“In theory there is no difference between theory and practice. In practice, there is”

Yoggi Berra

Speech to the Columbia Business School, 2 March 2015

A couple of years back | retired (temporarily) from professional asset management. As my duties

faded in the run-up to my departure | resolved to write a pamphlet on what works in investment.

Unfortunately, and despite the fact that brevity is not my forte, the pamphlet turned out to be a 2 %

pager! In 1978 Scott Peck, a psychiatrist, wrote a book entitled “The Road Less Travelled”. This was

304 pages long, perhaps reflecting the contrasting complexity between spiritual fulfillment on the one

hand and success in investments on the other? However, the book’s first paragraph points to

similarities between the two, to quote:

“Life is difficult. This is a great truth, one of the greatest truths. It is a great truth because

once we truly see this truth, we transcend it. Once we truly know that life is difficult ..... then

life is no longer difficult. Because once it is accepted, the fact that life is difficult no longer

matters.”

Source: “The Road Less Travelled”, Scott Peck



My suspicion is that there may be a ‘read across’ from life on the one hand, to success in investments on

the other. It seems evident that some of those who are successful in investments don’t find it that

difficult, yet it must be challenging at least to a significant degree. How should we go about

acknowledging that? One of my most valued mentors is Charles T. Munger. In one speech he

remarked(?) “all reality has to respect other reality and....if you come to inconsistencies they have to be

resolved”. If one frames career ambition in the narrow sense of becoming rich through investments

then you may need to construct a parallel universe to Peck’s, “Road Less Travelled”, in order to increase

the probability of success. Over a career littered with mistakes | have come to respect models of

reality that are consistent with successful stock picking and have tried to disregard those (often

conventional views) that are not. A list of these, which is by no means exhaustive, follows:

1. The Inconvenient Truth: Please observe that there are more poor people than rich people. This

is awkward, but it has important implications for the task before us this evening.  Firstly it follows

that the skill sets are clearly not susceptible to being taught. Secondly, the successful investor

should always be asking him/herself — what do | know (or think | know) that is different to what

others might presume in the same circumstances. Now, a counter argument might be that the



sample of folk here is so skewed towards the best and the brainiest that everyone in this room can

be “above average” investors, like the children of Lake Wobegon. | don’t think that argument

takes us very far forward; just think of all the people in finance oriented classes around America (or

the world) today.

False signals provided by current prices. Today’s prices are not an indication of underlying value.

To quote Buffett “price is what you pay, value is what you get”. A whole generation has been

brought up in business schools to confuse the two. Moreover academia teaches us that any

distinction between prices and value (if it exists at all) is a temporary anomaly. This is consistent

with our over-use of the normal distribution (bell-shaped) curve as a framing device. On the

contrary, in my opinion, the would-be investor needs to hard-wire into his/her mental system the

counter-view that the market price is wrong and to re-frame the challenge as being in which

direction is it skewed.

The expected rate of return in the stock market is positive as, unlike a casino, there is no house

“take”. But how is this consistent with the Inconvenient Truth? One difference between stock

market investment and the casino lies in the contrasting expected rate of return. With no “house



take” the investors can expect a return on investment similar to corporate return on capital

(approximately 6.2% by the way). However, to be consistent with what we know about wealth

inequality it follows that returns around the 6.2% mean are massively skewed. In effect, outcomes

appear to be binary with a tendency to play a ‘Loser’s Game’ rather than end up in the ‘Winners’

Enclosure’!
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And combining the two outcomes produces the following aggregate distribution:
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Source: Hosking Research Ltd

It always makes me chuckle when | read that a share has 15/20% upside over the next 12 months.

See chart above: how do investors get themselves out of Zone ’ L’ and into Zone ‘W’?

4. The Paradox of Information: the obvious solution to the challenge is to “work harder, gather more

information”. However, this requires the investor to grapple with the Paradox of Information.

Unfortunately, for any given problem, more information does not necessarily help you. As the

classic CIA study showed (“Do you really need more information?", Richards J. Heuer Jr.) it increases

confidence inappropriately and outcome benefits diminish in consequence, whilst forecast accuracy



itself does not improve. It turns out that relatively few things are actually important as British

Prime Minster Arthur Balfour observed; “nothing matters very much and most things don’t matter

at all”.

The Fluctuating Pricing Problem: a share price bakes in current expectations, just as betting odds do

at a race track. “Good” companies are priced higher, and may often fail to deliver as a result.

The share price is your starting odds. Moreover, thanks to Ben Graham’s friend Mr Market, these

odds fluctuate over time. The phenomena of imitation and reinforcement lead to disproportionate

changes in the odds; these are easily enough to turn a “sure fire” winner into a likely failure or a

“three legged” horse into a good bet.

Uncertainty Inversion: investors might care to look out for instances of uncertainty inversion.

Generally we tend to believe that the longer the timeframe the more uncertain the outcome as

there is more time for more combinations of things to go right or wrong. In this mindset we tend

to think the “cone” of uncertainty widens over time. Yet in many cases the reverse is the case.

Take today’s “low” oil prices for example. These could lead us to propose a thesis that prices will



be higher than today in the future because at present prices supply will decline. Uncertainty

inversion allows one to develop a view that is distinctly different to the consensus, and may form

part of an enduring theory as to why long-termers have a competitive investment advantage over

short-term traders.

