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Follow the Yellow Brick Road

“Toto, I've a feeling we're not in Kansas anymore. We must be SE(Eond Quarte!‘ 2'005
over the rainbow.” Financial Statistics

— Dorothy Gale (played by Judy Garland) in The Wizard of Oz
Ve PEe DJIA: 10274.97

In the beloved 1939 film The Wizard of Oz, a lonely girl named S&R500: 1191.53

Dorothy Gale, who frequently daydreams of what lies over the
rainbow, is knocked unconscious during a tornado and carried
away, by the violent twister, from her dust bowl Kansas home to
a magical, but very strange, place called Oz. Although amazed
and mesmerized by the remarkably surreal surroundings of Oz
(and the hordes of merry little Munchkins who greet her),
Dorothy feels compelled to return home to Kansas to check on
the safety of her Auntie Em and Uncle Henry (although she has no idea how to do this). Fortunately, she
soon encounters an unusual and welcome source of help in the form of Glinda, the kind and beautiful
Good Witch of the North, who magically appears, floating down to her in a clear bubble-like globe.
Upon her arrival, Glinda calmly suggests that young Dorothy travel down the yellow brick road to a far-
off and fantastic place called Emerald City. It is there, the kind-hearted witch says, that Dorothy will find
“the very good but quite mysterious” and omniscient Wizard of Oz, the only person who might know
how she can return home. Very eager to meet him, Dorothy embarks on a wondrous and, at times,
harrowing journey she will not soon forget.

90-Day T-Bill: 3.12%
30-Yr. T-Bond: 4.19%

Each spring, like modern-day Dorothys, thousands of devoted investors (professionals and laymen alike)
excitedly trek down the proverbial yellow brick road to their own version of Emerald City, in what has
become an perennial quest to find the pot of gold at the end of the rainbow. At the site of their targeted
destination wait two aging though much-revered Oz-like characters who, like the Wizard in the movie,
hail from Omaha but who, unlike him, are clearly not imposters. For several decades now, Warren Buffett
and Charlie Munger, the real Wizards (of Omaha), have shrewdly presided over Berkshire Hathaway, an
ever-expanding and remarkably successful financial empire, headquartered in the unassuming but very
welcoming city of Omaha, Nebraska. It is there that their version of the highly coveted “keys to the
(investment) kingdom” are freely and generously offered up to those wise and attentive enough to grasp
their relative simplicity. With that in mind, and well aware that such a rare opportunity for enlightenment
could be fleeting (Buffett, after all, is nearing his 75th year while Munger is six years his senior), we
decided to avoid tempting fate and make the 1,174 mile trip from Charlotte to Omaha.

In order to get from here to there, especially if traveling a great distance, one needs a good road map.
Otherwise, every fork in the road presents a potentially consequential dilemma (i.e., choose the wrong
road and you could end up hopelessly lost). This is true in investing as well, although the ultimate
outcome generated by one’s choices (stock selections) cannot be accurately surmised in the short-term.
Knowing full well this reality, and the volatile and unpredictable nature of the stock market, Messrs.
Buffett and Munger long ago laid out a very straightforward and commonsensical template to guide their
decision-making regarding stock selection (as well as acquisitions). Although their approach has been
relatively well-publicized over the years, it remains undervalued, in our opinion. We suspect that the
grandeur of their wealth accumulation intimidates most investors, leading them to conclude that the
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Berkshire methodology can’t be as basic and straight-
forward as the two investing juggernauts often suggest.

The approach espoused by Buffett and Munger has
varied little since the early 1970s, when the erudite and
sharp-witted Munger successfully persuaded Buffett to
acquire See’s Candies (a Berkshire holding whose value
we estimate at $1 billion; nearly 40 times their original
acquisition price of $25 million in 1972). For those
who have regularly attended the Berkshire annual
meeting, it should now be obvious that their message is
quite repetitive (like a great evangelist in the pulpit,
they do not veer from their core beliefs). However, it is
within their deliberately repetitive mantras that the
primary fundamental secrets to Berkshire’s out-sized
success can be gleaned. For the professional investor,
this wisdom-packed template (which we review below)
is an invaluable guide to stock selection and an
indispensable reality check when sizing up individual
stocks. (Note: In the summary that follows, we've tapped
several sources for quotes and paraphrased commentary from
both Buffett and Munger. More specifically, our primary
source was the brilliant and must-read biography Buffett: the
Making of an American Capitalist, by Roger Lowenstein
(1996) and, to a lesser extent, The Money Masters by John
Train (1980). We've also included paraphrased quotes from
this year’s five-hour Q&A session at the Berkshire annual
meeting, along with italicized summary comments of our
own):

