consume.

Example
“About thirty years ago, an economist at the Bank of Israel named Michael Landsberger
undertook a study of a group of Israelis who were receiving regular restitution payments
from the West German government after World War II. Although these payments could
fairly be described as blood money – inasmuch as they were intended to make up for
Nazi atrocities – they could also be described as found money. Because of this, and
because the payments varied significantly in size from one individual or family to
another, Landsberger could gauge the effect of the size of these windfalls on each
recipient’s spending rate. What he discovered was amazing. People who received the
larger payments (equal to roughly two-thirds of their annual income) had a spending rate
of about 0.23. In other words, for every dollar they received, their marginal spending
increased by 23 percent; the rest was saved. Conversely, the group that received the
smallest windfall payments (equal to 7 percent of annual income) had a spending rate of
2. That’s correct: For every dollar of found money they spent two. Or, more accurately,
for every dollar of found money, they spent $1 of found money and another $1 from
“savings” (what they actually saved or what they might have saved)” (Belsky &
Gilovich, 2000 p. 31).
Outcome Bias
Outcome bias is the tendency to judge a decision by its eventual outcome as opposed to
the process followed to make the decision, or the quality of the decision at the time it
was made. The problem with this type of thinking is that when we are praising someone
for his outstanding performance, it may be a result of pure luck.

Outcome bias is rife in business, investing, sports, and politics (see Mauboussin, 2012
for details), in areas such as in medical negligence (Berlin, 2004; Hugh & Dekker,
2009), salesman performance evaluation (Marshall & Mowen, 1993), investment
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performance (Frazzini & Lamont, 2008), decision making (Baron & Hershey, 1988) and
legal practice (Mazzocco, Alicke & Davis, 2004).

Investors demonstrate a clear tendency to buy the hottest funds or asset classes and to
avoid the latest laggards (Maubossin & Callahan, 2013). The tendency is so widespread
– and so deleterious to investor returns – that academics even have a name for it: “the
dumb money effect.” This disparaging label owes its origin to the fact that investors
have shown a willingness to incur costs to switch to hot funds. One study of individual,
or retail, investors revealed that these investors would have earned one percentage point
more in returns if they had simply stayed put with their prior investments versus
switching to new ones (Frazzini & Lamont, 2008).

Example
“We examine the selection and termination of investment management firms by 3,400
plan sponsors between 1994 and 2003. Plan sponsors hire investment managers after
large positive excess returns but this return-chasing behavior does not deliver positive
excess returns thereafter. Investment managers are terminated for a variety of reasons,
including but not limited to underperformance. Excess returns after terminations are
typically indistinguishable from zero but in some cases positive. In a sample of roundtrip firing and hiring decisions, we find that if plan sponsors had stayed with fired
investment managers, their excess returns would be no different from those delivered by
newly hired managers” (Goyal & Wahal, 2008, p. 1805).
Overconfidence
We systematically overestimate our knowledge of something or our ability to perform a
job. Overconfidence bias occurs when our subjective confidence in our judgment is
relatively higher than objective accuracy. Overconfidence has serious implications for
our judgment, opinions, beliefs and abilities. When asked in an interview what he would
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like to eliminate if he had a magic wand, Kahneman (2015) promptly replied
overconfidence. It “is built so deeply into the structure of the mind that you couldn’t
change it without changing many other things” (para. 4).

Interestingly enough, on difficult tasks, people overestimate their actual performances
but also mistakenly believe that they are worse than others; on easy tasks, people
underestimate their actual performances but mistakenly believe they are better than
others (Moore & Healy, 2008). Peoples’ confidence in their knowledge is somewhat
correlated to the accuracy of that knowledge. As confidence increases so does accuracy.
However, the relationship is imperfect, with increases in confidence being accompanied
by smaller increases in proportion of correct responses. This type of insensitivity leads
to overconfidence (Slovic, Lichtenstein & Fischhoff, 1988).

Slovic, Lichtenstein and Fischhoff (1988) documented three possible explanations
responsible for overconfidence: (1) the tendency of people to believe that their memories
are faithful (if faded) copies of their experiences, whereas evidence suggests that
memory is a reconstructive process in which errors are sometimes incorporated as facts
(Fischhoff, Slovic & Lichtenstein, 1977); (2) in a series of inferences, the uncertainty in
the earlier stages may not be carried over into the later stages (Pitz, 1974); and (3) the
degree to which people search their memory only for confirming, not disconfirming,
evidence concerning an initially favored answer (Koriat, Lichtenstein & Fischhoff,
1980).
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In the last few years, there has developed an extensive literature about overconfidence,
reporting both laboratory and real-world experiments. This literature has considered
investment performance (Barber & Odean, 2000a, 2001; Wang, 2001), trading behavior
(Barber & Odean, 2002; Gervais & Odean, 2001; Statman, Thorley & Vorkink, 2006;
Barber & Odean, 2000b), asset pricing (Daniel, Hirshleifer & Subrahmanyam, 2001),
market efficiency (Daniel & Titman, 1999; García, Sangiorgi & Urošević, 2007),
recreational basketball players (McGraw, Mellers & Ritov, 2004), gender differences
(Prince, 1993; Lunderberg, Fox & Puncochar, 1994; Barber & Odean, 2001), financial
fraud (Pressman, 1998), driving (Preston & Harris, 1965; Svenson, 1981), choice
behavior (Hoelzl & Rustichini, 2005), calibration (Lichtenstein, Fischhoff & Phillips,
1982), training of probability assessors (Alpert & Raiffa, 1982), overconfidence in
judgment (Oskamp, 1965), CEO overconfidence (Malmendier & Tate, 2008), task
completion time (Buehler, Griffin & Ross, 1994), and the illusion of control (Langer,
1975; Gino, Sharek & Moore, 2011).

Example
“Like the inhabitants of Garrison Keillor's (1985) fictional community of Lake
Wobegon, most people appear to believe that their skills and abilities are above average.
A series of studies illustrates one of the reasons why: When people compare themselves
with their peers, they focus egocentrically on their own skills and insufficiently take into
account the skills of the comparison group. This tendency engenders the oft-documented
above-average effect in domains in which absolute skills tend to be high but produces a
reliable below-average effect in domains in which absolute skills tend to be low”
(Kruger, 1999, p. 1).
Status Quo Bias
People have a strong tendency to desire that things to stay relatively the same. This is
status quo bias. Prospect Theory is very instrumental in formalizing the importance of
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status quo bias. Using the expected utility maximization paradigm, Kahneman and
Tversky (1979) demonstrate a number of decisions that appear inconsistent if the
importance of the status quo is ignored.

Since then, a significant amount of researches on status quo bias has been conducted in
neuroscience (Fleming, Thomas & Dolan, 2010; Nicolle, Fleming, Bach, Driver &
Dolan, 2011); consumption (Hartman, Doanne & Woo, 1991); saving (Thaler &
Benartzi, 2004); law (Korobkin, 1997); mutual fund (Patel, Zeckhauser & Hendricks,
1991, 1994; Kempf & Ruenzi, 2006); portfolio management (Ameriks & Zeldes, 2001;
Agnew, Balduzzi & Sunden, 2003; Barber, Odean & Zhu, 2006); hedge fund (Agarwal,
Daniel & Naik, 2004); and civic education (MacMullen, 2011).

Samuelson and Zeckhauser (1988) ran a number of experiments designed to test the
status quo bias and report that decision makers exhibit a significant status quo bias.
Knetsch and Sinden (1984), and Knetsch (1989) have also offered compelling
experimental demonstrations of the status quo bias.

Kahneman, Knetsch and Thaler (1991) relate status quo bias to loss aversion since losses
hurt more than gains. Also we prefer the status quo because for some of us, deciding
about a choice is often difficult (Iyengar and Lepper, 2000; Schwartz, 2000), and hence
we may prefer to do nothing (Ritov & Baron, 1990) and⁄or to maintain the current course
of action (Samuelson & Zeckhauser, 1988) because it is easier.
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Examples
“A small town in Germany. Some years, ago, the West German government undertook a
strip-mining project that by law required the relocation of a small town underlain by the
lignite being mined. At its own expense, the government offered to relocate the town in
a similar valley nearby. Government specialists suggested scores of town planning
options, but the townspeople selected a plan extraordinarily like the serpentine layout of
the old town-a layout that had evolved over centuries without (conscious) rhyme or
reason” (O’Hare, Bacow & Sanderson, 1983, p. 10).
“Decision making by habit. For 26 years, a colleague of ours chose the same lunch every
working day: a ham and cheese sandwich on rye at a local diner. On March 3, 1968 (a
Thursday), he ordered a chicken salad sandwich on whole wheat; since then he has eaten
chicken salad for lunch every working day” (Samuelson & Zeckhauser, 1988, p. 10).
Sunk Cost Fallacy
In economics and also in corporate finance, it is assumed that sunk costs are irrelevant
when it comes to decision making since the costs have already been incurred and cannot
be recovered. Only the future costs are relevant to an investment decision. However, in
behavioral economics, sunk costs are very much relevant since they affect our decisions.
“Economic theory implies that only incremental costs and benefits should affect
decisions. Historical costs should be irrelevant” (Thaler, 1980, p. 47).

Thaler (1980), using two examples concluded that consumers (non-economists) do not
ignore sunk costs in their everyday decisions. Rather he suggested an “alternative
hypothesis that paying for the right to use a good or service will increase the rate at
which the good will be utilized, ceteris paribus. This hypothesis will be referred to as
the sunk cost effect. (p. 47)

Around the same time Thaler (1980) conducted his study, Teger (1980) wrote a book on
Too Much Invested to Quit. An excerpt from the book:
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“Many years ago I saw a cartoon that depicted a man walking toward his
girlfriend’s front door. He was carrying a box of candy, a bouquet of
flowers, and a diamond engagement ring. As he turned down the path toward
the door, he shouted back to a friend on the sidewalk, “I really don't like her
very much anymore, but I have too much invested to quit!” (p. 1)
Arkes and Blumer (1985) maintained that people's desire not to appear to be wasteful as
a major contributor to the sunk cost fallacy. Moreover, the sunk cost is manifested in a
greater tendency to continue an endeavor once an investment in money, effort, or time
has been committed. That’s why, it is hard for people to give up something or to learn
something new.

Example
“Example 4. A family pays $40 for tickets to a basketball game to be played 60 miles
from their home. On the day of the game there is a snowstorm. They decide to go
anyway, but note in passing that had the tickets been given to them, they would have
stayed home (Thaler, 1980, p. 47).
Example 5. A man joins a tennis club and pays a $300 yearly membership fee. After two
weeks of playing he develops a tennis elbow. He continues to play (in pain) saying “I
don't want to waste the $300!” (Thaler, 1980, p. 47).
Survivorship Bias
When we overwhelming focus on success and completely ignore or eliminate our
failures, this tendency is known as survivorship bias. Survivorship bias is very common
in today’s investment world, especially in the mutual fund industry. Today, mutual fund
companies include only those funds in their performance reports, which have been
successful in the past. Usually the losing funds are closed and merged into other
successful funds to hide poor performance.
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Brown, Goetzmann, Ibbotson and Ross (1992) show that truncation by survivorship
gives rise to an apparent persistence in performance where there is dispersion of risk
among money managers. In contrast to this study, Carhart (1997) and Carhart,
Carpenter, Lynch, and Musto (2002) find the annual survivorship bias increases from .07
percent for one-year samples to 1 percent for samples larger than 15 years and weakens
the evidence of performance persistence.

Elton, Gruber, and Blake (1996) showed that survivorship bias is larger in small mutual
funds than in large mutual funds and estimated the size of the bias across the U.S.
mutual fund industry as 0.9 percent per annum.

Amin and Harry (2003) have studied individual hedge funds and fund of funds attrition
and survivorship bias over the period of 1994-2001. They reported that hedge funds
exhibit a high level of attrition rate and lack of size, and that managers overestimate the
average individual hedge fund return by around 2 percent per annum. However, for
small, young and leveraged funds the bias can be as high as 4 percent to 5 percent per
annum.

Example
“The CRSP database includes approximately 39,000 mutual funds from 1961 to 2012. In
that time, approximately 13,000 of the 39,000 mutual funds died. That means that more
than 33% percent of mutual funds data is not included in the average returns of active
managers. The active managers who run them happily bury most of the data about dead
funds” (Hebner, 2013, para. 5).26

26

Mark Hebner, founder of Index Fund Advisors Inc. paid CRSP $1,000 to prepare a list of the top 200
worst performing dead mutual funds starting 1961. He was surprised nobody in the past enquired about
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Debiasing
Since we are aware of different cognitive biases and the consequence of those biases, it’s
only logical to ask whether it’s possible to debias (or to mitigate the impact of) such
biases. The good news is that just being aware of the biases is the first step, which can
alert us of their potential impact in our behavior. But the bad news is we cannot get rid
of these biases – these are like optical illusions – you know the lines in the picture are
straight, but it will appear zigzag to you every time you look at the picture (see Ariely,
2010).

While reviewing the literature on cognitive biases, I found that there has not been much
research on debiasing some of the cognitive biases we have. Perhaps it is because of the
difficulty of debiasing cognitive biases.

In an interview with the McKinsey Quarterly, Daniel Kahneman was asked how
optimistic he is to debias individual cognitive biases. Here’s what he replied:

“I’m really not optimistic. Most decision makers will trust their own
intuitions because they think they see the situation clearly. It’s a special
exercise to question your own intuitions. I think that almost the only way to
learn how to debias yourself is to learn to critique other people. I call that
“educating gossip.” If we could elevate the gossip about decision making by
introducing terms such as “anchoring,” from the study of errors, into the
language of organizations, people could talk about other people’s mistakes in
a more refined way” (McKinsey&Company, 2010).

the closed funds. He also provided a list of top 20 worst performing dead mutual funds from Morningstar
Direct, https://www.ifa.com/articles/survivorship_bias_things_are_not_as_good_as_they_look/
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It should be noted that a number of studies (see Battalio, Kagel & Jiranyakul, 1990;
Brehmer, 1980; Grether, 1992; Hogarth, 1980; Fischhoff, 1982; Nisbett & Ross, 1980;
Payne, Bettman & Johnson, 1992; Slonim, 1994; and Slovic, Lichtenstein & Fischhoff,
1988) have attempted to eliminate judgmental biases in probability assessment. Soll,
Milkman and Payne (2015) contributed a chapter, A User’s Guide to Debiasing in The
Wiley-Blackwell Handbook of Judgment and Decision Making.

Fischhoff (1982) was probably the pioneer in researching on debiasing techniques.
Arkes (1991) argued that if we understand the underlying reasons behind all these
biases, then we can tell what debiasing strategies will be effective. What I have gleaned
from such literature as does exist is that incentives, education, experience or even
competition can help us to manage some of these cognitive biases better.

Tversky and Kahneman (1986) think incentives, experience and arbitrage and
competition can improve the quality of decisions. Colnisk (1996) thinks that ‘any clear
cut reasoning error can be made to disappear through an experiment which provides
adequate incentive and which cleverly enough exposes or punishes the error’ (p. 671).
Camerar and Hogarth (1999) show “that higher levels of incentives have the largest
effects in judgment and decision tasks. Incentives improve performance in easy tasks
that are effort-responsive, like judgment, prediction, problem-solving, recalling items
from memory, or clerical tasks. Incentives sometimes hurt when problems are too
difficult or when simple intuition or habit provides an optimal answer and thinking
harder makes things worse” (p. 34).
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The challenge is that even if you let people know of their cognitive limitations, they will
do the same mistakes over and over again (Ariely, 2010). Camerer and Hogarth (1999)
and Wilson, Houston, Etling and Brekke (1996) found little success, if at all, with
incentives or education about biases. Kahneman (2000) observed that intelligence
reduces biases in simple problems, but may actually increase biases in complicated
problems.

Debiasing Some Specific Cognitive Biases

Framing Effect
Decision-makers can adopt procedures “that will transform equivalent versions of any
problem into the same canonical representation” (Kahneman & Tversky, 1984, p. 344)
to overcome framing effect. Druckman (2001) presents two experiments where framing
effect is greatly reduced and sometimes may disappear when participants are given
access to credible advice about how to decide.

Like Kahneman and Tversky (1984), Hodgkinson, Bown, Maule, Glaister, and Pearman
(1999) suggest that cognitive mapping techniques (such as engaging in effortful thought
in a relatively detailed, structured and systematic fashion, prior to selecting a course of
action) provides an effective means of limiting the damage accruing from framing effect.

Hindsight Bias
Hindsight bias seems to be hard to neutralize (Fischhoff, 1982). Education or warnings
have little effect. However, forcing people to think about the event that did not happen
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reduces the bias somewhat (Slovic, Lichtenstein & Fischhoff, 1988). Fischhoff (1977)
found that hindsight bias is greatly reduced when subjects write a short statement
regarding how they would have explained the occurrence of an event that did not happen
(Slovic & Fischhoff, 1977).

Outcome Bias
One simple way to deal with outcome bias is to focus on the decision making process
rather than the outcome of the process. Outcome bias can also be reduced or eliminated
by evaluating courses of actions simultaneously rather than separately. In a recent study,
Sezer, Zhang, Gino, and Bazerman (2016) argued that decision makers should pay
attention to the original intentions as opposed to the outcomes of the actions in order to
reduce outcome biases.

Overconfidence
This is probably the toughest cognitive bias to overcome since it is so deeply rooted in
our mind that you have to change a lot of things. That is why, efforts to eliminate
overconfidence with monetary incentives, through training, or by requiring subjects to
list reasons why they might be wrong have led to no improvement, improvement with
limited generalization, and modest improvement, respectively (Slovic, Lichtenstein &
Fischhoff, 1988).

However, Russo and Shoemaker (1992) identified five techniques to remedy
overconfidence bias, such as accelerated feedback, counterargumentation, paths to
trouble, paths to the future, and awareness alone.
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Conclusion
Many of the models of financial economics relied on assumptions about human
decision-making which are misleading or fall short in explaining actual behavior. This
applies most strongly to normative models of decision-making behavior. EU theory
dominated the world of decision making under risk until the Prospect theory, introduced
by Kahneman and Tversky (1979). EU theory assumes that all reasonable people will
obey the axioms of the theory. However, starting with Kahneman and Tversky (1979),
many researchers have proven that there are several classes of choice problems in which
preferences systematically violate the axioms of EU theory (Thaler, 1980, 1981).

This literature survey focused on the idea of rationality and explained the rationale of
Prospect Theory as an alternative model of decision-making under risk. I have
documented the literature review on twenty major cognitive biases, ranging from
anchoring and adjustment to the survivorship bias. I have found that a substantial
amount of research has been conducted so far on understanding these cognitive biases.
In contrast, there has been very little research on debiasing in decision-making.

Regarding the future direction of research in the area of decision-making, it seems clear
from the literature that a lot can be accomplished by applying Prospect theory in other
disciplines. Kahneman and Tverksy (1979) think that the theory can be applied to
choices involving other attributes, such as policy decisions. Shefrin and Statman (2000)
have used Prospect Theory to develop their behavioral portfolio theory. Barberis (2013)
is enthusiastic about the potential usefulness of the theory in macroeconomics, such as to
formulate better regulatory controls on markets.
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Chapter 3 Literature Review Part II: Benjamin Graham and
the Evolution of Value Investing

“Walter Lippman spoke of men who plant trees that other men will sit under. Ben
Graham was such a man.”
Warren Buffett (1976, p. 19)
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Introduction
My understanding is that it is not possible or even wise to trace the origin of an enduring
principle to a particular point of time in the history. I think a philosophy or a discipline
of knowledge evolves over time. Therefore, if someone is interested in the evolution of a
subject matter, he should study the discipline in making for years.

In the area of security analysis, Benjamin Graham’s contribution started with his
writings in The Magazine of Wall Street 27 in early 1920s, then his first teaching
assignment at Columbia University in 1928. His influence on the field has continued
even after his death in 1976. His published work includes several books (Security
Analysis in 1934, The Interpretation of Financial Statements in 1937, The Current
problems in Security Analysis in 1947, The Intelligent Investor in 1949, Benjamin
Graham: The Memoirs of the Dean of Wall Street in 1996) and a series of articles
published in The Magazine of Wall Street, The Analysts Journal (now Financial
Analysts Journal) and Forbes Magazine (see Klein, 2009 and Zweig & Sullivan, 2010)
including the first article28 he wrote, as a student on calculus in 1917 in The American
Mathematical Monthly. His memoir, published posthumously, further expounded upon
his philosophy and theory (Benjamin Graham: The Memoirs of the Dean of Wall Street
in 1996).

27

Richard Wyckoff, a stock market authority founded The Magazine of Wall Street in 1907, currently out
of publication
28
Graham, B. (1917a). Some Calculus Suggestions by a Student. The American Mathematical Monthly,
24(6), 265-271
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Anyone interested in tracing the history of value investing or intelligent investing should
start with these resources. Charlie Munger, the long-time partner of legendary investor,
Warren Buffett at Berkshire expressed this view in the following statement:

“I am a biography nut myself, and I think when you’re trying to teach the great
concepts that work, it helps to tie them into the lives and personal ties of the
people who developed them. I think that you learn economics better if you
make Adam Smith your friend. That sounds funny, making friends among the
eminent dead, but if you go through life making friends with the eminent dead
who had the right ideas, I think it will work better in life and work better in
education. It’s way better than just giving the basic concepts” (Munger, 1998).
Both my research and practice of value investing as a private investor have benefited
immensely from readings Ben Graham’s articles and books. This body of work is
reviewed here. This literature review also covers some articles by Benjamin Graham not
mentioned in any other sources, and therefore offers a fuller picture of this theoretical
work and its practical application. This chapter reviews the work of Ben Graham and its
influence on the development of value investing. In doing so, it does not discount the
contribution of other thinkers in this field, but emphasizes the important influence he has
had in shaping this approach to investment.

The first attempts to articulate fundamental investment principles began around 1900
(Butler, 2006, p. 27). Value investing was developed in the 1920s at Columbia Business
School by finance professors Benjamin Graham and David Dodd. In 1928, Benjamin
Graham started teaching at Columbia University, and this is when some scholars believe
he began to develop his theory of value investing (The Heilbrunn Center for Graham &
Dodd Investing, 2014 and Kwag & Lee, 2006). Calandro (2014) on the other hand,
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pinpoints its origin to 1934, when Ben Graham published his investment classic,
Security Analysis with David Dodd, which built on work he had done prior to its
publication (see Klein, 2009 and Zweig & Sullivan, 2010).

Bierig (2000) narrates the evolution of value investing in the writings, speeches, lectures
and practices of Benjamin Graham and his disciples. Klein (2009) collected all the
articles Ben Graham wrote for The Magazine of Wall Street during 1917 to 1927 and
later published in the book, Benjamin Graham on Investing: Enduring Lessons from the
Father of Value Investing. He categorizes the articles into Part I (September 1917 to
September 1918), Part II (September 1918 to January 1919), Part III (April 1919 to
December 1924) and Part IV (January 1925 to January 1927). David Darst in the
introduction of Part III of the book mentioned:

“Some of Graham’s most fundamental investment thoughts, so eloquently
and indelibly elucidated in his classic bestsellers Security Analysis and The
Intelligent Investor, first began to be reified in many of the deeply
penetrating and analytical essays that he composed over the ten-year period
from 1917 to 1927 for The Magazine of Wall Street” (p. 104).
Zweig and Sullivan (2010) documented the writings of Ben Graham on financial
analysis and the building security analysis as a new profession from 1932 to 1976 in the
book, Benjamin Graham: Building the Profession. Ben Graham was one of the pioneers
in establishing CFA Institute, and Zweig and Sullivan (2010) say that

“Through the development of Graham’s thinking from 1932 through 1976,
we can trace the evolution of financial analysis from a cottage industry to a
full-fledged profession” (p. vii).
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Calandro (2014) traces the evolution of value investing through three distinct periods:
the Founding Era: 1934 to 1973; Post-Graham Era: 1973 to 1991; and Modern Era: 1991
to Present. I have followed the same chronological sequence as Calandro (2014) except I
have included a period before Ben Graham since I believe that the thoughts of Ben
Graham must be placed in the context of the economic developments or the writing of
others working in the field that he no doubt would have encountered. The review of this
of body of literature excludes Ben Graham’s scholarly contributions in income tax law,
commodity, currency and macroeconomics (see Graham, 1937, 1943, 1944, 1947a,
1947b). Although these are important contribution by their own rights, they are not
directly relevant to the questions investigated in this thesis.

The strength and the beauty of Ben Graham’s contribution to investing is that even after
so many years, his method still works and delivers stellar performance records in a field
of knowledge where last year is considered obsolete. This has earned him the admiration
of many scholars and practitioners in the field. He is considered the Dean of Wall
Street. 29 Warren Buffett, in an article published in the Financial Analysts Journal in
1976, right after the death of Ben Graham observed that:

“In an area where much looks foolish within weeks or months after
publication, Ben’s principles have remained sound - their value often
enhanced and better understood in the wake of financial storms that
demolished flimsier intellectual structures” (Buffett, 1976, p. 19).

29

“There is only one Dean of our profession, if security analysis can be said to be a profession. The reason
that Benjamin Graham is undisputed Dean is that before him there was no profession and after him they
began to call it that” (Smith, 1972, p. 172).
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In the preface to the fourth edition of The Intelligent Investor, Buffett further stated:

“I read the first edition of this book early in 1950, when I was nineteen. I
thought then that it was by far the best book about investing ever written. I
still think it is” (p. ix).
Every once in a while Ben Graham and his approach to intelligent investing come under
sharp criticisms30 like the one in the late 1990s by Jim Cramer:

“You have to throw out all of the matrices and formulas and texts that
existed before the Web... If we used any of what Graham or Dodd teach us,
we wouldn’t have a dime under management” (Cramer, 2000).
As mentioned in Zweig (2004), Ben Graham was quoted in The New York Times on May
5, 1974: “[My books] have probably been read and disregarded by more people than any
book on finance that I know of” (p. 10).

In their preface, Zweig and Sullivan (2010) wrote:
“Every decade or so, critics have fired their peashooters at Graham, carping
that he is out of touch, obsolete, irrelevant. What the nitpickers always fail to
see is that the passage of time has the same effect on Graham as it has on
Shakespeare or Galileo or Lincoln: The unfolding years provide ever more
evidence of his importance. No one else, before or since, has surpassed
Graham’s intellectual firepower and common sense, his literary mastery, his
psychological insights, and his dedication to the dignity of security analysis
as a profession. He matters more today than ever before. Can anyone
possibly doubt that the Internet bubble and the credit crisis would have been
30

In a recent paper where we defended the view of Benjamin Graham that the rate of return should not
depend on the risk, but on the amount of intelligent effort an investor is willing and able to bring to the
investment decision making process. Here is what one of the reviewers said: “Although this view might be
correct for the financial markets in 1930s, it does not hold for the markets in 2000s. As index funds
routinely beat the great majority of actively managed funds each year, the intelligent effort does not result
in higher returns.”
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less devastating if more investors had taken Graham to heart?” (pp. vii viii).

Before Ben Graham
The idea that securities have ‘intrinsic value,’ one of the main tenets of value investing,
appeared in the financial literature close to three hundred years ago, and has long been
incorporated into investment practice (Butler, 2006). Around 1720, Daniel Defoe, an
English trader and writer, most famous for his novel Robinson Crusoe was aware of the
danger of buying securities at prices exceeding ‘intrinsic values.’ He learned this lesson
from British peoples’ bitter experience in the South Sea Bubble (Cowles, 1960). William
Fowler wrote about the importance of intrinsic value in his book, Inside Life in Wall
Street: Or How Great Fortunes Are Lost and Won (1873). Henry Clews, a prominent
banker of the late 1800s, advised investors to buy stocks below their intrinsic values in
his Twenty-Eight Years in Wall Street, published in 1888.

Prior to Benjamin Graham, the stock market was a place for gambling, insider trading
and manipulation. Even so, a number of people have contributed to the discipline of
security analysis to make to make it intelligent. Among them, two New Yorkers, Louis
Guenther and Alfred Best, did a great job to change this situation. In 1902, Guenther
released the first edition of The Financial World, which reported on and exposed
securities fraud. This forced many companies to start reporting their numbers, which
culminated in the securities law in the early 1930s (Tengler, 2003). Ben Graham faced
the same difficulties with regard to financial information for his security analyses back
in his days.
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The early 1900s saw dramatic shift in business. Industrial corporations replaced
railroads as the engines of growth. With this transformation came the need for
specialized knowledge on raising capital and analyzing the financial strengths of the
issuers. Many universities, including New York University, Wharton, and Columbia
University, provided this training. Textbooks on industrial security analysis began to
appear.

G.C. Selden, wrote the book, Psychology of the Stock Market, in 1912 based on years of
study and experience as a fellow at Columbia University. Selden (1912). He introduced
the ‘They’ theory of the market, which is equivalent to ‘Mr. Market,’ a metaphor that
Ben Graham used to refer to the psychology of market in his classic The Intelligent
Investor, published in 1949.

Roger W. Babson, an American entrepreneur and theorist used a valuation method to
determine what he termed ‘normal’ value by applying a suitable multiplier to average
earnings. His investing philosophy was fundamental-based, pretty close to today’s value
investing. He wrote the book Enduring Investments in 1921 long before Graham and
Dodd’s Security Analysis in 1934.

The same year, Clinton Collver published How to Analyze Industrial Securities and
Walter Lagerquist published Investment Analysis. In 1923, Alfred Best, estimated the
intrinsic value of some fire insurance stocks and wrote: “some stocks were being sold
above their intrinsic values, but in most cases the reverse was true: the price at which
certain stocks could be bought being far below their worth at that time” (Tengler, 2003,
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p. 15). Best’s method of estimating the intrinsic value of stock got traction among the
security analysts of the day. In 1924, Edgar Lawrence Smith published Common Stocks
as Long Term Investments, where he made a case in favor of common stocks over bonds
as long-term investment.

Ralph E. Badger published Valuation of Industrial Securities in 1925 and Carl Kraft and
Louis Starkweather published Analysis of Industrial Securities in 1930. Badger (1925)
provided valuation techniques for companies that are closely held and not listed in any
stock exchanges. He suggested investors and practitioners to compare the value denoting
factors of such securities with those of securities with a known market value.

I argue that Benjamin Graham might have been influenced by the writings of these early
writers. Many analytical themes from these volumes, as well as his emphasis on careful
analysis later helped to conceive Security Analysis.

Family tragedies and also later the Great Depression helped Ben Graham to conceive the
idea of intelligent investing. In chapter 2 of Benjamin Graham: The Memoirs of the
Dean of Wall Street, he mentioned:

“In our later Bronx days I recall being sent to our bank to cash a small check.
As I stood at the window, waiting, I heard the teller call back in not too low
a voice, “Is Dorothy Grossbaum [Ben Graham’s mother] good for five
dollars?” Fortunately, the answer was yes. But the experience must have
been vaguely humiliating, since I remember it so well” (Chatman, 1996, p.
27).
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Ben Graham published his first writing on calculus in 1917. This is the first piece of
writing he published in an academic journal (see Graham, 1917), although around the
same time he was writing for The Magazine of Wall Street. The editors of the magazine
were interested in publishing the paper, but they wanted it reviewed by some wellknown professors of mathematics. Although the reviewers recognized the value of Ben’s
contribution to calculus, they seemed unwilling to undertake a revision of the paper.

I think these early works of Ben Graham set the young, brilliant mind on a course to
come up with some philosophies later that changed the whole world of security analysis,
at least to his disciples.

I have organized the literature review into Early era (1917 to 1934), Founding era (1934
to 1976), Post-Graham era (1976 to present). The rationale behind this categorization is
the following: I grouped all the early articles/writings in the early era when Ben Graham
basically conceived the scientific approach to value investing, tested it, and refined it
until he published Security Analysis in 1934. From 1934 to his death in 1976, Graham
consistently contributed to advances in this field, hence the founding era (1934-1976).
After his death, his disciples continue to advance this field through their writings and
practices. For example, Warren Buffett formed Buffett Partnership in 1956 and later
took control of Berkshire Hathaway in 1965. Walter Schloss founded Walter Schloss &
Associates in 1958 and Irving Kahn founded Kahn Brothers Group, Inc., in 1978. Ed
Anderson, an original member of the “Graham Group” was a partner with Tweedy
Browne from 1968 until 1983. Charles Brandes started Brandes Investment Partners in
1974. All of them practiced value investing, albeit somewhat differently. But one thing
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is common for these investors: they all have stellar performance record over a long
period of time.

Early Era: 1917 to 1934
Most of Ben Graham’s early publications were in The Magazine of Wall Street. He
published his first article, Curiosities of the Bond List in its September 1, 1917 issue.
After that he became a regular contributor to the Magazine until 1927.

Beginning in September 1917 and continuing through January 1927, Ben Graham
published more than 28 articles in The Magazine of Wall Street. In the last three quarters
of 1919, he published seven articles (Graham was 25 years old), followed by four
articles in 1920, four articles in 1921, two articles in 1922, three articles in 1923, and
eight articles in 1924 (when Graham reached his 30th birthday). He wrote the last article
for The Magazine of Wall Street in January 1927 and started his teaching career at
Columbia University in the fall of 1928. That’s where he met David Dodd, his co-author
of Security Analysis.

David Darst (2009) in the introduction of the book, Benjamin Gram on Investing:
Enduring Lessons from the Father of Value Investing notes two reasons why it is
important to study the early writings of Ben Graham:

1. From these writings, investors can study the origins of a serious, thoughtful
discipline, now known as security analysis.
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2. Through these articles, investors can have a glimpse of Ben Graham’s thought
processes.

During this period, Ben Graham wrote some 39 articles in total, 36 of them in The
Magazine of Wall Street. These articles covered a wide range of topics and varied in
length. The early articles were conceived and written during challenging economic,
financial and geopolitical conditions, especially World War I. What I noticed in these
early articles, Ben Graham focused on individual securities before he moved on to cover
different industry sectors, especially railroads.

The last article Ben Graham published in The Magazine of Wall Street in 1927 was The
New Era of Discrimination in the Selection of Securities. He has also published a threepart series, Is American Business Worth More Dead Than Alive? in Forbes magazine in
1932. The first article of the series, Inflated Treasuries and Deflated Stockholders was
published on June 01, 1932, followed by Should Rich Corporations Return
Stockholders’ Cash? published on June 15, 1932. The last article of the series was
Should Rich But Losing Corporations Be Liquidated? published on July 01, 1932.