Profits — what are they and how should we think about them? A friend of mine has referred to

profits as the thin slither of hope between assets and liabilities! There are many ways in which

thinking about profits somewhat askance may put the investor at an advantage relative to his/her

peers. This is especially true given the disproportionate importance ascribed to them in today’s

markets. Firstly whether or not they are the “thin slither of hope” they are definitely more volatile

than the revenue line of the company income statement. Thirty years ago an industry pro told me

that profits were more volatile than cash flow, cash flow was more volatile than revenue, and

revenue was more volatile than replacement cost (or brand value). It follows that periodically

fluctuations in profit may cause underlying shareholder value to be discounted (or overstated),

indeed this very obvious inference lies behind the great success of many “value” investors.

Second, profits are what the accountants say they are and no adjustment is made (by them) for



differences between firms, in the composition of revenues and the composition of costs. Third,

and related to this, is the possibility that fluctuations in profits might not just be the result of

external factors (e.g. depressed sales of automobiles in a recession) but also could reflect

management decision factors (such as a temporary hike in research or marketing dollars). It

follows that, to the extent that shareholder value is visibly linked to current profits (a dodgy

conclusion if one scrutinises it carefully), then the concept of shareholder value is naturally spongey.

It can be pushed, with relative ease, from one timeframe into another by varying the quantity and

consistency of costs in particular. This has led to our own “jam tomorrow” model which features

companies which are depressing today’s profitability intentionally, with Amazon.com cheerleader of

this group.

If Profitability is flawed as a basis for selecting investments or judging valuation, then what can the

relationships between various ratios tell us? Generally it is rational to suggest that shares should

respond positively/negatively to the second derivative of Return on Assets (RoA). But beware: just

as the R can be massaged by management so the A can be manipulated by accountants! The best

example of the latter was Coca-Cola when it transferred anything that didn’t look like high margin



concentrated syrup into a separate listed company. Thus, when looking at levitating RoA investors

should try to assess the degree to which that is being caused by suppression of RoA somewhere else

in the corporate ecosystem. Finally, there are the potential divergent messages given off by

contrasting measures of profitability, the difference between RoE and RoA is a useful example.

Prior to the financial crisis bank RoE was continuing to advance in major financial institutions but

RoA was already falling. It seems clear with hindsight that, irrespective of accounting chicanery,

the business was deteriorating and managements were determined to make up the profit shortfall

by boosting leverage!

Under-recognition of incentives. Ask any business manager and they will confirm that their

subordinates have infinite time to talk about their own compensation. It follows that, once this

has been set, most folks will follow any course however idiotic which maximises their pay! While

no compensation system is perfect, some have clearly been thoughtfully designed with respect to

the problems of the present and in consequence, carry a fair likelihood of improving shareholder

outcomes. Consistency between compensation on the one hand and the investment case on the

other is an important aspect of company presentations. When senior management is reluctant to



10.

talk to investors about their own pay you can try this as a thought experiment — listen to the

company strategy and then try and guess the compensation structure. | believe you will be more

right than wrong, most of the time.

We have seen the enemy and he is US! It seems likely that any heuristic (rule of thumb) adopted

by investors will be “gamed” by companies but even if that were not so, then the attribute would

become prized by investors and a premium attached to it. In recent years, for example, this has

very much been the case with liquidity confused as risk, and then erroneously defined as trading

volume. As a result, thinly traded shares have come to be priced at a valuation discount.

Academic studies (such as that by Ibbotson and Chan) now report that illiquid shares offer

premium returns in every investment style largely because they are priced at a discount.

Conclusion/afterword

In my view, investors are all looking for elusive “excess return”, which is known in the jargon of our

industry as “Alpha”. It is self-evident that we are doing so in an environment of (a) tight regulation and

(b) information overload. Yet it is ever more essential to ask the question; what do | know that no-one

else knows? Since preferential information is illegal(!) it follows that this question will only likely be
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answered successfully by ‘superior analysis’ or ‘superior thinking’. The two are not necessarily

mutually exclusive although | do think they should be regarded as distinct. Today there is a preference,

| think, for the former approach and this shows up in the popularity of the concentrated portfolio/high

active share approach. This “high conviction” stance traces its antecedents through the public equity

portfolios of Berkshire Hathaway back to this classroom and the teachings of Benjamin Graham. In the

investment management market place today there are many investment advisors who have now

adopted this approach and who claim the same blue-blooded intellectual provenance. However, my

strong preference is for the second approach, based on the view that the undiscovered Alpha can be

“tapped into” within the field of abstract ideas and revealed by ‘superior thought’; i.e. acceptance that

the Alpha is there but lies hidden. Herein lies the paradox of the Ben Graham “value” portfolio — it was

not a concentrated stock portfolio that was the product of ‘industrial’ levels of security analysis — on the

contrary it was a highly diversified portfolio based on a single superior thought. So it is with traditional

“value” portfolios, which today are often disparaged as excessively diversified.  Yet that conclusion is

only justified if one considers the key metric to be the number of holdings rather than the idea(s) that lie

beneath them. Thus an unfashionably diversified portfolio, properly considered, is potentially highly

concentrated if it is the product of a limited number of ideas; for example that low price to book value
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conceals future excess return or “Alpha” (thanks to mean reversion). The conclusion | have come to is

that potential latent Alpha surrounds us and the key to its discovery lies in our own capacity for rational

thought. A benefit is that my preferred approach is less onerous than endless security analysis and

frees up the practitioner for more useful lifetime pursuits than the narrow goal of personal enrichment.

This allows me to conclude with a question posed by one of my American heroes who, of course, is

Ronald Reagan who is reported to have said: “I know they say hard work never killed anyone but my

approach is why take the chance”?

Jeremy Hosking, Dublin, 27" of February 2015

12