1) “Pay no attention to macroeconomic trends or
forecasts, or to people’s (Wall Street’s) predictions
about the future course of stock prices. Focus (instead)
on long-term business value-on the size of the coupons
(discounted cash flows) down the road.” According to
Buffett, “too many people pass on opportunities because
they get caught up with such concerns.” “It's crazy” he
says “to sit out for these reasons if the stock and the price
are right.” In other words, ignore the noise, of which
there is much.

2) “Stick to stocks within one’s ‘circle of competence’.”
For Buffett and Munger, “that has typically been a
company with a consumer franchise (with strong, if not
leading, market share). But the general rule is true for all:
if you don’t understand the business—be it a newspaper
or a software firm—you can’t properly estimate the value
of the stock.” In that context, “some stocks, like tech
stocks (for Buffett and Munger), fall into the ‘too hard’
file, so they just move on to something easier to
understand (they prefer simple, repeatable business

5)

models).” Buffett once said “If Charlie and | have a
strength, it is in recognizing when we are operating well
within our circle of competence and when we are
approaching the perimeter.” This advice, though
simplistic at first blush, is of great importance to the
careful investor in common stocks.

“Look for managers who treat the shareholders’ capital
with owner-like care and thoughtfulness.” /n other
words, carefully scrutinize senior executive
compensation, the nature and level of capital
expendlitures (i.e., acquisitions), and the amount of debt
employed to run the business (excessive leverage is often
a sign of poor stewardship). Buffett says that “the three
most important traits he looks for in a manager/executive
are intelligence, energy (a passion for the business is most
important) and integrity (noting that without the last one,
the first two will kill you).”

“Study prospects — and their competitors—in great detail.
Look at raw data, not analysts’ summaries. Trust your
own eyes (and common sense judgment). However, one
needn’t value a business too precisely. A basketball
coach, for example, doesn’t check to see if a prospect is
six-foot-one or six-foot-two, he looks instead for seven-
footers” who can really play. Contrary to this advice, we
believe many professional investors spend an inordinate
amount of time trying to decipher the daily pulse of the
market and reading the volumes of redundant research
churned out by Wall Street.

“The vast majority of stocks are typically not compelling
either way—so ignore them. Merrill Lynch has an opinion
on (virtually) every stock; Buffett does not (although he
knows hundreds of companies cold as a result of diligent
study over many years). But when a (knowledgeable
and well-informed) investor has conviction about a stock,
he or she should also show courage-and buy a ton of it,”
(decisiveness and boldness of action are imperatives) as
“really good ideas,” according to Munger, “are rare.”

“There are no secrets in this business, no templates or
tablets from on high” according to Buffett. “It’s really a
pretty simple business where quality of temperament
means way more than (raw) intelligence. In fact, if you
have an 1Q above 125,” he says, “you should throw
away the excess as you don’t need it. A certain
temperament, (which) allows one to think for him or
herself,” is much more important. Avoid the herd (lest
you get trampled). The most successful investors, first
and foremost, strive to maintain a steely independence.

“Read everything you can get your hands on.” Once,
when speaking to a business acquaintance, Buffett was
asked how he had achieved such great success, to which




he replied that he read “a couple of thousand” financial
statements a year. During this year’s annual meeting, he
reiterated this advice while recalling that “as a youngster,
I read every investment book in the Omaha public library
and then went on to read many more at the Library of
Congress after my father was elected to the U.S. House of
Representatives.” Munger, in the same vein, has said that,
“In my whole life, | have known no wise people (over a
broad subject matter area) who didn’t read all the
time-none, zero.”

8) “The accumulation of wealth requires patience, (Munger
calls the patient approach “sit on your ___” investing)
and selectivity (carefully pick your spots).” According to
Munger, “You can't (and shouldn’t) act everyday in this
business (don’t swing at every pitch). However, you can
learn on a daily basis.” It is imperative, he says, for
“investors to resist the natural human bias to act.”

