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Preface

Because I have long been the chief writer about Warren Buffett at Fortune, which for decades has covered him more closely than any other business publication, I have often been asked whether I’m not going to branch out and write a Buffett biography. I have always said no, sure beyond a doubt that a writer who is a good friend of the subject does not make a good biographer. And I have indeed been a close friend of Warren’s for more than forty years, a shareholder in his company, Berkshire Hathaway, for almost that long, and the pro bono editor of his annual letter to shareholders for thirty-five. All of those facts can be accommodated in my Fortune articles about Buffett, simply by my informing the reader that they exist. But they are not a firm base for a wide-ranging personal and professional biography, in which there should be considerable distance between writer and subject. Its absence in this case settled the question.
But then it dawned on me that the scores of Buffett articles we have published in Fortune are in themselves a business biography—and a perfect one for a book. Here you have it: Tap Dancing to Work, the description that Buffett has long applied to his love for running Berkshire. This book is a collection, arranged chronologically for the most part, of all our big articles about Warren (plus some shorter, lighter ones like “Are Jimmy and Warren Buffett Related?”). For each of the big stories I’ve written an introduction or commentary—about forty of them in total. These paragraphs explain, for example, what’s particularly important about the story, what Warren forecast that did or didn’t come true, what he thinks today about the story’s main point. Overall, the book’s material covers a large chunk of history—forty-seven years—an important span of time not only for Buffett but for the U.S. economy in which he has so successfully operated. (“Hmm, forty-seven years,” Buffett would be inclined to say. “That’s a long time—almost one-fifth of the years the U.S. has existed.”)
The articles and excerpts in this book were for the most part written by me and about forty other Fortune journalists (including three, John Huey, Rik Kirkland, and Andy Serwer, who rose to managing editor, with John subsequently moving still higher to the post of Time Inc.’s editor-in-chief). But the authors also include Buffett himself, who wrote three important stories expressly for us and inserted think-piece sections into his annual letters that we lifted out and made into stories. Also represented is that well-known business writer Bill Gates.
In content as well as authors, this book is enormously diverse. We had the good sense along the way not to repeat ourselves too much, and when we did, I normally edited out the repetition. Actually, not repeating ourselves was pretty easy, because Warren kept doing new things.
When you finish this book, you will have seen the arc of Warren’s business life. The first story in which we ever mentioned him was in 1966. He got one sentence then in an investing piece I wrote about another man (Alfred Winslow Jones) and in which I misspelled Buffett—giving it only one t. I will try, however weakly, to pardon myself for that by saying that outside Omaha (where a few investors knew Warren well because he was making them rich) he was in 1966 pretty much unknown. Jump to the early 1980s, and he hadn’t gained much ground. When Fortune hired freelancer Andrew Tobias in 1983 to write a piece about Buffett’s shareholder letters (see page 34), Tobias had never heard of this fellow. That means, alas, that Tobias had missed the big story about inflation that Warren wrote for us in 1977 (see page 9) and about which he still gets mail.
The middle part of the book, starting with my 1988 profile, “The Inside Story of Warren Buffett,” describes his adding a second profession, business management, to his old one of investor—and next, of course, he made Berkshire Hathaway a huge force in corporate America. Few people recognize the insignificance from which that company has come. In 1965, when Warren took it over, Berkshire was a New England textile manufacturer far too small to have made the Fortune 500 list. For 2012, in contrast, it was No. 5 on the 500. That rank is for revenues, which is the 500’s primary criterion. In market value, a higher accomplishment in Buffett’s thinking, Berkshire was No. 4.
And all that has happened in one man’s lifetime, which of course is not over.
The final years covered by the book complete the arc, so to speak, by taking Warren beyond investing and business to philanthropy. This step did not require him to invent a philosophy. He has never believed in large inheritances (see page 54) and almost all of his money has always been slated to go to philanthropy. But he had always assumed that his wife, Susie—two years younger—would outlive him and be the one who gave away his money. Susie then died of a stroke in 2004, and the philanthropy yoke settled back, none too lightly, on Warren. Thus came his announcement in 2006 that he would start to give away his money immediately, and his 2010 move, with Bill and Melinda Gates, to create the Giving Pledge. Fortune broke the news in each instance, in cover stories that appear toward the end of this book.
The final article in this paperback, “Warren Buffett Is Bullish … on Women,” was written by Buffett himself and appeared in Fortune several months after the hardcover edition was released in late 2012. So the article is both new content in the book and the reason the publisher slightly adjusted its title to now take in 2013. The piece is also excellent reading, in which Buffett’s distinctive voice is turned to a hot topic of the year—women in business.
This paperback also includes updated introductions that incorporate both Buffett/Berkshire events and stock price movements occurring since the hardcover edition was published.
For me, compiling this book has been a trek through my own career at Fortune (1954–still happening) and through endless warnings as well to put two t’s on Buffett. More significantly, it has been an extended and rewarding reminder of Buffett’s investment and business genius, creativeness, and—not the least of these—consistency of thought.
A friend of well-known writer William Buckley made a statement about him that I will adapt here. Fortune and I were lucky to be standing alongside Warren Buffett as he was becoming Warren Buffett.