Founding Era: 1934 to 1976
Ben Graham spent most of his life building a profession that we now call security
analysts. When he began his career on Wall Street, there was very little securities
regulations or oversight. The stock market was a chaotic place with no order.
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“Wall Street in 1914 was chaotic and lawless – a netherworld where rules
were unwritten, ethics were loose, and information had to be pulled out of
companies like splinters from lions’ paws. The U.S. Federal Reserve was
barely a year old. The first ‘blue-sky’ law, enacted in Kansas to mandate
basic disclosure of a security’s risks before any public offering, had come
only in 1911. There was no Securities and Exchange Commission.
Companies published rudimentary financial statements at sporadic intervals;
often, investors could view an annual report only by going to the library of
the New York Stock Exchange” (Zweig & Sullivan, 2010, p. 2-3).
Ben Graham brought much-needed discipline to the industry through his writings (two
classics – Security Analysis and The Intelligent Investor), teaching (Lecturer in Finance
at Columbia University, New York Institute of Finance,31 and University of California at
Los Angeles) and practice (Director of Graham-Newman Corporation). Ben Graham
founded New York Society for Security Analysts (NYSSA) in 1937 and one of the
creators of the designation, Chartered Financial Analyst. He was in fact, instrumental in
establishing the Institute of Chartered Financial Analysts (now CFA Institute) in 1959.
Jason Zweig in the preface of the book – Benjamin Graham: Building A Profession
rightly observed that ‘through the development of Graham’s thinking from 1932 through
1976, we can trace the evolution of financial analysis from a cottage industry to a fullfledged profession’ (Zweig & Sullivan, 2010, p. vii).

Ben Graham started teaching at Columbia University in 1928 and noticed that investors
mostly operate by speculation and insider information. He requested for a teaching
assistant to take his class notes. The University has assigned a young faculty member,
David L. Dodd to work with Ben Graham. These class notes were later converted into
the classic book, Security Analysis. In fairness to David Dodd, Ben Graham included
31

Ben Graham taught a night class on Advanced Security Analysis in 1935 at New York Institute of
Finance, when Walter Schloss (1916-2012) was in the class.
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him as his co-author. Their investment classic, Security Analysis (1934) provided the
first reason-based investment approach. It formalizes the concept of intrinsic value, and
became the bible for investment. It was the first book that spelled out a disciplined
approach to security analysis.

Warren Buffett in the foreword of the sixth edition of Security Analysis, talked about the
importance of Ben Graham and Security Analysis in his life:

“There are four books in my overflowing library that I particularly treasure,
each of them written more than 50 years ago. All, though, would still be of
enormous value to me if I were to read them today for the first time; their
wisdom endures through their pages fade.
Two of those books are first editions of The Wealth of Nations (1776), by
Adam Smith, and The Intelligent Investor (1949), by Benjamin Graham. A
third is an original copy of the book you hold in your hands, Graham and
Dodd’s Security Analysis. I studied from Security Analysis while I was at
Columbia University in 1950 and 1951, when I had the extraordinary good
luck to have Ben Graham and Dave Dodd as teachers. Together, the book
and the men changed my life” (Buffett, 2008, p. ix).
Seth A. Klarman in the preface of Security Analysis (1934) explained how the book
illuminated modern day value investors:

“Seventy-five years after Benjamin Graham and David Dodd wrote Security
Analysis, a growing coterie of modern-day value investors remain deeply
indebted to them. Graham and David were two assiduous and unusually
insightful thinkers seeking to give order to the mostly uncharted financial
wilderness of their era. They kindled a flame that has illuminated the way for
value investors ever since. Today, Security Analysis remains an invaluable
roadmap for investors as they navigate through unpredictable, often volatile,
and sometimes treacherous financial markets” (Klarman, 2008, p. xiii).
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Ben Graham and David Dodd organized the book into seven parts to facilitate the
presentation of the subject.

The takeaways from the first part of Graham and Dodd’s book are that investment in
common stocks may be speculative; and that the concept of earnings power and intrinsic
value, although perceived as definite and ascertainable, cannot be safely accepted as a
general premise of security analysis. The authors also make a distinction between
investment and speculation.

The second part of the book deals with fixed-value investments and outlines the four
principles for the selection of the fixed-value securities: (1) a bond’s safety is not
measured by lien but by the ability of the issuer to pay; (2) bonds should be bought on a
depression basis; (3) it is unsound to sacrifice safety for a higher yield; and (4) definite
standards of safety must be applied. It also sets out the various procedures and
techniques in balance sheet and income account analysis.

In the third part of the book, Ben Graham and David Dodd discuss a number of
principles, which should be observed in purchasing senior securities with speculative
features. The numerical importance of privileged senior issues in the 1930s, and the
absence of adequate discussions on this subject in standard texts of the time have
encouraged the authors to treat this material at considerable length.

In the fourth part, Graham and Dodd attempt to address the deficiencies resulting from
that fact that the ‘... pre-war theory (is) obsolete and the new-era theory exploded...’ The
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new-era theory that the ‘… value of a common stock depends entirely upon what it will
earn in the future,’ is characterized as ‘... simply old-style speculation confined to
common stocks with a satisfactory trend of earnings.’ They also pointed out the radical
fallacy in Edgar Lawrence Smith’s book, Common Stocks as Long-Term Investments
(1924), since there is no method of establishing a logical relationship between trend and
price.

The fifth part is concerned with the analysis of income account. Examples include tricky
accounting, mistreatment of depreciation, discussion of long-term depreciation as a form
of obsolescence and analysis of price-earnings ratios.

Part six embodies a discussion of the balance sheet, and the relations between the
stockholders and management. As for book value, Graham and Dodd hold that no rules
may be laid down as to its relation to market price, but that there are a number of
significant principles brought out in the analysis of liquidating value, particularly with
reference to stocks selling below liquidating values. The idea of the stockholder as a
mere factor of production is very much opposed. Also they call for a fair dividend
policy, which will give stockholders a reasonable return on the indicated value of their
investments or not less than, say, two-thirds of average earnings.

The seventh and last part of the book includes a discussion of stock option warrants, cost
of financing and corporate pyramiding. ‘Modern financing methods are not far different
from a magician’s bag of tricks’ and among these tricks is the use of stock options as a
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part of the underwriter-promoter’s compensation. Also included is a discussion of
modern forms of pyramiding, the discrepancies between price and value, market analysis
and security analysis.

Ben Graham’s next book, with Spencer Meredith, was a small volume titled The
Interpretation of Financial Statements (1937), which consists of only three parts. Part I
is devoted largely to an explanation of the meaning of the more common items
appearing in balance sheets and profit and loss statements. Part II presents an array of
ratios for the guidance of the student or prospective investor. While several of Graham’s
examples may be dated, the text is not, and remains, as current as today’s Dow Jones
Index. Part III consists of a glossary of financial terms and phrases. Reading financial
statements can be challenging. This 115-page book makes it all that much easier to look
beyond a company’s financial statements and discover the truth.

Janet Lowe compiled ten rare lectures of Ben Graham in her book, The Rediscovered
Benjamin Graham: Selected Writings of the Wall Street Legend (1999). These lectures
are from the series entitled Current Problems in Security Analysis that Ben Graham
presented at the New York Institute of Finance from September 1946 to February 1947.
The lectures cover a pretty wide field, ranging from the subject matter of security
analysis to speculation in relation to security analysis. Through these lectures, Ben
Graham attempted to bring their textbook Security Analysis up to date, in the light of the
experience of the last six years since the 1940 revision was published.
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Later, Ben Graham came up with a non-technical edition of Security Analysis, titled The
Intelligent Investor in 1949, aimed at the general public. Compare to Security Analysis,
little attention was given to analyzing individual securities, but expanded coverage was
given to investment principles and investors’ attitudes. In the preface to the fourth
edition, Warren Buffett mentioned:

“I read the first edition of this book early in 1950, when I was nineteen. I
thought then that it was by far the best book about investing ever written. I
still think it is” (Graham, 2006, p. ix).
In his note about Benjamin Graham, Jason Zweig wrote,

“And the Intelligent Investor is the first book ever to describe, for individual
investors, the emotional framework and analytical tools that are essential to
financial success. It remains the single best book on investing ever written
for the general public” (p. xi).
Warren Buffett considers chapter 8: The Investor and Market Fluctuations and chapter
20: Margin of Safety are the two most important chapters in The Intelligent Investor. In
chapter 8, Ben Graham introduced his famous metaphor, ‘Mr. Market’ to explain the
irrationality or psychology of the market. In chapter 20, he introduced the concept of
‘Margin of Safety,’ which is now considered the building block of value investing. In
Buffett’s words:

“If you follow the behavioral and business principles that Graham advocates
– and if pay special attention to the invaluable advice in Chapters 8 and 20 –
you will not get a poor result from your investment” (p. ix).
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Besides his writings, Ben Graham played an instrumental role in establishing the
Institute of Chartered Financial Analysts (now CFA Institute). During the 1940s,
Graham envisioned for the Chartered Financial Analyst (CFA) designation for financial
analysts, which was then formally proposed and approved by the New York Society of
Security Analysts (NYSSA) as published in The Analysts Journal in 1945. His role in
establishing this organization is emphasized by Zweig and Sullivan (2010):

“He is a towering example of Ralph Waldo Emerson’s pronouncement that
‘an institution is the lengthened shadow of one man.’ The nearly 90,000
holders of the Chartered Financial Analyst designation in more than 135
countries and territories and more than 200,000 students seeking formal
membership in the profession are living testimony to the power of Graham’s
ideas and the colossal length of his shadow” (Zweig & Sullivan, 2010, p. 1).
Unfortunately, none of his books or for that matter his teaching or investment
philosophy are included or covered in the Candidate Body of Knowledge of the CFA
curriculum today.32

The conceptual and analytical value of Benjamin Graham’s writings are presented under
the title “Thematic Review of Ben Graham’s Ideas,” later in the chapter.

Post-Graham Era: 1976 to Present
Although some question what Ben Graham would do in this global business world (See
Towson, 2011), I don’t think the underpinning philosophies of Graham’s approach to
investment are irrelevant today. I would argue, rather, that Graham and Dodd’s approach

32

CFA Institute’s Candidate Body of Knowledge,
https://www.cfainstitute.org/programs/cfaprogram/courseofstudy/Pages/cbok.aspx
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to investment decision making is still current and is remarkable for having endured so
long. One of the strengths of modern value investing theory is that it can be applied to
all forms of investments, not just stocks and bonds (Calandro, 2014).

“I suspect that if Graham were looking at this chaotic sea of rising
companies, he would see a world of opportunity. My guess is that he would
mostly ignore the rampant theories of globalization and stay tethered to the
concept of value. He would examine the fundamentals of companies around
the world and build an investment methodology from the bottom up. Instead
of going big and thinking macroeconomics, I think he would have gone
small and thought of fundamentals” (Towson, 2011 p. 6).
Nothing other than some cosmetic changes took place since Ben Graham introduced
value investing in the early 1930s. In his 60s and 70s, Ben Graham wrote an account of
his life, which he called ‘Things I remember.’ Graham put as much as he could
remember about his family and business life, and of his hometown, New York. Seymour
Chatman of the University of California at Berkeley edited all these writings and
published the memoir, Benjamin Graham: The Memoirs of the Dean of Wall Street in
1996, two decades after his death.

Although he died in 1976, Ben Graham left a permanent impression on many of the
successful investors of today. Among the successful practitioners of Benjamin Graham’s
ideas are Warren Buffett, Charlie Munger, William Ruane, Charles Brandes, Jonathan
Goldfarb, Irving Kahn, Seth Klarman, Scott Black, Walter Schloss, Jean-Marie
Eveillard, Tom Knapp, Ed Anderson, Mario Gabelli, Warren Parkkonen, Stan Perlmeter,
Rick Guerin, and Jeremy Grantham. Among his prominent disciples, Warren Buffett
took investment to a new level with the support of his silent partner, Charlie Munger.
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After Ben Graham’s death in 1976, many of his disciples tried to advance Graham’s
philosophy through their practice and writings. One example was Warren Buffett, one of
his deputies and still at the helm of Berkshire Hathaway. Buffett (1984) discussed the
performance of some superinvestors of Graham-and-Doddsville.

33

Unfortunately,

academia did not take Ben Graham or value investing seriously.

“… despite the receptivity to Buffett’s speech and his obvious success as a
value investor, business schools—even Columbia—had stopped teaching
value investing. Value investing left Columbia’s curriculum with Murray’s
retirement in 1977.” (Greenwald & Johnson, 2016, p. 47)

Two families came forward to revive value investing at Columbia Business School. The
family of David Dodd, co-author of the classic, Security Analysis, “made a substantial
contribution to the Graham and Dodd Asset Management Program in 1984, with the
goal of sponsoring faculty research, hosting symposia, and providing financial aid to
incoming students” (Greenwald & Johnson, 2016, p. 47). The family of Robert
Heilbrunn established a professorship in his name in 1988. Bruce Greenwald is the
Robert Heilbrunn Professor of Finance and Asset Management and the director of
Heilbrunn Center for Graham & Dodd Investing.34

33

Warren Buffett used the term in 1984 in his article, The Superinvestors of Graham-and-Doddsville,
refers to a patriarch who follows the legacy of Benjamin Graham and David Dodd, hence the name.
34
The Heilbrunn Center for Graham & Dodd Investing http://www8.gsb.columbia.edu/valueinvesting/
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Mario Gabelli of the Gabelli Asset Management Company sponsored a series of lectures
on value investing by Roger Murray in 1993. 35 Later Mario Gabelli established The
Gabelli Center for Global Security Analysis at Fordham University, which is promoting
the teachings of Benjamin Graham and David Dodd.36 He has also established an annual
prize (the Gabelli Prize) for value investing in 2005, in cooperation with the Columbia
University Graduate School of Business. The prize is intended to honor individual
contributions, which serves the goals of refining, extending, and disseminating the
practice of value investing. In Canada, Prem Watsa of Fairfax Financial Holdings helped
established The Ben Graham Centre for Value Investing at Ivey School of Business,
Western University in 2006. George Athanassakos is the Ben Graham Chair in Value
Investing and also the director of Ben Graham Centre for Value Investing. 37 At the
University of New Brunswick, Eben Otuteye has developed value investing courses for
the undergraduate and graduate programs. The University of Toronto’s School of
Continuing Studies offers a class on value investing.38 The Rotman School of Business
has John H. Watson Chair in Value Investing, where Prof. Eric Kirzner is the chair. Prof.
Kirzner also teaches an elective class on value investing in the MBA program. The
Student Investment Advisory Service (SIAS) at Beedie School of Business of Simon
Fraser University follows a value investing mandate set by the University through a
35

The lectures were delivered at the Paley Center for Media (formerly Museum of Television and Radio)
in New York. The four part lecture series include on January 22, 1993, Value Versus Price; on January 29,
1993, Ingredients of Markets and Value; on February 5, 1993: Equity Pricing and Capitalization Rates and
on February 12, 1993: Convergence of Price and Value. Roger Murray was the Associate Dean and
Professor of Finance at Columbia Business School in 1954. He is also the co-author of the fifth edition of
Security Analysis (1988). Roger Murray died in 1998.
36
The Gabelli Center for Global Security Analysis: http://www.fordhamgabellicenter.org
37
The Ben Graham Centre for Value Investing: http://www.bengrahaminvesting.ca
38
2652 - Value-Investing Strategies & Fundamental Analysis, http://learn.utoronto.ca/interactive-coursesearch#/profile/2652 Stanford Continuing Studies also offers a similar course on value investing,
https://continuingstudies.stanford.edu/courses/professional-and-personal-development/value-investing-anintroduction/20163_BUS-123-W
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conservative investment policy.39 With a few exceptions, part of the relegation is to hire
an adjunct to teach value investing in the Continuing Studies program.

Warren Buffett respected Ben Graham as the second most influential person in his life
after his own father, Congressman Howard Buffett. Buffett always credited his master,
Ben Graham for teaching him investment. In fact, it’s largely Warren who keeps Ben
Graham’s philosophy alive. Graham’s influence was so strong on Warren Buffett and
Irving Kahn that they named their sons, Howard Graham Buffett and Thomas Graham
Kahn, respectively after him.

Appendix A chronologically lists all the works of Benjamin Graham. I will now review
some key themes which emerge from a reading of Graham’s work as it relates to value
investing.

Thematic Review of Ben Graham’s Ideas
In this thematic review, I focus on Ben Graham’s takes on different concepts in finance
and investment and how that differs from the traditional academic understandings. I
organized the summary alphabetically for the ease of reference, it has nothing to do with
the importance of order of the themes.

39

SIAS Fund manages over $16.9 million (as of Feb 28, 2017) of the university’s endowment portfolio,
funded by contributions from HSBC Bank Canada and Lohn Foundation, https://beedie.sfu.ca/sias/
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Accounting
The prerequisite for security analysis is a good grip on accounting. So after writing
Security Analysis in 1934, Ben Graham wrote two more books, The Interpretation of
Financial Statements in 1937 and The Intelligent Investor in 1949 to help investors to
understand the subject matter of security analysis.

Ben Graham was skeptical about taxation, tangible assets, inventory valuation
techniques, depreciation and earnings power in his work. For example, Graham (1918a)
examines the discrepancies arising from the company’s keeping two sets of books – one
for tax purposes and one for reporting. Graham (1918d) analyzes the various phases of
U.S. Steel40 tax situation along with other steel and equipment stocks. He also discussed
the implication of excessive and insufficient tax reserve.

Critics argue that double taxation places corporations at a disadvantage compared to
their unincorporated counterparts, influencing them to use debt financing more than
equity financing (because interest payments are tax-deductible and dividend payments
are not). This provides incentives for corporations to retain earnings rather than
distributing them to shareholders, a position Graham (1954) criticized. He recommended
two solutions to this problem: firstly, change the existing tax law to put dividend
payments on the same tax basis as interest payments and secondly, change the corporate
capital structure by restricting the amount of debt they can have on their capital
structure.
40

J. P. Morgan and Elbert H. Gary founded U.S. Steel in 1901 by combining Carnegie Steel Company,
Federal Steel Company and National Steel Company. Today it’s an integrated steel producer with major
operations in the US, Canada and Central Europe.
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In early twentieth century, not all companies chose to reveal their tangible assets.
Graham (1918c) used a company’s net earnings and wartime excess profits tax revenue
to reveal its tangible invested capital, a method he called ‘working backwards,’ which is
equivalent to today’s ‘reverse engineering.’

Later in a class at the New York Institute of Finance, Graham (1947c) emphasizes on the
importance of balance sheet since during the war period the reported earnings may be
‘affected by a number of abnormal influences, the true nature of which can be
understood only by a study of balance sheet developments’ (para. 1, Lecture number 2).
He also talked about the treatment of reserve items, which can lead to earnings being
over- or understated. The other things that can distort reported earnings are taxes or
depreciation carried over from previous years, and inventory valuation techniques. For
example, he found that some companies using LIFO (Last In, First Out) accounting
principle, write down their inventory, saving money on taxes, but reducing their
apparent earnings somewhat. Thus, the company undervalues its inventory, creating a
cushion to absorb inventory losses without a cash loss.

Graham (1947c) told his students that when they look at the earning power of a
company, it is good to look at earnings before interest and tax (EBIT). EBIT shows the
true earning power of the company, as carried forward taxes or depreciation methods et
cetera may not truly reflect the earning power. Some companies may have hidden
equity, thus it is good to look at a company on a consolidated basis rather than on the
basis of the earnings as they were reported. If a company owns parts of other companies
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and receives income from them that is not reported in their income account, their
reported earnings will be underestimated.

Bankruptcy / Special Situations
Well before embarking on security analysis, Ben Graham gave some thoughts to
bankruptcy. For example, Graham (1918b) focused on Nevada Consolidated Copper41
charge for depreciation, ore extinguishment and amortization of expenses to prove that
the company is not in as bad shape as identified by the market. He also looked at the
company’s cash generating capacity, present value of the future cash flows and
accumulation of investment capital.

Later during the period of 1939-1942, Ben Graham gave some more thoughts to special
situations. Graham (1946c) defined a special situation as ‘one in which a particular
development is counted upon to yield a satisfactory profit in the security, even though
the general market does not advance. In the narrow sense, you do not have a real special
situation unless the particular development is already under way’ (p. 96). He prefers the
narrower definition since this provides the operator in special situations ‘an entirely
different attitude toward his holdings than that of the trader, speculator or ordinary
investor’ (p. 96).

41

Nevada Consolidated Copper was founded in 1904. A series of corporate financial transactions in the
1920s and 1930s brought the company under the control of the Kennecott Copper Corporation, and
Nevada Consolidated was formally merged into Kennecott in 1942.
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Besides yield, Ben Graham also liked to consider the annual return in percent with an
allowance for risk factors to judge the attractiveness of a special situation. He even
provided a general formula to calculate annual return for special situations:

Indicated annual return =

!" – %('((% – ")
+,

where

G be the expected gain in points in the event of success
L be the expected loss in points in the event of failure
C be the expected chance of success, expressed as a percentage
Y be the expected time of holding, in years
P be the current price of the security

Since special situations lack industrial glamour, speculative dynamite, or more sober
growth prospects, Ben Graham thinks investors can often find these securities
undervalued.

Beating the Market
Institutional as well as individual money managers have been trying to beat the market
since the beginning. Only a few money managers have done so consistently year after
year. Ellis (1995) captured it properly:
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“Most institutional investment managers continue to believe, or at least say
they believe, that they can and soon will again “outperform the market.”
They won’t and they can’t” (p. 95).
The debate regarding whether active fund managers can beat passively managed indexes
has been around for quite some time.42 The general consensus is that average active fund
managers underperform their passive counterparts by the amount of fees active
managers charge.

Ben Graham back in 1963 provided an explanation why security analysts as a whole
would not be able to beat the market, a simple concept investor in general still cannot
seem to digest:

“It should be clear that if all market operations were Analyst-advised then
the average Analyst could not do better than the “outside public” because
there would be no outside public. Thus, to beat the market he would have to
beat himself - an impossible bootstrap operation. Hence the greater the
overall influence of Financial Analysts on investment and speculative
decisions the less becomes the mathematical possibility of their overall
results being better than the market’s” (Graham, 1963b, p. 66).
Later in the 70s, Graham (1974a) made it clear why he thought the idea of beating the
market will be a futile attempt:

“What will be the effect on performance of having, say, $200 billion of
institutional money in equities, plus, say 11,000 working security analysts,
all trying to beat the averages? The reader will pardon a reference here to a
couplet by Heinrich Heine’ a propos of the appointment of 45 German
professors to some commission of inquiry 150 years ago. He wrote:
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See, for example, Sharpe (1966), Jensen (1968), Fama and French (1993), Gruber (1996), Carhart
(1997), Wermers (2000), Fama and French (2010).
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Funf-und-vierzig Professoren - Vaterland, du bist verloren!
(Forty-five Professors – Fatherland you're ruined!)
If only 45 professors can present such a menace, how about 11,000
analysts?” (p. 26)
Graham provided an explanation for why institutional investors with their army of
security analysts fail to provide above average return consistently:

“The only one I can give is that the institutions and their financial analysts
have not shown any more prudence and vision than the general public; they
seem to have succumbed to the same siren songs - expressed chiefly in the
cult of ‘performance.’ They, too, have largely put aside the once vital
distinction between investment and speculation” (Graham, 1974a, p. 26).
Bond vs. Common Stock vs. Preferred Stock
It is a challenge, especially for individual investors, to decide the composition of their
portfolios, that is, how much they should be investing in bonds and how much they
should be investing in equities. The situation is not that complicated for the institutional
investors because of their superior understanding of asset allocation. On the composition
of individual investors’ portfolio, Ben Graham suggested the following in 1974:

“I think that everyone’s total portfolio should always have a minimum
component of 25 per cent in bonds, along with a complementary minimum
holding of 25 per cent in equities. The remaining half of the funds may be
divided between the two, either on a standard 50-50 basis or in accordance
with some consistent and conservative policy of increasing the bond
proportion above 50 percent when bonds appear more attractive than
equities, and vice versa when equities appear more attractive than bonds”
(Graham, 1974a, p. 27).
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Ben Graham preferred bonds over equities for the individual investor’s portfolio. For
example, Graham (1917b) considers studying bonds offers a better field than studying
stocks:

“While vagaries are to be found in both the stock and bond lists, the latter
offers the better field for study since direct comparisons are easier,
especially where two issues of the same company are selling out of line” (p.
30).
Ben Graham offered his thoughts on how to invest in bonds and equities – what are the
things investors need to consider before investing in bonds and equities. Graham (1918f)
cautioned that investors should not give up safety for high yield when they are investing
in bonds. He recommended investors invest in high-yielding but still safe bonds only
when investors do their due diligence setting aside their cognitive biases:

“Contrary to general opinion, prices do not always anticipate changed
conditions, nor even immediately reflect them. The Law of Inertia holds in
finance as everywhere else, and broad intervals often elapse before investors
accommodate their judgment to the new order of things” (p. 63).
To help bond investors, Graham (1919a) analyzed the bonds of seven companies to
ascertain these bonds’ degree of attractiveness according to the following criteria:

1. Small closed first mortgage on valuable property
2. Net current assets exceed par value of the issue
3. Minimum earnings greatly in excess of interest requirements
4. Market price of stock many times the outstanding bonds
5. Sinking fund will redeem entire issue before maturity
100

6. Conversion privilege of potential value

Among all these criteria, Ben Graham considers number four as the ‘most significant
index of the real security behind a bond issue.’ In his opinion, where the value of the
stock greatly exceeds the funded debt, there is room for a severe shrinkage in the
company’s assets and earnings before the safety of the bonds is impaired.

In another article, Graham (1922a) lays out several key principles of bond investing:

1. When investors switch from a higher-coupon bond to a lower-coupon but higher
yield bond, they should consider: (i) the price of the two securities (and thus the
cash received or given up in the swap) relative to (ii) the differential in cash
income thrown off each year by the bonds’ coupons.
2. An investor does not have to hold a bond bought at a discount until maturity in
order to realize some part of its annual advance in principal value.
3. Investors can take advantage of numerous opportunities in the market by being
attentive, flexible, and opportunistic.

In Security Analysis, Graham and Dodd (2008) identified four principles for the
selection of fixed-income securities:

I.

“Safety is measured not by specific lien or other contractual rights, but by the
ability of the issuer to meet all of its obligations.
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II.

This ability should be measured under conditions of depression rather than
prosperity.

III.

Deficient safety cannot be compensated for by an abnormally high coupon rate.

IV.

The selection of all bonds for investment should be subject to rules of exclusion
and to specific quantitative tests corresponding to those pre- scribed by statute to
govern investments of savings banks” (p. 144)

Ben Graham also offers his thoughts on investing in equities. Here is what Graham
thinks about common stock:

“The best investment is a good common stock. The stockholder, as a partner
in a sound enterprise, may expect not only an attractive return on his capital,
but an appreciation in value as the business expands and a surplus
accumulates. Many an investor has remarked to the writer, I never buy
stocks. Let the other man speculate. All my money goes into bonds”
(Graham, 1918f, p. 81).
Graham (1918f) divided investing in equities into two classes:

1. “those that represent an unquestionably stable industry and possess a long
established dividend record.
2. ‘those whose prosperity is of more recent date, but which are placed on a solid
basis through the (practical) absence of prior obligations” (p. 82)
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Graham (1924d) made a point in favor of investing in low-priced common stocks:

“To speak of investing in low-priced common stocks may seem to many like
an absurd contradiction. Nevertheless, the idea is practicable and the results
may be most satisfactory; but it is much less simple than selecting seasoned
bonds, requiring as it does a greater degree of discrimination and study” (p.
313).
Graham (1924c) discusses about the pitfalls in investing in preferred stocks. Many
investors think it’s safe to invest in preferred stock because of the security of dividend.
He asserts a fundamental principle of investing in preferred stock issues:

“Evidently there is only one scientific way to measure the margin of safety
behind a preferred dividend and that is to figure the number of times that
earnings will cover the bonds’ fixed charges and the preferreds’ dividends
combined” (p. 128).
Graham (1919b) identified a few ways to assess the value of preferred stocks, such as

1. sufficiency of the issuer’s earnings to meet dividend requirements,
2. relationship between market capitalization of the common stock and the total par
value of the preferred stock and
3. the amount of net current assets (after deducting all prior liabilities, including
bonds and notes) available to cover the total amount of the preferred issue
outstanding.
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Distribution of Profits
There is still debates about the distribution of profits – whether the company should
distribute 100 percent of the profit or a percentage of that. There are good companies
that do not pay any dividends and also there are companies that are not financially
capable of distributing any dividends, but are still paying dividends. Miller and
Modigliani (1961) in their seminal work argued that dividends are irrelevant in
determining the price of the company’s stock or the cost of capital. Investors are not
concerned at all about the company’s dividend policy since they can sell a portion of
their holdings if they want a dividend (i.e. home-made dividend).

In a number of articles, Graham (1926b, 1932, 1947c, 1953a, 1953b) examined the
dividend policy and its impact on the shareholders. For example, long before Miller and
Modigliani (1961), Graham (1947c) argued that dividend policies seriously affect the
prices of securities. The price of two very similar companies can differ substantially
based on one company’s dividend policy compared to the other. The company that pays
a higher dividend generally commands a higher price compared to a similar company
with low or no dividend.

Graham (1932) observed that despite all these earnings, many companies aren’t
returning their cash to the shareholders:

“People who own these rich American businesses are themselves poor, that
the typical stockholder is weighed down by financial problems while his
corporation wallows in cash. Treasurers are sleeping soundly these nights,
while their stockholders walk the floor in worried desperation” (para. 4).
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Graham (1947c) believes stockholders can suffer if the company fails to pay out
earnings when they are realized, nearly as much as he/she suffers from the failure to
realize earnings in the first place. Overall, the stockholder does not benefit from retained
earnings as opposed to dividends. Graham suggests that the company should distribute
to the shareholders the surplus cash they don’t need for the normal operations of
business.

Graham (1926b) examined the dividend policy (stock vs. cash) and its impact on the
shareholders. He said that the primary reason for paying stock dividends is ‘to reconcile
the two conflicting aims of a company’s management: to reward the stockholders and to
build up the business’ (p. 371). Graham (1953a) identified four reasons why cash
dividend is less desirable now than before: (1) double taxation of distributed earnings at
heavy rates; (2) continuous corporate expansion on a huge scale to support the fullemployment principle; (3) conflict between the average and controlling shareholders and
(4) cash dividend rate and dividend record are no longer an indication of the quality of a
common stock investment.

In another article, Graham (1932) makes a distinction between repurchasing shares on a
pro rata vs. repurchasing shares in the open market. In the open market, if the price paid
turns out to be too high that will not be beneficial to the shareholders. Repurchasing
shares on a pro rata basis, on the other hand, involves no conflict of interest between
investors selling their stocks and those staying in. Moreover, it ensures good judgment
and fair tactics on the part of the management.
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Graham (1953a) talked about dividend policy and explained why it’s a dilemma. For
example, if the security pays a dividend below a reasonable amount then the investors
will receive an inadequate income and therefore the stock will be selling at a lower
price. On the other hand, if the company pays an adequate dividend, which is preferable
by selling more shares, it doesn’t make any sense from income-tax point of view.
Graham thinks this dilemma can be resolved by not paying any dividends rather
retaining all the income for the purposed of expansion. “However, in the present state of
investors’ thinking on the matter of dividends, the stock-dividend solution is
unattractive” (p. 3).

With dividend policy, the problem is also how much you should pay as dividend. There
is no set standard for that; it’s rather more arbitrary. Graham (1926b) calls for a sound
dividend policy, where the current value of the stock dividend paid should be
conservatively less than the reinvested earnings.

“... although the dividend rate has become a matter of practically arbitrary
determination by the directors, yet, through its inherent importance, it has
remained of prime interest to the investor – especially the small investor.
Hence, the attractiveness of a stock issue – which means not only the market
price, but in some sense the intrinsic value as well – has been in no small
measure dependent upon the discretion, whim, or personal interest of the
directors” (p. 374).
Ben Graham warned stockholders to be vigilant about the surplus cash by carefully
studying the company’s balance sheet. Unfortunately, shareholders these days consider
asset values unimportant compared with earning power. Graham (1947c) says there are
not enough disgruntled investors. Disgruntled investors are different from troublemakers
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because disgruntled investors are stockholders with a legitimate complaint that deserves
attention:

“The trouble with stockholders, in my humble opinion, is that not enough of
them are disgruntled. And one of the great troubles with Wall Street is that it
cannot distinguish between a mere troublemaker or “strike-suitor” in
corporation affairs and a stockholder with a legitimate complaint which
deserves attention from his management and from his fellow stockholders”
(Lecture number 8, para. 3).
He also discusses the role of the Board in designing a company’s overall dividend
policy:

“this situation has all too frequently operated against the small stockholders
and in favor of the large investors; against the outsider in favor of the
insider; even against the shareholders as a body and in favor of the
management in their capacity as officials” (Graham, 1926b, p. 309).
Forecasting
Value investing is a bottom-up investment strategy (see Klarman, 1991), which does not
require any predictions or forecasting. Ben Graham, the much acknowledged father of
value investing, has never been a fan of forecasting. He reiterated the danger of
forecasting in a number of articles (see Graham, 1947c, 1963a, 1976a). For example,
Graham (1963a, 1976a) expanded on the dangers of forecasting:

“I would like to point out that the last time I made any stock market
predictions was in the year 1914, when my firm judged me qualified to write
their daily market letter, based on the fact that I had one month’s experience
in Wall Street. Since then I have given up making predictions” (Graham,
1963a, p. 7).
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“If I have noticed anything over these sixty years on Wall Street, it is that
people do not succeed in forecasting what’s going to happen to the stock
market” (Graham, 1976a, p. 310).
Ben Graham saw the role of analysts with respect to forecasting as not to determine an
exact prediction of the future, but to determine how one should act and think logically
with respect to the always-changing future. The forecast gives an idea of how a company
may perform and provides estimates to make logical decisions on the security. However,
Graham (1947c) argues that there is no single way to project future earnings, and
individual judgment will play a considerable part. Analysts will use different earnings
(accepting trends), profit margins, measures of national income, tax rates, etc. that will
lead to projecting future earnings different ways.

Graham (1963a) always maintained the following Mark Twain maxim, “History doesn’t
repeat itself, but it does rhyme.”