9)  “If you buy the right business at a good price just get out
of the way and let it ride,” as time is on your side. (Peter
Lynch, the famed former manager of the Fidelity
Magellan fund, was known for advocating the
importance of letting your winners run.) “Make a
concerted effort,” says Buffett, “to buy stocks that you
would be comfortable holding even if the stock
exchange was closed for ten years, and you could get no
price quotes.” It’s important to remember that the magic
of compounding works best over the long term and that
a lot of what happens along the way is really just
(irrelevant) noise.

In terms of specific stock selection criteria, Buffett and
Munger seek out companies possessing the following
key characteristics:

1) A compelling price. Like his mentor, the late Ben
Graham, Buffett favors out-of-favor stocks where
the risk/reward (margin-of-safety) equation appears
decidedly in his favor. What he seeks, according to
Lowenstein in Buffett: The Making of an American
Capitalist, are “stocks whose ‘value’ is significantly
greater than their price.” Buffett once conveyed to
John Train, author of The Money Masters, why it
was so important to purchase stocks only when
they trade well below intrinsic value by saying that,
“he has never seen a major discrepancy between
market value and intrinsic value maintained over
an extended number of years.” In other words,
mean reversion is a powerful and persistent force;
though, unfortunately, too many investors lose
patience before it has time to kick in.

2) Durable competitive advantage. Buffett defines this
as “all important” (note the presence of this
dynamic in each of Berkshire’s largest equity

holdings—Coca-Cola, American Express, Gillette,
Wells Fargo).

a) Companies that have historically generated
high returns on capital, while employing
modest leverage, tend to fall into this category.

b) Companies that generate lots of cash and
only require modest amounts of capital
reinvestment to run the business, typically fall
into this realm as well.

3) Managements they like and trust. (This may be one
of the toughest to judge from afar.)

4) Simple understandable businesses that don’t
take a genius to run. As we walked around the
dozens of corporate display booths during the
Berkshire meeting this past April, it was immediately
obvious that Buffett and Munger like stable,
predictable, and simple businesses which
have stood the test of time. For example, Berkshire
owns Kirby (vacuum cleaners), World Book
Encyclopedia, and Dairy Queen, old-fashioned
businesses whose nostalgic charm evokes a distinct
sense of time and place. Buffett likes to say, “We
see change as the enemy of investments...so we
look for absence of change. We look for mundane
products that everyone needs.”

“Patience: The art of waiting without tiring of waiting.”
— Charlie Munger (on the keys to successful investing)

The cumulative power and logic of these investment
principles is best illustrated, in our view, by the
dramatic compounding of Berkshire Hathaway’s stock
price over the past four-plus decades. There is likely no
better endorsement of Buffett and Munger’s well-
conceived approach than their uniquely stellar track
record of wealth creation at Berkshire. It is, of course,
largely via the cumulative impact of each of these
vitally important principles that such remarkable results
have been achieved. However, two, in particular, stand
out to us as primary performance differentiators.

First, and most essential in our opinion, is margin of
safety, which, as defined in Ben Graham’s timeless
classic The Intelligent Investor (1949), is “a favorable
difference between price on the one hand and
indicated or appraised value on the other.” It is this
concept (along with mean reversion) which, according
to Buffett, has been the “cornerstone” that underpins
his stock selection approach. “Never count on making
a good sale” he says, “instead have the purchase price
be so attractive that even a mediocre sale gives good
results.” Elaborating on this in Poor Charlie’s Almanack:
The Wit and Wisdom of Charles T. Munger (Kaufman,
2005), Munger sheds important insight on the subject:




“Generally stocks are valued in two ways. One is the
way that wheat is valued—in terms of its perceived
practical utility to the user of the wheat. The second
way is the way that Rembrandts are valued. And to
some extent, Rembrandts are valued highly because
they've gone up in the past” (a reflection of investors
common tendency to overextrapolate past
performance). “To us, investing is the equivalent of
going out and betting against the pari-mutuel system.
We look for a horse with one chance in two of
winning, and that pays three to one. In other words,
we're looking for a mispriced gamble. That’s what
investing is, and you have to know enough to know
whether the gamble is mispriced.”