The Jones Nobody Keeps Up With

April 1966

BY CAROL LOOMIS

It may be odd to start a book about one man—Warren Buffett—with an article about another—Alfred Winslow Jones. But this 1966 piece about Jones deserves the lead-off position. To begin with, this is the first time that Fortune mentioned the name Buffett, except that we embarrassingly spelled it “Buffet,” with only one t. I made that mistake: yours truly, Carol Loomis, the editor of this book and the author of many of the articles in it, including this one. Later my husband, John Loomis, then an institutional securities salesman, met Buffett, who shortly after called me up to kid me a bit about the misspelling. Further on, he and his wife, Susie, asked John and me to have lunch in New York, and they and we began a friendship that in time, you might say, led to this book.

A second point about the article is that it rather famously introduced A. W. Jones and his concept of a “hedged” fund to the world. Not that Jones was the first Wall Streeter to establish such a fund: Benjamin Graham, for one, had earlier run a partnership that used hedging strategies. But Jones’s rocketing success was a revelation to most Fortune readers, and this article took on a life of its own, becoming an unofficial prospectus for many people who hastened to start “Jones-type” funds of their own. Histories of the hedge fund industry almost always refer to this article as a milestone in that world’s development.

Close readers of the article may note the tentativeness of the first sentence: “There are reasons to believe …” is hardly a ringing declaration. The explanation, of course, is that though I had the record of private investor A. W. Jones & Co. and had discovered none better, my knowledge of how other private investors were doing was certainly not complete.

Had the record of Omaha’s Buffett Partnership Ltd. then been in our hands, a matchup of Buffett and Jones would have been interesting but hardly conclusive. We had a ten-year record for A. W. Jones & Co., but Buffett Partnership kept its books on the calendar year and had only nine of those behind it. As for five years, Jones ended his 1965 fiscal year in May and for the period made 325 percent. Buffett’s 1965 year ended in December, and he made 334 percent.

But all that was history and the paths of the two men soon diverged: As the next article discusses, Buffett closed down his partnership while Jones stayed on to struggle with a stock market grown—for the moment—very difficult for hedge funds. —CL

There are reasons to believe that the best professional manager of investors’ money these days is a quiet-spoken, seldom photographed man named Alfred Winslow Jones. Few businessmen have heard of him, although some with long memories may remember his articles in Fortune; he was a staff writer in the early 1940s. In any case, his performance in the stock market in recent years has made him one of the wonders of Wall Street—and made millionaires of several of his investors. On investments left with him during the five years ended last May 31 (when he closed his 1965 fiscal year), Jones made 325 percent. Fidelity Trend Fund, which had the best record of any mutual fund during those years, made “only” 225 percent. For the ten-year period ended in May, Jones made 670 percent; Dreyfus Fund, the leader among mutual funds that were in business all during that decade, had a 358 percent gain.

The vehicle through which Jones operates is not a mutual fund but a limited partnership. Jones runs two such partnerships, and they have slightly different investment objectives. In each case, however, the underlying investment strategy is the same: the fund’s capital is both leveraged and “hedged.” The leverage arises from the fact that the fund margins itself to the hilt; the hedge is provided by short positions—there are always some in the fund’s portfolio. There are about sixty investors in each of the two funds, and their average investment now works out to about $460,000.