“You cannot say that the fact that the stock market has risen continuously (or
slightly irregularly) over a long period in the past is a guarantee that it will
continue to act in the same way in the future. As I see it, the real truth is
exactly the opposite, for the higher the stock market advances the more
reason there is to mistrust its future action if you are going to consider only
the market’s internal behavior. We all know that for many decades the
typical history of the stock market has been a succession of large rises, in
good part speculative, followed inevitably by substantial falls” (pp. 2-3).
“My recent crusade has been to persuade Wall Street that it has made a
mistake, and harmed itself, in suppressing the word “speculation” from its
vocabulary. Speculation is not bad in itself, overspeculation is” (p. 12).
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Finally, Graham (1963a) has cautioned investors about forecasting:

1. “… investors cannot have a dependable view on the market’s future action in the
next year or so …” (p. 7)
2. “… you cannot tell a priori what any group of stocks is going to do over the
future years in comparison with any other” (p. 8)
3. “… there is no indication what the investor can do better than the market
averages by making his own selections or by taking expert advice. … the reason
is that you are the general market and you can’t do better than yourselves” (p. 89)
4. “… I don’t think there is any good evidence that a recognized and publicly used
method of stock market forecasting can be relied upon to be profitable” (p. 8-9)
5. “In my nearly fifty years of experience in Wall Street I’ve found that I know less
and less about what the stock market is going to do but I know more and more
about what investors ought to do; and that’s a pretty vital change in attitude” (p.
9)

Fundamental Analysis
Value investing is finding undervalued securities using some sort of fundamental
analysis, such as low debt-to-equity ratio, high return on invested capital, gross profit
margin, and/or net profit margin. Ben Graham uses some fundamental analytical tools to
analyze a particular company. Since 1918, Ben Graham has analyzed and published
seventy-six companies ranging from retail store to sugar manufacturing companies to
railroads.
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The major takeaways from these analyses are as follows:

•

Investors should examine the balance sheets and income statements to decide if
an investment is a good one (Graham, 1918e).

•

Investors should look at undistributed profits of subsidiaries, excessive reserves
and taxes charged to operations as indicators of earnings power and the excess of
its subsidiaries’ equity market value over their balance sheet carrying values, and
excessive contingency reserves carried as liabilities as indicators to asset value
(Graham, 1918g).

•

Investors should be careful about the fact that a company’s superiority in sales
may be offset by proportionately higher levels of debt on its balance sheet or
overvaluation of its common stocks (Graham, 1920a).

•

Dividend suspension can significantly affect the stock price of a sound company
(Graham, 1920b).

•

Investors should make a note of the fact that a sound company can spiral down
‘from the height of prosperity to the depth of insolvency in a bewilderingly short
space of time’ (Graham, 1921a).

•

Plant and inventories, if expanded tremendously at the peak of cost inflation can
threaten severe losses when they were marked down to a deflated valuation
(Graham, 1921b).

•

Heavy bond interest, and sinking fixed requirements and minimum working
capital levels can put a company’s common stock dividend in jeopardy (Graham,
1921b).
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•

If investors are interested in common stock swaps between different companies,
the factors they should be considering are: financial concern; overly large
amount of shares outstanding; larger revenues, net earnings, and dividend
coverage; relative earnings and dividend superiority; the ability to earn and pay a
dividend to stockholders; and a heavy burden of unpaid cumulative dividends
(Graham, 1923a).

•

Investors should be interested in low-priced dividend-paying stocks which are
intrinsically worth their present prices and which should yield very satisfactory
results in the long run (Graham, 1924d).

•

“In analyzing a company’s showing over the war period, it is quite important that
you should do it by the balance sheet method, or at least use the balance sheet as
a check. That is to say, subtract the balance sheet value shown at the beginning
from that at the end of the period, and add back the dividends. This sum -adjusted for capital transactions -- will give you the earnings that were actually
realized by the company over the period” (Graham, 1947c, Lecture number one,
para. 41).

•

Investors should also compare one company with other companies in the industry
with similar capital structure to get an idea of their relative position and
attractiveness (Graham, 1947c).

Institution Building
In his 45 years in the investment business, Graham applied his acumen, work ethic, and
creativity to stocks, bonds, put and call options, international securities, liquidation,
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arbitrage and hedging strategies, and on occasion, proxy contests (among the most
notable being his successful campaign against Northern Pipeline). He bought a
controlling interest in GEICO (in 1948), helped found the New York Society of Security
Analysts (in 1935), and was a devout supporter of the CFA Institute.

In the middle of 1940s, the financial community was arguing about whether or not there
should be a professional rating for people dealing with securities. Graham (1945a)
argued for the creation of Chartered Financial Analyst (CFA) designation, which was
then formally proposed and approved by the New York Society of Security Analysts
(NYSSA). Eventually, Graham’s arguments prevailed, leading to the formation of the
Institute of Chartered Financial Analysts (now CFA Institute) to provide a certification
of competence in 1959. Graham (1963b) discussed about the CFA designation and the
role and responsibilities of CFA charter holders. Although Ben Graham was
instrumental in establishing CFA Institute, the CFA Institute does not currently include
any of Ben Graham’s learning or philosophies in the Candidate Body of Knowledge.

Graham pointed out the benefits of a rating system both for the industry, clients and also
for the analysts. “Analysts have to meet certain minimum requirements regarding
security analysis and maintain and abide by a set of professional code of conduct. The
analyst who qualifies for the rating will have the obvious advantages of prestige,
improved ability to get a job, and the chance for higher pay” (Graham, 1945a, p. 38).
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He also defined security analysts as ‘…one whose function it is to advise others
respecting the purchase and sale of specific securities’ (p. 38). Ben Graham excluded
stock market analysts since they ordinarily do not advise about specific securities.

Investment vs. Speculation
Graham (1958) clarified two wildly misunderstood concepts in finance and economics investment and speculation. The distinction between investment and speculation is
fundamental to the discussion of investment. Graham and Dodd (2008) define
investment “… operation is one which, upon thorough analysis, promises safety of
principal and a satisfactory return. Operations not meeting these requirements are
speculative” (p. 54).

Also Graham traced the origin of the word, speculation.

“The dictionary says that “speculate” comes from the Latin “specula” a,
look-out or watch-tower. Thus it was the speculator who looked out from his
elevated watch-tower and saw future developments coming before other
people did. But today, if the investor is shrewd or well-advised, he too must
have his watch-tower looking out on the future, or rather he mounts into a
common watch-tower where he rubs elbows with the speculator” (Graham,
1958, p. 17).
In one of his lectures to the New York Institute of Finance students, Ben Graham
explained speculation this way:

“Speculation, I imagine, is a theme almost as popular as love; but in both
cases most of the comments made are rather trite and not particularly
helpful” (Graham, 1947c, Lecturer number Ten, para. 3).
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In The Intelligent Investor, Ben Graham explained the foolishness of speculative public:

“The speculative public is incorrigible. In financial terms it cannot count
beyond 3. It will buy anything, at any price, if there seems to be some
“action” in progress. It will fall for any company identified with
“franchising,” computers, electronics, science, technology, or what have
you, when the particular fashion is raging. Our readers, sensible investors all,
are of course above such foolishness” (Graham, 2008, pp. 436-437).
Ben Graham has never been OK with speculation; a disease every investor should avoid
at all time:

“In my view the financial community has followed the wrong policy - in
both its own and the public’s interest - in trying to eliminate the idea of
speculation from our language and thinking. If common stocks and
speculation must go together - now as much as in the past, in the future as
much as now - it is essential that this fact be recognized clearly, taken fully
into account by Analysts and others, and made adequately clear to the
public” (Graham, 1963b, p. 68).
The danger with speculative operation is that a successful result cannot be predicated
merely through the process of security analysis. In Graham’s sagacious words, ‘in a
speculative market, what counts is imagination and not analysis,’ and ‘in the stock
market, facts are important, but emphasis is all important’ (Graham, 1924b, p. 283).

Speculative components of securities have grown over time. When Graham first started,
a company’s stock price was based on an established dividend, but as time went on more
and more of a stock’s price started incorporating speculative components such as
expectations, popularity, and other psychological factors which make the price change
easily.
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Often times, investors think that investing in common stock on the basis of expected
future performance is a logically consistent concept. Graham (1958) refuted this
argument by saying: “Nothing will appear more logical and natural to this audience than
the idea that a common stock should be valued and priced primarily on the basis of the
company’s expected future performance” (p. 17). He identified three paradoxes and
pitfalls to this simple statement. First of all, if investors consider the expected future
performance without taking the downside into consideration, that would be speculation
not investment. Secondly, companies with the best possible investment characteristics
will attract the speculators due to the seemingly guaranteed future. Thirdly, investors
will prefer precise formulae which are nevertheless based on highly imprecise
assumptions, to justify any value they would like to pay for the securities (hence
overvaluation).

Graham (1947c) suggested that security analysts should consider different factors
depending on if they want to buy the security on an investment basis or speculative
basis. When analyzing for investment purposes, the investor should look at what he
considers to be a central value for the stock. Speculators on the other hand, should look
at how far he is getting away from central value based on the speculative aspects of the
situation. He believes that if investor buys a stock and view it as ownership in the
company, rather than being in the security market, it will put him in a better frame of
mind, even if the market is not performing as expected. If he views an investment as
ownership in the company, it does not matter what the market does, as long as the
business continues to run.
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Margin of Safety: The Key to Value Investing
Because of the importance of the concept in investment, Ben Graham dedicated an entire
chapter to Margin of Safety43 in The Intelligent Investor.

“Confronted with a [like] challenge to distill the secret of sound investment
into three words, we venture the motto, MARGIN OF SAFETY. This is the
thread that runs through all the [preceding discussion] of investment policy –
often explicitly, sometimes in a less direct fashion. Let us try now, briefly, to
trace that idea in a connected argument.
All experienced investors recognize that the margin-of-safety concept is
essential to the choice of sound bonds and preferred stocks. For example, a
railroad should have earned its total fixed charges better than five times
(before income tax), taking a period of years, for its bonds to qualify as
investment-grade issues. This past ability to earn in excess of interest
requirements constitutes the margin of safety that is counted on to protect the
investor against loss or discomfiture in the event of some future decline in
net income.
… the function of the margin of safety is, in essence, that of rendering
unnecessary an accurate estimate of the future. If the margin is a large one,
then it is enough to assume that future earnings will not fall far below those
of the past in order for an investor to feel sufficiently protected against the
vicissitudes of time” (Graham, 2006, pp. 512-513).
The concept of a bargain is very instrumental in value investing. Graham (2006)
believes that margin of safety is important in investment, ‘to protect the investor against
loss or discomfiture in the event of some future decline in net income’ (p. 512) and ‘for
absorbing the effect of miscalculations or worse than average luck’ (p. 518). Klarman
(1991) reiterated the same that a margin of safety is needed ‘to allow for human error,

43

Chapter 20: “Margin of Safety” as the Central Concept of Investment. Margin of safety refers to
investing in a security (stocks or bonds) at a substantial discount from underlying value. Warren Buffett
uses a bridge metaphor to explain this concept: “When you build a bridge, you insist it can carry 30,000
pounds, but you only drive 10,000-pound trucks across it. And the same principle works in investing”
(Buffett, 1984, p. 14).
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bad luck, or extreme volatility in a complex, unpredictable, and rapidly changing world’
(p. 92).

Graham (2006) elaborated on the concept of margin of safety for both bond and stock
investment. He mentioned that ‘the margin of safety for bonds may be calculated,
alternatively by comparing total value of the enterprise with the amount of debt’ (p.
513). For common stock investment, his thoughts on margin of safety is ‘bought for
investment under normal conditions, the margin of safety lies in an expected earnings
power considerably above the going rate for bonds’ (p. 514).

Graham and Dodd (2008) advised investors to pay less than “intrinsic” value when they
investing in securities. Intrinsic value, as they defined in Security Analysis, is “that value
which is justified by the facts, e.g., the assets, earnings, dividends, definite prospects, as
distinct, let us say, from market quotations established by artificial manipulation or
distorted by psychological excesses” (p. 64).

Graham and Dodd (2008) advocates for investing in undervalued stocks:

“Judging from observations made over a number of years, it would seem that
investment in apparently undervalued common stocks can be carried on with
a fair degree of overall success, provided average alertness and good
judgment are used in passing on the future prospect question, and provided
also that commitments are avoided at the times when the general market is
statistically too high” (p. 691).
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Graham (2006) summarized the importance of margin of safety in investment:
“… in sum, we say that to have a true investment there must be present a
true margin of safety. And a true margin of safety is one that can be
demonstrated by figures, by persuasive reasoning, and by reference to a body
of actual experience” (p. 520).
Market Price ≠ Intrinsic Value / Market Efficiency
The necessary conditions for market price to be intrinsic value are that investors are
rational and also market is efficient. There are ongoing debates regarding rationality and
market efficiency (see Fama, 1965; Fama, 1970; Shleifer, 2000; Haugen, 2001). The
debate is if the market is efficient, investors won’t be able to find any mispriced
securities in the market since any information that may create the mispricing is already
incorporated in the price:

“in an efficient market, on the average, competition will cause the full
effects of new information on intrinsic values to be reflected
“instantaneously” in actual prices” (Fama, 1965, p 56).
Graham (1974a) discussed market efficiency, a concept introduced in the late 60s at
considerable length in this article.

“I have no particular quarrel with declaration one, though assuredly there are
times when a researcher may unearth significant information about a stock,
not generally known and reflected in the price. But I deny emphatically that
because the market has all the information it needs to establish a correct
price the prices it actually registers are in fact correct” (p. 23).
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He gave an example to strengthen his position:

“Take as my example a fine company such as Avon Products. How can it
make sense to say that its price of 140 was “correct” in 1973 and that its
price of 32 was also “correct” in 1974? Could anything have happened
outside of stock market psychology to reduce the value of that enterprise by
77 per cent or nearly six billion dollars? The market may have had all the
information it needed about Avon; what it has lacked is the right kind of
judgment in evaluating its knowledge” (Graham, 1974a, pp. 22-23).
Graham and Dodd (2008) provided the following argument why market price and
intrinsic value are not the same.

“The market is not a weighing machine, on which the value of each issue is
recorded by an exact and impersonal mechanism, in accordance with its
specific qualities. Rather should we say that the market is a voting machine,
whereon countless individuals register choices which are the product partly
of reason and partly of emotion” (p. 70).
In The Intelligent Investor, Graham (2006) reiterated the same:

“In this book we shall point out numerous examples of (past) discrepancies
between price and value. Thus it seems that any intelligent person, with a
good head for figures, should have a veritable picnic on Wall Street,
battening off other people’s foolishness” (pp. 31-32).
The criticism that we often receive is whether we have a formula to precisely calculate
intrinsic value. Again, Graham and Dodd (2008) provided the answer to this question:

“… intrinsic value is an elusive concept. In general terms it is understood to
be that value which is justified by the facts, e.g., the assets, earnings,
dividends, definite prospects, as distinct, let us say, from market quotations
established by artificial manipulation or distorted by psychological excesses.
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But it is a great mistake to imagine that intrinsic value is as definite and as
determinable as is the market price” (p. 64).
“The essential point is that security analysis does not seek to determine
exactly what is the intrinsic value of a given security. It needs only to
establish either that the value is adequate – e.g., to protect a bond or to
justify a stock purchase – or else that the value is considerably higher or
considerably lower than the market price” (p. 66).
“… Our notion of the intrinsic value may be more or less distinct, depending
on the particular case. The degree of indistinctness may be expressed by a
very hypothetical “range of approximate value,” which would grow wider as
the uncertainty of the picture increased …” (p. 67).
Ben Graham agreed with efficient market when it gets very difficult for security analysts
to find undervalued stocks:

“In the old days any well-trained security analyst could do a good
professional job of selecting undervalued issues through detailed studies; but
in the light of the enormous amount of research now being carried on, I
doubt whether in most cases such extensive efforts will generate sufficiently
superior selections to justify their cost. To that very limited extent I’m on the
side of the efficient market school of thought now generally accepted by the
professors” (Graham, 1976b, p. 22)
Graham and Dodd (2008) at the same time cautioned average investors that it will be
extremely difficult to exploit general market swings for the following three reasons:

“First, although the general pattern of the market’s behavior may be properly
anticipated, the specific buying and selling points may turn out to have been
badly chosen, and the operator may miss his opportunity at one extreme or
the other. Second, there is always a chance that the character of the market’s
behavior may change significantly, so that a scheme of operation that would
have worked well in the past will cease to be practicable. Third, the method
itself requires a considerable amount of human fortitude. It generally
involves buying and selling when the prevalent psychology favors the
opposite course, watching one’s shares go lower after purchase and higher
after sale and often staying out of the market for long periods (e.g., 1927–
1930) when most people are actively interested in stocks” (pp. 373-374).
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However, Graham (1976a) maintained that a very intelligent position when it comes to
market efficiency as evidenced from the following statement:

“… they say that the market is efficient in the sense that there is no particular
point in getting more information than people already have. That might be
true, but the idea of saying that the fact that the information is so widely
spread that the resulting prices are logical prices - that is all wrong. I don’t
see how you can say that the prices made in Wall Street are the right prices
in any intelligent definition of what right prices would be” (p. 309).
The Psychology of the Market (aka Mr. Market) / Behavioral Finance
Ben Graham, without using the lingo of Behavioral Finance (a discipline that came into
being only recently) contributed a lot to understanding the psychology of the financial
markets.

In chapter 8 (The Investors and Market Fluctuations) of his classic, The Intelligent
Investor, Ben Graham uses the ‘Mr. Market’ metaphor to explain the psychology of the
stock market:

“Imagine that in some private business you own a small share that cost you
$1,000. One of your partners, named Mr. Market, is very obliging indeed.
Every day he tells you what he thinks your interest is worth and furthermore
offers either to buy you out or to sell you an additional interest on that basis.
Sometimes his idea of value appears plausible and justified by business
developments and prospects as you know them. Often, on the other hand,
Mr. Market lets his enthusiasm or his fears run away with him, and the value
he proposes seems to you a little short of silly.
If you are a prudent investor or a sensible businessman, will you let Mr.
Market’s daily communication determine your view of the value of a $1,000
interest in the enterprise? Only in case you agree with him, or in case you
want to trade with him. You may be happy to sell out to him when he quotes
you a ridiculously high price, and equally happy to buy from him when his
price is low. But the rest of the time you will be wiser to form your own
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ideas of the value of your holdings, based on full reports from the company
about its operations and financial position.
The true investor is in that very position when he owns a listed common
stock. He can take advantage of the daily market price or leave it alone, as
dictated by his own judgment and inclination. He must take cognizance of
important price movement otherwise his judgment will have nothing to work
on. Conceivably they may give him a warning signal which he will do well
to heed—this in plain English means that he is to sell his shares because the
price has gone down, foreboding worse things to come. In our view such
signals are misleading at least as often as they are helpful. Basically, price
fluctuations have only one significant meaning for the true investor.
They provide him with an opportunity to buy wisely when prices fall
sharply and to sell wisely when they advance a great deal. At other times
he will do better if he forgets about the stock market and pays attention
to his dividend returns and to the operating results of his companies”
(Graham, 2006, pp. 204-205, emphasis added).

In his 1987 Chairman’s letter to the shareholders, Warren Buffett reiterated the misery
of Mr. Market:

“… For, sad to say, the poor fellow has incurable emotional problems. At
times he feels euphoric and can see only the favorable factors affecting the
business. When in that mood, he names a very high buy-sell price because he
fears that you will snap up his interest and rob him of imminent gains. At
other times he is depressed and can see nothing but trouble ahead for both
the business and the world. On these occasions he will name a very low
price, since he is terrified that you will unload your interest on him” (Buffett,
1987).
Investors in particular and people in general jump into the stock market when the market
is advancing year after year. In a market situation like this, some people think that they
can manage a living out of the stock market. Graham (1963a) was completely aware of
that as evidenced by the following statement:
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“I remember very well the number of people in the late 1920’s who got a
corresponding view of the stock market, gave up their jobs and plunged into
Wall Street to take advantage of its wonderful future” (pp. 3-4).
Graham (1974b) thinks that true investors will be disinterested in the day-to-day
development in the stock market except:

1. When the market offers investors to buy stocks at less than their intrinsic value;
2. When it offers him to sell at not more than one-half their former high quotation.

Security Analysis
Before Ben Graham, there was no security analysis. The stock market was a chaotic
place. He brought discipline and a scientific approach to an otherwise chaotic field. The
stock market was a place for gambling, speculation and market manipulation. Ben
Graham sought to change this environment through his two classics, Security Analysis
(1934) and The Intelligent Investor (1949) and more than a hundred of articles and
lectures.

Graham (1947c) discussed what should be the subject matter of security analysis, such
as (1) the techniques of security analysis; (2) standards of safety and common stock
valuation; and (3) the relationship of the analyst to the security market.

A man of his time, Ben Graham also offered a metaphor about the attitude of security
analysts to the market:
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“The correct attitude of the security analyst toward the stock market might
well be that of a man toward his wife. He shouldn’t pay too much attention
to what the lady says, but he can’t afford to ignore it entirely. That is pretty
much the position that most of us find ourselves vis-à-vis the stock market”
(Graham, 1947c, Lecture number one, para. 7).
Graham (1946b) thinks that ‘the temptation to draw parallels between security analysis
and medicine is almost irresistible. Both medicine and security analysis partake of the
mixed nature of an art and a science; in both the outcome is strongly influenced by
unknown and unpredictable factors’ (pp. 29-30). Ben Graham even develops a
systematic analogy between the work of the physician and that of the analyst: “The full
duty of the physician as of the analyst, should be to assist the patient-client to make the
most effective use of all his resources – in one case physical, in the other financial” (p.
30).

Graham (1952) emphasized the importance of diversification in investment, which may
vary from securities to securities. He suggests that the end product of security analysis
falls into one or all of the following four different categories:

1. Selection of safe securities (bond type)
2. Selection of undervalued securities (enough margin of safety)
3. Selection of growth securities (stocks that are likely to increase their earning
power at considerably better than the average rate)
4. Selection of near-term opportunities (stocks that have better-than-average
prospects of price advance, within the next 12 months)
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Graham (1952) concluded the article discussing the importance of security analysis:

“Security analysis has now reached the stage where it is ready for a
continuous and searching self-examination by the use of established
statistical tools. We should collect the studies and recommendations of
numerous analysts, classify them in accordance with their objectives
(perhaps in the four groups suggested in this paper), and then do our best to
evaluate their accuracy and success. The purpose of such a record would not
be to show who is a good security analyst and who is a poor one, but rather
to show what methods and approaches are sound and fruitful and which ones
fail to meet the test of experience” (p. 28).
Ben Graham specified the job description of security analysts in a number of his
writings. For example, Graham (1945b) compared the job of security analysts with that
of a credit man and lawyer. He asked analysts not to be fancy as security experts
otherwise they ‘are likely to go wrong’ (p. 232). He also separated security analysis into
two parts – financial analysts will do a considerable amount of research on a particular
security and then pass it over to an industrial analyst who will then determine the future
of that security given its financial position and record. But in practice, a financial analyst
also acts as industrial analyst.

Modern days security analysts might do well to if they just listen to Graham advices:

“An analysis is not very valuable unless you can bring it down to clear and
manageable terms. That requires, most of all, that you divert your attention
away from the things that are less important and toward the things that are
most important… With the security analyst perhaps the most valuable
faculty is to know what items to look at and study carefully, and what items
to forget about” (Graham, 1945b, p. 233).
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Another troubling issue Ben Graham shed some light on is analysts’ recommendation.
There are debates regarding the value of an analysts’ recommendation. For example,
Jegadeesh, Kim, Krische and Lee (2004) found that stocks with the most favorable
recommendations outperform the stocks with the least favorable recommendations. In a
later article, Jegadeesh and Kim (2006) evaluated the value of analysts’
recommendations in the G7 countries and noticed that except in Italy, stock prices react
significantly to recommendation revisions in all countries. Long before these studies,
Graham (1946a) published an article in the Financial Analysts Journal, where he
discussed the rightness or wrongness of analysts’ recommendations. Though the market
has changed dramatically since Ben Graham days, his approach to judging the successes
of an analyst’s recommendations remains just as valid today.

Graham (1976b) discussed some limitations of the stockbrokers, financial analysts and
investment advisers:

“… they lack adequate experience with all types of security markets and an
overall understanding of common stocks. They tend to take the market and
themselves too seriously. They spend a large part of their time trying,
valiantly and ineffectively, to do things they can’t do well – to forecast
short- or long-term changes in the economy, and in the price level of
common stocks, to select the most promising industry groups and individual
issues – generally for the near-term future” (p. 20).
Graham (1946a) thinks security analysts should develop reasonably definite and
plausible tests of the soundness of individual or group recommendations. He considered
four reasons and tested their validity that analysts use in recommending of stocks, such
as future earning power, stocks are fundamentally cheaper than the market index,
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substantial earnings increase in the future and past performance. He finds the second
reason – buying stocks when they are cheap is the only valid and standard form of
analytical argument. In conclusion, Graham suggests a way to measure analysts’
performance on individual recommendations by developing a batting average for his
work, based solely on the percentage of times he is right out of total number of
recommendations made.

Security analysts will behave more responsibly if we simply follow what Ben Graham
suggested back in 1963.

“… all printed material that analyzes and/or recommends a security (and is
distributed to the public) will have to appear over the signature and with the
responsibility of a Chartered Financial Analyst … The opposite possibility is
merely that all such prognostications will be required to bear in large type
the legend: For entertainment purposes only. Do not take seriously”
(Graham, 1963b, p. 65).
The problem with Wall Street and also with operators on the street is that nobody can be
held responsible for what they are recommending. There is a famous saying that “Wall
Street never learned anything from history and forgets everything later.” Ben Graham
also believed that Wall Street has a short memory and that some of the security analysts
are take advantage of that fact. Graham (1963b) believed that security analysts can do a
better job as portfolio advisers just

“by adhering to relatively simple principles of sound investment; e.g., a
proper balance between bonds and stocks; proper diversification; selection of
a representative list; discouragement of speculative operations not suited for
the client’s financial position or temperament - and for this he does not need
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to be a wizard in picking winners from the stock list or in foretelling market
movements” (p. 65).
He identified two major obstacles in the work of security analysts in selecting the most
promising stocks, such as fierce competition and speculation. As more people joined the
security analysis business, Ben Graham thought it would be difficult in the future to find
undervalued stocks and therefore investors might be looking for new investment
approaches to find stocks of superior quality, hence speculating.

Graham (1963a) offered some advices on how to operate in the stock market. He
believed that individual investors can make a difference if they follow ‘some sound
principles of selection which are related to the value of the securities and not to their
market price action’ (p. 9). In addition, their operation must be different than that of the
majority of security buyers. Ben Graham emphasizes a sound policy since investors can
do better with a sound policy even in a tough, uncertain environment. He also
recommended that an investor should invest in ‘20 or 30 representative and leading
companies, or else put his money in several of the well-established mutual funds’ (p.
11). As for security analysts, he asked them to determine ‘the investment and speculative
components in the current price of any given common stock, so that the intending buyer
might have some notion of the risks he is taking as well as what profit he might make’
(p. 13).

Finally, Graham (1976b) suggested a few ways that individual investors can do better:

1. Investors should behave like an investor and not as a speculator.
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2. They should have a definite selling policy for all his common stock
commitments corresponding to his buying techniques.
3. They should have a minimum percentage of their total portfolio in common
stocks and a minimum percentage in bond equivalents. Graham recommends ‘at
least 25 per cent of the total at all times in each category. A good case can be
made for a consistent 50-50 division here, with adjustments for changes in the
market level’ (pp. 21-22).

Shareholder Activism
Although shareholders’ activism goes back to some four hundred years to when the
angry shareholders of Dutch East India Company lobbied for expanded rights and
accused directors of self-dealing (de Jongh, 2011), Ben Graham was the first activist on
Wall Street. In 1927, he pressured Northern Pipe Line Company to distribute its excess
cash to shareholders. When the company refused, he ran a proxy fight to put himself on
the board of directors. He wrote to the Rockefeller Foundation on June 28, 1927 asking
them to consider its attitude towards its fellow shareholders. 44 He also bought a
controlling interest in GEICO in 1948.

In chapter 19 of The Intelligent Investor, Graham (2006) wrote, “Ever since 1934 we
have argued in our writings for a more intelligent and energetic attitude by stockholders
toward their managements” (p. 487). Regarding the interests of minority shareholders
and the role of directors, Graham (1924f) observed:
44

Gramm (2016) has reproduced the letter that Ben Graham wrote to John D. Rockefeller, Jr., Raymond
D. Fosdick and Frederick Strauss of the Rockefeller Foundation, which was the largest shareholder of
Northern Pipe Line, a former subsidiary of Standard Oil.
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“But it does signify that age-old rules of equity are still in force – that though
minorities may have no power, they still have rights; and that though
directors may represent single interests, they still have obligations towards
every stockholder” (p. 354).
Even before writing his classic, Security Analysis in 1934, Graham had shared his views
regarding the rights of shareholders in some articles he wrote in the Forbes magazine.
For example, Graham (1932c) questioned the silence or inactivity of the shareholders
regarding the company affairs: “If you owned a grocery store that was doing badly, you
wouldn’t leave it to the paid manager to decide whether to keep it going or to shut up
shop” (para. 8). He maintains that management has a duty to protect their stockholders
against avoidable depreciation in market value – as far as is reasonably in their power –
equal to the duty to protect them against avoidable losses of earnings or assets.

Often times, we heard the argument that the Board of directors or the senior
management has nothing to do with the company’s stock price decline, rather they
should be focusing on the fundamentals of the business. Graham (1932c) opposed this
argument, and said that a Board of directors has a responsibility to take constructive
actions in case of the company stock declines:

1. “They should make every effort to maintain a dividend at least commensurate
with the minimum real value of the stock.” (para. 13)
2. “They should not hesitate to direct the stockholders’ attention to the existence of
minimum liquidating values in excess of the market price.” (para. 13)
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3. “Wherever possible, they should aid the stockholders by returning to them
surplus cash capital through retirement of shares pro rata at a fair price.” (para.
13)
4. “They should study carefully the company’s situation and outlook, to make sure
that the realizable value of the shares is not likely to suffer a substantial
shrinkage.” (para. 14)

Valuation
Long before writing Security Analysis, Ben Graham tried to understand what determines
the value of an investment. For example, Graham (1917c) evaluated the certificates of
Great Northern Ore45 based on its 1914 and 1916 operations and provides an opinion on
present market price. Graham (1919b) thinks ‘the real value of any investment depends
primarily upon its assets value and earning power. The former is relatively less
important in the case of preferred stocks than in that of bonds.’ Graham (1921d) argued
that ‘earnings power must always be the chief criterion of stock values – exceeding in
importance asset backing, financial condition, and even dividend return.’

With two exceptions (railroads and steel companies), Graham (1926a) reiterated the
principle that ‘prosperous enterprises sell for more than their assets, and unsuccessful
ones sell for less.’ He emphasized on the importance of earnings power in determining
the value of a stock:
45

Great Northern Iron Ore Properties (NYSE: GNI) is a conventional nonvoting trust. The Trust owns
interests in fee, both mineral and non-mineral lands, on the Mesabi Iron Range in northeastern Minnesota.
Many of these properties are leased to steel and mining companies that mine the mineral lands for taconite
iron ore. (Source: Google Finance,
https://www.google.com/finance?q=NYSE%3AGNI&ei=niemV4jWGoGrmAGEvYWQCw)
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“All experienced investors know that earning power exerts a far more potent
influence over stock prices than does property value. The worth of a business
is measured not by what has been put into it, but what can be taken out of it”
(p. 362).
Since value investors buy undervalued securities, and that may often lead them to buy
‘value traps.’46 Graham (1923b) distinguishes between two types of low-priced stocks:
“artificial” type (undervalued perhaps because of a large number of shares outstanding);
and “genuine” type (undervalued stocks in relation to the company’s total revenues and
assets). He thinks that the genuinely low-priced stocks are a result of poor earnings and
narrow profit margins, heavy debt obligations, or both. These stocks tend ‘to yield a
most pronounced response to favorable developments,’ such as improving sales or
expanding profit margins.

Every time the market hits a record high, investors start worrying that they will not find
any bargains anymore. Graham (1924d) argues that when stock prices are trading at
elevated levels, still it’s possible for investors to hunt bargain stocks:

“… disregarding the question of immediate fluctuations (which of course
may be upward as well as downward), the small investor may still be able to
acquire an assortment of low-priced dividend-paying stocks which are
intrinsically worth their present prices and should yield very satisfactory
results in the long run” (p. 300).

46

Stocks that appear to be cheap but may be big letdown for investors. These companies; fundamentals or
the traditional valuation measures may mislead investors to invest in those companies (see Penman &
Reggiani, 2014).
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Benjamin Graham has provided three formulas for intrinsic value calculation: the
Graham Number; the Enterprising price calculation; and the net current asset value
(NCAV).

Ben Graham considered both earnings per share (EPS) and book value per share (BVPS)
to measure a stock’s fundamental value. Graham number is the maximum of the price of
a stock that a defensive investor should pay. Anything below this number is considered
undervalued. The formula is as follows:

Graham number = (22.5 x EPS x BVPS)1/2

Graham (1974b) provides a simplified formula for common stock valuation:

Value = Current normal earnings times the sum of 81⁄2 plus 2G, where G is the growth
rate.
Since this valuation formula doesn’t allow for changes in the basic rate of interest,
Graham later refined this formula to:

Value = Earnings times the sum of 371⁄2 plus 8.8 G, divided by the AAA rate.

Regarding the effectiveness of these formulas, Graham claimed:

“A technique of this sort would have worked fine, according to my studies,
up to and including the post-1970 market recovery. Under more recent
conditions it would merely have added a price-decline criterion to the
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determination of buy points based on the valuation approach” (Graham,
1974b, p. 290).
Graham first discussed net current asset value (NCAV) in the 1934 edition of Security
Analysis, where they defined NCAV as: current assets alone, minus all liabilities and
claims ahead of the issue. Current assets consist primarily of cash and cash equivalents,
receivables, and inventories. It excludes both intangible and fixed assets. Ben Graham
suggested investors to invest in companies where the stock prices are no more than 67
percent of their NCAV per share.

Besides these three techniques, Ben Graham uses several other valuation formulas to
calculate the intrinsic value of a security. For example, Graham (1957) proposes two
approaches of common stock valuation. The first approach is to establish a comparative
value in 1957 for each of the 30 stocks in the DJIA, related to a base valuation of 400
and 500, respectively, for the composite or group based on profitability, growth, stability
and dividend pay-out. The second approach starts with the market price and calculates
the rate of future growth expected by the market. From that figure, Graham derives the
earnings expected for the future period and then the multiplier for such future earnings
implicit in the current market price.

Graham (1963a) talked about his simple valuation technique, known as the Graham’s
formula. ‘It was derived from the Central Value average earnings of the 30 stocks in the
Dow Jones Industrial Average for ten years past, capitalized at twice the interest rate on
high grade bonds’ (p. 4).
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Graham (1974a) discussed about selecting individual common stocks and efficient
market hypothesis. For selecting individual common stocks, Graham used both
price/earnings ratio (P/E) and book value per share (BVPS).