The other crucial variable, in our opinion, is durable
competitive advantage (a proverbial “economic
moat”). When matched up with a stock trading well
below its intrinsic value, this variable can add
exponential power to that stock’s long-term compound
return potential. A company possessing such virtue
maintains a competitive position which appears sturdy
and defensible over the long-term (i.e., a leading or
dominant market share, distinct barriers-to-entry). In
contrast, the poor and/or challenged business (what
Buffett has referred to as “second-rate department
stores, pump companies and textile mills”) is one that
requires significant expenditures of time, effort and
capital in order to try and fix it. Legendary investor Phil
Fisher, another of Buffett’s early mentors, liked to
describe competitively advantaged companies as those
that are “fortunate and able” and, therefore, “fortunate
because they are able.” After years of experimentation
and several unsuccessful forays into statistically cheap
“value traps,” Buffett and Munger, like Fisher,
concluded that such “fortunate and able” companies
were the best bets, and those likely to compound
shareholder wealth at the highest rates over time.
Referring to this, Munger says that “he and Buffett
should have seen the advantages of paying for quality
much earlier” (and, therefore, avoided such incorrigible
“value-traps”). “I don’t think it's necessary to be as
dumb as we were.”

Although both Munger and Buffett possess intellects of
uniquely towering proportions, their basic approach to
stock selection is premised on the power of simplicity.
In his patently logical and direct manner, Munger sums
it up this way: “The number one idea is to view a stock
as an ownership of the business and to judge the
staying quality of the business in terms of competitive
advantage. Look for more value in terms of discounted
cash-flow than you are paying for. Move only when
you have an advantage. It’s very basic. You have to
understand the odds and have the discipline to bet

only when the odds are in your favor. (At Berkshire),
we just keep our heads down and handle the
headwinds and tailwinds (that come) as best we can,
and take the result after a period of years.”

“It is not enough to have good intelligence; the principal
thing is to apply it well.”

— Descartes, French mathematician, scientist and philosopher
(1596-1650)

At first glance, a casual observer might assume that
Buffett’s (and Munger’s) primary legacy will be the
massive shareholder wealth they’ve created in little
more than four decades’ time. However, despite this
epic achievement, we believe their most enduring
public legacy can be found elsewhere. In our minds,
the following paraphrased excerpt, from Lowenstein’s
Buffett: The Making of an American Capitalist,
describes it best:

“Buffett’s uncommon urge to chronicle has made him a
unique character in American life, not only a great capitalist
but the Great Explainer of American capitalism. He has
taught a generation how to think about business, and he has
shown that securities are not just tokens like Monopoly
flatiron, and that investing need not be a game of chance. It is
also a logical, commonsensical enterprise, like the tangible
businesses beneath. He has stripped Wall Street of its mystery
and rejoined it to Main Street-a mythical or disappearing
place, perhaps, but one that is comprehensible to the
ordinary American.”

In their deliberate effort to enable even the average
investor to assimilate the wisdom of their investing
approach, Buffett and Munger have offered up their
remarkably coherent (and entertaining) message, year
after year, providing enlightenment for those simply
willing to listen and reflect on it. In a sense, they've
acted like a favorite uncle, who relishes the opportunity
to mentor his young nieces and nephews, hoping to
pass down his hard-earned wisdom to the next
generation and beyond. Benjamin Graham, the father
of value investing and arguably its most zealous
proponent, would no doubt be quite proud, were he
alive today, of his protégés’ evangelistic and fervent
devotion to the tenets of value investing, not to mention
the liberal generosity of spirit with which they’ve
shared its virtues. As devoted and like-minded
contrarian investors, we believe Warren Buffett’s and
Charlie Munger’s steadfast and unwavering devotion to
a business model-biased, margin-of-safety approach
has probably done more than anything on record to
establish and enhance the hard-earned, but well-
deserved, credibility of the value style of investing.
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Although it would be highly presumptuous of us to
assume that the template laid out here is all-
encompassing, we do believe we've highlighted the
basic and most vital underpinnings of the Buffett/

Munger approach, which, as good fortune would have
it, are there for the taking by those who, like young
Dorothy in The Wizard of Oz, are willing to make the
leap-of-faith and follow the yellow brick road.

06/30/05 2nd Quarter Year-to-Date
Index Price Price Change* Price Change*
Dow Jones Industrials 10274.97 -2.2% -4.7%
S&P 500 1191.33 9 -1.7
Value Line Composite 395.05 2.1 -2.3
American Exchange Comp. 1544.41 5.8 7.7
NASDAQ Composite 2056.96 2.9 -5.4

*Does not include dividend income.