Jones’s accomplishments have spawned a number of other “hedge funds.” In the last two years, two of Jones’s principal associates have left his organization and set up limited partnerships of their own. One is known as City Associates (it has capital of about $17,500,000), the other as Fairfield Partners ($14 million); both have had outstanding performance records.

This month a new partnership, Fleschner Becker Associates, will go into business as a hedge fund; its principals are Wall Street brokers who have done business with Jones over the last few years. Besides these partnerships, a number of other hedge funds are operating on a small scale.

In addition, a small brokerage firm named L. Hubshman & Co., which has also done business with Jones, has bypassed the partnership pattern and is setting up an open-end investment company (i.e., a mutual fund), the Hubshman Fund, which will invest on hedge-fund principles. It remains to be seen whether a regulated investment company can use Jones’s techniques as effectively as a private partnership does. Meanwhile Hubshman’s move opens the way for a large number of investors to buy themselves a stake in the hedge-fund idea.

For most of his life Jones, who is now sixty-five, was more interested in sociology and in writing than he was in the stock market. In 1938 he set out to get his Ph.D. in sociology at Columbia University. While working toward the degree, he served as director of Columbia’s Institute for Applied Social Analysis and undertook for it a major project on class distinctions in the U.S. The project became the basis for his doctoral thesis, which was published under the title Life, Liberty, and Property (two years ago it was reprinted by Octagon Books, Inc.). Fortune asked Jones to condense the book into an article (February 1941) and hired him as a writer. Over the next five years (part of it spent with Time) he wrote articles on such non-financial subjects as Atlantic convoys, farm cooperatives, and boys’ prep schools. He left Time Inc. in 1946, but in March 1949 he was back in the pages of Fortune with a free-lance article, “Fashions in Forecasting,” which reported on various “technical” approaches to the stock market.

His research for this story convinced him that he could make a living in the stock market, and early in 1949 he and four friends formed A. W. Jones & Co. as a general partnership. Their initial capital was $100,000, of which Jones himself put up $40,000. In its first year the partnership’s gain on its capital came to a satisfactory 17.3 percent, but this was only a suggestion of things to come. Not quite all the original capital has been left in the partnership, but if it had been it would today be worth $4,920,789 (before any allowance for the partners’ taxes).

In the early years Jones was experimenting with a number of investment approaches, including the “hedge” idea, which was essentially his own. Increasingly, he began to concentrate on refining and employing this new technique.

In effect, the hedge concept puts Jones in a position to make money on both rising and falling stocks, and also partially shelters him if he misjudges the general trend of the market. He assumes that a prudent investor wants to protect part of his capital from such misjudgments. Most investors would build their defenses around cash reserves or bonds, but Jones protects himself by selling short.

To those investors who regard short selling with suspicion, Jones would simply say that he is using “speculative techniques for conservative ends.” As illustration, he is given to contrasting his methods with those of an investor who has, say, $100,000, and elects to invest $80,000 of it in stocks and the rest in “safe” bonds. Jones would use the $100,000 to borrow perhaps another $50,000. (Under the current margin requirements of 70 percent, he could not borrow that much to buy listed stocks; however, he could borrow even more than $50,000 for purchases of convertible bonds and unlisted stocks.) Of the $150,000 total, he might put $110,000 into stocks he likes and sell short $40,000 worth of stocks he thinks are overvalued. Thus he ends up with $40,000 of his long position hedged—i.e., offset by a short position—and the remaining $70,000 fully exposed.

This figure represents 70 percent of his original capital, and Jones therefore describes his “risk” as 70. (In practice, there is an added complication: Jones adjusts the dollar figures in a calculation that assumes some individual stocks to be more volatile, and therefore more risky, than others. Every stock in Jones’s portfolio is assigned a “velocity” rating—e.g., Syntex’s is 6.61, Kerr-McGee’s 1.72—and the dollars invested are multiplied by these factors. The “adjusted” dollars are then used to figure the risk.) By Jones’s method of measuring, the more conventional investor who put $20,000 into bonds, neither borrowing nor selling short, had a risk of 80. If the stock market goes down by 10 percent and all stocks in these two portfolios do likewise, Jones will break even on the hedged part of his portfolio and will lose less on his un-hedged position—$7,000 instead of $8,000—than the other investor. If the stocks all rise by 10 percent, Jones will make less than the other investor.