P/E Approach
Graham listed the stocks included in NYSE into three classes:

Group I: Growth issues selling at more than 20 times their last 12 months’ earnings.
Group II: Relatively unpopular stocks selling for less than seven times recent earnings i.e., at 15 percent earnings yield or better.
Group III: P/E between seven and twenty.
Graham thinks the undervalued stocks may be more suitable for pension fund and longterm investment as opposed to short-term, speculative investment.

Book Value Approach
Graham prefers the old-school criteria of equity investment, that is, ‘the value of the
company as a private enterprise to a private owner, irrespective of market quotations for
the shares.’

“This is the idea of buying selected common stocks - those meeting
additional criteria of financial strength, etc. - obtainable at two-thirds or less
of book value, and holding them for sale at their net asset value - to show a
non-spectacular but quite satisfactory 50 per cent profit” (Graham, 1974a, p.
22).
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Although Graham seems concerned about the future performance this simple approach,
he reassures the effectiveness of this approach:

“We cannot predict with assurance how this apparently too simple
investment program will work out in the future. But I can say that my studies
covering the period 1961 to 1974 show the presence of sufficient
opportunities of this kind in most years, and also excellent overall results
from the assumed operations” (Graham, 1974a, p. 22).
Graham (1974b) talked about the approaches he followed in managing the GrahamNewman fund.

“… purchase of shares at less than their working capital value. That gave
such good results for us over a forty-year period of decision-making that we
eventually renounced all other common-stock choices based on the usual
valuation procedures, and concentrated on these sub-asset stocks” (p. 292).
Since Ben Graham didn’t provide one universal formula for calculating the intrinsic
value of any stocks. He has been criticized for changing his valuation formulas over the
years, Jason Zweig responded to this criticism:

“Of course they are! They are the ones he used to replace the formulas in the
1965 edition, which replaced the formulas in the 1954 edition, which, in
turn, replaced the ones from the 1949 edition, which were used to augment
the original formulas that he presented in Security Analysis in 1934” (Zweig,
2004, pp. 10-11, italic in the original).
Value Investing / Intelligent Investing
Regarding the title of his second classic, The Intelligent Investor, he wrote:
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“The word ‘intelligent’ in our title will be used throughout the book in its
common and dictionary sense as meaning “endowed with the capacity for
knowledge and understanding.” It will not be taken to mean “smart” or
“shrewd,” or gifted with unusual foresight or insight. Actually the
intelligence here presupposed is a trait more of the character than the brain.
(Graham, 1949, p. 4)
Ben Graham never used the term ‘value investing,’ although he used the phrase ‘the
value approach to stock investment’ (Graham, 2006, p. 204 and Graham, 1974b, p. 300).
Rather, he defined investment in order to separate it from speculation: “An investment
operation is one which, upon thorough analysis, promises safety of principal and a
satisfactory return. Operations not meeting these requirements are speculative” (Graham
& Dodd, 2008, p. 54).

Graham (1947c) emphasizes on security analysis to obtain specific insurance against
adverse developments by trying to buy securities that are not only not too high but also,
on the basis of analysis, appear to be too low. Looking for undervalued securities with a
sufficient margin of safety is the basic tenet of value investing. He provided his thoughts
on intelligent investing, a way for investors to use logic and reasoning to find bargain
opportunities.

Graham (1924a) emphasizes on the importance of intelligent investing:

“Nor is he the typical Wall Street speculator, buying and selling quotations
only, to whom the property behind the price means little or nothing. Well
within either extreme, there is a shrewd, intelligent class who recognize that
wisely chosen, strongly entrenched dividend-paying common stocks prove
on the whole the most profitable purchases, considering both income and
principal value. For in the last analysis they are the real investments in the
prosperity of the United States” (p. 271).
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Graham (1924e) provided a list of securities where investors can find bargain 47
opportunities and he also describes some of the factors, which render a security a
bargain.

“Although these shares have yielded such handsome profits, at no time could
they have been characterized as bargains, for the essence of a bargain is the
price. But in the purchase of these issues the price has played a very minor
role. They are to be bought at one time and sold at another time; not cheap at
one price and dear at another price” (p. 339).
Graham (1924e) concedes that ‘buying bargains is undoubtedly a safe and satisfactory
way to make money in the market; but it is by no means the only way – and it may not
be the best way.’ He suggested the following for the investors want to hunt bargain
issues:

“The bargain-hunter keeps his nose to the grindstone of established facts. He
analyzes recent balance-sheets and past income accounts. His idea of the
future is obtained chiefly by averaging the past. He holds aloof from the hue
and cry of the market; popularity means little to him for he generally buys
the unpopular. He is a plodder – unimaginative and perhaps shortsighted; but
he averages an excellent return on his capital and sleeps well at night” (p.
340).
Some hold that if you believe in market efficiency. You also believe that there will be no
bargain opportunities, since the information that may create the mispricing has already
been incorporated in the price of the security. Graham (1924e) opposed this idea, and
gave an explanation for why bargain securities will still exist:
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Graham (1924e) defines bargain as “… something, which can be bought well below its ascertained
value. The conception of bargain involves essentially a comparison of the current price with a definite
value - i.e. one not chiefly speculative or anticipatory” (p. 339).
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“Bargain opportunities are rarely, if ever, undisputable and obvious. We
cannot expect to find issues, which are exceptionally attractive from every
point of view, including their price. Most bargains exist both because and in
spite of some unfavorable feature, which upon analysis is found to be (a)
imaginary; or (b) over emphasized; or (c) important, but far outweighed by
elements of strength” (p. 340).
He suggested investors to look for bargains in the following securities:

1. Sound bonds or preferred stocks with an adequate yield and conversion or
participation privileges
2. Bargain securities due to neglect or erroneous analysis
3. Common stocks where the improving values are not reflected in the stock price
yet
4. Common stocks that never paid a dividend or in case of preferred stocks,
dividend is in arrears for years
5. Companies facing excessive competition or unfavorable development
6. Companies not making the most of their opportunities

Graham (1974b) even raised a few questions regarding value approach, an investment
approach he advocated throughout his life. He thinks that using value approach,

“… a dependable range of valuation can be established for a common stock
by analytical techniques; that often this range differs substantially from the
current price; and that such differences offer rewarding opportunities for
investment operations. The phrase “rewarding opportunities” implies that the
stock market itself will vindicate the value-based operation, after an interval
that averages not too long for human patience - say, three years or less” (p.
286).
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Graham (1974b) answered a question that we face on a regular basis as well: what if
everyone became value investors. Would the advantage of being a value investor
disappear? This is unlikely to happen. After all these years, value investors are still a
minority in the investment community. Even if everyone adopts the value investing
approach, value investors should not be worried, since the average market return will be
up. This is because some investors will move up, and that will raise the average as well.
Here is what Graham had to say on the subject:

“I can assert that the influx of analysts into the undervalued sphere in the
past has never been so great as to cut down its profit possibilities through
that kind of overcultivation and overcompetition. (The value-analyst was
more likely to suffer from loneliness.) True, bargain issues have repeatedly
become scarce in bull markets, but that was not because all the analysts
became value-conscious, but because of the general upswing in prices” (p.
296).
Graham (1974b) concluded with a rallying cry:

“If you believe - as I have always believed - that the value approach is
inherently sound, workable, and profitable, then devote yourself to that
principle. Stick to it, and don’t be led astray by Wall Street’s fashions, its
illusions, and its constant chase after the fast dollar. Let me emphasize that it
does not take a genius or even a superior talent to be successful as a value
analyst. What it needs is, first, reasonable good intelligence; second, sound
principles of operation; third, and most important, firmness of character.
But whatever path you follow as financial analysts, hold on to your moral
and intellectual integrity. Wall Street in the past decade fell far short of its
once praiseworthy ethical standards, to the great detriment of the public it
serves and of the financial community itself” (pp. 300-301).
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Volatility/Beta ≠ Risk
In Modern Portfolio Theory (MPT), volatility as measured by standard deviation is the
total risk of an asset. The rationale is that if you invest in an asset with high variance, the
chances that you may end up selling at a lower price are higher than for someone who
buys an asset with little or no volatility. The value investor’s definition of risk may not
fit in a fancy theory, but risk is defined in a simple common sense fashion as the
possibility of permanent impairment of capital.

Value investors are aware that different assets have different volatilities. Volatility of the
asset is only part of the asset’s identity. For example, Treasury bills have a level of
volatility that is part of their identity. Similarly, common stocks have a level of volatility
that is part of their identity. The way you handle volatility is first through diversification
and second by selecting the level of volatility that is meaningful relative to your planned
holding period. Thus, it does not make sense to put funds that you need a year from now
into stocks. The value investor’s way of handling risk is to avoid risk that is known and
take care of residual uncertainty with a margin of safety. Volatility is not a surprise, so it
does not make sense for an investor to suffer loss from an attribute that is known in
advance. Volatility is neutral; it is just part of what the asset is. But you can turn it into
risk if you mishandle it.

In the context of volatility, I will address beta specifically. Beta is not a meaningful
measurement of risk. To the extent that I can create different portfolios with equal beta
but different probabilities of losing money, beta cannot be a viable representation of risk.
As an example, on August 18, 2016, Apple Inc. (NASDAQ: AAPL) has a beta of 1.12,
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when its run-of-the-mill competitor, Key Tronic Corporation (NASDAQ: KTCC) has a
beta of 1.04. Beta purists will consider these two companies equally risky when the
latter company has a higher risk in terms of cash flows; it has had negative free cash
flows for each of the past four years.48

Ben Graham has never been a fan of beta. Surprisingly he did not say much about it. I
wonder whether it’s because of his distaste for the subject matter or his perception that it
was unimportant. Nonetheless, he offered the following:

“[Beta] is a more or less useful measure of past price fluctuations of
common stocks. What bothers me is that authorities now equate the Beta
idea with the concept of “risk.” Price variability yes; risk no. Real
investment risk is measured not by the percent that a stock may decline in
price in relation to the general market in a given period, but by the danger of
a loss of quality and earning power through economic changes or
deterioration in management” (Graham, 1974b, pp. 296-297).
Warren Buffett, noted the following with respect to beta in his 1993 letter to Berkshire
shareholders:
“In assessing risk, a beta purist will disdain examining what a company
produces, what its competitors are doing, or how much borrowed money the
business employs. He may even prefer not to know the company’s name.
What he treasures is the price history of its stock. In contrast, we’ll happily
forgo knowing the price history and instead will seek whatever information
will further our understanding of the company's business. After we buy a
stock, consequently, we would not be disturbed if markets closed for a year
or two. We don’t need a daily quote on our 100% position in See’s or H. H.
Brown to validate our well-being. Why, then, should we need a quote on our
7% interest in Coke?
In our opinion, the real risk that an investor must assess is whether his
aggregate after-tax receipts from an investment (including those he receives
48

Over time, I have collected a number of these examples where two companies have equal betas but
different financial statements. See Table 6.1 in chapter 6.
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on sale) will, over his prospective holding period, give him at least as much
purchasing power as he had to begin with, plus a modest rate of interest on
that initial stake” (Buffett, 1993, para. 68).
In the same vein, Seth Klarman states:

“I find it preposterous that a single number reflecting past price fluctuations
could be thought to completely describe the risk in a security. Beta views
risk solely from the perspective of market prices, failing to take into
consideration specific business fundamentals or economic developments”
(Klarman, 1991, p. 113).
Academics (Markowitz, 1952; Tobin, 1958; Sharpe, 1964; Lintner, 1965; and Merton,
1973) have traditionally associated risk with the variance and beta of a portfolio and the
relationship between the excess return of a security and its beta is linear, although
Markowitz (2008) shows this interpretation to be incorrect because two securities may
have identical covariance structures with other securities, yet each will have different
excess returns. He mentioned, “... if the parameters of the CAPM are generated in a
natural way, then securities with the same risk structure almost surely will have different
expected returns” (p. 91). Markowitz still considers the market portfolio as an efficient
portfolio, and that there is a linear relationship between expected returns of each security
and its regression against the market. However, he suggests not to interpret this
relationship as compensation for systematic risk.

However, a body of research has emerged to challenge this concept. For example,
despite lower betas, value stocks (usually defined as having low P/E and low P/B ratios)
have higher historical return than growth stocks (Graham, 2006; Basu, 1977; Buffett,
1984; Oppenheimer, 1984; Rosenberg, Reid & Lanstein, 1985; and Ibbotson & Riepe,
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1997), which is in contradiction to the axiom that risk and return are positively
correlated.

Although in the world of finance, risk and return are positively correlated, psychologists
using affect heuristics consider the opposite—i.e., that risk and return are inversely
correlated in people’s mind. Fischhoff, Slovic, Lichtenstein, Read and Combs (1978);
Slovic, Kraus, Lappe and Major (1991); Alhakami and Slovic (1994); McDaniels,
Axelord, Cavanagh and Slovic (1997); and Slovic and Peters (2006) reported that, for
many hazards, the greater the perceived benefits, the lower the perceived risk, and vice
versa.

Fischhoff, Slovic, Lichtenstein, Read and Combs (1978) were the first to document that
mean perceived risk and mean perceived benefit are inversely related. They found a
number of activities that participants rated as very low benefit but very high risk (e.g.,
alcoholic beverages, handguns, motorcycles, smoking) and a number of activities
viewed as having great benefit but relatively low risk (e.g., prescription antibiotics,
railroads, vaccinations). Surveying a representative sample of Canadian adults, Slovic,
Kraus, Lappe and Major (1991) confirmed the same results—the correlation between the
mean of risk and mean of benefit is –0.23. Later, Alhakami and Slovic (1994) also found
that judgments of risk and judgments of benefits are inversely related; that is, activities
or technologies that are judged high in risk tend to be judged low in benefit, and vice
versa.
“... whereas risk and benefit tend to be positively correlated across hazardous
activities in the world (i.e., high-risk activities tend to have greater benefits
than low-risk activities), they are negatively correlated in people’s minds and
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judgments (i.e., high risk is associated with low benefit, and vice versa)”
(Slovic & Peters, 2006, p. 323).
Finucane, Alhakami, Slovic and Johnson (2000) propose that this inverse relationship
occurs because people rely on affect when judging risk and benefits of specific hazards.
The negative correlations found in previous studies suggest that people fail to consider
the dimensions of risk and benefit separately. These negative correlations may be a
manifestation of the halo effect (which occurs when we judge anything in terms of
general attitudes toward that thing) or cognitive consistency (which occurs when we
operate under a strong need for consistency among our beliefs).

Buffett writes in his postscript of The Intelligent Investor:

“Sometimes risk and reward are correlated in a positive fashion... the exact
opposite is true in value investing. If you buy a dollar for 60 cents, it is
riskier than if you buy a dollar for 40 cents, but the expectation for reward is
greater in the latter case” (Graham, 2006, p. 546).
One perception that even those who classify themselves today as behavioral finance
scholars don’t seem to be able to shake from their traditional past is this idea that risk
and return should be positively related. Thus in order to expect higher returns one needs
to take higher risk. Benjamin Graham was unequivocal in stating that he had a different
view:

“It has been an old and sound principle that those who cannot afford to take
risks should be content with a relatively low return on their invested funds.
From this there has developed the general notion that the rate of return which
the investor should aim for its more or less proportionate to the degree of
risk he is ready to run. Our view is different. The rate of return sought
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should be dependent, rather, on the amount of intelligent effort the investor
is willing and able to bring to bear on his task. The minimum return goes to
our passive investor, who wants both safety and freedom from concern. The
maximum return would be realized by the alert and enterprising investor
who exercises maximum intelligence and skill” (Graham, 2006, p. 88,
emphasis added).
Thus, according to Ben Graham, expected return depends not on the risk you are willing
to take (the volatility you are willing to expose yourself to) but rather on the degree of
intelligence, skill, and effort applied in the investment decision making. In particular,
expected return is a function of

a. the quality of business operation (profitability);
b. the financial health (both short-term and long-term);
c. the quality of management; and
d. the margin of safety at the time of purchase

In Security Analysis, referring to fixed-value investments, Ben Graham mentioned that
there is no mathematical relationship between yield and risk:

“Security prices and yields are not determined by any exact mathematical
calculation of the expected risk, but they defend rather upon the popularity
of the issue. This popularity reflects in a general way the investors’ view as
to the risk involved, but it also influenced largely by other factors, such as
the degree of familiarity of the public with the company and the issue
(seasoning) and the ease with which the bond can be sold (marketability)”
(Graham and Dodd, 2008, p. 164, italic in the original)
Klarman, in the preface to the sixth edition of Security Analysis by Graham and Dodd
(2008), stated:
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“… by insisting that higher expected return comes only with greater risk,
MPT effectively repudiates the entire value-investing philosophy and its
long-term record of risk-adjusted investment out-performance. Value
investors have no time for these theories and generally ignore them” (p.
xxxi).
Value investors are generally conservative and leverage is anathema to them. I don’t
think they are taking risk in order to get more return. Rather it’s the other way around –
they are trying to avoid risk by carefully examining the fundamentals of the business and
the price they are paying for the stock. If it is not risk, then may be it is because of
market inefficiency or their conservativeness, patience, conviction and discipline that are
contributing to their stellar performance.

Howard Marks in his memo to Oaktree Capital clients weighs in at investment risk:

“In my opinion, especially in good times, far too many people can be
overheard saying, “Riskier investments provide higher returns. If you want
to make more money, the answer is to take more risk.” But riskier
investments absolutely cannot be counted on to deliver higher returns. Why
not? It’s simple: if riskier investments reliably produced higher returns,
they wouldn’t be riskier!” (Marks, 2006, p. 2, emphasis added)
As far back as 1949 when the first edition of The Intelligent Investor was published, Ben
Graham made it clear that volatility is not risk and, in fact, that it creates confusion and
does not lead to clear thinking about common stock investment:

“If a group of well-selected common-stock investments shows a satisfactory
overall return, as measured through a fair number of years, then this group
investment has proved to be “safe.” During that period its market value is
bound to fluctuate, and as likely as not it will sell for a while under the
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buyer’s cost. If that fact makes the investment “risky,” it would then have to
be called both risky and safe at the same time. This confusion may be
avoided if we apply the concept of risk solely to a loss of value which
either is realized through actual sale, or is caused by a significant
deterioration in the company’s position—or, more frequently perhaps,
is the result of the payment of an excessive price in relation to the
intrinsic worth of the security” (Graham, 2006, p. 122, emphasis added).
Since the 1990s, a long debate has been going on as to whether beta is dead or alive.49
The main argument provided by the “beta is dead” school is that beta fails to explain the
behavior of security returns. Fama and French (2004) found almost no relationship
between returns and beta when they examined all the listed securities on the NYSE,
AMEX and NASDAQ between 1929 and 2003.

It appears only the lead advocates of the model have a legitimate right to dump the
model. For years, even though a lot of evidence has piled as to its ineffectiveness,
nobody dared declare a formal death of beta until Fama and French said so. As
Frankfurter (1993) put it:

“What is unique is that modern finance today resembles a Meso-American
religion, one in which the high priest not only sacrifices the followers, but
even the church itself. The field has been so indoctrinated and dogmatized
that only those who promoted the leading model from the start are allowed to
destroy it” (p. 8).50

49

One school of thought led by Fama and French, 1992, 1996a, 1996b; Roll and Ross, 1996 demonstrates
that beta is dead or at least fatally ill as opposed to the other school of thought led by Kothari, Shanken
and Sloan, 1995 and Kandel and Stambaugh, 1995, Hsia, Fuller and Chen, 2000 that beta is still alive if
annual return data and generalized least squares regression are used rather than monthly or daily return
data and ordinary least squares method.
50
Fama and MacBeth (1973) confirmed a positive relationship between past returns and beta, which
supported CAPM.
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To the value investor, maybe the dictionary definition51 is more meaningful than the
academic one (i.e., beta as a measure of risk). For instance, Buffett writes in Berkshire
Hathaway’s 1993 letter to shareholders:

“We define risk, using dictionary terms, as the possibility of loss or injury.
Academics, however, like to define investment ‘risk’ differently, averring
that it is the relative volatility of a stock or portfolio of stocks—that is, their
volatility as compared to that of a large universe of stocks. Employing
databases and statistical skills, these academics compute with precision the
‘beta’ of a stock—its relative volatility in the past—and then build arcane
investment and capital-allocation theories around this calculation. In their
hunger for a single statistic to measure risk, however, they forget a
fundamental principle: It is better to be approximately right than precisely
wrong” (Buffett, 1993, para. 64-65).
In a more recent article in Fortune, Warren Buffett asserts:

“The riskiness of an investment is not measured by beta (a Wall Street term
encompassing volatility and often used in measuring risk) but rather by the
probability—the reasoned probability—of that investment causing its owner
a loss of purchasing power over his contemplated holding period. Assets can
fluctuate greatly in price and not be risky as long as they are reasonably
certain to deliver increased purchasing power over their holding period.
And as we will see, a non-fluctuating asset can be laden with risk”
(Buffett, 2012, para. 2, emphasis added).
Another important aspect of risk in value investing is that the same asset may have
varying degrees of risk depending on how the investor handles it. For example, the
common stock of a good business that is financially sound has no risk if you hold it as
part of a diversified portfolio for ten years or more, whereas if your holding period is
one year, then that very stock becomes a risky asset in your hands. Or the same common

51

Oxford dictionary defines risk as a situation involving exposure to danger (noun); expose (someone or
something valued) to danger, harm, or loss (verb).
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stock bought at $50 when the intrinsic value is $100 is of little risk, whereas if you buy it
at $110, then it is a high-risk asset.

Wall Street Mentality
Value investors, the ardent followers of Ben Graham never follow the Wall Street herd
mentality. Rather, they follow a disciplined, contrarian approach to avoid it. Value
investors will deliberately refuse to go with the Wall Street lemming crowd, chasing
after the investing style of the moment or the ‘get rich quick’ mentality. Graham (1960)
explained a law about human nature, which holds that investors “without experience or
superior abilities may make a lot of money fast in the stock market, but they cannot keep
what they made, and most of them will end up as net losers” (p. 40).

Ben Graham, a man who was called the ‘Dean of Wall Street’ was critical of the role of
Wall Street throughout his whole life. “I insist that more damage has been done to stock
values and to the future of equities from inside Wall Street than from outside Wall
Street” (Graham, 1974a, p. 30).

More than 70 years ago, Ben Graham rightly portrayed the behavior of analysts on Wall
Street, which arguably has not changed at all since then:

“There is a tendency on the part of Wall Street people to pay excessive
attention to the most recent figures and the present financial picture. They
rarely give much time and thought to a long-term historical analysis of the
corporation under study. There are many advantages in such a long-term
analysis, which I think are insufficiently appreciated by the typical security
analyst” (Graham, 1945b, p. 232).
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I hear the argument on a regular basis that the things have changed now. We are not
living in Ben Graham’s days or ‘this time it is different.’ Regarding the statement that
‘this time it is different’ or market has matured a lot over the years, Graham offered the
following:

“The more it changes the more it’s the same thing. I have always thought
this motto applied to the stock market better than anything else. Now the
really important part of this proverb is the phrase, “the more it changes”
(Graham, 1960, p. 40).
Ben Graham spent his entire life thinking about the machinations of Wall Street. One
area where he was the most critical is that Wall Street was always reluctant to separate
investors from speculators, which Graham (1963a) said ‘has caused a great deal of
trouble in the past and will cause a great deal of trouble in the future’ (p. 2).

“My basic conclusion is that investors as well as speculators must be
prepared in their thinking and in their policy for wide price movements in
either direction. They should not be taken in by soothing statements that a
real investor doesn’t have to worry about the fluctuations of the stock
market” (p. 6).
Regarding Wall Street, Graham says:

“They used to say about the Bourbons that they forgot nothing and they
learned nothing, and [what] I’ll say about the Wall Street people, typically, is
that they learn nothing, and they forget everything. I have no confidence
whatever in the future behavior of the Wall Street people. I think this
business of greed - the excessive hopes and fears and so on - will be with us
as long as there will be people. ... I am very cynical about Wall Street”
(Graham, 1976a, pp. 312-313).
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Graham (1976b) has a highly unfavorable, even a cynical view regarding stock market.

“The stock market resembles a huge laundry in which institutions take in
large blocks of each other’s washing – nowadays to the tune of 30 million
shares a day – without true rhyme or reason. But technologically it is
remarkably well-organized” (p. 20).
However, Graham maintained two requirements for success in Wall Street: (1) you have
to think correctly; and (2) you have to think independently.

Conclusion
If I were asked to choose three major contributions made by Ben Graham to our
discipline, I would say one is the distinction between investment and speculation – when
you invest think and behave like an owner; volatility or market fluctuation is not risk
rather your friend and, finally, the concept of margin-of-safety. However, as outlined in
this chapter, Ben Graham’s contribution to the scholarship and paradigm of investment
is very diverse and profound.

Jason Zweig in his presentation on Graham and his work at CFA Institute’s conference
on equity research and valuation in Philadelphia in 2003 explained why Ben Graham
should be famous:

“… one of the things that Graham should be famous for is that he was a
great American tinkerer. In the same tradition as Edison and the Wright
Brothers, Graham was constantly experimenting and retesting his
assumptions and seeking out what works—not what worked yesterday but
what works today” (Zweig, 2004, p. 10).
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“… perhaps he should be famous for being one of the most brilliant men
who ever lived. And he shone not with just one kind of brilliance but with at
least five kinds: intelligence brilliance, financial brilliance, prophetic
brilliance, psychological brilliance, and explanatory brilliance” (Zweig,
2004, p. 11).
I would like to conclude the chapter with an excerpt from an article by Warren Buffett,
published in The Financial Analysts Journal in 1976, right after the death of Ben
Graham:

“… over 40 years after publication of the book that brought structure and
logic to a disorderly and confused activity, it is difficult to think of possible
candidates for even the runner-up position in the field of security analysis. In
an area where much looks foolish within weeks or months after publication,
Ben’s principles have remained sound - their value often enhanced and better
understood in the wake of financial storms that demolished flimsier
intellectual structures. His counsel of soundness brought unfailing rewards to
his followers - even to those with natural abilities inferior to more gifted
practitioners who stumbled while following counsels of brilliance or
fashion” (Buffett, 1976, p. 19).
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Chapter 4 Theoretical Framework: Why Value Investing
Works

“If value investing worked every day and every month and every year, of course, it
would get arbitraged away, but it doesn’t. It works over time, and it’s quite irregular. But
it does still work like clockwork; your clock has to be really slow.”
Joel Greenblatt (2013)

160

Investment vs. Speculation
There are debates regarding the definition of investment and speculation. “Since there is
no single definition of investment in general acceptance, authorities have the right to
define it pretty much as they please. Many of them deny that there is any useful or
dependable difference between the concepts of investment and of speculation. We think
this skepticism is unnecessary and harmful” (Graham, 2006, p. 519). As stated in
Chapter 3, Benjamin Graham emphasized the need to distinguish investment from
speculation:

“It is injurious because it lends encouragement to the innate leaning of many
people toward the excitement and hazards of stock-market speculation. We
suggest that the margin-of-safety concept may be used to advantage as the
touchstone to distinguish an investment operation from a speculative one”
(Graham, 2006, p. 519).
In fact, in standard textbooks and also in finance literature, academics use investment
and gambling synonymously (see von Neumann & Morgenstern, 1947). In standard
financial economics literature, investment is defined as foregoing current consumption
in order to create the opportunity for a higher amount of consumption in the future.
While this definition is conceptually correct, it is not operational. In Chapter 6, I present
two textbook definitions of investment and question the use of Treasury securities as
proxy for risk-free investment vehicles.
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Benjamin Graham and David Dodd provided the operational definition of investment
back in 1934. This investment approach has come to be known as value investing.52
According to Graham and Dodd (2008):

“An investment operation is one which, upon thorough analysis, promises
safety of principal and a satisfactory return. Operations not meeting these
requirements are speculative” (p. 106).
There are three key phrases in this definition – thorough analysis, promises safety of
principal, and satisfactory return – that require further attention. Ben Graham elaborated
on these terms. For example, by thorough analysis he meant “the study of the facts in the
light of established standards of safety and value”; safety of principal refers to the
“protection against loss under all normal or reasonably likely conditions or variations,”
and a satisfactory return is “a wider expression than adequate income, since it allows for
capital appreciation or profit as well as current interest or dividend yield” (Graham &
Dodd, 2008, pp. 106-107). Both the assurance of safety of principal and expectation of
satisfactory rate of return hinge on the concept of margin of safety, which is the central
concept of value investing.

This definition serves a dual purpose. It not only defines investment; it also defines
speculation. Whereas definitions are typically given in a sentence, this definition of
investment is in two sentences, highlighting not only what it is but also what it is not. In
the process, it deliberately puts speculation (which unfortunately gets confused with
investment quite often) under the spotlight. This is in line with what Benjamin Graham
52

Benjamin Graham himself (Graham, 2006) referred to it as “the value approach to stock investment” (p.
204).
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had stated explicitly - that a fundamental requirement for an investor and his or her
advisors is to be sure “particularly as to whether they have a clear concept of the
differences between investment and speculation...” (Graham, 2006, p. 10) and “between
market price and underlying value” which I discussed in Chapter 3.

Value Investing
I believe ‘value investing’ is a commonly misused terminology in investment. Almost
anybody who is involved in investment at any level has the impression that they know or
understand what value investing is. Often times that creates confusion among investors.
A lot of investors, investment managers, investment management companies, academics,
and financial journalists mistakenly believe (or maybe even pretend) that they know
what value investing is. In some cases, some investors may claim that they are value
investors when they are basically applying a dip strategy – buying what is down as
opposed to what is cheap. The reason behind this state of affairs is not clear. My
conjecture is that they are doing it either because value investing has been around for so
long, or because of its historical stellar performance record or may be because of its
attachment to successful investors like Warren Buffett, or to get a wider acceptance in
the investment community by saying that ‘we are also value’ (we don’t want to miss out
on that or isolate us from a group of investors). In my experience it is only when you
engage them in an in-depth discussion and you pay attention to their investment
approach, that you will notice that they are not following the Graham-Buffett value
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investing principles. At best, they may be following the academic version or some other
derivative version of value investing or just providing lip service to value investing.53

Klarman (1991) thinks that “value investing is one of the most overused and
inconsistently applied terms in the investment business. A broad range of strategies
make use of value investing as a pseudonym. Many have little or nothing to do with the
philosophy of investing originally espoused by Graham” (p. 102).

Warren Buffett talked about this in his 1992 letter to Berkshire shareholders:

“… we think the very term “value investing” is redundant. What is
“investing” if it is not the act of seeking value at least sufficient to justify the
amount paid? Consciously paying more for a stock than its calculated value
– in the hope that it can soon be sold for a still-higher price – should be
labeled speculation (which is neither illegal, immoral nor – in our view –
financially fattening).
Whether appropriate or not, the term “value investing” is widely used.
Typically, it connotes the purchase of stocks having attributes such as a low
ratio of price to book value, a low price-earnings ratio, or a high dividend
yield. Unfortunately, such characteristics, even if they appear in
combination, are far from determinative as to whether an investor is indeed
buying something for what it is worth and is therefore truly operating on the
principle of obtaining value in his investments. Correspondingly, opposite
characteristics – a high ratio of price to book value, a high price-earnings
ratio, and a low dividend yield – are in no way inconsistent with a “value”
purchase…” (Buffett, 1992, para. 57-58)
In response to a shareholder’s question in 2015 annual Berkshire shareholders meeting,
Charlie Munger said “value investing will never go out of style. Who the hell doesn’t

53

For example, in 2014, we attended a conference at a major value investing research centre, where there
was a lot of discussion on beta as a measure of risk, which I believe, would have made Ben Graham
cringe.
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want value when they’re buying things? Why do we want it everywhere but in stocks?”
(Otuteye & Siddiquee, 2016, p. 60).

The key characteristic of value investing is margin of safety, the gap between the market
price of the asset and the asset’s intrinsic value. The other key characteristic of value
investing is that security analysis should be carried out from an overall business
ownership perspective. In other words, the investor should approach investment in
common stock the same way they would carry out their analysis if they were interested
in buying the entire business. Warren Buffett in “An Owner’s Manual”, a document that
he distributed to Berkshire shareholders in 1996 mentioned:

“Charlie and I hope that you do not think of yourself as merely owning a
piece of paper whose price wiggles around daily and that is a candidate for
sale when some economic or political event makes you nervous. We hope
you instead visualize yourself as a part owner of a business that you expect
to stay with indefinitely, much as you might if you owned a farm or
apartment house in partnership with members of your family” (para. 4).
Graham (2006) iterated the same in The Intelligent Investor:

“Investment is most intelligent when it is most businesslike. It is amazing to
see how many capable businessmen try to operate in Wall Street with
complete disregard of all the sound principles through which they have
gained success in their own undertakings. Yet every corporate security may
best be viewed, in the first instance, as an ownership interest in, or a claim
against, a specific business enterprise” (p. 523).
Klarman (1991) identified three central elements of value investing: “First, value
investing is a bottom-up strategy entailing the identification of specific undervalued
investment opportunities. Second, value investing is absolute-performance-, not relative
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performance oriented. Finally, value investing is a risk-averse approach; attention is paid
as much to what can go wrong (risk) as to what can go right (return)” (p. 105). These
characteristics set the scene for the value investors. Imagine if value investing is a topdown approach, then investors have to make accurate predictions about so many things,
which I believe is futile on the part of investors. Value investors succeed because they
follow the teachings of Benjamin Graham. Value investing works because of all these
characteristics.

Tenets of Value Investing
The basic tenets of value investing are that:
i.

there is a clear distinction between investment, speculation, and gambling;

ii.

common stock investment should always be viewed as owning part of a real
operating business;

iii.

an investment portfolio must comprise a selection of good quality companies
based on rigorous analysis of profitability and financial stability of the
companies;

iv.

one should buy stocks of companies only when they are trading below a
reasonably estimated intrinsic value (the gap between the price and intrinsic
value being the margin of safety54);

v.

risk is determined by the quality of operation of the business and also especially
by the price you pay for the stock relative to its intrinsic value;

54

Margin of safety = (Intrinsic value – Price)/Intrinsic value; Ben Graham in chapter 20 of The Intelligent
Investor, said the secret of sound investment can be distilled into these three words, “MARGIN OF
SAFETY” (Graham, 2006, p. 512, caps in the original).
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vi.

investor psychology plays a significant role in determining the returns to the
investor; for an investor to be successful, he/she must keep their emotions under
control and not be disturbed by short-term market volatilities nor influenced by
the behavior of the crowd.