Fixed Income

Go with the Flow

Each quarter, the Federal Reserve releases updated
statistical information about the flow of funds in the
U.S. economy. Although these quarterly releases
exceed one hundred pages and contain large amounts
of tedious data, they reveal some interesting trends
regarding what sectors of the economy are borrowing
more relative to others.

The secular rise in household debt (which includes
mortgage debt, both first mortgage and home equity, as
well as other types of consumer debt) as a percentage
of GDP is one such trend (see Chart 1). Following
World War I, this ratio rose dramatically, with a burst
of sustained growth through the mid-1960s followed by
a 20-year plateau. Subsequently, in the midst of a
secular shift downward in interest rates, the ratio began
to climb once again, with a sharp surge in trajectory
beginning in 1997.

It is difficult to discuss household debt without also
mentioning the housing market. The recent rise in
household debt has coincided with rapidly rising home
prices, relatively low interest rates, record cash

Chart 1

Household Debt as a Percentage
of Gross Domestic Product
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out/refinancing activity, newer types of mortgages,
and generally relaxed mortgage lending standards.
In fact, many now believe that the U.S. housing
market is exhibiting signs of an emerging bubble,
in much the same way as the NASDAQ did in the
late 1990s. Indeed, there are many fundamental
and anecdotal indicators that appear to point to an
unsustainable rise in home prices here in the U.S.
One recent anecdote, in particular, gives us pause.

Last month, a Miami real estate firm started a
website entitled CondoFlip.com to serve the South
Florida “pre-construction” condo market. This
revved up market niche now appears so frothy that
it is estimated that there are some 60,000 condo
units currently under construction in the greater
Miami area alone. Alluding to this emerging risk,
the Chief Credit Officer of a major southeast bank
recently told us that condo conversions, where
sub-par apartment units are converted into condos
and then steeply marked up in price, are a major
developing credit risk for lenders via lax lending
standards and ballooning supply.

Publicity regarding the increasingly hot U.S.
residential real estate market is now relatively
pervasive. In fact, hardly a day goes by that a news
story about the rapid rise in home prices isn’t
published in a magazine, newspaper, or on a
popular internet website. In response, regulators
have recently begun to warn financial institutions
to be more diligent in their lending practices, and
to increase surveillance of their mortgage
portfolios. In addition, Congress is drafting
legislation to place limits on the growth of both
Fannie Mae and Freddie Mac, the two largest
mortgage companies in the U.S.

Typically, by the time a financial trend is widely
reported, it begins to show signs of wear. The most
recent housing indicators, such as new and
existing home sales, however, still appear quite
strong, though one indicator in the flow of funds
data has recently “rolled over.” Chart 2 shows the
amount of home mortgage borrowing (at
seasonally adjusted annual rates) for each quarter
since 1999. Note that after peaking at an annual
run rate in excess of $1 trillion in last year’s third
quarter, this measure has declined in each of the
last two quarters to a roughly $800 billion annual

Chart 2

U.S. Home Mortgage Borrowing
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rate. This, of course, is still a huge number and is
twice the amount borrowed as recently as the first
quarter of 2001. However, this leads us to wonder
whether or not the recent slowing in the rate of
accumulation of household mortgage debt might
be a precursor to a future slowing of the alleged
U.S. housing bubble.

The future, as always, is difficult predict with
precision. However, it is probably still too early to
make a bearish housing case given that the current
economic backdrop appears to remain favorable.
It is nevertheless fascinating, given all of the hype
about the housing market, that the accumulation
of home mortgage debt has actually slowed, per
the data just cited. Even more interesting to us, is
that this slowdown in home mortgage borrowing
has occurred during a period of generally lower
longer-term interest rates. This leads us to ask the
following question: what has changed since home
mortgage borrowing volume hit its recent peak?
The answer: the Fed has raised short-term interest
rates by over 200 basis points, causing the yield
curve, as a result, to flatten substantially.

Taking all things into consideration, especially
given the apparent increased risk to the U.S.
housing market just articulated, we continue to
emphasize high-quality, well-structured mortgage-
backed securities in an effort to reduce risk in our
mortgage-backed sector holdings.

Written by J. Scott Jeffords, James F. Walters, and Bradley S. Fisher of WEDGE Capital Management L.L.P.

301 South College Street, £2920, Charlotte, NC 28202-6002 (704) 334-6475
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