His problem, therefore, is to buy stocks that will rise more than the general market, and sell stocks short that will rise less than the averages (or will actually fall). If he succeeds in this effort, his rewards are multiplied because he is employing not just a portion of his capital but 150 percent of it. The main advantage of the hedge concept, then, is that the investor’s short position enables him to operate on the long side with maximum aggressiveness.

Jones’s record in forecasting the direction of the market seems to have been only fair. In the early part of 1962 he had his investors in a high risk position of 140. As the market declined, he gradually increased his short position, but not as quickly as he should have. His losses that spring were heavy, and his investors ended up with a small loss for the fiscal year (this is the only losing year in Jones’s history). After the break, furthermore, he turned bearish and so did not at first benefit from the market’s recovery. Last year, as it happened, Jones remained quite bullish through the May–June decline, and then got bearish just about the time the big rally began. As prices rose in August, Jones actually moved to a minus 18 risk—i.e., his short positions exceeded his longs, with the unhedged short position amounting to 18 percent of the partnership capital.

Despite these miscalculations about the direction of the market, Jones’s selections of individual stocks have generally been brilliant. When he finally did turn bullish in the fall, he was long on a lot of the “right” stocks—e.g., Syntex, National Video, Fairchild Camera, the airlines. By the end of February he had racked up gains for the fiscal year of 38 percent in one fund, 31 percent in the other, compared to an increase (including dividends) of 6 percent for the Dow-Jones industrials.

Any hedge-fund operator will explain that although the hedge concept is essential—“I need it to sleep nights,” says one of them—the real secret of his success is his ability to get good information about stocks and to be able to act on it quickly. The partnership form of organization is helpful in both respects, and it is worth examining Jones’s arrangements closely.

Jones changed his firm from a general to a limited partnership in 1952 in order to accommodate several friends who were by then eager to have him handle their money. The new partners were let in on the understanding that they could withdraw their money from the partnership, or put new money into it, only at the end of each fiscal year. This agreement still exists. Moreover, Jones and the other general partners are to receive as compensation 20 percent of any realized profits (after deduction of realized losses) made on the limited partners’ money. This arrangement is common to all the hedge funds, and the idea was not original with Jones. Benjamin Graham, for one, had once run a limited partnership along the same lines. There are also some mutual funds today—e.g., Oppenheimer Fund, Equity Fund, Leon B. Allen Fund—whose managers are paid on the basis of profits, although less liberally than Jones; the Hubshman Fund will have a similar arrangement.

The limited partners would seem to have no cause for complaint about the huge profits realized by Jones. Those sensational comparative performance figures reflect the limited partners’ results after deduction of the general partners’ share of their profits. In other words, the figures understate Jones’s actual superiority over Fidelity Trend and Dreyfus in portfolio performance.

It is small wonder, then, that as the years have gone by a lot of investors have sought to get into Jones’s partnerships. But since they are organized as private, unregistered funds, Jones took in only a few additional partners each year, primarily investors who were relatives or close friends of existing partners.

By now, however, the partners have got to be a diverse group. The largest limited partnership interest belongs to Louis E. Stephens, a Mexico City businessman (he is the retired general manager of General Products S.A., a chemical company), who had $2,260,000 in one Jones partnership at the start of this fiscal year. Another large stake is held by A. Arlie Sinaiko, a physician turned professional sculptor, who, together with his family, has about $2 million invested with Jones; most of this amount represents portfolio appreciation. Several of the Richardsons associated with Richardson-Merrell, including the company’s chairman, Smith Richardson Jr., have money in the partnerships. So does Louis Fischer, author of The Life of Lenin and other books, and Samuel Stayman, the bridge expert. Stayman, whose wealth comes primarily from a woolen business, also has money in the two other big hedge funds, City Associates and Fairfield Partners, and in Buffet [sic] Partnership Ltd., a $45 million Omaha operation that uses hedge principles to some extent but that has mainly, and very successfully, concentrated on long-term investment. Other prominent businessmen in the hedge funds are Laurence Tisch, president of Loew’s Theatres, and Maurice Perlstein, ex-president of Kellwood Co.