Ben Graham also has a view at the aggregate level of the structure and characteristic of
financial markets in that context, namely, that:

a. at any point in time the stock price is the sum of the fundamental value and
psychological factors, that is,
P0 = V0 + S0 ;
where
P0 = Stock price,
V0 = Intrinsic Value (based on fundamentals), and
S0 = Psychological factors;
b. Psychological factors are erratic (but not like random errors that cancel out) and
immeasurable and sometimes can be a large part of what is observed as the
market price; therefore,
c. Stock price seldom equals intrinsic value and, hence, stocks are frequently either
overvalued or undervalued.

In the next section, I review the literature on why value premium (the observation that
portfolios formed on the basis of value criteria tend to outperform other portfolios)
exists, starting with the traditional explanations and later provided some behavioral
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explanations of that. Traditional explanations have been around for quite some time now
(see Fama & French, 1992). My contribution in this chapter would be to bring the
behavioral side of the explanations. In Chapter 2, I discussed about some of the
cognitive biases that I believe are a hindrance to the practice of value investing. Based
on these cognitive biases, I then argued that we can glean or in some cases even
definitely deduce from the methods and practices of value investors that, even without
consciously articulating it, they have built-in systems for curbing the negative impact of
cognitive biases on their investment decisions.

Value: Academic Approach vs. Graham-Buffett Approach
Although both Fama-French and Graham-Buffett’s approach share the word “value,”
they are vastly and fundamentally different. Fama and French (1992) define value stock
as a stock with high book-to-market ratios. True value investors will define value solely
from the perspective of Benjamin Graham, not from a mere ratio (P/E) or a group of
ratios (P/E, P/B or P/CF). Value investors may use of some these ratios for screening
purposes.

Academic value (aka Fama-French value) is a misnomer. Fama-French approach
provides an explanation for the persistent disparity of return across large numbers of
stocks (see Fama & French, 1992), while Graham-Buffett approach helps investors to
find true value opportunities with ample margin of safety.
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To Fama-French, value is determined strictly by a database screen that sorts based on
some ratios. To a value investor, value is a function of margin of safety, which can be
established only by measuring market price against a range of intrinsic values,
constructed through a conservative estimation of future cash flows.

Ben Graham’s approach involves examination of financial statements to find out the
intrinsic value (i.e. absolute value) and then the margin of safety before investing in a
stock. On the other hand, Fama-French approach involves buying stocks that are cheaper
than others (i.e. relative value).

While Graham-Buffett value approach remains the same (see Graham & Dodd, 1934;
Graham, 1949), Fama-French factor approach keeps adding factors in explaining the
persistent disparity among a large set of stocks. They started with three factors, such as
SMB (Small Minus Big), HML (High Minus Low) and Rm - Rf (the excess return on the
market)55. Later they added two more factors, such as Robust Minus Weak (RMW) and
CMA (Conservative Minus Aggressive)56.

In contrast to Fama-French’s factor approach, Graham-Buffett value approach helps
investors to identify fundamentally strong businesses (i.e. businesses with sustainable
competitive advantage aka wide moat) and to estimate an approximate range of intrinsic
values that will ensure sufficient margin of safety.

55
56

See Fama and French (1993) for a discussion of the factor returns.
See Fama and French (2015) for a discussion of the additional two factors.
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Value Premium: Evidence and Explanation
Value premium refers to the higher risk-adjusted return of value stocks over growth
stocks. I organized the discussion on value premium on the basis of the definition of
value provided by Fama and French (1992) and the definition of investment provided by
Graham (1949).

There is empirical evidence that value stocks outperform growth stocks consistently over
a long period of time (see Fama & French, 1992; Fama & French, 1998; and Chan &
Lakonishok, 2004). Fama and French (1992) identified a value premium in the U.S.
stock market for the period of 1963-1989. They later extended the study back to 1926
and noticed a value premium in the average return of the earlier period (Davis, Fama &
French, 2000).

The existence of value premium is not confined to the U.S. market. Fama and French
(1998) confirmed that value premium exists in the twelve major EAFE markets (Europe,
Australia, and the Far East). Chan and Lakonishok (2004) summarized the various
explanations of the superior performance of value over growth stocks, and provide some
new results on the profitability of value strategies based on an updated (incorporating
data through 2001) and expanded sample (included developed markets outside the
United States). Using a short sample period (10 years), Capaul, Rowley, and Sharpe
(1993) confirmed that the value premium is pervasive in international stock returns.
Chan, Hamao, and Lakonishok (1991) documented a strong value premium in Japan.
Using four valuation ratios (i.e. P/E, price to cash flow, P/B and Dividend yield),
Bauman, Conover and Miller (1998) found that value stocks generally outperformed
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growth stocks both on total-return and risk-adjusted basis in 21 countries for a 10-year
period. Chen and Zhang (1998) documented that value stocks offer reliably higher
returns in the U.S., Japan, Hong Kong and Malaysia, but not in the high-growth markets
of Taiwan and Thailand. Capaul et al. (1993) analyzed value (defined as low price/book
ratios) and growth (defined as high price/book ratios) for six countries over the period
from January 1981 through June 1992 and confirmed that value stocks outperformed
growth stocks on average in each country during the period studied, both absolutely and
after adjustment for risk.

To our knowledge, only three studies (Athanassakos, 2009, 2011; Otuteye & Siddiquee,
2013) have been conducted so far to test the existence and pervasiveness of value
premium in the Canadian market. Athanassakos (2009) documented a consistently
strong value premium using Canadian data from 1985-2005, which persisted in both bull
and bear markets, as well as in recessions and recoveries. Otuteye and Siddiquee (2013)
analyzed the S&P/TSX 60 group of companies using a value investing heuristic and
notices that ‘value’ portfolio outperformed the market portfolio and other portfolios.

There is some empirical evidence that value investing (an investment approach solely
based on the learning of Ben Graham as opposed to low P/E, P/B or P/CF ratios)
outperforms other investing styles over a long period of time (see Graham, 1976;
Buffett, 1984; Oppenheimer, 1984). For example, Graham (1976) showed in a 51-year
performance study (1925-1975) that the value approach consistently resulted in a 15 per
cent or better per annum return, which is twice the record of the DJIA for that period.
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Buffett (1984) tracked the performance of nine successful investment funds,57 that were
managed using value investing principles learned either directly or indirectly from
Benjamin Graham. Out of these funds, seven investment partnerships demonstrated
long-term returns with a double-digit lead over the market average. Even the pension
funds, expected to have more conservative portfolio mix, showed 5 per cent to 8 per cent
return above the market. Oppenheimer (1984) selected stocks listed on NYSE and
AMEX from 1974 to 1981 using Graham’s criteria and reported that an investor who
had used Graham’s criteria would have achieved a mean annual return of 38 per cent
against the CRSP Index of NYSE-AMEX securities return of 14 per cent. In an update,
Oppenheimer (1986) noticed that the mean return from net current asset stocks (a stock
selection approach developed by Benjamin Graham in the 1930s) for the 13-year period
was 29.4% per year versus 11.5% per year for the NYSE-AMEX Index. Ibbotson and
Riepe (1997) documented the performance of various value and growth indexes, such as
Wilshire, Frank Russell, S&P/BARRA, and Barclays Global Investors and found that
regardless of capitalization, every value index provided higher returns with less
volatility than their growth counterparts. Dhatt, Kim, and Mukherji (1999) confirmed
that value stocks during 1979-1997 outperformed growth stocks by 5.28 to 8.40
percentage points a year and had lower standard deviations and lower coefficients of
variation than growth stock. Kwag and Lee (2006) show that investors, on average,
always benefit from value investing regardless of economic conditions (both expansion
and contraction periods), but benefit more when they pursue a value investing strategy
during a period of economic contraction. Montier (2009) reported that “the value
57

WJS Limited Partners; TBK Limited Partners; Buffett Partnership Ltd.; Sequoia Fund Inc.; Charles
Munger Ltd.; Pacific Partners Ltd.; Perlmeter Investments Ltd.; Washington Post Master Trust; and FMC
Pension Fund.
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portfolio has earned around 13% p.a. in recessions, and about 22% p.a. in expansions.
The growth portfolio has earned 5% p.a. in recessions, and 17% p.a. in expansions, so
value has outperformed growth by over 7.5% p.a. in expansions, and by nearly 10% p.a.
in recessions” (p. 62).

Although academia is in agreement that value stocks outperform growth stocks
irrespective of the definition of value, much less consensus exists about the underlying
reasons behind this superior performance. For example, Fama and French (1992, 1996)
reported that higher returns of value stocks relate to their higher levels of risk because
these stocks are more prone to financial distress. Chen and Zhang (1998) concluded that
value stocks are riskier because they are usually firms under distress, have high financial
leverage, and face substantial uncertainty in future earnings. Rozeff and Zaman (1998)
also characterize growth stocks as less risky and value stocks as riskier.

I think the risk based explanation of value premium is established on the idea that
anything that outperforms over the long term must be a risk premium, because they
believe risk and return are positively correlated. But we have now empirical evidence to
show that risk and return aren’t closely correlated (Fischhoff, Slovic, Lichtenstein, Read
& Combs, 1978; Slovic, Kraus, Lappe & Major, 1991; Alhakami & Slovic, 1994;
McDaniels, Axelord, Cavanagh & Slovic, 1997; and Slovic & Peters, 2006).

On the other hand, Grinblatt and Titman (2001) maintain that “growth opportunities are
usually the source of high betas, ... because growth options tend to be most valuable in
good times and have implicit leverage, which tends to increase beta, they contain a great
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deal of systematic risk” (p. 392). Gomes, Kogan, and Zhang (2003) consider that growth
stocks are always riskier than value stocks since they are ‘leveraged’ on existing assets.
Chan, Karceski, and Lakonishok (2000) argued that the high prices of growth stocks
does not reflect their fundamentals; rather, they reflect investors’ rosy expectations of
future growth and of the companies’ ability to sustain growth. Athanassakos (2009)
showed that value portfolios have lower betas than the growth portfolios, regardless of
whether sorting is based on P/E or P/BV.

However, these explanations of value premium are in contradiction to some other studies
like Lakonishok, Shleifer and Vishny (1994) and Ibbotson and Reipe (1997). For
example, Lakonishok et al. (1994) suggested that investors’ cognitive biases and agency
costs of professional investment management were the reasons for the superior
performance of value portfolios. La Porta, Lakonishok, Shleifer and Vishny (1997)
report that the superior return of value stocks is due to the expectational errors made by
investors. Chan and Lakonishok (2004) documented that the market betas of both the
value and glamour portfolios are very close to each other, so systematic risk is not an
obvious suspect for explaining the value premium. Chan et al. (2000) examined the
relative performance of value and growth stocks in the late 1990s and concluded that
only a behavioral thesis can explain the recent relative stock price performance of the
equity asset classes, not the rational-asset-pricing hypothesis or the new-paradigm thesis.

The higher risk explanation of value premium may be plausible if “value” is narrowly
defined as low P/E or other similar price ratios, such as low P/B or low price to cash
flow ratios (see Fama and French, 1998). However, I do not think this is a valid
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explanation for the value premium since stocks with poor performance in terms of
earnings, cash flow or sales growth will not fulfill the criteria used by true value
investors and thus would not normally be among the stocks that value investors will
select for their portfolios. Value investors do not select stocks solely on the basis of low
P/E or other price ratio. In fact, such an approach to investment will be regarded as
antithesis to value investing because it does not meet Benjamin Graham’s requirement
of “thorough analysis.” A true value investor may buy a stock that is momentarily
experiencing a downturn in earnings but not one with a persistent past history of poor
earnings.

Value Investing and Behavioral Finance
In the last decade, value investors did poorly (SPDR S&P 500 Value ETF, SPYV lags
behind its growth rival, SPDR S&P 500 Growth ETF, SPYG by around 3.4 percent),
illustrating the frustration of investors who have invested in these undervalued stocks.
Some investors certainly left the value wagon and tried something that is working at the
moment. Money manager Jean-Marie Eveillard in an interview with Jason Zweig in
2013 aptly mentioned that: “After one bad year investors were upset. After two they
were mad, and after three they were gone” (Zweig, 2013, para. 6).

My understanding is that value investing works because it does not work all the time. If
value investing was working all the time, investors would embrace it, and the edge for
being a value investor will be gone.
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Shahan (1986) analyzed the investment records of the seven managers presented by
Buffett (1984) and noticed that although they all outperformed the S&P 500 over a long
period of time, none of the managers outperformed in every year. “Six of the seven
managers underperformed the S&P 500 between 28.3% and 42.1% of the years covered.
Often, the periods of underperformance lasted for several years in a row. In the case of
Ruane, Cunniff’s Sequoia Fund which has produced a total return of 12,500% versus
4,900% for the S&P 500 from inception through 1999, it experienced declines of 39% in
the 1973-74 period, and 30% in 1979-1980” (Browne, 2000, p. 5).

Euclidean Technologies (2015) in its Q3 2015 letter ‘showed very clearly that value
investing does not outperform all of the time. In fact, there have been six periods since
World War II when growth outperformed value on a trailing five-year compounded
basis.’ In another study, Alberg and Seckler (2014) reported that “… over the period
January 1973 to June of 2014, the value approach achieved a compound annualized
return of 17.2% while the SP500’s total return (price change plus dividends) did 10.3%.
… an investor using this value strategy would have had to endure 14-years (1988
through 2001) where he would not have received much feedback that he was on the right
path” (para. 3). Graham (1960) noticed that market could be down for a quite long time.
He gave two examples – ‘it took 25 years for the market to reach again the high level of
1929, or that D-J Average sold at the same high point in 1919 as it did in 1942 – 23
years later’ (p. 36).

Berkshire Hathaway Inc. (NYSE: BRK.A and BRK.B), a company manage by legendary
investors, Warren Buffett and Charlie Munger underperformed the S&P 500 Index in 16
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years (if you compare the annual percentage change in per-share market value of
Berkshire with that of S&P 500 with dividend included) and in 11 years (if you consider
the annual percentage change in per-share book value of Berkshire with that of S&P 500
with dividend included) in the last 51 years (1965-2015). However, it should be noted
here that the compounded annual gain of Berkshire for the entire period (1965-2016) is
19.0% (based on book value) and 20.8% (based on market value) compare to the market,
which is only 9.7% (S&P 500 dividend included) (Buffett, 2016). I don’t think many
investors will have the conviction and patience to stay put for that long in order to see
value investing works. The observations that value investing does better over time but
does not do better consistently go hand in hand. Occasional underperformance along
with short-term market volatility (that’s because investors prefer certainty over
uncertainty) can make value strategies difficult to stick with.

The Giant Timber bamboo (Binomial nomenclature: Bambusa oldhamii) can serve as a
metaphor why value investing works. When planted this type of bamboo, not much of
growth really happens in the first few growing seasons. You may water it every day, but
nothing will happen in the first three years. Then in the fourth year, it will grow 90 feet
in six weeks. Value investing also works the same way. For example, Walter Schloss,
one of the Superinvestors of Graham-and-Doddsville as identified by Buffett (1984)
outsmarted the market over a 47-year period. What many investors don’t know is that he
underperformed the market for a 10-year period (from 1989-1998, the S&P index
crushed Schloss).
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“Adhering to value investment principles in periods such as 1998, 1999, and
the first quarter of 2000 required a tremendous amount of conviction. You
are derided for not adapting to a changing world, for failing to understand
“new paradigms.” How many times did we hear that the old methods of
valuation were not relevant to the “new economy?” We were told that “hits,”
not profits, were what was important in valuing Internet companies”
(Browne, 2000, p. 7).
Just for reflection here - can we think about ourselves or some investors who would
realistically follow the same strategy that underperform for a period of 10 years? What
will happen to the fund manager who has underperformed the market for 10 straight
years? In this section, I will try to address these concerns using some explanations from
behavioral finance.

Value investing and behavioral finance are joined at the hip. One of the reasons why
value investing worked for so long is because of the behavioral components it entails. If
investors believe in market efficiency and then they will immediately revise the security
price, which may diverge from the intrinsic value of the security. These divergences can
widen due to cognitive biases and can last over long period of time. Montier (2009) in
his book, Value Investing: Tools and Techniques for Intelligent Investment discussed
several behavioral stumbling blocks to value investing: “loss aversion, present bias,
herding, availability and overconfidence are just a few of the hurdles that must be
overcome to exploit value opportunities” (p. 129).

In Chapter 2, I have discussed some of these cognitive biases in order to understand why
value investing works. What I understand from the cognitive bias literature that the
major obstacle to practicing value investing is loss aversion (the tendency for people to
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strongly prefer avoiding losses to acquiring gains, because losses loom larger than the
corresponding gains, see Kahneman & Tversky, 1979). Kahneman and Tversky (1979)
in their seminal work on decision making under uncertainty, report that people
underweight outcomes that are merely probable in comparison with outcomes that are
obtained with certainty, which contributes to risk aversion in choices involving sure
gains and to risk seeking in choices involving sure losses. Likewise, investors are also
looking for a strategy that will work all the time. But that type of strategy should not
exist and is not possible to exist since the nature of investment is highly probabilistic,
uncertainty is the key to investing. Montier (2009) reported that in three years of every
10 years, investors would see a negative return, and this will prevent investors to stick to
an approach that works, when the secret to stellar performance is to follow an approach
dispassionately (see Otuteye & Siddiquee, 2015a).

Value investors buy undervalued securities or buy in a downward market situation. Due
to some cognitive biases investors cannot take full advantage of undervalued stocks or a
downward market. For example, due to availability heuristic (see Tversky & Kahneman,
1973), investors in general will find it very difficult to invest in a downward market.
Nobody wants to buy undervalued, basket case stocks. The so-called growth stocks
become salient and available, which will subsequently block investors considering value
stocks. Following a market crash (think of the dotcom crisis in 2000 or the sub-prime
mortgage crisis of 2007-2008), investors will overweight the likelihood of the
occurrence of similar crashes in the future since the experience is so vivid and fresh in
their memory and therefore stay away from the market.
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However, immediately after the financial crisis, when the market is severely down,
chances of finding undervalued stocks increase. But to take this advantage, investors are
required to go against the crowd. In order to implement a contrarian strategy, investors
need to buy what most people are selling and sell what most people are buying, which is
painful, unpopular and may be subject to ridicule. Warren Buffett in his famous 2008
op-ed in the New York Times, “Buy American, I Am,” he mentioned: “A simple rule
dictates my buying: be fearful when others are greedy, and be greedy when others are
fearful” (Buffett, 2008). Despite Buffett’s sheer confidence in the American
corporations, not many investors invested like him during the market debacle of 20072008.58 One of Sir John Templeton’s maxims is, “To buy when others are despondently
selling and sell when others are greedily buying requires the greatest fortitude and pays
the greatest reward” (Franklin Templeton Investments, 2014, p. 9). Criticizing a banker,
John Maynard Keynes opined in 1944, “My central principle of investment is to go
contrary to general opinion, on the ground that, if everyone is agreed about its merits,
the investment is inevitably too dear and therefore unattractive” (Keynes, 1983 p. 111).

But going against the crowd is hard. Investors do not want to ostracize them from their
peers or friends. Montier (2011) mentioned that “Humans are prone to herd because it is
always warmer and safer in the middle of the herd. Indeed, our brains are wired to make
us social animals. We feel the pain of social exclusion in the same parts of the brain
where we feel real physical pain. Investors do social proofing, a concept introduced by
psychologist Robert Cialdini that investors feel more comfortable to go along with the
58

“… during the episodes of financial chaos that occasionally erupt in our economy, we will be equipped
both financially and emotionally to play offense while others scramble for survival. That’s what allowed
us to invest $15.6 billion in 25 days of panic following the Lehman bankruptcy in 2008.” (Buffett, 2010)
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crowd when making investment decisions at times of uncertainty (Cialdini, 1984). So
being a contrarian is a little bit like having your arm broken on a regular basis” (p. 7). It
requires a lot of courage, conviction and discipline to stand up against popular opinion.
Eisenberger and Lieberman (2004) also believe that following a contrarian strategy is
like having your arm broken on a regular basis – not fun! Moreover, it requires certain
personality traits and modes of thought that uniquely equip contrarians to handle the
stress of standing against the emotional crowd.

“In many instances, value investing proves fundamentally uncomfortable, as
the most attractive opportunities frequently lurk in unattractive or even
frightening places. As a result, many investors abandon sensible strategies to
pursue the fashion du jour” (Swensen, 2000, p. 97).
Think about Nicolaus Copernicus and Galileo who contended that the Earth revolved
around the Sun, not the other way around or Prof. Robert Goddard in 1919 when he
contended that it is possible to send rocket to the Moon. The New York Times published
an editorial, A Severe Strain on the Credulity, scoffed at the proposal.

“That Professor Goddard, with his “chair” in Clark College and the
countenancing of the Smithsonian Institution, does not know the relation of
action and reaction, and of the need to have something better than a vacuum
against which to react—to say that would be absurd… Of course he only
seems to lack the knowledge ladled out daily in high schools” (“A Severe
Strain on the Credulity,” 1920).
More than 49 years later, The New York Times issued “A Correction” on July 17, 1969,
the day after the launch of Apollo 11:
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“Further investigation and experimentation have confirmed the findings of
Isaac Newton in the 17th Century and it is now definitely established that a
rocket can function in a vacuum as well as in an atmosphere. The Times
regrets the error” (“A Correction,” 1969).
Howard Marks, in his book, The Most Important Thing: Uncommon Sense for the
Thoughtful Investor weighed in on why value investing works:

“To boil it all down to just one sentence, I’d say the necessary condition for
the existence of bargains is that perception has to be considerably worse than
reality. That means the best opportunities are usually found among things
most others won’t do. After all, if everyone feels good about something and
is glad to join in, it won’t be bargain-priced” (Marks, 2011, p. 105).
It is even harder for professional investors, because if they are wrong, they are wrong
publicly, which will bring shame and may cost them their job (i.e. career risk; see Hu,
Kale, Pagani & Subramanian, 2010; Porter & Trifts, 2014).

Another major stumbling block is instant gratification (people behave impatiently today
but prefer to act patiently in the future, see Ainslie, 1975; Frederick, Loewenstein &
O’Donoghue, 2002; McClure, Laibson, Loewenstein & Cohen, 2004). If investors are
given a choice, they will choose a small benefit in the short-term over a larger benefit in
the long-term. However, if all choices appear to be in the long-term, larger benefits will
be chosen, even if these appear even later than the smaller benefit. People act as if their
discount rates (the rate at which they trade-off consumption increments at different
points in time) vary with the length of time to be waited. Economists, on the other hand
assume that a person’s relative preference for well-being at an earlier date over a later
date is the same no matter when she is asked (O’Donoghue & Rabin, 1999). Value
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investing requires time to deliver results, that means value investors have long
investment horizon. In one study of value investors, Montier (2009) found that ‘they had
an average holding period of 5 years, whereas the average holding period for a stock on
the New York Stock Exchange is only 11 months’ (p. 133). Zweig (1999) reports that ‘in
1959, the average mutual fund turnover rate was 16.4%, equating to a six-year holding
period; by 1979, it was 63.3%; and now it has passed 83%, or just 14 months of
ownership” (pp. 1-2). Browne (2000) believes that it exceeds 100 percent.59 Harris and
Schultz (1998) found that day trading is most profitable for time horizons shorter than
one minute and 20 seconds; after five minutes, the mean profit disappears entirely.

Another challenge in practicing value investing is imprinting60 (see Lorenz, 1988). In the
context of business education, not many business schools that I know of have value
investing in their curriculum. Students like ducklings follow what they are being taught
in business schools. According to my knowledge, in Canada there are only three schools
where students can study value investing, namely Ivey Business School at the Western
University and at both campuses of the University of New Brunswick. The University of
Toronto’s School of Continuing Studies offers a class on value investing. Merton H.
Miller, 1990 Nobel Laureate in Economic Sciences once said “Habits of thought
acquired in graduate school have a tendency to stay with you.”

59

Zero year of holding period, which may be possible with the introduction of high frequency trading
(HFT) platforms.
60
Imprinting, in psychology, a form of learning in which a very young animal fixes its attention on the
first object with which it has visual, auditory, or tactile experience and thereafter follows that object (The
Editors of Encyclopedia Britannica, 2016).
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Christopher H. Browne of Tweedy, Browne Company LLC in a presentation in
Columbia Business School:

“A whole body of academic work formed the foundation upon which
generations of students at the country’s major business schools were taught
about Modern Portfolio Theory, Efficient Market Theory and Beta. In our
humble opinion, this was a classic example of garbage in/garbage out…”
(Browne, 2000, p. 1).
A similar concept would be sunk cost fallacy. In economics and also in corporate
finance, it is assumed that sunk costs are irrelevant when it comes to decision making
since the costs have already been incurred and cannot be recovered. Only the future
costs are relevant to an investment decision. However, in behavioral economics, sunk
costs are very much relevant since they affect our decisions. Richard Thaler, one of the
pioneers of Behavioral Economics mentioned that “Economic theory implies that only
incremental costs and benefits should affect decisions. Historical costs should be
irrelevant. But do (non-economist) consumers ignore sunk costs in their everyday
decisions? As [Examples 4 and 5] suggest, I do not believe that they do. Rather, I
suggest the alternative hypothesis that paying for the right to use a good or service will
increase the rate at which the good will be utilized, ceteris paribus. This hypothesis will
be referred to as the sunk cost effect” (Thaler, 1980, p. 47).

Teger (1980) wrote a book on Too Much Invested to Quit. An excerpt from the book:

“Many years ago I saw a cartoon that depicted a man walking toward his
girlfriend’s front door. He was carrying a box of candy, a bouquet of
flowers, and a diamond engagement ring. As he turned down the path toward
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the door, he shouted back to a friend on the sidewalk, “I really don't like her
very much anymore, but I have too much invested to quit!” (p. 1).
Another stumbling block is anchoring bias, the tendency to rely too heavily, or “anchor,”
on a past reference or on one trait or piece of information when making decisions (see
Tversky and Kahneman, 1974). Most of the investors are anchored on price whereas
value investors are anchored on intrinsic value.

Another stumbling block in practicing value investing is that value investing usually
simple and easy to follow. But following simple rules is not fun. Paul Samuelson once
said, “Investing should be dull. It shouldn’t be exciting. Investing should be more like
watching paint dry or watching grass grow. If you want excitement, take $800 and go to
Las Vegas. [However] it is not easy to get rich in Las Vegas, at Churchill Downs, or at
the local Merrill Lynch office” (Farrell, 2003, p. 322). John Maynard Keynes has said
the same: “The game of professional investment is intolerably boring and over-exacting
to anyone who is entirely exempt from the gambling instinct; whilst he who has it must
pay to his propensity the appropriate toll” (Keynes, 1935, p. 157).

At a December 6, 1994 special meeting of the New York Society of Security Analysts
(NYSSA)61, Warren Buffett said:

“I consider there to be three basic ideas, ideas that if they are really ground
into your intellectual framework, I don’t see how you could help but do
reasonably well in stocks. None of them are complicated. None of them take
61

Benjamin Graham founded NYSSA in 1937, http://www.nyssa.org and one of the creators of the
designation, Chartered Financial Analyst. He was in fact, instrumental in establishing the Institute of
Chartered Financial Analysts (now CFA Institute) in 1959.
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mathematical talent or anything of the sort. [Graham] said you should look at
stocks as small pieces of the business. Look at [market] fluctuations as your
friend rather than your enemy—profit from folly rather than participate in it.
And in [the last chapter of The Intelligent Investor], he said the three most
important words of investing: ‘margin of safety.’ I think those ideas, 100
years from now, will still be regarded as the three cornerstones of sound
investing.
… [Graham] wasn’t about brilliant investments and he wasn’t about fads or
fashion. He was about sound investing, and I think sound investing can make
you very wealthy if you’re not in too big of a hurry. And it never makes you
poor, which is better.
… [Value investing] ideas seem so simple and common-place. It seems like
a waste to go to school and get a Ph.D. in economics. It’s little like spending
eight years in divinity school and having someone tell you the Ten
Commandments are all that matter.
… If calculus were required, I’d have to go back to delivering papers. I’ve
never seen any need for algebra. Essentially, you’re trying to figure out the
value of a business. It’s true that you have to divide by the number of shares
outstanding, so division is required. If you were going out to buy a farm or
an apartment house or a dry cleaning establishment, I really don’t think
you’d have to take someone along to do calculus. Whether you made the
right purchase or not would depend on the future earning ability of that
enterprise, and then relating that to the price you are being asked for the
asset” (Buffett, 1994).

One of the reasons why investors can’t follow value investing approach is
overconfidence. Overconfidence occurs when someone’s subjective confidence in their
judgment is relatively higher than their objective accuracy. Because of overconfidence
investors believe that they have superior stock selection skills. What surprises me even
more is that investors also believe in their skills of picking smart investment managers
who they think is capable of picking the right stocks. It is believed that both the illusion
of control (i.e. believing we can influence things that we clearly can’t) and the illusion of
knowledge (i.e. because we know more, we must be able to make superior decisions)
lead to overconfidence. Interesting enough, on difficult tasks (such as picking the right
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stocks or the capable managers), people overestimate their actual performances;
however, on easy tasks (such as investing in index funds), people underestimate their
actual performances (Moore & Healy, 2008).

Way Forward
Investors need emotional discipline to invest or remain invested in a downward market.
Talking about the secret to his investment success, Warren Buffett rightly mentioned in
2015 Berkshire annual meeting: “It’s [investment is] actually an easy game. It does need
a certain amount of IQ but it requires much more emotional stability …” (Otuteye &
Siddiquee, 2015b).

I believe that to improve investors’ decision-making process, we should consider the
behavioral side of the investors, i.e. the cognitive limitations that we have as human
being and what can be done to put them in check when we make investment decisions.

In a rare video of Benjamin Graham62, he mentioned that “The explanation [of why
professional investors tend to be wrong a lot of times] cannot be found in any
mathematics, but it has to be found in investor psychology. You can have an
extraordinary difference in the price level merely because not only speculators but
investors themselves are looking at the situation through rose-colored glasses rather than
dark-blue glasses. It may well be true underlying psychology of the American people
has not changed so much” (The Heilbrunn Center for Graham & Dodd Investing, 2013).

62

You can watch the video, The Legacy of Benjamin Graham here: https://youtu.be/m1WLoNEqkV4
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Another way to deal with this is to set it straight at the beginning what is investment and
what it is not. The conceptual definition of investment would be forgoing current
consumption in order to increase future consumption possibility (wealth). However,
Benjamin Graham and David Dodd provided the operational definition of investment in
1934: “An investment operation is one which, upon thorough analysis, promises safety
of principal and a satisfactory return. Operations not meeting these requirements are
speculative” (Graham & Dodd, 2008, p. 54).

Another major element in Benjamin Graham’s paradigm of investing is distinguishing
clearly between investing and speculating and hence between investors and speculators.
This distinction can be challenging. In Security Analysis, Ben Graham made it clear:
“The difference between investment and speculation, when the two are thus opposed, is
understood in a general way by nearly everyone; but when we try to formulate it
precisely, we run into perplexing difficulties” (Graham & Dodd, 2008, p. 101). My
understanding is that it does not depend on the assets investors buy, rather it depends on
the process they follow to buy and sell and their time horizon (short-term vs. long-term).

Conclusion
A true “value” investment opportunity is not going to look that attractive in the context
of the current market narrative. The natural investor tendency would be not to buy this
security. This is why value investing can be so hard to practice or to stick around for a
long time when the market is going down. To buy such a security and then to see it
continue to underperform can be seen as a threat to portfolio managers’ credibility (i.e.
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career risk). In short, being a value investor, especially when it is not working runs the
risk of looking foolish (i.e. conformity bias). Browne (2000) explained the career risk
with the following example: “If a manager held IBM and it went down, it did not matter
because everyone else owned IBM… If one owned a more obscure company with a
recent poor track record that got into greater financial difficulty, there was a
considerably greater risk of criticism and losing accounts” (p. 6). Money managers are
not stupid but they cannot afford the short-term underperformance because their
performance is measured on a relative basis.

Reese and Forehand (2009) discussed the investment approaches introduced and
championed by noted investor, Joel Greenblatt:

“… that the magic formula works in part because it doesn’t work all the
time… But if you stick with them when others who can’t handle the shortterm underperformance head for the door, you’ll reap some excellent
rewards in the long run” (p. 227).
Shahan (1986) analyzed the investment records of the seven managers presented by
Warren Buffett in an article in 1984 as a response to Michael Jensen.63 Shahan (1986)
made two interesting observations about short-term performance of these superinvestors:
“(1) with only one exception (Buffett), a superior long-term record can occur despite
miserable three or even six-year segments and (2) if an effort is made to look at shorter
intervals of performance, the effect may be to reduce the longer-term performance …”
Columbia University hosted a debate to celebrate the 50th anniversary of the publication of Benjamin
Graham and David Dodd’s classic text Security Analysis on May 17, 1984. Michael Jensen was on the
offensive side while Warren Buffett was on the defensive side. Later on, at the cocktail reception,
everyone’s talking about how Warren crushed Michael. Warren published his lecture in 1984, The
Superinvestors of Graham-and-Doddsville in Hermes. I could not find a copy of Michael Jensen’s lecture
anywhere.
63
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(p. 16). Warren Buffett commented on Shahan’s article by saying that “it would be
somewhat preferable to use returns prior to the incentive fee paid to the general partner,
since it is those returns that actually measures investment management results. Since the
incentive fees are large, they tend to dampen performance in the good years. This makes
relative management performance look poor in years when the stock market does well,
but the real difference is simply in the allocation of the gains, not in managerial results”
(Shahan, 1986, p. 18).

Investment managers would like to outperform every quarter or every year consistently
forever, but it’s not practical and moreover it’s not in the nature of investing. Shahan
(1986) made some important contributions by saying that:

“I assume that none of these managers panicked in the face of adversity and
changed his style after three disappointing years of using a value approach.
But how many investors have the strength of character to continue an
approach that can be unrewarding for three or even five years? Isn’t it easier,
after a miserable one or two years, to grab at the things that are moving, that
other managers who are doing well are holding, that you feel foolish for
having missed?
The true impediment to superior investment results, then, seems to lie only
partially in the realm of the financial risk attached to the security purchased
(however that is measured). Of perhaps equal importance is the pressure of
client or investor impatience …” (p. 16)
In an interview with Financial Advisor, noted value investor, Jean-Marie Eveillard
raised this question, “If Warren Buffett is the second-richest man in the world, why
aren’t there more professional value investors?” Gladly he has also provided an answer
to this puzzling question, “The answer is purely psychological. If you are a value
investor, every now and then you lag, or experience what consultants call tracking error.
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It can be painful. To be a value investor, you have to be willing to suffer pain”
(Simonoff, 2007, p. 3). Klarman (1991) summarized the prerequisite for value investing:
“The hard part is discipline, patience, and judgment. Investors need discipline to avoid
the many unattractive pitches that are thrown, patience to wait for the right pitch, and
judgment to know when it is time to swing” (p. 104).

Value investing works because it doesn’t work all the time and also value investing is
simple but not that easy to practice, psychologically speaking.
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Chapter 5 Empirical Study I: Evaluating the Performance of a
Value Investing Heuristic

“… telling people to focus on the process (and telling them they will be evaluated on the
basis of the process, rather than the outcome) leads to much better decision making. …
In investment, we have no control over the outcomes, the only thing we can control is
the process. So it makes sense for us to concentrate on that.”
James Montier (2009, p. 166)
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Background
With our current understanding of behavioral finance, I think it is time to focus on how
to improve decision making because decision making errors are costly (Milkman, Chugh
& Bazerman, 2008). One trader, Nick Leeson brought the more than 200 years-old
Barings Bank to its knees in 1995 because of his speculative behavior. Hoch and
Kunreuther (2001) identified a number of strategic errors in decisions that resulted in the
collapse of the bank. Recently, retailer Target Corp. exited the Canadian market after
less than two years, which resulted in a pretax impairment loss on deconsolidation and
other charges, collectively totaling $5.1 billion (Target Corp., 2014). During fiscal 2012,
BlackBerry recorded pre-tax charges on its inventory of its tablet, Playbook of
approximately $485 million (BlackBerry, 2014). And the list goes on. There are many
more companies which made such costly mistakes in the past.

In each of the above situations, managers or their supervisors were blinded by emotions.
For example, the managers at Target who made this decision to move into the Canadian
market, they did it because they were optimistic about the Canadian market. So are the
managers at BlackBerry. They thought they should be making money as well since their
competitors are doing well with their tablets. In Barings Bank’s case, managers were
overly enthusiastic about Leeson and ignored the fact that he has been summoned by the
Securities and Futures Authority in London for two outstanding debts. The major
concern in behavioral finance that we have is how to minimize the interference of
cognitive biases in investment decision making. Since the outcomes from Fischhoff’s
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(1982) strategies 64 to reduce biased decision making are not convincing enough,
psychologists are turning to Stanovich and West’s (2000) System 1 and System 2
(explained below) cognitive paradigm as a framework to deal with cognitive errors.

Kahneman (2011) explains the two cognitive systems that drive judgment and decision
making. System 1 is fast, intuitive, and emotional; System 2 is slower, more
deliberative, and more logical. “System 1 operates automatically and quickly, with little
or no effort and no sense of voluntary control. System 2 allocates attention to the
effortful mental activities that demand it, including complex computations. The
operations of System 2 are often associated with the subjective experience of agency,
choice and concentration” (Kahneman, 2011, pp. 20-21).

Since System 1 thinking can lead to costly errors, one challenge is to figure out how to
overcome specific decision biases by shifting people from System 1 thinking to System
2. One of the many successful strategies to move a decision maker towards System 2
thinking relies on replacing intuition with formal analytical processes.

Objective
My goal in this chapter of the dissertation is to investigate the extent to which a value
investing system that is designed to minimize System 1 activity and shift some critical
elements (if not all) of the investment decision making to System 2 yields adequate
returns and can possibly outperform other investment decision making systems.
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Such as “(1) offering warnings about the possibility of bias; (2) describing the direction of a bias; (3)
providing a dose of feedback; and (4) offering an extended program of training with feedback, coaching,
and other interventions designed to improve judgment” (Bazerman & Moore, 2008, p. 189).
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This empirical study is an extension of previous work (Otuteye & Siddiquee, 2015a and
Otuteye & Siddiquee, 2013a) in which we developed a simple heuristic for making value
investing decisions based on profitability, financial stability, susceptibility to
bankruptcy, and margin of safety. As an empirical test, I will apply this heuristic to the
S&P 500 companies listed either on NYSE or NASDAQ. My prior expectation at the
outset was that the portfolio that is picked from the S&P 500 by the Otuteye-Siddiquee
heuristic (hereafter referred to as the “O-S heuristic;” see Appendix B for more details)
will have the desirable characteristics required of a value portfolio. Thus, the goal of this
empirical study is to provide an illustration of the performance of a value investing
heuristic compared to the market portfolio and other portfolios created from stocks
which were rejected by the heuristic. The purpose of this empirical study is not to prove
that value investing works; that fact is already well established in the literature.

Data and Methodology

A Heuristic for Making Value Investing Decision
We developed a simple heuristic for making common stock selection decisions. The
philosophical underpinning of the O-S heuristic is that it is possible to create a simple
value investing decision making tool using criteria based on Ben Graham’s principles,
such as earnings potential, financial stability, and fair valuation. Furthermore,
application of this tool will help the user to develop a consistent and disciplined
approach to value investing decision making that will yield very satisfactory results.
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I hypothesize that portfolios that are created from this heuristic will yield returns above
the market average. The market return is the average returns from three sets of
portfolios: those generating exactly the market return; those with above average returns
and those with below average returns. I reason that if the stock selection criteria of the
O-S heuristic are carefully applied, the resulting portfolios should be among the group
with above average returns.

The way the O-S heuristic works is that prospective stocks that an investor is interested
in will be subjected to a set of screening criteria. At the end, the investor will make one
of three decisions: (i) reject the stock, (ii) put it on a watch list, or (iii) buy it. If a
company is not investment-worthy then the decision to reject it will be made
immediately at the stage that the screening criteria point to that. The companies that
qualify for immediate inclusion in the portfolio according to the heuristics (that is all the
financial metrics are sound and the “price is right,” i.e. it is selling at a price that gives a
good margin of safety) will be labeled as ‘Value’ and will be recommended to buy. A
company will be put on the watch list if all the financial metrics are sound as revealed by
the screening criteria but the stock price fails to meet the margin of safety criterion.
Failing the margin of safety criterion means either the stock is selling above the intrinsic
value, or there is not sufficient margin of safety. These are fundamentally strong
companies, except for the price.

There are two main parts to executing the heuristic: the preliminary stock selection
criteria (referred to as the “5-Minute QuickScan”) and the full set of value investing
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criteria. The two parts are presented in Appendix B: Table 5B.1 and Table 5B.2
respectively.

The 5-Minute QuickScan is a preliminary screening tool to determine if a company is
worth taking through the entire screening criteria. It is essentially a device for narrowing
down the number and types of companies that I will process through the full set of value
investing screening criteria. Needless to say, an investor is only interested in good
quality stocks. The 5-Minute QuickScan is the tool by which I focus my analysis only on
companies that meet some minimum quality standards.

Companies that fulfill all these preliminary screening criteria will now be subjected to
the full set of value investing criteria in Table 5B.2. One point should be emphasized
concerning criterion number 2 in the 5-Minute QuickScan: the market capitalization
must be greater than $500 million. The O-S heuristic is designed with what Graham
(2006) calls the “defensive investor” in mind. Specifically, Graham’s (2006)
recommendation to the defensive investor is that “each company selected should be
large, prominent, and conservatively financed” (p. 65). Limiting our set to companies
with market capitalization greater than $500 million satisfies the condition of excluding
small companies.

Data
I chose S&P 500 constituent companies to create three portfolios, namely, ‘Value’,
‘Watch’ and ‘Other’ using the O-S heuristic. I used the companies in the S&P 500 Index
as the stock universe for two reasons. First, the S&P 500 is widely regarded as the best
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single measure of large-cap U.S. equities. The index includes 500 leading companies
and captures approximately 80 percent coverage of available market capitalization (S&P
Dow Jones Indices, 2015). Secondly, I hypothesized that if the heuristic can successfully
extract a value portfolio from this group of relatively uniform high-end category of
stocks, then it will have more discriminating power when applied to the entire market
with a wider quality range of stocks.

I excluded financial companies (that includes banking institutions, insurance companies,
brokerage houses) since O-S heuristic is not designed and developed specifically for
financial institutions and also because of the high leverage that is normal for these types
of companies, unlike non-financials where more leverage will indicate financial distress
(Fama & French, 1992).

The O-S heuristic requires financial statement information of a listed company of the
recent five years. I have collected balance sheet, income statement and cash flow
statement of S&P 500 constituent companies from Mergent Online, a database with
financial details of more than 25,000 U.S. active and inactive companies. I have used
Yahoo Finance and Bloomberg database, mostly to get closing price information of S&P
500 companies.

I chose three data points: 1995, 2000 and 2007, all of which require financial
information of the listed companies for the prior five years. For example, in order to
form the three portfolios (Value, Watch and Other) on January 1996, I used financial
statements information for S&P 500 constituent companies from 1990 to 1995. I did the
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same for 2000 and 2007. Then I tracked the performance of these portfolios for three
different periods: from January 1996 to December 2015 (20 years); from January 2001
to December 2015 (15 years); and from January 2008 to December 2015 (7 years).

The choice of these three data points is not arbitrary. Access to data has limited me to
forming the portfolios in January, 1996, which of course requires data starting from
January 1990 since the O-S heuristic needs five years of data. Thus, the choice of 1995
was imposed on me by the data. However, I noticed that from 1995 to 2000 was a bull
market (Figures 5.1 and 5.2) and so it will be hard to attribute any good performance to a
stock selection strategy. So, I decided to choose two more data points when the market
was close to a peak heading down, namely the year 2000 just prior to the dotcom bubble
(Figure 5.3) and 2007 (Figure 5.4), right before the financial crisis. Part of the
motivation to choose these two data points was to check how the system that we
designed fare in a market downturn. In a way, these data points will act as stress test of
the O-S heuristic in market downturns. If an investor is concerned about an investment
strategy it will usually be as to how the strategy can hold when the overall market is
going down.
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Figure 5.1: S&P 500 (INDEXSP: .INX) January 06, 1995 – December 31, 2015

Source: www.google.com/finance
Figure 5.2: S&P 500 (INDEXSP: .INX) January 06, 1995 – December 28, 2001

Source: www.google.com/finance
Figure 5.3: S&P 500 (INDEXSP: .INX) January 07, 2000 – December 26, 2003

Source: www.google.com/finance
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Figure 5.4: S&P 500 (INDEXSP: .INX) January 05, 2007 – December 31, 2015

Source: www.google.com/finance

Generally, value investors shine in a declining market. In good times, everyone is
making money irrespective of what stocks they are investing in. In fact, a true test for
any investing philosophy is a market downturn. Warren Buffett in his 2001 letter to the
Berkshire shareholders mentioned that “After all, you only find out who is swimming
naked when the tide goes out” (Buffett, 2001, p. 10). Ben Graham provided four
principles for the selection of bonds, one of which is “… ability should be measured
under conditions of depression rather than prosperity” (Graham & Dodd, 2008, p. 144).
Klarman (1991) noted that “A notable feature of value investing is its strong
performance in periods of overall market decline. Whenever the financial markets fail to
incorporate fundamental values into securities prices, an investor’s margin of safety is
high” (pp. 96-97).

L. Zhang (2005) demonstrated that “contrary to the conventional wisdom, assets in place
are much riskier than growth options, especially in bad times when the price of risk is
high” (p. 68). This is because value companies are burdened with unproductive capital in
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such times. During economic downturns, these companies suffer greater negative
volatility in earnings because the burden of that nonproductive capacity increases and
they find it more difficult to adjust capacity than growth companies. Similarly, the
efficient market school also believes that value stocks do poorly during periods of
economic downturns. Contrary to that, in the worst 10 months between 1950 and 2007,
Montier (2009) observed that the stock market was down an average 13 percent per
month, value stocks were down around 12.5 percent per month, and growth stocks were
down almost 18 percent per month.

The contribution of this study is threefold. First, it attempts to give some clarity as to
what constitutes value investing when it comes to implementation. Second, it contributes
to the discussion on the sources of the value premium – the observation that portfolios
formed on the basis of value criteria tend to outperform other portfolios. A common
explanation of this observation is that value portfolios assume higher risk than their
counterparts and that is why they earn higher returns. However, evidence from empirical
studies suggests that risk explanations may not be supported by the data but rather
behavioral explanations could hold the key to understanding the value premium. The
third contribution of this section is that it demonstrates the simplicity and power of value
investing by showing how a simple heuristic based on very familiar financial ratios and
data from public sources can be used to make effective portfolio selection decisions.
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Evidence and Explanation of the Value Premium
Value premium refers to the higher risk-adjusted return of value stocks over growth
stocks. The literature on value premium can be classified into two categories. First, there
is a definition by Fama and French (1992) where value is defined as stocks with high
book-to-market ratios and growth stocks as low book-to-market ratios. Second, the
definition used by true value investors, which is based on the principles of Benjamin
Graham: good quality stocks selling below their intrinsic value. But the Fama and
French (1992) definition of value as high book-to-market ratios is a misnomer. This is
because collecting a group of high book-to-market stocks will invariably include low
quality (financially unstable) companies, which value investors will definitely not
consider as value. However, I have summarized the findings of the studies that consider
the definition of Fama and French (1992) valid (see Fama & French, 1998; Chan &
Lakonishok, 2004; Davis, Fama & French, 2000) and also the findings of the studies
which define value from the perspective of Benjamin Graham (see Graham, 1976;
Buffett, 1984; Oppenheimer, 1984).

Although academia is in agreement that value stocks outperform growth stocks
irrespective of the definition of value, much less consensus exists concerning the
underlying reasons behind this superior performance. The traditional line of argument is
that since value stocks are generating higher return and risk and return are positively and
therefore value stocks are riskier (see Fama & French, 1992, 1996; Chen & Zhang,
1998; Rozeff & Zaman, 1998). The behavioral explanations largely disagree with that
(see Fischhoff, Slovic, Lichtenstein, Read & Combs, 1978; Slovic, Kraus, Lappe &
Major, 1991; Lakonishok, Shleifer & Vishny, 1994; Ibbotson & Reipe, 1997). For a
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detailed literature on value premium or the explanations for that, please review Chapter
4.

Comparing Portfolio Performance
There are two main things I wanted to examine in order to make judgment as to whether
the use of the heuristic adds value in the value investing context. First, I hypothesized
that if the value portfolio created using the O-S heuristic adds value, then the distribution
of the returns of that value portfolio should be more negatively skewed than the
population (I used S&P 500 Index as the benchmark) from which it is derived. That
means that if I assume a symmetric normal distribution, then the O-S value portfolio will
have a return distribution where the mode and the median shift to the right of the mean
of the parent population (i.e. S&P 500 Index). If the original distribution of the Index is
already negatively skewed, then the O-S portfolio will be more negatively skewed than
the index. What this will demonstrate is that the O-S heuristic is capable of selecting
portfolios with the following characteristics: the stocks within the value portfolio that
outperform market average will do so by such a wide margin to more than compensate
for the stocks within the value portfolio that yield returns below the market average.

The second criterion on which I intend to compare the performance of the O-S heuristic
with the other portfolios is long-term returns. In the value investing paradigm,
measuring and comparing returns on short-term basis is meaningless. While t-tests of
differences in daily or monthly returns are common in the literature, that type of
comparison is not in line with the philosophy of value investing. Value investors hold
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for long periods and they do not care about daily or monthly volatility of stock prices.
As Warren Buffett put it in his 1988 letter to shareholders of Berkshire Hathaway
“…when we own portions of outstanding businesses with outstanding managements, our
favorite holding period is forever” (Buffett, 1988, para. 86). Therefore, for purposes of
comparing performance, I compared the cumulative returns of the value portfolio with
the other portfolios over a five-year period.

Results, Analysis and Discussion

Descriptive Statistics
Table 5.1 contains the information regarding the number of stocks in each of the
portfolios: Value, Watch and Other. It also shows information regarding the companies
with partial, no information and financial companies that I have not included in my
analysis.

Table 5.1: Summary of the Portfolios
S&P 500
Constituents
December 31,
1995
December 31,
2000
December 31,
2007

Value

Watch

Other

Financials**

177

Partial
Info*
106

62

No
Info***
109

3

43

2

38

253

62

68

77

3

36

299

45

79

38

* No price information and therefore I haven’t included these stocks in any return calculation
** I haven’t included financial companies (such as banks, investment funds, insurance companies, real
estate, brokerage houses) since the O-S heuristic is not designed to analyze such companies.
*** There are companies that either went out business or merged with another company. I could not find
their information - financial statements or the closing price, therefore I could not include these companies
in my analysis.
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I formed the portfolios (Value, Watch and Other) at the beginning of the year (the first
day of trading in January) based on the past 5 years of financial statements. For example,
the portfolios created on January 3, 1996 where Value portfolio has 3 stocks, Watch has
43 and Other has 177 stocks. One thing that is noticeable here is that the Value portfolio
has very few stocks in every sample period. I am not quite surprised by this as Graham
and Dodd (2008) have said:

“… This work [security analysis] requires the painstaking examination of
literally hundreds of securities in order to find a mere handful of this
desirable character, and they must then be subjected to especially critical
study in order to detect concealed elements of weakness” (p. 240).

Comparing Returns
Tables 5.2 to 5.4 show the average monthly compounded means, medians, and variances
of the four portfolios: the Index (S&P 500), the O-S Value portfolio, the Watch list, and
Other. As already mentioned, month-to-month performance of value portfolios has little
or no significance in the value investing paradigm, so these descriptive statistics are
provided mainly for information.
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Table 5.2: Mean Compounded Returns of the Portfolios
Monthly Returns
Portfolio
S&P 500 Index
Value
Watch
Other

Entire Period
(Jan 1996 – Dec 2015)
Return
Rank
0.0059
1st
0.0043
2nd
0.0019
4th
0.0024
3rd

Jan 2001 – Dec 2015

Entire Period
(Jan 1996 – Dec 2015)
Return
Rank
0.2274
1st
0.2095
2nd
0.0797
4th
0.1337
3rd

Jan 2001 – Dec 2015

Return
0.0050
0.0064
0.0026
0.0035

Rank
2nd
1st
4th
3rd

Jan 2008 – Dec 2015
Return
0.0071
0.0079
0.0072
0.0058

Rank
3rd
1st
2nd
4th

5-Year Returns
Portfolio
S&P 500 Index
Value
Watch
Other

Return
0.2901
0.3580
0.2278
0.2906

Rank
3rd
1st
4th
2nd

Jan 2008 – Dec 2015
Return
0.7806
0.8420
0.7318
0.7905

Rank
3rd
1st
4th
2nd

“Value” portfolio is created with the O-S heuristic; “Watch” is created with shares that meet the
O-S financial soundness criteria but do not meet the margin of safety requirement. “Other”
consists of stocks from the S&P 500 Index that are neither “Value” nor “Watch.”
The ranks of the portfolios are in ascending order of mean returns. Since high return is a
desirable attribute of a portfolio, 1st refers to the portfolio with the highest mean return.

From Table 5.2, the reader will see that the Index has the highest mean monthly return,
followed by the Value portfolio for the entire period. However, Value ranked first during
the January 2001 to December 2015 and January 2008 to December 2015 periods. The
fact that the value portfolio ranked second over the entire period but ranked first during
the other sub-periods is interesting. I would expect that Value will rank first in each
period. Another interesting observation is that the Other portfolio ranked poorly in each
period. This means that the O-S heuristic adds value in portfolio formation, that is,
investors who follow a value investing process can do better.
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Since value investors invest for a long period of time, I have also calculated 5-year
returns for Value, Watch, Other and Market portfolio (i.e. S&P 500 Index) and noticed
that still the Index portfolio retained the first position, followed by Value portfolio for
the entire period. Value outperformed Watch, Other and even the Index portfolio for the
two sub-periods, 2001-2015 and 2008-2015.

Table 5.3: Median Compounded Returns of the Portfolios
Monthly Returns
Portfolio
S&P 500 Index
Value
Watch
Other

Entire Period
(Jan 1996 – Dec 2015)
Median
Rank
Return
0.0102
2nd
0.0123
1st
0.0060
4th
0.0064
3rd

Jan 2001 – Dec 2015

Entire Period
(Jan 1996 – Dec 2015)
Median
Rank
Return
0.0293
2nd
0.0989
1st
0.0213
3rd
0.0171
4th

Jan 2001 – Dec 2015

Median
Return
0.0100
0.0075
0.0055
0.0059

Rank
1st
2nd
4th
3rd

Jan 2008 – Dec 2015
Median
Return
0.0084
0.0088
0.0127
0.0100

Rank
3rd
4th
1st
2nd

5-Year Returns
Portfolio
S&P 500 Index
Value
Watch
Other

Median
Return
0.1442
0.2043
0.1173
0.1946

Rank
3rd
1st
4th
2nd

Jan 2008 – Dec 2015
Median
Return
0.8618
0.8217
0.7828
0.8616

Rank
1st
3rd
4th
2nd

“Value” is the portfolio created with the O-S heuristic; “Watch” is the portfolio with shares that
meet the O-S financial soundness criteria but did not meet the margin of safety requirement.
“Other” consists of stocks from the S&P 500 Index that are neither “Value” nor “Watch.”
The ranks of the portfolios are in ascending order of median returns. Since high return is a
desirable attribute of a portfolio, 1st refers to the portfolio with the highest median return.

Table 5.3, shows that when the average is measured by median, the Value portfolio has
the highest median monthly return for the entire period, 1996 to 2015, but ranked second
and third in the sub-periods. One explanation for this may be that in order to perform
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better, Value needs a longer time period as evidenced by 5-year median returns. For
example, when I consider 5-years return, I noticed that now Value also ranked first in
one sub-period, 2001-2015 and moved from fourth position to the third in period 20082015.

The variances and their ranks are shown in Table 5.4.

Table 5.4: Variance of Monthly Compounded Returns of the Portfolios
Monthly Returns
Portfolio
S&P 500 Index
Value
Watch
Other

Entire Period
(Jan 1996 – Dec 2015)
Variance
Rank
0.0020
2nd
0.0031
4th
0.0013
1st
0.0022
3rd

Jan 2001 – Dec 2015

Jan 2008 – Dec 2015

Variance
0.0022389
0.0022395
0.0018
0.0021

Variance
0.0024
0.0019
0.0018
0.0028

Rank
2nd
1st
4th
3rd

Rank
2nd
3rd
4th
1st

5-Year Returns
Portfolio
S&P 500 Index
Value
Watch
Other

Entire Period
(Jan 1996 – Dec 2015)
Variance
Rank
0.1795
4th
0.1779
3rd
0.1608
2nd
0.1434
1st

Jan 2001 – Dec 2015

Jan 2008 – Dec 2015

Variance
0.1866
0.2865
0.1321
0.1625

Variance
0.1207
0.0418
0.0788
0.1700

Rank
3rd
4th
1st
2nd

Rank
3rd
1st
2nd
4th

Since low volatility is a desirable characteristic, 1st refers to the portfolio with the lowest
variance.

While low volatility is generally regarded as less risky, value investors, on the other
hand, are indifferent to volatility once a desirable portfolio that meets all the value
investing criteria, is created. As I pointed out earlier, value investors aim at holding our
Value portfolio for a long time. Month to month volatilities are not relevant for purposes
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of measuring risk of the portfolio. The riskiness of a portfolio is determined at the time
of portfolio creation by checking for its financial soundness. Risk in a portfolio is not
based on day-to-day volatility after the portfolio is created. The type of risk that we
make an effort to avoid is the risk of permanent impairment of capital. It is for this
reason that the O-S heuristic puts a lot of effort in screening explicitly on the basis of
financial stability and susceptibility to bankruptcy. This perspective is in line with what
is commonly attributed to Warren Buffett as his two rules of investment: “Rule #1:
Don’t lose money” and “Rule #2: Don’t forget rule #1.” Or, as Klarman (1991) puts it,
“risk avoidance is the single most important element of an investment program” and
therefore, “loss avoidance must be the cornerstone of your investment philosophy” (p.
94). Investors should endeavour to avoid risk at the time of setting up the portfolio not
by dodging volatility after the portfolio is created. For more on volatility as a measure of
risk and value investors’ take on risk, please refer to Chapter 3.

Skewness
One of the more relevant statistics from a value investing perspective is skewness of the
portfolio returns. Skewness measures the degree of symmetry of distribution of random
variables about the mean.

The contribution of Markowitz (1952) and much of the later works on portfolio theory
has been based on the first two moments (i.e. mean and variance) of the securities’
return distribution. There is now a lot of empirical evidence that higher moments (i.e.,
skewness and kurtosis) of the return distribution are important in pricing securities. For
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example, the third moment of return distribution (i.e., skewness) has influence on
investors’ portfolio decisions (see Barberis & Huang, 2008; Brunnermeier, Gollier &
Parker, 2007; Mitton & Vorkink, 2007; Boyer, Mitton & Vorkink, 2010).

Arditti (1967) argues that an investor who is risk averse dislikes negative skewness and
likes positive skewness. On the other hand, investors have a negative preference for
kurtosis. Scott and Horvath (1980) echoed the same that investors will have a negative
preference for even numbered moments (that is, variance and kurtosis) and a positive
preference for odd numbered moments (that is, mean and skewness).

Cain, Peel and Law (2002) hypothesize that under the expected utility framework,
skewness of return is considered as a rationale for why risk-averse gamblers choose to
gamble when expected returns are negative. The Prospect Theory (Kahneman &
Tversky, 1979) explanation of this would be – that people are risk seekers in the domain
of losses and risk-averse in the domain of gains.

Bikhchandani, Hirshleifer and Riley (2013) explained why individuals tend to prefer
positive skewness.

“To see the effect of skewness, consider an investor choosing between two
gambles with the same means and standard deviations. Specifically, suppose
gambler J offers 0.999 probability of losing $1 and 0.001 probability of
gaining $999, while gambler K offers 0.999 probability of gaining $1 and
0.001 probability of losing $999. J and K have the same mean (zero) and the
same standard deviation, but J is positively skewed while K is negatively.
Almost all commercial lotteries and games of chance are of form J, thus
suggesting that individuals tend to prefer positive skewness” (p. 66).
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Value investors, on the other hand, will be in favor of negatively skewed stocks (with
many small wins with a few large wins but no huge losses) that ultimately generate a
higher yield for them. Value investors operate under a strict principle of margin of
safety.

Y. Zhang (2005) argues that with limit to arbitrage, positively skewed assets are
normally overpriced and therefore expected to generate low subsequent return. Barberis
and Huang (2008) show that, in an economy with cumulative prospect theory investors,
the positively skewed security can become overpriced relative to the prediction of the
expected utility model, therefore earn a negative average excess return. In contrast, the
negatively skewed securities, which are unattractive, can be bought at a lower price, and
therefore yield a higher return. Kumar (2009) finds that investors who invest
disproportionately more in lottery-type stocks experience greater underperformance: “a
typical investor would have improved performance by 2.84 percent if she had simply
replaced the lottery component of her portfolio with the non-lottery component” (p.
1892). Otuteye and Siddiquee (2014) examined the skewness of a portfolio created on
the basis of a sound value investing heuristic and found that for the entire study period
(January 2006 to May 2011), the Value portfolio has a coefficient of skewness that is
four times as negatively skewed as the index during that period.

If the bulk of the data (frequency weighted) is greater than the mean, then the
distribution will have a long left tail and it is classified as negatively skewed (meaning
frequent small gains and a few extreme losses). If the bulk of the data is less than the
mean, then the distribution will have a long right tail and the distribution will be
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positively skewed (meaning frequent small losses but a few extreme gains). It would be
interesting to find out what happens to skewness when a portfolio is created on the basis
of a sound value investing heuristic.

The measure of coefficient of skewness that I used was:
𝑛
𝑆. =
(𝑛 − 1)(𝑛 − 2)

:

6;'

𝑅56 − 𝑅7
𝑠8

8

Sk = Coefficient of skewness
Ri = Return on stock i
Rp = Return on portfolio p (p = either glamour or quasi value portfolio)
j = 1, 2, …, n
n = Number of observations
s = Standard deviation of portfolio p’s returns

The results are presented in Table 5.5.

My hypothesis is that if a value investing heuristic adds value to the portfolio selection
process, then the selected value portfolio should be more negatively skewed (or, at least,
less skewed) than the parent population from which it was drawn (in this case the S&P
500 Index). This is what is observed with the Value portfolio as compared to the other
portfolios as shown in Table 5.5.
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The Index is itself negatively skewed. The question then is whether the Value portfolio
that is obtained by applying the O-S heuristic is more negatively skewed than the Index
from which the portfolio was drawn. For the entire period (January 1996 to December
2015), the Value portfolio ranks the highest in negative skewness and the Index portfolio
is second. The Value portfolio has a coefficient of skewness that is two times as
negatively skewed as the Index during that period. That means the better performance of
the Value portfolio than the Index is attributed mainly to stocks that had returns above
the median of the Value group. So, the O-S heuristic is capable of selecting stocks with a
bias towards outperformance, which is what I am looking for.
Table 5.5: Skewness of the Portfolios
Monthly Returns
Portfolio

S&P 500 Index
Value
Watch
Other
5-Year Returns
Portfolio

S&P 500 Index
Value
Watch
Other

Entire Period
(Jan 1996 – Dec 2015)
Skewness
Rank
-0.6228
2nd
-1.2100
1st
-0.6169
3rd
-0.4948
4th

Jan 2001 – Dec 2015

Jan 2008 – Dec 2015

Skewness
-0.6516
-0.4893
-0.4086
-0.5414

Skewness
-0.5006
-0.3950
-0.3807
-0.7790

Entire Period
(Jan 1996 – Dec 2015)
Skewness
Rank
0.9041
2nd
0.8421
1st
1.0444
3rd
1.3814
4th

Jan 2001 – Dec 2015

Jan 2008 – Dec 2015

Skewness
0.7681
1.0364
0.8942
0.9767

Skewness
-0.3786
0.5815
-0.3625
-0.0429

Rank
1st
3rd
4th
2nd

Rank
1st
4th
2nd
3rd

Rank
2nd
3rd
4th
1st

Rank
1st
4th
2nd
3rd

Since high negative skewness is the desirable characteristic, 1st refers to the portfolio with lowest
skewness.
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Kurtosis
Kurtosis is the degree to which exceptional values, much larger or smaller than the
average, occur more frequently (high kurtosis) or less frequently (low kurtosis) than in a
normal distribution. Kurtosis tells investors where the standard deviation (i.e., risk) is
coming from – is that standard deviation generated by some frequent observations
within a moderate-sized range or is it generated by only a few very extreme observations
(i.e., Black Swan as coined by Taleb, 2007).

The measure of coefficient of kurtosis that I used was:
𝑛(𝑛 + 1)
𝐾=
(𝑛 − 1)(𝑛 − 2)(𝑛 − 3)

:

6;'

𝑅56 − 𝑅7
𝑠?

?

−

3 𝑛−1 @
(𝑛 − 2)(𝑛 − 3)

Where K = Coefficient of kurtosis and the other variables are defined as above.

The results are presented in Table 5.6. My hypothesis is that the Value portfolio will
have a higher kurtosis value than the that of the other portfolios (i.e. Index, Watch and
the Other). I found the same for the entire period, January 1996 to December 2015 but
not for the two sub-periods.

It may sound bad. But if you bring skewness into the picture, you will see that the bad
side of the Value portfolio is thin and the good side is fat. If you diversity enough, the
return distribution will approach symmetric distribution because of the law of large
numbers. As you have noticed in the descriptive statistics, Value portfolio has only three
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stocks; therefore it loses its diversification effects that will favor value investors. It’s a
statistical downside of having a concentrated portfolio.

Table 5.6: Kurtosis of the Portfolios
Monthly Returns
Portfolio
S&P 500 Index
Value
Watch
Other
5-Year Returns
Portfolio
S&P 500 Index
Value
Watch
Other

Entire Period
(Jan 1996 – Dec 2015)
Kurtosis
Rank
1.0001
3rd
4.6418
1st
0.5903
4th
1.6211
2nd

Jan 2001 – Dec 2015

Jan 2008 – Dec 2015

Kurtosis
0.7458
1.9429
1.0150
1.5957

Kurtosis
-0.0694
1.7864
0.4749
2.5012

Entire Period
(Jan 1996 – Dec 2015)
Kurtosis
Rank
-0.3543
4th
-0.1334
3rd
0.3495
2nd
2.0516
1st

Jan 2001 – Dec 2015

Jan 2008 – Dec 2015

Kurtosis
-0.5248
-0.2186
-0.0255
0.6647

Kurtosis
-0.2671
-0.2608
-0.5197
-0.6033

Rank
4th
1st
3rd
2nd

Rank
4th
3rd
2nd
1st

Rank
4th
2nd
3rd
1st

Rank
2nd
1st
3rd
4th

Since high kurtosis is the desirable characteristic, 1st refers to the portfolio with the highest
kurtosis. Portfolio with high kurtosis tend to have heavy tails, or outliers. Portfolio with
low kurtosis tend to have light tails, or lack of outliers.

This finding confirms the theoretical propositions of Arditti (1967) and Scott and
Horvarth (1980).

Conrad, Dittmar and Ghysels (2013) find a significant negative relation between firms’
risk-neutral skewness and subsequent returns (i.e., more negatively skewed securities
yield higher subsequent returns). They also find a significant positive relation between
firms’ risk-neutral kurtosis and subsequent returns (i.e., more positive kurtosis securities
yield higher subsequent returns).
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Performance Measures: Sharpe Ratio and Information Ratio
Treynor (1965) offered the first measure of investment performance, called Treynor
ratio that measures the returns in excess of returns from an investment with no
diversifiable risk (e.g. T-bills or a diversified portfolio). Sharpe (1966) extended the
work of Treynor (1965) and came up with a new performance measure, called Sharpe
ratio, which measures the excess return per unit of risk. It is probably the best known
and widely used performance measure. Jensen (1968) introduced a benchmark-based
measure, called Jensen’s Alpha that determines the abnormal return of a security or
portfolio over the theoretical expected return, predicted by CAPM.

The information ratio, a variation of Sharpe ratio measures the excess return that is
generated from the amount of excess risk taken relative to the benchmark. However,
there is a difference: the Sharpe ratio measures the excess return of an asset over the
return of a risk-free asset and the Information ratio measures the excess return over the
return of a benchmark index.

These performance measures are subjected to sharp criticisms (see Ingersoll, Spiegel,
Goetzmann, & Welch, 2007; Weisman, 2002; Brown, Gallagher, Steenbeek & Swan,
2004; Kid, 2011). Ingersoll, Spiegel, Goetzmann, and Welch (2007) think that these
measurements have potential for moral hazard:

“If investors use such scalar performance measures to rank or select money
managers, either directly or indirectly through reputation, then money
managers have an obvious incentive to take actions that enhance these
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measures – either through effort and application of skill, or through
“information-free” activities that amount to manipulation” (p. 1504).65
They also identified two weaknesses of these performance measures: (1) most
performance measures are designed for financial assets with normal or lognormal
distributions and (2) ‘exact performance measures can be calculated only in theoretical
studies’ (Ingersoll, et al. 2007, p. 1505). Kid (2011) reiterated the same that both Sharpe
and Information ratios are most useful for evaluating portfolios with normal expected
return distributions and are not applicable to asymmetric return distribution. Grinblatt
and Titman (1989) analyzed the various criticisms regarding performance measures and
introduced new measures that have desirable properties.