All told, Jones’s limited partners had an investment with him of $44,898,000 as of June 1. Of this amount, about $5 million represented investments by the immediate families of the ten general partners. In addition, the general partners themselves, who have agreed to keep all of their investment funds in the partnership, had another $5 million invested. Of this about $2 million is Jones’s own. (His two children, both of them limited partners, have another $2,500,000 together.) In total, including the gains he has made so far this fiscal year, Jones is managing close to $70 million of capital. Even with the borrowed money added in, this makes his operation no bigger than a medium-sized mutual fund.

But the weight Jones swings on Wall Street is many times magnified by the fact that, like all hedge-fund operators, he is a prodigious producer of commissions. Since short sales can never result in anything but short-term gains or losses, the hedge operator moves in and out of them freely. Similarly, when he has losses on the short sales, he also finds it easier to take offsetting short-term gains on long positions. In general, the hedge funds have a high portfolio turnover.

One big reason the hedge funds find it natural to move in and out of stocks a lot is that, far more than most other funds, they have a special ability to get a flow of good, fresh ideas about stocks from brokers—and get them early. Most mutual funds are virtually compelled to channel a large proportion (perhaps as much as 90 percent) of the commissions they generate to brokers who sell the shares of their fund to the public. They have very little commission business left over for any firms that are unimportant in mutual-fund sales but that are strong on research. The partnership funds, on the other hand, have no shares to sell and thus can afford to “pay” a generous portion of their commissions for research. In Jones’s case, the payments take a round-about form. The brokerage firm of Neuberger & Berman executes practically all Jones’s orders, but keeps only about 50 percent of the commissions generated; it sends the remaining 50 percent, in the form of “give-up” checks, to brokers designated by Jones. A brokerage firm that Jones relies on heavily for research may get possibly $50,000 in give-ups a year, of which a third or more might go to the salesman who was covering the account and supplying those good ideas. That salesman is therefore likely to be very cooperative about keeping Jones informed.

The Jones organization is set up so that decisions about purchases and sales can be made immediately, without committee consultation. There are five portfolio managers, all general partners, each of whom has discretion over a percentage of the partnership capital; in addition, several outside “advisers,” one of them an investment counselor, the rest brokerage-house analysts or salesmen, have been given blocks of capital to manage. Either Jones or his No. 2 man, Donald Woodward, sees each order before it is executed, but they interfere only when it seems to them that the partnership is getting overloaded with a given stock—e.g., if several of the portfolio managers are being sold on the stock at the same time—or is maneuvering itself into an undesirable “risk” position.

The portfolio managers will tell you that, given the long-term trend of the market upward, their most difficult job is picking good short sales. Wall Street’s analysts typically concentrate on discovering bullish corporate situations, and only rarely have promising shorts to bring to Jones. As a result, he and the other hedge-fund managers normally consider themselves lucky to break even on their short portfolios. Early last month Jones was short about sixty different stocks, including Korvette, Bristol-Myers, Admiral, and Du Pont. All of the big hedge funds were short Control Data.

Recently Jones has devoted more and more time to traveling and to philanthropic projects, many of them financed by his own Foundation for Voluntary Service. He has made some field trips for the Peace Corps, and his own foundation is currently supporting the activities in this country of five young social workers from India, as a sort of “Reverse Peace Corps.” He is also thinking of writing another book—on what to do about poverty in the U.S.








From “Hard Times Come to the Hedge Funds”

January 1970

An excerpt from an article by Carol Loomis

After years of extravagant profits, many gained in the wildly speculative market of 1968, the fledgling hedge fund industry was hammered in 1969 by a rough bear market. The hedging strategies that were supposed to protect the funds largely failed. Most funds showed losses, some suffered large withdrawals of capital, and a few folded.

In contrast, Buffett Partnership—the subject of a short section in this article—made money in 1969, adding to its unbroken string of profits. The fund had meanwhile grown big, to $100 million in assets (versus the $160 million divided between two funds that A. W. Jones ran).

But Warren Buffett, then thirty-nine, was hardly happy with this world. He regarded the speculative excesses of 1968 as insane. “This is a market I don’t understand,” he said. He also suspected that making money in stocks was going to become harder to do. So he announced in 1969 that, after thirteen years of operation, he would close Buffett Partnership at the end of the year.