Despite all these criticisms, I use two performance measurement matrices – Sharpe ratio
and Information ratio to analyze the performance of the portfolios. Results are presented
in Table 5.7.

65

“Information-free” investing refers to the manipulative actions taken to improve a fund’s performance
which doesn’t necessarily add any value for the investors. See Brown, Gallagher, Steenbeek and Swan
(2004) and Weisman (2002).
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Table 5.7: Sharpe Ratio and Information Ratio of the Portfolios
Sharpe Ratio
Portfolio

Entire Period
(Jan 1996 – Dec 2015)
Sharpe ratio
Rank

S&P 500 Index
Value
Watch
Other
Information Ratio
Portfolio

Value
Watch
Other

0.0039
0.0428
-0.0019
0.0108

Jan 2001 – Dec 2015
Sharpe
ratio
0.0464
0.1108
0.0327
0.0512

3rd
1st
4th
2nd

Entire Period
(Jan 1996 – Dec 2015)
Information
Rank
ratio
-0.0331
1st
-0.1600
3rd
-0.1550
2nd

Rank
3rd
1st
4th
2nd

Jan 2008 – Dec 2015
Sharpe
ratio
0.1124
0.1749
0.1630
0.1075

Rank
3rd
1st
2nd
4th

Jan 2001 – Dec 2015

Jan 2008 – Dec 2015

Information
ratio
0.0934
-0.0384
0.0207

Information
ratio
0.0385
0.0281
0.0058

Rank
1st
3rd
2nd

Rank
1st
2nd
3rd

Sharpe ratio is a risk-adjusted measure of return. It calculates how much excess return (that is,
asset return minus risk-free asset) you should be receiving for assuming higher risk when you
are investing in riskier assets.
Information ratio is a measure of a portfolio to generate excess returns relative to a benchmark.
In this study, I used S&P 500 as the benchmark. A high ratio will indicate that an investment
style can achieve higher returns more efficiently than one with a low ratio by taking on
additional risk. Grinold and Kahn (1995) rated an information ratio of 1.0 as “exceptional,” 0.75
as “very good,” and 0.50 as “good.”

Cumulative Returns
Apart from skewness, kurtosis, Sharpe ratio and Information ratio, the other comparison
that I consider to be meaningful in the context of value investing is the overall
cumulative return over the entire period. For value investors, that is what really matters.
This is because the value investor sets an investment horizon and then structures a
portfolio that will preserve the original investment and yield a “satisfactory” return at the
end of the investment horizon.
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From the three charts below, it is clear that the Value portfolio outperformed the Index,
Watch and Other portfolios in each of the two sub-periods, but ranked second in the
entire period. Another observation is that the Watch portfolio consistently ranked second
in all three periods. Both of these observations support the notion that the O-S heuristic
must be picking stocks not only in the manner desired by value investors, but also
producing desirable outcomes.

Index has an advantage over Value portfolio because of rebalancing. In general, indexes
are rebalanced either regularly (Russell 2000 Index rebalanced in June every year) or on
an as-needed basis (S&P/TSX 60 for example). The Value portfolio that we have formed
in January, 1996, on the other hand, remains the same for the entire period, 1996-2015.
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Figure 5.5: Cumulative Returns, 1996-2015
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Figure 5.6: Cumulative Returns, 2001-2015
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Figure 5.7: Cumulative Returns, 2008-2015

Summary and Conclusion
Although there is no question that there is a value premium, there are conflicting
explanations as to why it exists. Psychologists suggest that when decision makers find
themselves with limited capacity to deal with complex data and high degrees of
uncertainty (as in making investment decisions), they resort to the use of heuristics as a
simplifying tool. We developed a value investing heuristic and applied it to stock
selection using S&P 500 as the stock universe. A presentation of some pertinent
descriptive statistics shows that the value portfolio based on the heuristic ranks above
the other portfolios in two sub-periods. For the entire period, based on mean monthly
and 5-year returns, the Index portfolio ranked first, followed by Value as presented in
Table 5.2. I conjecture that this may be because of the rebalancing advantage that
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Indexes possess. Unlike Value portfolio, indexes have the flexibility to revise and
include stocks that are faring better on a regular basis and eliminate those that are not
doing well. Since the objective of the O-S heuristic is to minimize the downside, I
believe the heuristic could potentially be used as a valid tool for making value investing
decisions. Moreover, given the simplicity of the heuristic and that it can be implemented
using only publicly available data, this process is accessible to all investors.

224

Appendix B: The Otuteye-Siddiquee Heuristic Approach to Value Investing
Table 5B.1: Preliminary Stock Screening Criteria (The “5-Minute QuickScan” Screening Criteria)
No.
1

Criterion/ Question
Is the company listed on
the OTC or on Pink
sheet? Check whether
the company’s ticker
symbol has a .OB
(NASDAQ
bulletin
board stock) or .PK
(pink sheet) extension
Is the company’s market
capitalization
below
$500 million?

Decision Rule
Reject if the ticker has either
.OTCBB or .PK extension.

Rationale
Information about .OB or .PK shares
tends not to be up to date or always
reliable. Although .OTCBB companies
have to file regular forms with the SEC,
they are still not as safe as stocks listed on
the major exchanges.

Include only companies with
market cap > $500 million

3

Recent IPO

Reject if the company does not
have at least 5 years of public
trading data.

4

3 to 5 years of positive
EBIT?

Include only companies with
positive operating profit for at
least 3 years but preferably 5
years or more.

5

3 to 5 years of positive
Cash
Flow
from
Operating Activities?

6

5 years of ROE >10%

7

5 years of Debt/Equity
ratio < 1

Include only companies with
positive cash flow from
operating activities for at least
3 years but preferably 5 years
or more.
Accept only companies with at
least 3 continuous years of
ROE > 10%. If one of the past
three years has ROE < 10%
then look for 3 years out of the
past 5 years.
Accept only companies that
meet that condition.

The original intent of setting up this
heuristic is to design a system that even
investment novices can use and not lose
money. For that clientele we felt it
advisable to limit them to well established
companies and this criterion increases the
chances of that.
Same reason as criterion # 2 – to limit the
search to relatively well established
companies with a reasonable (minimum 5
years) public trading history.
A critical indicator of future profitability
is a track record of past profitability.
Operating profit is regarded as a sign that
this company can sustain itself through its
business operation and also an indicator
that it has been operating a viable
business model.
This shows that the company is able to
end up with positive cash flow of its own.
Rationale similar to criterion # 4.

9

Tangible Book Value >
0 for the past 3 years.

Accept only companies that
meet the condition.

2
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ROE is an indicator of profitability and a
3 to 5-year track record is an indicator that
profitability has been sustained in the
past.
The goal is to limit the set to low leverage
companies. We prefer companies with
zero debt.
While companies with good business
models and sustainable competitive
advantage can have negative net tangible
value, analysis of such companies might
be beyond the scope of beginners who are
part of the user group for whom this
heuristic is designed.

Table 5B.2: Value Investing Screening Criteria i
Screening Criterion # 2A: Earnings Strength, Earnings Stability and Moat Indicators
No

ROIC must be at least 10% in each of the past five years.

2

Financial Ratio or Value
Indicator
Return on Invested Capital
(ROIC)
Equity Growth Rate

19

Altman Z-Score

A company with Z score less than 1.8 is rejected. A Z-score of 3.0

1

Decision Rule

The annual compounded equity growth rate (measured by the rate
of growth of Book Value per Share) must be at least 10% for the
past 5 years.
3
Rate of Growth of Earnings The annual compounded EPS growth rate must be at least 10% for
per Share (EPS)
the past 5 years.
4
Sales Growth Rate
The annual compounded rate of growth of sales must be at least
10%.
5
Operating Cash Flow (OCF) The annual compounded rate of growth for OCF must be at least
Growth Rate
10%.
6
Free Cash Flow (FCF) Growth The annual compounded rate of growth for both FCF must be at
Rate
least 10%.
7
Gross Margin
A gross margin greater than 40% is classified as an indicator of
durable competitive advantage.
8
Operating Margin
First we find the average operating margin for the industry or a core
group of competitors. And then we look at the company’s operating
margin, which must be above the average of the industry or its
competitors.
9
Net Margin
Net margin greater than 20% is considered a sign of durable
competitive advantage and net margin less than 10% is interpreted
as the company being in a highly competitive environment.
10
Free Cash Flow (FCF) Margin FCF margin greater than 10% is considered a sign of durable
competitive advantage.
Screening Criterion # 2B: Financial Strength and Financial Stability
Screening Criterion # 2B Part 1: Short-Term Financial Health
11
Current Ratio
Current ratio has to be at least 2.
12
Quick Ratio
Quick Ratio has to be at least 1.5
13
Interest Coverage Ratio
Interest coverage ratio has to be at least 5.
14
Operating Cash Flow Ratio OCF ratio has to be at least 1.
(OCF)
Screening Criterion # 2B Part 2: Long-Term Financial Health
15
Leverage Ratio
Leverage ratio (measured by Debt to Total Assets) has to be less
than 0.5 except utilities for which leverage ratio equal to or less
than 1.0 is acceptable.
16
Debt to Equity Ratio
Debt-Equity ratio has to be less than 1.
17
Long-Term Debt to Operating This ratio is used to measure how long it will take to pay off longCash Flow Ratio
term debt using OCF and it has to be 3 years or less.
Screening Criterion # 3: Susceptibility to Bankruptcy
18
Piotroski F-Score ii
Companies are accepted if the F-Score is 8 or 9 and they are
rejected if the F score is less than or equal to 2. However, for
companies with F score between 3 and 7, the decision to accept or
reject is more subjective and the overall profile of the company in
light of the other ratios is considered in arriving at a decision.
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or higher is accepted. For companies with Z scores between 1.8 and
3,0 the entire profile of the company is considered before a final
“accept” or “reject” decision is made.
Screening Criterion # 4: Company Valuation and Margin of Safety
20
Margin of Safety = (Intrinsic Margin of Safety must be at least 20%.
Value – Price)/Intrinsic Value
(Intrinsic Value is estimated by two methods: the P/E ratio
approach and Discounted Free Cash Flow approach)
Final Stock Selection Decision
If a stock meets all the benchmarks of Steps 1 to 19 then it is classified as “accepted” for inclusion in the
portfolio. If in addition to fulfilling the requirements for Steps 1 to 19, the company also has a margin of
safety of at least 20% then it will be recommended for purchase. Essentially, criteria 1 to 19 answer the
question: is this a good company? And criterion 20 answers the question: is it a good time to buy the stock?
Sometimes the intrinsic value based on P/E ratio valuation method may yield an acceptable margin of safety
whereas the Discounted Free Cash Flow method does not or vice versa. In those cases, we make the decision
based on the overall profile of the company. If all other indicators are very good then the company may be
included in the “buy” portfolio. But if the other indicators barely make it past the acceptable standards then it
will be put on the watch list.
i

It is obvious to see how these criteria make common sense to an investor who is looking for good
quality companies. We arrived at them from an amalgamation of various stock selection criteria
alluded in writings and interviews of various value investors including Benjamin Graham, Warren
Buffett, Walter Schloss, Joel Greenblatt, etc.
ii
See Piotroski (2000) and Altman (1968) on how these indices are calculated.
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Chapter 6 Empirical Study II: Perception of Time Horizon
and Performance of Common Stock Portfolios

“My research definitively showed that over long periods of time, the returns on equities
not only surpassed those on all other financial assets but were far safer and more
predictable than bond returns when inflation was taken into account. I concluded that
stocks were clearly the asset of choice for investors seeking long-term growth.”
Jeremy Siegel (2008, p. xvii)
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Definitions of Investment
I believe any discussion on investment should start with the distinction between
investment and speculation. It appears to me that many investors fail to distinguish
between investment and speculation. Ben Graham expressed his concern: “The
distinction between investment and speculation in common stocks has always been a
useful one and its disappearance is a cause for concern” (Graham, 2006, p. 20). Besides
the definition of investment provided by Ben Graham, I consulted two widely used
investment textbooks – namely Investments by Bodie, Kane and Marcus and Investment
Analysis & Portfolio Management by Reilly and Brown for the definition of investment.

“AN INVESTMENT IS the current commitment of money or other
resources in the expectation of reaping future benefits. For example, an
individual might purchase shares of stock anticipating that the future
proceeds from the shares will justify both the time that her money is tied up
as well as the risk of the investment” (Bodie, Kane & Marcus, 2014, p. 1,
bold and upper case in the original).
“An investment is the current commitment of dollars for a period of time in
order to derive future payments that will compensate the investor for (1) the
time the funds are committed, (2) the expected rate of inflation during this
time period, and (3) the uncertainty of the future payments” (Reilly &
Brown, 2012, p. 4, bold in the original).
Warren Buffett also echoed the textbook definition:

“What you’re doing when you invest is deferring consumption and laying
money out now to get more money back at a later time. And there are really
only two questions. One is how much you’re going to get back, and the other
is when” (Schroeder, 2008, p. 17).
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In his 2011 letter to Berkshire shareholders, Warren Buffett expanded on the objectives
of investment:

“... laying out money now in the expectation of receiving more money in the
future. At Berkshire we take a more demanding approach, defining investing
as the transfer to others of purchasing power now with the reasoned
expectation of receiving more purchasing power—after taxes have been paid
on nominal gains – in the future. More succinctly, investing is forgoing
consumption now in order to have the ability to consume more at a later
date” (Buffett, 2011).66
David Dreman laid out the goal of investing as follows: “protect and increase our
portfolio on an inflation-adjusted basis and (where appropriate) tax-adjusted dollars over
time” (Dreman, 2012, p. 367). There is no controversy about this view of investment as
giving up consumption now in order to have more in the future. The challenge, I think is
how investors can make it operational (achieving the goal of higher purchasing power in
the future) by investing in different securities at their disposal. Keeping the definition of
investment in mind, this chapter deals with why T-bill is not a risk-free asset since it
fails to keep up with retaining purchasing power in the long run.

66

Berkshire Hathaway’s compounded annual gain over a period of more than 50 years (1965-2016) is
19.0% compared to the S&P 500 Index’s 9.7%, and the overall gain for the same period is 884,319% (in
Per-Share Book Value of Berkshire) compared to a mere 12,717% for the S&P 500 (in S&P 500 with
Dividends included) (Buffett, 2016). Please note that the S&P 500 numbers are pre-tax, whereas the
Berkshire numbers are after-tax. If you invested $1,000 in Berkshire Hathaway in 1970, that amount
would have been worth $4.86 million on June 30, 2014.
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Ben Graham’s definition that he provided in 1934 is an operational one and distinct from
the textbook definitions:

“An investment operation is one which, upon thorough analysis, promises
safety of principal and a satisfactory return. Operations not meeting these
requirements are speculative” (Graham & Dodd, 2008, p. 106).
Based on the definition of investment given by Ben Graham and David Dodd and the
practices of value investors, I assert that value investors differ from their counterparts
with other investment styles in the way they view time in investment. As Graham (2006)
put it: “ ... in the easy language of Wall Street, everyone who buys and sells a security
has become an investor, regardless of what he buys, or for what purpose or at what price,
or whether for cash or on margin” (p.19).

Value investing is a long-time endeavor. In The Intelligent Investor, Ben Graham
provided some hints what he thinks is long-term investment:

“To the extent that the investor’s funds are placed in high-grade bonds of
relatively short maturity—say, of seven years or less—he will not be
affected significantly by changes in market prices and need not take them
into account” (Graham, 2006, p. 188, emphasis added).

It is clear from the above quote that long-term for Ben Graham is seven years and over.
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But then investing for long-term is against natural human tendency. Over seventy years
earlier, John Maynard Keynes made this observation: “Investment based on genuine
long-term expectation is so difficult today as to be scarcely practicable… human nature
desires quick results, there is a peculiar zest in making money quickly …” (Keynes,
1936, p. 157). It would be valuable to explore how and why these two groups of
investors behave differently and how that relates to their long-term performance.

Warren Buffett in his 1988 letter to the shareholders talked about the importance of
holding stocks for a long-period of time:

“… when we own portions of outstanding businesses with outstanding
managements, our favorite holding period is forever. We are just the
opposite of those who hurry to sell and book profits when companies
perform well but who tenaciously hang on to businesses that disappoint.
Peter Lynch aptly likens such behavior to cutting the flowers and watering
the weeds” (Buffett, 1988, para. 85).
When the average holding period for the American investors dropped from 8.3 years in
1960 to 0.5 years in 2010, Warren Buffett maintained an average holding period of 20
years from 1997-2009 (Benedict, 2010). 67 Montier (2009) found that ‘they had an
average holding period of 5 years, whereas the average holding period for a stock on the
New York Stock Exchange is only 11 months’ (p. 133). Zweig (1999) reports that ‘in
1959, the average mutual fund turnover rate was 16.4%, equating to a six-year holding

67

Consider the holding periods of some of Buffett’s largest investments: Washington Post: 1977-2013 (36
years until it was bought by Jeff Bezos in 2013); GEICO: 1977-1995 (19 years, until Buffett acquired the
remaining outstanding stock of the company, making it a subsidiary); Coca-Cola: 1988-Present (29 years);
Wells-Fargo: 1990-Present (27 years); Gillette: 1991-Present (26 years, including Procter & Gamble after
Gillette acquisition); American Express: 1994-Present (23 years) Source: Benedict (2010), dates are
updated by me.
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period; by 1979, it was 63.3%; and now it has passed 83%, or just 14 months of
ownership” (pp. 1-2).

Risk: A Wildly Misunderstood Concept in Finance
What I have noticed going through the literature on risk and return, is that academia has
a very different opinion about risk as compared to the understanding of some notable
investors. Even if you ask a layman investor on the main street what he thinks about
risk, most likely he will respond with “losing all his investment.” Academic experts68
and also professional investors on the Wall Street, on the other hand will respond with
“beta” or “volatility,” which is measured using statistical measurement like variance or
standard deviation.

In traditional finance and economics discourse, the topic of risk starts with Frank
Knight’s distinction between risk and uncertainty. Knight (1921) classifies risk as
situations where outcomes are random but the probability distribution governing the
outcome is known and, therefore, expectations (for example, expected returns) can be
quantified. Uncertainty, on the other hand, describes situations where the outcomes are
random and the probability distribution of the outcomes is unknown and, therefore, it is
not possible to make a quantifiable assessment of expected values of outcomes. The idea
of risk as a characteristic of the probability distribution of security returns was
formalized by Markowitz (1952).

68

Harry Markowitz used uncertainty and variability simultaneously (despite significant differences) in his
1959 book, Portfolio Selection: Efficient Diversification of Investment. For example, the entry under
Variability is “see Risk.” The entry under Uncertainty is also “see Risk” (see Markowitz, 1959, pp. 343344).
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But that is not what common sense or value investors consider as risk. Besides
discussing some of the limitations of volatility as a measure of risk, Howard Marks
offered his thoughts on what is actually risk to investors:

“Rather than volatility, I think people decline to make investments primarily
because they’re worried about a loss of capital or an unacceptably low
return. To me, “I need more upside potential because I’m afraid I could lose
money” makes an awful lot more sense than “I need more upside potential
because I’m afraid the price may fluctuate.” No, I’m sure “risk” is – first and
foremost – the likelihood of losing money” (Marks, 2006, p. 4).
In Modern Portfolio Theory (MPT), volatility as measured by standard deviation is the
total risk of an asset. The rationale is that if you invest in an asset with high variance, the
chances that you may end up selling at a lower price are higher than for someone who
buys an asset with little or no volatility. The value investor’s definition of risk may not
fit in a fancy theory, but risk is defined in a simple common sense fashion as the
possibility of permanent impairment of capital.

Value investors are aware that different assets have different volatilities. Volatility of the
asset is only part of the asset’s identity. For example, Treasury bills have a level of
volatility that is part of their identity. Similarly, common stocks have a level of volatility
that is part of their identity. The way you handle volatility is first through diversification
and second, by selecting the level of volatility that is meaningful relative to your planned
holding period. Thus, it does not make sense to put funds that you need a year from now
into stocks. Recall that the value investor’s way of handling risk is to avoid what is
known and take care of residual uncertainty with margin of safety. Volatility is not a
surprise, so it does not make sense for an investor to suffer loss from an attribute that is
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known in advance. Volatility is neutral; it is just part of what the asset is. But you can
turn it into risk if you mishandle it.

In the context of volatility, I address beta specifically in Chapter 3. Beta is not a
meaningful measurement of risk. To the extent that we can create different portfolios
with equal beta but different probabilities of losing money, beta cannot be a viable
representation of risk.

The illusion regarding investment in T-Bill as risk-free has been addressed a few times
by Warren Buffett. In particular, he addresses that idea of confusing “zero beta” as
equivalent to “no risk.” In his 2011 letter to Berkshire shareholders, he notes:

“Investments that are denominated in a given currency include moneymarket funds, bonds, mortgages, bank deposits, and other instruments. Most
of these currency-based investments are thought of as ‘safe.’ In truth they are
among the most dangerous of assets. Their beta may be zero, but their risk is
huge.
Over the past century these instruments have destroyed the purchasing
power of investors in many countries, even as the holders continued to
receive timely payments of interest and principal. This ugly result, moreover,
will forever recur” (Buffett, 2011, p. 17).
Another important aspect of risk in value investing is that the same asset may have
varying degrees of risk depending on how the investor handles it. For example, the
common stock of a good business that is financially sound has no risk if you hold it as
part of a diversified portfolio for ten years or more, whereas if your holding period is
one year, then that very stock becomes a risky asset in your hands. Or the same common
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stock bought at $50 when the intrinsic value is $100 is of little risk, whereas if you buy it
at $110, then it is a high-risk asset.

The use of beta as risk of a stock can lead to some rather absurd outcomes. For example,
here is a list of companies (Table 6.1) whose betas are very close but anyone looking at
the nature, profitability and financial statements of the companies will immediately see
that they belong to very different risk categories.

The problem with CAPM risk (beta) is that it avoids examining the items that really
matter – the company’s profitability and financial strength. In the CAPM framework, a
stock’s expected return as reported by Perold (2004) “does not depend on the growth
rate of its expected future cash flows. To find the expected return of a company’s shares,
it is thus not necessary to carry out an extensive financial analysis of the company and to
forecast its future cash flows. According to the CAPM, all we need to know about the
specific company is the beta of its shares, a parameter that is usually much easier to
estimate than the expected future cash flows of the firm” (p.17).

Table 6.1 is an illustration of how absurd this way of thinking can be. It shows four pairs
of companies with similar (one-year) betas but very different levels of risk in terms of
potential loss of capital.
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Table 6.1: Run-of-the-Mill vs. Wide Moat Companies
Pair
1
2
3
4

Company

Beta

Reed’s Inc. (NYSEMKT: REED)
Coca-Cola (NYSE: KO)
Tesco Plc (OTCMKTS: TSCDY)
Costco Wholesale (NASDAQ: COST)
Valeant Pharmaceuticals (NYSE: VRX)
Eli Lilly (NYSE: LLY)
Zep Inc. (NYSE: ZEP)
WD-40 (NASDAQ: WDFC)

0.73
0.59
0.66
0.73
0.07
0.19
0.73
0.70

3-Year
Debt/Equity
Average ROE
Ratio
-80.19
24.9
-14.62
18.76
-5.21
19.83
8.95
24.76

8.08
1.10
1.24
0.45
5.12
0.57
0.96
0.68

Sources: www.google.com/finance and www.mergentonline.com
Information is accurate as of September 16, 2016

It is clear that it will be a big mistake to classify each of these pairs of companies as
equal in risk. But that is what will happen if we use beta as risk. Warren Buffett in his
1993 letter to the Berkshire shareholders argued that:

“The competitive strengths of a Coke or Gillette are obvious to even the
casual observer of business. Yet the beta of their stocks is similar to that of a
great many run-of-the-mill companies who possess little or no competitive
advantage. Should we conclude from this similarity that the competitive
strength of Coke and Gillette gains them nothing when business risk is being
measured? Or should we conclude that the risk in owning a piece of a
company - its stock - is somehow divorced from the long-term risk inherent
in its business operations? We believe neither conclusion makes sense and
that equating beta with investment risk also makes no sense” (Buffett, 1993).
Another misconception is the belief in traditional theory of finance that in order to gain
higher returns, you need to take more risk.69 Thus, return is the reward for taking on risk.
Furthermore, depending on your risk tolerance you can take as much risk as your utility

69

Both Portfolio Selection Theory, developed by Harry Markowitz in 1959 and Capital Asset Pricing
Model, developed by William Sharpe in 1963 assume that the relationship between risk and return is
positive.
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function makes you comfortable with. Thus the one with higher risk tolerance should
expect to earn higher returns.

“The proper choice among efficient portfolios depends on the willingness
and ability of the investor to assume risk. ... If a greater degree of uncertainty
can be borne, a greater level of likely return can be obtained” (Markowitz,
1959, p. 6).
In Chapter 3 (pp. 139-140), I have reviewed a body of literature which contradicts with
this concept.

Also in value investing, risk is not defined as the variability of past return compared to
the market. Rather value investors define risk as the probability of permanent
impairment of capital and disagree with the academic definition of risk as Howard
Marks did:

“According to the academicians who developed Capital Market Theory, risk
equals volatility, because volatility indicates the unreliability of an
investment. I take great issue with this definition of risk.
It’s my view that – knowingly or unknowingly – academicians settled on
volatility as the proxy for risk as a matter of convenience. They needed a
number for their calculations that was objective and could be ascertained
historically and extrapolated into the future. Volatility fits the bill, and most
of the other types of risk do not. The problem with all of this, however, is
that I just don’t think volatility is the risk most investors care about” (Marks,
2006, p. 3).
Howard Marks in his 2014 memo to Oaktree Capital clients defines risky investment as:
“Riskier investments are ones where the investor is less secure regarding the
eventual outcome and faces the possibility of faring worse than those who
stick to safer investments, and even of losing money” (Marks, 2014, p. 7).
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Malcolm Mitchell of the Center for Investment Policy Studies commented on the
redefinition of risk:

“The fact is that Markowitz did not find a way to measure the risk that
investors care about: the risk that arises from an uncertain future, the risk
that things will turn out to be worse than we expect. He simply ignored that
kind of risk and focused instead on variability—or, to take the term more
commonly used today, volatility. Instead of measuring risk, Markowitz
demonstrated how to measure volatility in a portfolio. Why volatility? One
obvious reason is that volatility is measurable, whereas uncertainty is not”
(Mitchell, 2002, p. 6).
I think the challenge with value investors’ definition of risk – probability of permanent
impairment of capital, is that it lacks what volatility can offer: quantifiability. As
Howard Marks would say: “The probability of loss is no more measurable than the
probability of rain. It can be modeled, and it can be estimated (and by experts pretty
well), but it cannot be known” (Marks, 2014, p. 1). I think Warren Buffett said it right:
“In their hunger for a single statistic to measure risk, however, they forget a fundamental
principle: It is better to be approximately right than precisely wrong” (Buffett, 1993,
para. 64-65, emphasis added).

Also value investors maintain that risk is not a thing to endure in order to be rewarded.
Rather, the true investor is expected to make every effort to avoid risk. But that does not
mean that value investors don’t take risk or they are not exposed to any risk. Value
investors rather handle risk by staying within their circle of competence and buying
fundamentally strong businesses weigh below their intrinsic value. For value investors,
taking risk is a choice rather than a fate (see Perold, 2009). Dreman (1998) defines risk
as “… the potential loss of capital through inflation and taxes, and would include at least
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the following two factors: (1) The probability that the investment you chose will
preserve your capital over the time you intend to invest your funds and (2) The
probability the investments you select will outperform alternative investments for this
period” (p. 311).

For further criticism of the use of variance to measure risk and the relationship between
risk and return, see Hogan and Warren (1974), Haugen and Heins (1975), Kraus and
Litzenberger (1976), Bawa and Lindenberg (1977) and Baillie and DeGennaro (1990).
For example, like Marks (2006), Hogan and Warren (1974) also consider the use of
variance as a matter of convenience, “… models employing a criterion based on two
parameters have been found most convenient for reasons of simplicity of interpretation
and computational feasibility” (p. 1). Mao (1970a) echoed the same, “semivariance has
the advantage of focusing on reduction of losses, but Markowitz chose to use variance
because of its familiarity and ease of computation” (p. 657). Haugen and Heins (1975)
noticed a negative correlation between risk and return, “over the long run, stock
portfolios with lesser variance in monthly returns have experienced greater average
returns than their ‘riskier’ counterparts” (Haugen & Heins, 1975 p. 782). Kraus and
Litzenberger (1976) used a three-moment model, which implies that investors are risk
averse to variance of return but prefer positive skewness. Bawa and Lindenberg (1977)
developed a measure of risk that depends on deviations in security returns only below
the risk-free rate. Price, Price and Nantell (1982) also found Bawa and Lindenberg’s
(1977) measure as a meaningful alternative. Using GARCH, Baillie and DeGennaro
(1990) concluded that ‘any relationship between mean returns and own variance or
standard deviation is weak’ (p. 202).
240

As an alternative to variance as a measure of risk, I think semivariance can be a better
measure of risk. Hogan and Warren (1974) made it clear: “The main heuristic
motivation for the use of semi-variance in place of variance is that minimization of
semivariance concentrates on the reduction of losses, whereas variance identifies
extreme gains as well as extreme losses as undesirable. Too much expected return may
be sacrificed in eliminating both extremes” (pp. 1-2). Mao (1970b) also made a case in
favor of semi-variance, “Variance is the generally accepted measure of investment risk
in current capital budgeting theory. There are theoretical reasons for preferring semivariance and the evidence is more consistent with semivariance than variance” (p. 359).
Even Markowitz (1959) proposed an alternative risk measure called semi-variance.
Dreman (1998) echoed the same, “Actually, there are some good looking new models
that measure risk. One of the popular tickets today is called semivariance” (p. 303).

In my opinion, considerable damage and disservice has been done to investors by
equating market fluctuation to risk – shifting their focus from important and relevant
matrices of risk assessment to something which really doesn’t make any sense. Ben
Graham actually regards the idea of equating volatility to risk as harmful investment
decision making:

“In current mathematical approaches to investment decisions, it has become
standard practice to define “risk” in terms of average price variations or
“volatility.” We find this use of the word “risk” more harmful than useful for
sound investment decisions—because it places too much emphasis on
market fluctuations” (Graham, 2006, p. 580).
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Questions Surrounding the Risk-Free Asset
The concept of “risk-free” rate supposedly originated during feudal times when kings
compared the rate of growth of trees in their own territory (i.e. risk-free return) with the
risk and reward of invading, conquering and plundering the forest resources of other
nations (Barnes, 2012). Although we no longer live in a feudal system, trying to estimate
a risk-free rate of return still remains challenging. In the absence of a better alternative,
we have accepted the T-Bill rate or yield on government debt as a proxy for the “riskfree” rate. For example, in Modern Portfolio Theory (MPT) and also in Capital Asset
Pricing Models, researchers and practitioners usually use the government T-Bill (usually
the 90-day T-Bill or in some cases U.S. Treasury bonds) as a proxy for the risk-free
asset. Within the MPT paradigm, investors form an optimal portfolio using a
combination of the risk-free asset and the market portfolio - known as the two-fund
separation principle. The choice of T-Bill as the risk-free asset hinges on two arguments.
One is that governments of developed western economies will not go bankrupt.
Therefore, their debts are default-free. The other argument is that the short maturity (90
days) of the T-Bill makes it immune to inflation or purchasing power loss.

The problem is, if we define investment from the perspective that we are forgoing
present consumption in order to enjoy a higher consumption in the future, then the T-Bill
is one of the riskiest assets since it fails to increase purchasing power and in some
jurisdictions actually reduces the investor’s purchasing power over a long period of time.
In other words, the T-Bill does a poor job in fulfilling investor’s primary goal for
investing which is to expand their future consumption opportunity set. The confusion of
choosing T-Bills as a risk-free asset stems from the fact that it has zero beta, that is, its
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value does not fluctuate with the overall market portfolio. I think it is important to note
that investors should not be investing merely to avoid fluctuations with the market. They
are investing with the goal to increase their future purchasing power.

Someone can argue that T-bill is risk-free because the issuer of these types of securities
does not possess any default risk. I think the financial crisis of 2008 and the recent
European Sovereign debt crisis (in Greece, Ireland, Portugal, Italy and Spain) have got
people to question this axiomatic use of government debt as risk-free asset. In particular,
with the 2011 S&P downgrade of U.S. government credit rating, investors,
policymakers, and academics have begun to question seriously the idea of regarding
Treasuries as appropriate “risk free” asset and whether this concept of “risk free” rate is
appropriate in today’s world (see Tett, 2011). When I say T-bill is not a risk-free asset, I
focus on its ability to retain or increase purchasing power, not on its default risk.

The implications of no “risk-free” assets can be huge. Questioning the legitimacy of the
risk-free asset amounts to questioning the underlying models of finance. For example,
models of risk and return start with the presumption that there is a risk-free asset and
hence a risk-free rate. Presumption of a risk-free rate is also critical in various asset
pricing theories (such as CAPM, MPT or Black-Scholes model). As alluded to by
Damiano Brigo, Gilbert Professor of Financial Mathematics at King’s College, London:
“All the theory of valuation at the moment is based on the existence of a risk-free asset
to be associated with the basic pricing measure. If there is no longer a clear benchmark
for a risk-free asset, then you really need to rework the theory to account for that”
(Campbell, 2011, paragraph 2). Emons (2013) identified some of these implications in
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his timely book The End of the Risk-Free Rate, such as the way markets and academics
view valuation of risk premiums for equities and corporate, municipal, mortgage and
agency bonds; government’s ability to service its debt and on the government funding
for education, healthcare, law enforcement; and so on.

The key issue is how we define risk-free assets. Risk free assets could be defined as
those that preserve purchasing power and are at all times liquid. Now, risk-free assets
can also be defined as assets with no default risk (the risk that the Government would
default on its debt obligations) or absolute risk (volatility measured by standard
deviation), hence the reasons for considering U.S. Treasury bonds as risk-free asset and
its associated return as risk-free rate.