That point starts off the article’s two paragraphs about Buffett, which we reprint here. This excerpt also reports the outstanding returns that Buffett delivered his limited partners: a compounded annual return for the thirteen years of 23.8 percent. The fund’s “gross” record—that is, before Buffett took his incentive compensation—was naturally still more stunning: a compounded annual return of 29.5 percent, against a comparable total return for the Dow of 7.4 percent. Buffett himself accumulated a fortune of about $25 million from running the partnership.

Buffett’s reasoning as to why he should close the partnership turned out to be less on the money. True, over the near term the stock market ran into tough times, particularly in 1973 and 1974. But stocks, of course, proceeded over the decades to reward investors handsomely. Fortunately for Buffett—and for the investors who followed him—he stayed in the market as chief executive of Berkshire Hathaway and master investor of its excess cash.

Buffett’s other stated reason for closing up shop—that it was time to stop amassing money and get on to other things—simply faded into unreality. It wasn’t the money that drove him on. To this day, he leads an unostentatious life. But building wealth has to him been an endlessly fascinating game. One inning of that game ended as he closed the partnership. The others commenced as he settled back to running Berkshire. —CL

The arrival of 1970 will mark not only the demise of certain unsuccessful hedge funds and the constriction of still others, but will also bring the liquidation of one of the country’s oldest, largest, and most successful investment partnerships, Buffett Partnership Ltd. of Omaha. To call the Buffett operation a hedge fund is accurate only in the sense that Warren E. Buffett, 39, the general partner, shares in the profits of the limited partners. (Under his quite unusual arrangement, the limited partners keep all of the annual gains up to 6%; above that level Buffett takes a one-quarter cut.) Otherwise he is set apart from the regular hedge funds by the fact that he has invested almost exclusively in long-term “value” situations. Buffett’s record has been extraordinarily good. In his thirteen years of operation, all of them (including 1969) profitable, he compounded his investors’ money at a 24% annual rate.

But now, to the immense regret of his limited partners, Buffett is quitting the game. His reasons for doing so are several, and include a strong feeling that his time and money (he is a millionaire many times over) should now be directed toward other goals than simply the making of more money. But he also suspects that some of the juice has gone out of the stock market and that sizable gains are in the future going to be very hard to come by. Consequently, he has suggested to his investors that they may want to take the “passive” way out, investing their partnership money not in the stock market but rather municipal bonds.

The full text of “Hard Times Come to the Hedge Funds” is available at fortune.com/buffettbook.








How Inflation Swindles the Equity Investor

May 1977

BY WARREN BUFFETT

This book contains thirteen articles authored by Warren Buffett. Three are pieces that he wrote expressly for Fortune, the first of which follows. The others are two major speeches of his that we turned into articles; an important letter he sent to a congressman; his philanthropic pledge; and six excerpts from his annual Berkshire letter.

For this article, the inaugural piece of the twelve, a senior and very talented Fortune editor, Dan Seligman, made a trip to Omaha to negotiate with Buffett about revisions to his first draft. Seligman found this $1-an-article writer generally resistant to shortening the piece and not too amenable to changes of any kind. At one point, a frustrated Seligman called Fortune’s managing editor, Bob Lubar, to suggest that perhaps the magazine should not publish the article at all. But Lubar said he thought the article was worthwhile and should not be abandoned.

The article that emerged—no doubt reflecting at least some Seligman edits—was an early example of Buffett’s extraordinary talent for thinking through complicated problems. To this day, the article is remembered for its erudition. Both Buffett and Fortune still get letters about it, commenting on one aspect or another.

Nevertheless, the piece turned out to be wrong in several ways. First, Buffett (along with the business world in general) thought high inflation rates were here to stay and would plague investors. What he could not foresee was the genius and resolve of Paul Volcker, who took over as Fed chairman in 1979 and broke the back of inflation.

Second, Buffett misjudged the course of corporate tax rates, which he thought were “unlikely” to fall. In reality, a succession of tax cuts beginning in 1979 brought the marginal rate down from the 48 percent prevailing when the article was written to 35 percent today.

That helps explain why Buffett also erred in believing that the return on equity of major corporations would continue to be stuck around 12 percent. By 1981 I was writing an article titled “Profitability Breaks Through a Ceiling,” which reported that the median return for the Fortune 500 over the previous five years had—despite high rates of inflation—leaped to an average of 14.8 percent. The article attributed the jump to corporations’ increasing their leverage a bit, enjoying reduced tax rates, and managing to raise their pretax profit margins.

Today, Buffett says that had capitalism worked perfectly, competition would have kept profit margins down. Nonetheless, he adds, “You can’t get around it—I was wrong in my assumptions, particularly about tax rates.”

He remains convinced, however, that high rates of inflation are sure to swindle the equity investor, and he cites evidence from the years when inflation was out of control. Until Volcker pushed inflation below 8 percent in 1982, Buffett recalls, investors who bought stocks in 1977 had suffered a clear-cut loss in purchasing power. —CL

It is no longer a secret that stocks, like bonds, do poorly in an inflationary environment. We have been in such an environment for most of the past decade, and it has indeed been a time of troubles for stocks. But the reasons for the stock market’s problems in this period are still imperfectly understood.

There is no mystery at all about the problems of bondholders in an era of inflation. When the value of the dollar deteriorates month after month, a security with income and principal payments denominated in those dollars isn’t going to be a big winner. You hardly need a Ph.D. in economics to figure that one out.

It was long assumed that stocks were something else. For many years, the conventional wisdom insisted that stocks were a hedge against inflation. The proposition was rooted in the fact that stocks are not claims against dollars, as bonds are, but represent ownership of companies with productive facilities. These, investors believed, would retain their value in real terms, let the politicians print money as they might.

And why didn’t it turn out that way? The main reason, I believe, is that stocks, in economic substance, are really very similar to bonds.

I know that this belief will seem eccentric to many investors. They will immediately observe that the return on a bond (the coupon) is fixed, while the return on an equity investment (the company’s earnings) can vary substantially from one year to another. True enough. But anyone who examines the aggregate returns that have been earned by companies during the postwar years will discover something extraordinary: the returns on equity have in fact not varied much at all.

In the first ten years after the war—the decade ending in 1955—the Dow Jones industrials had an average annual return on year-end equity of 12.8 percent. In the second decade, the figure was 10.1 percent. In the third decade it was 10.9 percent. Data for a larger universe, the Fortune 500 (whose history goes back only to the mid-1950s), indicate somewhat similar results: 11.2 percent in the decade ending in 1965, 11.8 percent in the decade through 1975. The figures for a few exceptional years have been substantially higher (the high for the 500 was 14.1 percent in 1974) or lower (9.5 percent in 1958 and 1970), but over the years, and in the aggregate, the return on book value tends to keep coming back to a level around 12 percent. It shows no signs of exceeding that level significantly in inflationary years (or in years of stable prices, for that matter).

For the moment, let’s think of those companies, not as listed stocks, but as productive enterprises. Let’s also assume that the owners of those enterprises had acquired them at book value. In that case, their own return would have been around 12 percent too. And because the return has been so consistent, it seems reasonable to think of it as an “equity coupon.”

In the real world, of course, investors in stocks don’t just buy and hold. Instead, many try to outwit their fellow investors in order to maximize their own proportions of corporate earnings. This thrashing about, obviously fruitless in aggregate, has no impact on the equity coupon but reduces the investor’s portion of it, because he incurs substantial frictional costs, such as advisory fees and brokerage charges. Throw in an active options market, which adds nothing to the productivity of American enterprise but requires a cast of thousands to man the casino, and frictional costs rise further.

It is also true that in the real world investors in stocks don’t usually get to buy at book value. Sometimes they have been able to buy in below book; usually, however, they’ve had to pay more than book, and when that happens there is further pressure on that 12 percent. I’ll talk more about these relationships later. Meanwhile, let’s focus on the main point: as inflation has increased, the return on equity capital has not. Essentially, those who buy equities receive securities with an underlying fixed return—just like those who buy bonds.

Of course, there are some important differences between the bond and stock forms. For openers, bonds eventually come due. It may require a long wait, but eventually the bond investor gets to renegotiate the terms of his contract. If current and prospective rates of inflation make his old coupon look inadequate, he can refuse to play further unless coupons currently being offered rekindle his interest. Something of this sort has been going on in recent years.