Emons (2013) identified several signs that there is no longer a true gauge for the riskfree rate. One is that T-bills have yielded zero or negative returns over the past few
years, eroding investors purchasing power. For example, “in Switzerland and Denmark,
1- to 3-year maturity government bond yields were negative 25 basis points on average,
and most of the Treasury bills in Europe, United States and Japan are also currently
trading near zero or even negative” (Emons, 2013, p. 19). Also, the 2012 London
Interbank Offer Rate (LIBOR) scandal70 called into question the short-term interest rate
futures as “risk-free” rate.

70

Enrich, D. (2017). The Spider Network: The Wild Story of a Math Genius, a Gang of Backstabbing
Bankers, and One of the Greatest Scams in Financial History. New York, NY: HarperCollins
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Finkelstein (2006) in the aptly titled book, The Politics of Public Fund Investing: How to
Modify Wall Street to Fit Main Street, correctly summarized the issue:

“Even so-called risk-free US Treasuries are evaluated with the timing,
amounts, and certainty of cash flows in mind. ‘But there is no uncertainty in
these,’ one might argue. ‘The US government will always make good on its
interest and principal repayments.’ True, but if unforeseen circumstances
force a fund manager to liquidate a T-note prior to maturity – when the
market price is down – the value of the cash flows from that investment will
not be what the manager had anticipated. Thus, price and value are not
necessarily the same from the perspective of Main Street. Academia’s axiom
that US Treasury debt represents the risk-free ‘rate’ of interest, though
correct, obscures this reality, causing many investors to believe Treasuries
are risk-free, which is not the case. Treasury debt is risk-free from the
perspective of creditworthiness, and only if it is held to maturity. Main Street
investors, who face liquidity needs, cannot always assume their assets will
be held to maturity” (p. 131).
Apart from these theoretical observations, there is some empirical evidence (see
Dimson, Marsh & Staunton, 2002, 2016; Siegel, 2008 and Dreman, 2012) that has
challenged the acceptance of T-Bill as a genuine risk-free asset, i.e. the ability of T-Bills
in maintaining the purchasing power since the goal of investment is actually to increase
purchasing power over time.

Time diversification refers to the idea that investments in stocks are less risky over
longer periods of time than shorter ones.71 The concept sparked spirited debates when
Siegel (2008) argued that stocks produced positive real returns in excess of bonds and Tbills in the long run. Kritzman (1994) and Samuelson (1994) rejected this notion.
Kritzman (1994) argued that “although you are less likely to lose money over a long

71

Kritzman (1994) defines time diversification as “the notion that above-average returns tend to offset
below-average returns over long horizons” (p. 14).

245

horizon than over a short horizon, the magnitude of your potential loss increases with the
duration of your investment horizon. According to the critics of time diversification, if
you elect the riskless alternative when you are faced with a three-month horizon, you
should also elect the riskless investment when your horizon equals 10 years, or 20 years
or, indeed, any duration” (p. 15).

Samuelson (1994) argued that the “investment horizon can have no effect on your
portfolio composition” (p. 29). He also noted that “When a 35-year-old lost 82 percent
of his pension portfolio between 1929 and 1932, do you think that it was fore-ordained
in heaven that it would come back and fructify to +400 percent by his retirement at 65?
How did the 1913 Tsarist executives fare in their retirement years on the Left Bank of
Paris? (Samuelson, 1994, p. 17). Bodie (1995), using option pricing theory, illustrated
‘that the riskiness of stocks increases rather than decreases with the length of that
horizon’ (p. 18). Fisher and Statman (1999) agreed with the last two assumptions of
Samuelson (1994) as stated by Kritzman (1994), but they maintained that the first
assumption, that is that investors’ risk aversion does not change as wealth changes, is
false. This is because according to the Prospect Theory, investors are risk averse in the
gain domain and risk-seekers in the loss domain (see Kahneman & Tversky, 1979).

There is empirical evidence (see Smith, 1924; Spurrier, 1941; Steiss, 1951) that
investing in equities over a longer horizon preserves purchasing power much better than
investing in bonds or T-bills. For example, Smith (1924) studied the stock market from
1866 to 1922 and concluded that stocks have an advantage over bonds as a medium for
long term investment:
246

“Each test assumes the investment of approximately $10,000 in ten
diversified common stocks of large companies and an investment of an equal
amount in high grade bonds. They cover the entire period from 1877 to date,
and the supposed purchase of stocks is made without reference to the
condition of the stock market at the time of purchase except in those tests
where a peak in the market has been deliberately chosen…
Every test except one shows better results are obtained from common stocks
than from bonds …” (pp. 19-20).
Smith (1924) provided the following explanation for the outperformance of stocks:
“over a period of years the principal value of a well-diversified holding of the common
stocks of representative corporations in essential industries tends to increase with the
operation of compound interest” (p. 79). Spurrier (1941) studied the market during
1913-1935 and 1923-1935 and concluded that common stocks did better compare to the
bonds except for periods of falling commodity prices, such as 1923-1935. Steiss (1951)
concluded that if an investor invested $25,000 in a cross-section of common stocks of
sound, well-managed Canadian companies in April 1927, by April 1951, the amount
would be double, $50,000 plus an average annual income of 6.10 percent from
dividends. The results achieved over a period of 24 years include worst depression, stock
market crashes and without any investment management advice.

Graham (2006) made the following two arguments in favour of investing in common
stocks:

“The first was that they had offered a considerable degree of protection
against the erosion of the investor’s dollar caused by inflation, whereas
bonds offered no protection at all. The second advantage of common stocks
lay in their higher average return to investors over the years. This was
produced both by an average dividend income exceeding the yield on good

247

bonds and by an underlying tendency for market value to increase over the
years in consequence of the reinvestment of undistributed profits” (p. 113).
Using Canadian data on Treasury bill returns, government long-term bonds and the
S&P/TSX Composite index, Otuteye and Siddiquee (2013a), show that, whereas over
short-term (monthly and annual) horizons, the stock index went through a lot more
volatility (high “risk” according to traditional finance) compared to the T-bill or
government bonds, during longer holding periods (three years or more), practically all
the negative returns in the stock index are eliminated. Thus, the concern of a net
negative return is only an issue over short holding periods, also reported in Engel and
Hecht (1994):

“In all the 2,211 year-to-year combinations possible between year-end 1925
and December 1991, there are only 72 with negative rates of return. And
most of these loss periods were for relatively short time spans. For
investment held at least seven years, there were only five occasions that
resulted in losses; you would have realized at least some profit in every
investment period lasting ten years or longer …
When the investment horizon extends at least ten years (as in most planning
for retirement, education, and similar objectives), the historic pattern is
particularly encouraging. Of the 1,653 10-year-plus periods covered in the
table, more than 95% show an annual compounded return above 9.1%, 90%
above 10.6%, and in half the periods the return was 13.6% or better. Indeed,
in nearly three out of ten instances, the return topped 15%” (pp. 289-296).
Siegel (2008) compared the total return indexes for stocks, long- and short-term bonds,
gold, and commodities from 1802 through 2006.
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Table 6.2: Total Return Indexes (both Nominal and Real), 1802-2006

Postwar
Period

Major
Subperiods

Periods

Stock Market
Returns
Nominal Real
Rate
Rate

Long-Term
Govt. Bond
Nominal Real
Rate
Rate

Short-Term
Govt. Bond
Nominal Real
Rate
Rate

Real Gold
Return

1802-2006
1802-1870
1871-1925

8.3
7.1
7.2

6.8
7.0
6.6

5.0
4.9
4.3

3.5
4.8
3.7

4.3
5.2
3.8

2.8
5.1
3.2

0.3
0.2
-0.8

1926-2006

10.1

6.8

5.5

2.4

3.8

0.7

1.2

1946-2006

11.2

6.9

0.5

Source: Siegel (2008)

The real return on equities has averaged 6.8 percent per year over the past 204 years,
compare to 3.5 percent from long-term government bond and 2.8 percent from shortterm government bond. Siegel (2008) broke the entire period into three major subperiods
and noticed that stocks did better compare to long-term and short-term government
bonds.
“Even since World War II, during which all the inflation that the United
States has experienced over the past 200 years occurred, the average real rate
of return on stocks has been 6.9 percent per year. This is virtually identical
to the previous 125 years, which saw no overall inflation. This remarkable
stability is called the mean reversion of equity returns, which means that
returns can be very unstable in the short run but very stable in the long run”
(Siegel, 2008, pp. 12-13).
Dreman (2012) reiterated the same point that in the pre-World War II era, the risk of
inflation was insignificant and yet the disparities in return among stocks, bonds and
treasury securities have widened enormously after World War II. For example, if an
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investor put $100,000 into T-bills in 1946, adjusting for inflation, it would have
increased to only $133,000 by 2010, a gain of only 0.004 percent annually. Bonds did
only slightly better; $100,000 in 1946 became $280,000 by the end of 2010, for a return
of 1.6 percent annually. By comparison, investing the same amount in stocks back in
1946 would become $6.025 million, 45 times as much as T-bills and 21 times as much
as bonds, before tax (Dreman, 2012).

Table 6.3: Compounded Returns After Inflation: 1946-2010
Holding
Portfolio
for…
1 year
2 years
3 years
4 years
5 years
10 years
15 years
20 years
25 years
30 years

Returns
Stocks
6.5%
13.4%
20.8%
28.7%
37.1%
87.9%
157.5%
252.9%
383.7%
563.0%

Bonds
1.6%
3.2%
4.9%
6.6%
8.3%
17.2%
26.9%
37.3%
48.7%
61.0%

T-Bills
0.4%
0.9%
1.3%
1.8%
2.2%
4.5%
6.8%
9.2%
11.6%
14.1%

Percent of Times Stocks
Beat
Bonds
T-Bills
63%
68%
67%
73%
71%
79%
73%
77%
74%
75%
84%
82%
94%
88%
98%
100%
98%
100%
100%
100%

Source: Dreman (2012). Data Source: Ibbotson® SBBI® Classic Year Book 2011

Adjusting for taxes and inflation, the relative return for stocks over bonds and T-bills
widens considerably. See Table 6.4.
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Table 6.4: Compounded Returns Adjusting for Inflation and Taxes
Holding
Portfolio
for…
1 year
2 years
3 years
4 years
5 years
10 years
15 years
20 years
25 years
30 years

Returns
Stocks
4.4%
8.9%
13.7%
18.7%
23.8%
53.4%
90.0%
135.3%
191.4%
260.9%

Bonds
-2.0%
-4.0%
-5.9%
-7.8%
-9.7%
-18.5%
-26.4%
-33.5%
-40.0%
-45.8%

T-Bills
-2.2%
-4.4%
-6.5%
-8.6%
-10.6%
-20.2%
-28.6%
-36.2%
-43.0%
-49.1%

Percent of Times Stocks
Beat
Bonds
T-Bills
65%
71%
77%
77%
78%
81%
81%
82%
80%
79%
91%
88%
100%
98%
100%
100%
100%
100%
100%
100%

Source: Dreman (2012). Data Source: Ibbotson® SBBI® Classic Year Book 2011

If an investor in a 60 percent tax bracket had put $100,000 into long Treasury bonds
after World War II, he would have had only $27,000 of his original purchasing power
left in 2010. Inflation and taxes would have eaten up 73 percent of the investment
(Dreman, 2012).

Dimson, Marsh and Staunton (2002) noticed that the outperformance of equities found
in the United States have relevance to all investors in all countries.
“It is interesting to note that every country achieved equity performance that
was better than that of bonds. Over the 101 years as a whole, there were only
two bond markets and just one bill market that provided a better return than
our worst performing equity market” (pp. 52-53).
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Table 6.5: Annualized Real Returns on Major Asset Categories Around the World,
1900-2000
Country
Australia
Belgium
Canada
Denmark
France
Germany*
Ireland
Italy
Japan
The Netherlands
South Africa
Spain
Sweden
Switzerland†
United Kingdom
United States

Equities
7.5
2.5
6.4
4.6
3.8
3.6
4.8
2.7
4.5
5.8
6.8
3.6
7.6
5.0
5.8
6.7

Bonds
1.1
-0.4
1.8
2.5
-1.0
-2.2
1.5
-2.2
-1.6
1.1
1.4
1.2
2.4
2.8
1.3
1.6

Bills
0.4
-0.3
1.7
2.8
-3.3
-0.6
1.3
-4.1
-2.0
0.7
0.8
0.4
2.0
1.1
1.0
0.9

Source: Dimson, Marsh and Staunton (2002)
*Bond and bill figures for Germany exclude the years 1922-23; †Swiss equities from 1911

Dimson, Marsh and Staunton (2016) calculated the cumulative total return of stocks, Tbonds and T-bills in the United States and the United Kingdom during 1900-2015. They
found that “in each country, equities performed best, long-term government bonds less
well, and Treasury bills the worst. In the United States, an initial investment of $1 grew
in real value to $1,271 if invested in equities, $10 in bonds, and $2.7 in bills. In the
United Kingdom, an initial investment of £1 grew in real value to £445 if invested in
equities, £7 in bonds, and £3.3 in bills” (p. 8). Since 1900, investors in these countries
earned annualized real returns of 0.8% and 1% respectively. They also found that over
the same period, investors in Austria, Belgium, Finland, France, Germany, Italy, Japan
and Portugal realized negative real returns on T-bills. Over the same period, Treasury
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bonds have also disappointed investors in these countries with annualized return of
1.0%.

Spears (1995) compared the long-term returns of stocks and bonds from 1871 to 1992
and noticed that stocks beat bonds in 80 percent of the rolling 10-year periods. In rolling
30-year periods, stocks outperformed bonds 100 percent of the time. The pre-tax returns
from stocks further beat inflation in each of the 20-year periods measured. T-Bond and
T-Bill, on the other hand, beat inflation in 31 percent and 59 percent of the time,
respectively.

De Bondt and Thaler (1995) found that the real rate of return on stocks from 1926 to the
early 1990s was 7 percent while the return on bonds was 1 percent, which more than
compensates for the risk associated with equities, and can only be explained if investors
are extraordinarily risk averse.
Siegel (2008) reported the percentage of times that stock returns outperform bond or bill
returns over various holding periods and noticed that as the holding period increases, the
probability that stocks will outperform bond and T-Bill increases significantly.
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Table 6.6: Holding Period Comparisons: Percentage of Periods When Stocks
Outperform Bonds and Bills
Holding Period

Time Period

1 Year

1802-2006
1871-2006
1802-2006
1871-2006
1802-2006
1871-2006
1802-2006
1871-2006
1802-2006
1871-2006
1802-2006
1871-2006
1802-2006
1871-2006

2 Year
3 Year
5 Year
10 Year
20 Year
30 Year

Stocks Outperform Stocks Outperform
Bonds
T-Bills
61.0
62.0
60.3
64.7
65.2
65.7
65.4
69.9
67.2
70.2
68.7
73.3
69.2
72.6
71.3
75.0
80.1
80.6
82.4
85.3
91.9
94.6
95.6
99.3
99.4
97.2
100.0
100.0

Source: Siegel (2008), p. 26

Objective
Value investors have a much longer time horizon in their investment decisions than
others. This difference in how they view time has implication in the way they classify
financial assets with regard to risk (see Otuteye & Siddiquee, 2015c). For example,
short-term volatility is of no significance to value investors since their holding period is
rather long. In that context, coupled with the goal of investing which is to increase (or at
least preserve) purchasing power over time, I argue specifically that for value investors,
the 90-day T-Bill is not a risk-free asset. On the contrary, since inflation is a major
drawback to overcome, then allocating asset to T-Bill is counterproductive. I will show
that with this long time horizon mindset and ignoring short-term volatility, allocating
money to (the more volatile) common stocks will yield better returns with no more risk
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(i.e. loss of principal and/or purchasing power) than allocating money that is not needed
in the short-run to T-Bills and government bonds.

Using Canadian data, Otuteye and Siddiquee (2013b) did some preliminary study to
show that a dollar invested in T-Bill in February 1956 will accumulate to just over $25
at the end of February 2013 whereas the same dollar invested in stocks increase in value
to over $142. Furthermore, that once the holding period is beyond 5 years the portfolio
of common stock is no more volatile than the T-Bill or government bonds.

I replicated and extended the same study using U.S. data with an objective to examine
the extent to which the results from the previous study could be generalized.

Data and Methodology
I collected the following monthly data from various sources:

1. S&P 500 Index Total Return (closing values) from January 3, 1988 to December
31, 201572
2. U.S. CPI Urban Consumers SA from January 3, 1988 to December 31, 201573
3. 90-Day Treasury Yield Curve rates from January 1, 1988 to December 31,
201574
72

Yahoo Finance (2016). S&P 500 Total Return. Retrieved January 17, 2016, from
www.finance.yahoo.com
The S&P 500® is widely regarded as the best single gauge of large-cap U.S. equities. There is over USD
7.8 trillion benchmarked to the index, with index assets comprising approximately USD 2.2 trillion of this
total. The index includes 500 leading companies and captures approximately 80% coverage of available
market capitalization. (Source: S&P Dow Jones Indices LLC).
73
Bloomberg L.P. (2016). U.S. CPI Urban Consumers. Retrieved Feb. 18, 2016 from Bloomberg
database.
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4. U.S. Government Bonds (over 10 Years) Average Yield from January 31, 1988
to December 31, 201575

My primary goal is to investigate how differences (between value investors and others)
in the perception of time horizon of investment lead to differences in the classification of
assets and subsequent performance of investment portfolios.

The specific questions or issues that I address in this study are:

•

to determine the extent to which the government 90-day T-Bill (the supposedly
risk-free asset) maintains its purchasing power over long horizons relative to
government long-term bonds and common stocks (the supposedly risky asset). I
evaluate the long-term performance of the common stock index relative to the TBill and government long-term bonds. I invest one dollar each in the stock index,
in 90-day T-bill and Long-term government bond at the beginning of the period
examined and then compute the results of this investment over the period.

•

to make a point that volatility is not a meaningful measure of risk in common
stock investment, specially in the long-run.

I calculated the rates of return on three assets: government 90-day T-bill, government
long-term bonds, and common stock index. Although I was designing the study for a
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Bloomberg L.P. (2016). 90-Day Treasury Bill Yield Curve. Retrieved Feb. 18, 2016 from Bloomberg
database and Federal Reserve Bank of St. Louis (2016). 3-Month Treasury Bill: Secondary Market Rate.
Retrieved January 7, 2016, from https://fred.stlouisfed.org
75
Bloomberg L.P. (2016). U.S. Government Bonds. Retrieved Feb. 18, 2016 from Bloomberg database.
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period of 50 years (1966-2015), I had to start from January 1988 since data for S&P 500
Index Total Return is only available from January 1988. The statistical method I will use
is mainly comparison of means, proportions and variances over time.

Study Findings
Figure 6.1 shows the monthly returns of the three categories of assets from 1988 to
2015. What is obvious is that neither T-Bill (Panel 1) nor government 10-Year bonds
(Panel 2) have any periods with negative rates of return. However, on a monthly basis
the S&P 500 Total Return Index (Panel 3) has many months in which aggregate stock
returns were negative. That means if an investor has one month as their holding period,
they are going to experience many months where the return on their investment will be
negative.

Figure 6.2 shows the annual returns for the three classes of assets for the period of 1988
to 2015. I generated these returns by calculating rolling 1-year returns from January
1988 to December 2015. For example, the first 1-year return involves investment from
January 1988 to December 1988. The second 1-Year return goes from February 1988 to
January 1989, the third 1-year return goes from March 1988 to February 1989 and so on
until all the data are used, up to December 2015. The main difference between the
results in Figure 6.1 and Figure 6.2 has to do with common stocks (S&P 500 Index).
Compared to the monthly returns, there are fewer periods with negative aggregate S&P
500 returns, but still there are many 1-year periods that if an investor held the index they
would experience negative returns.
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Figure 6.3 presents the returns on only the index for 3-year, 5-year and 10-year holding
periods. The returns for T-Bill and Bonds are excluded simply because as we have seen
from Figures 6.1 and 6.2 that an investor in these assets during the 1988-2015 period
would never have a month or a year of negative returns. Therefore, it follows that the
returns will only be positive for 3-, 5- and 10-year holding periods as well. Panel 1 of
Figure 6.3 shows the rolling 3-year returns on the S&P 500 Index. While there are less
instances of a 3-year negative return, there is still quite a few of them which means that
an investor who holds stocks for three years can end up with negative returns. The
incidence of negative returns is especially pronounced for the dotcom market crash and
the 2008 financial market crisis. Thus the 1988 to 2015 data show that holding stocks for
3 years would produce positive returns most of the time but there could also be incidents
of negative returns.

Panel 2 of Figure 6.3 shows the rolling 5-year returns. In this case, the negative returns
were solely the outcome of the dotcom crash and the 2008 financial market crisis. Apart
from those time periods, the data show that holding stocks for 5 years periods between
1988 and 2015 would yield positive only returns. Panel 3 of Figure 6.3 shows the rolling
10-year returns. With 10-year holding period there was still 2008 financial crisis end of
period negative returns.

Together, the results support the proposition76 that common stock investment is a longhorizon undertaking and the data suggest that the minimum holding period should be 5

76

See Otuteye, E., & Siddiquee, M. (2015c). Redefining Risk and Return in Common Stock Investment
from a Value Investing Perspective: Some Tenable Propositions, Brandes Institute Paper. Retrieved May
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years or more. T-Bill and long-term government bonds always showed positive returns.
The question is how satisfactory are these positive returns especially for an investor who
plans to invest for long periods of time? Figure 6.4 shows that, in nominal terms (Panel
1), if you have invested $1 in T-Bill from January 1988 and you roll it over cumulatively
until December 2015, the $1 investment will accumulate to $2.46. For the 10-Year
government bond, $1 will accumulate to $4.13 while $1.00 invested in the S&P 500
market portfolio will accumulate to $14.84.

I also calculated annual real returns which are shown in Table 6.6. For every holding
period, each asset had a positive average annual rate of return. Also, I can see from
Table 6.3 that the longer the holding period the higher the average annual rate, once
again buttressing the point that investment is best done over long holding periods. Given
that with 5-year holding period, the stock returns are almost assured to be positive and
certainly with 10-year holding period there were no negative returns. It means that for 5year holding periods and above, stocks have as much chance turning positive returns as
T-Bills. However, the premium on common stock over T-Bill for 5-year and 10-year
holding periods is four times the return on T-Bill. The study finding is consistent with
Dimson, Marsh and Staunton (2002) where they have shown that the rolling ten- year
U.S. real equity returns during 1900-2000 are ‘naturally smoother … there have been
relative few periods when they have fallen below zero’ (p. 55). The question is: is the
short-term safety worth sacrificing that much return for in the long run?

13, 2016, from https://www.brandes.com/docs/default-source/brandes-institute/2015/redefining-risk-andreturn.pdf
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Table 6.7: Annual Real Returns on Assets for Various Holding Periods
Asset
T-Bill

Return Statistic

Mean
Median
Standard
Deviation
T-Bond Mean
Median
Standard
Deviation
S&P 500 Mean
Index
Median
Standard
Deviation

Monthly
Holding
Period
0.0027
0.0029

1-Year
Holding
Period
0.0332
0.0349

3-Year
Holding
Period
0.1024
0.1160

5-Year
Holding
Period
0.1762
0.1630

10-Year
Holding
Period
0.4039
0.4287

0.0021
0.0042
0.0041

0.0253
0.0521
0.0501

0.0691
0.1643
0.1518

0.1006
0.2887
0.2784

0.1785
0.6636
0.6456

0.0017
0.0090
0.0129

0.0205
0.1165
0.1365

0.0612
0.3888
0.4312

0.0993
0.6931
0.6258

0.1966
1.6520
1.2267

0.0416

0.1678

0.4038

0.6826

1.4265
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Figure 6.1: Monthly Returns of T-Bill, 10-Year Gov’t Bond and Common Stock
Figure 6.1 Panel 1

Figure 6.1 Panel 2
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Figure 6.1 Panel 3

Figure 6.2: Rolling 1-Year Returns for T-Bill, Bonds and Common Stock
Figure 6.2 Panel 1: T-Bill Returns
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Figure 6.2 Panel 2: Rolling 1-Year Returns on Gov’t 10-Year Bonds

Figure 6.2 Panel 3: Rolling 1-Year Returns on S&P 500
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Figure 6.3: Volatility of S&P 500 Total Returns Index Over Different Holding Periods
Figure 6.3 Panel 1: 3-Year Returns on S&P 500 Index

Figure 6.3 Panel 2: 5-Year Returns on S&P 500 Index
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Figure 6.3 Panel 3: 10-Year Returns on S&P 500 Index

265

Figure 6.4: Cumulative Returns Panel 1: Cumulative Nominal Return
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Figure 6.4: Cumulative Returns Panel 2: Cumulative Real Return

Conclusion
I have shown that over short holding periods, a T-Bill is a safe asset in the sense that it
always yields positive returns. However, over long holding periods (five years and over)
common stocks are just as safe in the sense that the returns also always turn out to be
positive. But when it comes to average annual real returns, stocks outperform T-Bills by
a wide margin. In fact, T-Bills barely keep up with inflation. In the period under study,
the average annual real return on T-Bills was 3 percent. For the entire study period,
1988-2015, the cumulative inflation rate in the U.S. is 100.4 percent. In dollar terms, for
the study period $1 invested in T-Bill accumulates to just over $2.45, whereas $1
invested in stocks increases in value to over $14.84. If the goal of investment is to
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increase future purchasing power, then the T-Bill is doing a poor job in protecting the
investor against purchasing power loss, which is the real bottom line risk in investment.
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Chapter 7 Summary and Conclusions
“In an area where much looks foolish within weeks or months after publication, Ben’s
principles have remained sound - their value often enhanced and better understood in the
wake of financial storms that demolished flimsier intellectual structures.”
Warren Buffett (1976, p. 19)
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Summary
We know a lot about value investing [Thanks to Warren Buffett], but we know very
little about why it works consistently. From an academic point of view, it has this
gnawing problem that there is no underlying theory behind the process to explain why it
works and why it consistently yields better results relative to other investment styles.
Through my doctoral dissertation, Toward A Theory of Value Investing: A Behavioral
Perspective, I addressed some of these questions. My analysis and empirical studies
have drawn on tools and concepts at the confluence of behavioral finance and the
practice of value investing, with the goal of eventually providing a valuable brick (or set
of bricks) in building a formal theory of value investing.

In Chapter 2, I have focused on the concept of rationality and explain the rationale of
Prospect Theory as an alternative model of decision-making under risk. This included a
discussion of Expected Value, St. Petersburg Paradox, Expected Utility Theory, Allais
Paradox, Bounded Rationality, Ellsberg Paradox, Prospect theory and Cumulative
Prospect Theory. It also outlines the literature on twenty major cognitive biases, ranging
from anchoring and adjustment to survivorship bias. While doing the literature review, I
noted that a substantial amount of research has been conducted so far on understanding
these cognitive biases, but there has been comparatively little research in the area of
debiasing. Therefore, I have included a section on how to debias some of the cognitive
biases.

In Chapter 3, I focused on the evolution of value investing, an investment strategy
pioneered by Columbia University professor Benjamin Graham and championed by
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legendary investor and Graham’s student, Warren Buffett. Often acknowledged as the
“father of value investing,” Ben Graham was one of the world’s most influential
financial thinkers and philosophers. Brilliant, successful, and ethical, he revolutionized
investment philosophy by introducing scientific or fundamental analysis to an otherwise
chaotic discipline. I have summarized the works of Ben Graham with the objective of
understanding the evolution of a time enduring investing philosophy and outlining his
remarkable contribution in building a profession. I found that Ben Graham conceived
these ideas first (expressed through his early writings), then put all his understandings
into practice (he was a director of Graham-Newman Corporation) before he embarked
on his teaching stints at Columbia University, New York Institute of Finance and
University of California, Los Angeles. In Appendix A, I have provided an exhaustive list
of all the works that include six books, 78 articles and four interviews.

In Chapter 4, I reviewed the literature on why value premium (the observation that
portfolios formed on the basis of value criteria tend to outperform other portfolios)
exists, starting with the traditional explanations and moving on to some behavioral
explanations of that. Traditional explanations have been around for quite some time now
(see Fama & French, 1992). My contribution in this chapter is to bring the behavioral
literature to bear on the question of how investors make decisions and how this affects
their outcomes. In Chapter 2, I outlined some of the cognitive biases that I believe are a
hindrance to the practice of value investing. Based on these cognitive biases, I then
argued that we can glean or in some cases even definitely deduce from the methods and
practices of value investors that, even without consciously articulating it, they have

271

built-in systems for curbing the negative impact of cognitive biases on their investment
decisions.

In Chapter 5, I have investigated the extent to which a value investing system that is
designed to minimize System 1 activity and shift some critical elements (if not all) of the
investment decision making to System 2 can outperform other investment decision
making systems. This empirical study is an extension of previous work (Otuteye and
Siddiquee, 2015a and Otuteye and Siddiquee, 2013a) in which we developed a simple
heuristic for making value investing decisions based on profitability, financial stability,
susceptibility to bankruptcy, and margin of safety. As an empirical test, I applied this
heuristic to the S&P 500 companies listed either on NYSE or NASDAQ. My
expectation was that the portfolio that is picked from the S&P 500 by the OtuteyeSiddiquee heuristic (see Appendix B for more details) would have the desirable
characteristics required of a value portfolio. Thus, the heuristic can be viewed as a
reliable set of value investing decision criteria. I found that for the entire period, based
on mean monthly and 5-year returns, the Index portfolio ranked first, followed by Value.
I conjecture that it may be because of the rebalancing advantage that Indexes possess.
Unlike Value portfolio (with no rebalancing), indexes have the flexibility to revise and
include stocks that are faring better on a regular basis. Since the objective of the O-S
heuristic is to minimize the downside, I believe the heuristic could potentially be used as
a valid tool for making value investing decisions. Moreover, given the simplicity of the
heuristic and that it can be implemented using only publicly available data, this process
is accessible to all investors.
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In Chapter 6, I have shown that over short holding periods, T-Bills are a safe asset in the
sense that it always yields positive returns. However, over long holding periods (five
years and over), common stocks are just as safe in the sense that the returns also always
turn out to be positive. However, when it comes to cumulative returns, stocks
outperform T-Bills by a substantial margin. In fact, T-Bills barely keep up with inflation.
In the period under study the average annual real return on T-Bill was 3 percent. For the
entire study period, 1988-2015, the cumulative inflation rate in the US is 100.4 percent.
In dollar terms, for the study period $1 invested in T-Bill accumulated to just over $2.45
whereas $1 invested in stocks increased in value to over $14.84. If the goal of
investment is to increase future purchasing power, then the T-Bill is doing a poor job in
protecting the investor against purchasing power loss which is the real bottom line risk
in investment.

Conclusion
In my dissertation, I tried to understand two things – firstly, how investors make
decisions and secondly, since investors suffer from cognitive biases and make poorer
decisions, what can be done to improve their decision making. In Chapter 2 of my
dissertation, I addressed the first question, where I discussed decision making theories
and the role of cognitive biases in decision making. In Chapter 5, I back-tested the
decision making algorithm, and found it is capable of selecting stocks that can minimize
the downside. Regarding the second question, I understand that if investors follow an
investment process dispassionately, they can take care of some of the cognitive
limitations they have. Otuteye and Siddiquee (2015a) discussed how the use of a process
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curbs the influence of cognitive biases: “by defining the process in advance, one can
avoid the impact of cognitive biases if the process is applied with discipline” (p. 141).

The results from Chapter 6 show that if investors focus on the real ultimate goal of
investment which is to increase future purchasing power, they will not use T-Bill as a
risk-free asset. If they are investing for long periods of time common stocks will fulfill
their objective better than T-Bill even though common stocks are more volatile.

I think the major contribution of my dissertation is to probe the underlying theory behind
value investing. I tried to understand why value investing works by consulting the works
of Benjamin Graham and Behavioral finance. I have compiled all the works of Benjamin
Graham (see Appendix A).

While studying as a doctoral student and presenting my work at many conferences, I
have faced almost the same question on a regular basis. That is, if one day everyone
becomes value investors, will not the edge of being a value investor will be arbitraged
away? I believe that this will not be the case since value investors, after all these years of
stellar performance records, are still a minority in the investment community. Graham
(1974b) also addressed the question:

“I can assert that the influx of analysts into the undervalued sphere in the
past has never been so great as to cut down its profit possibilities through
that kind of overcultivation and overcompetition. (The value-analyst was
more likely to suffer from loneliness.) True, bargain issues have repeatedly
become scarce in bull markets, but that was not because all the analysts
became value-conscious, but because of the general upswing in prices” (p.
296).
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Even if we see a value investors’ majority (which I have serious doubt), value investors
should not be worried since the average market return will go up as some investors will
move up and that will raise the average as well. Warren Buffett addressed the same issue
in his 1984 lecture celebrating the 50th anniversary of the publication of Benjamin
Graham and David Dodd’s classic text Security Analysis:

“Adding many converts to the value approach will perforce narrow the
spreads between price and value. I can only tell you that the secret has been
out for 50 years, ever since Ben Graham and Dave Dodd wrote Security
Analysis, yet I have seen no trend toward value investing in the 35 years that
I've practiced it. There seems to be some perverse human characteristic that
likes to make easy things difficult. The academic world, if anything, has
actually backed away from the teaching of value investing over the last 30
years. It's likely to continue that way. Ships will sail around the world but
the Flat Earth Society will flourish. There will continue to be wide
discrepancies between price and value in the marketplace, and those who
read their Graham & Dodd will continue to prosper” (Buffett, 1984, pp. 1415).
Charlie Munger reiterated the same sentiment in his 1998 speech to the Foundation
Financial Officers Group:

“… if some of you make your investment style more like Berkshire
Hathaway's, in a long-term retrospect you will be unlikely to have cause for
regret, even if you can't get Warren Buffett to work for nothing. Instead,
Berkshire will have cause for regret as it faces more intelligent investment
competition. But Berkshire won’t actually regret any disadvantage from your
enlightenment. We only want what success we can get despite encouraging
others to share our general views about reality” (Munger, 1998, p. 5).
Value investing works and it’s my deep belief that it will work as well in the future. I
would like to conclude this chapter on a high note what Ben Graham has said and I
quoted in chapter 3:
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“If you believe - as I have always believed - that the value approach is
inherently sound, workable, and profitable, then devote yourself to that
principle. Stick to it, and don’t be led astray by Wall Street’s fashions, its
illusions, and its constant chase after the fast dollar. Let me emphasize that it
does not take a genius or even a superior talent to be successful as a value
analyst. What it needs is, first, reasonable good intelligence; second, sound
principles of operation; third, and most important, firmness of character.
But whatever path you follow as financial analysts, hold on to your moral
and intellectual integrity. Wall Street in the past decade fell far short of its
once praiseworthy ethical standards, to the great detriment of the public it
serves and of the financial community itself” (Graham, 1974b, pp. 300-301).
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