Stocks, on the other hand, are perpetual. They have a maturity date of infinity. Investors in stocks are stuck with whatever return corporate America happens to earn. If corporate America is destined to earn 12 percent, then that is the level investors must learn to live with. As a group, stock investors can neither opt out nor renegotiate. In the aggregate, their commitment is actually increasing. Individual companies can be sold or liquidated and corporations can repurchase their own shares; on balance, however, new equity flotations and retained earnings guarantee that the equity capital locked up in the corporate system will increase.

So, score one for the bond form. Bond coupons eventually will be renegotiated; equity “coupons” won’t. It is true, of course, that for a long time a 12 percent coupon did not appear in need of a whole lot of correction.

There is another major difference between the garden variety of bond and our new exotic 12 percent “equity bond” that comes to the Wall Street costume ball dressed in a stock certificate.

In the usual case, a bond investor receives his entire coupon in cash and is left to reinvest it as best he can. Our stock investor’s equity coupon, in contrast, is partially retained by the company and is reinvested at whatever rates the company happens to be earning. In other words, going back to our corporate universe, part of the 12 percent earned annually is paid out in dividends and the balance is put right back into the universe to earn 12 percent also.

This characteristic of stocks—the reinvestment of part of the coupon—can be good or bad news, depending on the relative attractiveness of that 12 percent. The news was very good indeed in the 1950’s and early 1960’s. With bonds yielding only 3 or 4 percent, the right to reinvest automatically a portion of the equity coupon at 12 percent was of enormous value. Note that investors could not just invest their own money and get that 12 percent return. Stock prices in this period ranged far above book value, and investors were prevented by the premium prices they had to pay from directly extracting out of the underlying corporate universe whatever rate that universe was earning. You can’t pay far above par for a 12 percent bond and earn 12 percent for yourself.

But on their retained earnings, investors could earn 12 percent. In effect, earnings retention allowed investors to buy at book value part of an enterprise that, in the economic environment then existing, was worth a great deal more than book value.

It was a situation that left very little to be said for cash dividends and a lot to be said for earnings retention. Indeed, the more money that investors thought likely to be reinvested at the 12 percent rate, the more valuable they considered their reinvestment privilege, and the more they were willing to pay for it. In the early 1960’s, investors eagerly paid top-scale prices for electric utilities situated in growth areas, knowing that these companies had the ability to reinvest very large proportions of their earnings. Utilities whose operating environment dictated a larger cash payout rated lower prices.

If, during this period, a high-grade, noncallable, long-term bond with a 12 percent coupon had existed, it would have sold far above par. And if it were a bond with a further unusual characteristic—which was that most of the coupon payments could be automatically reinvested at par in similar bonds—the issue would have commanded an even greater premium. In essence, growth stocks retaining most of their earnings represented just such a security. When their reinvestment rate on the added equity capital was 12 percent while interest rates generally were around 4 percent, investors became very happy—and, of course, they paid happy prices.

Looking back, stock investors can think of themselves in the 1946-66 period as having been ladled a truly bountiful triple dip. First, they were the beneficiaries of an underlying corporate return on equity that was far above prevailing interest rates. Second, a significant portion of that return was reinvested for them at rates that were otherwise unattainable. And third, they were afforded an escalating appraisal of underlying equity capital as the first two benefits became widely recognized. This third dip meant that, on top of the basic 12 percent or so earned by corporations on their equity capital, investors were receiving a bonus as the Dow Jones industrials increased in price from 133 percent of book value in 1946 to 220 percent in 1966. Such a marking-up process temporarily allowed investors to achieve a return that exceeded the inherent earning power of the enterprises in which they had invested.

This heaven-on-earth situation finally was “discovered” in the mid-1960’s by many major investing institutions. But just as these financial elephants began trampling on one another in their rush to equities, we entered an era of accelerating inflation and higher interest rates. Quite logically, the marking-up process began to reverse itself. Rising interest rates ruthlessly reduced the value of all existing fixed-coupon investments. And as long-term corporate bond rates began moving up (eventually reaching the 10 percent area), both the equity return of 12 percent and the reinvestment “privilege” began to look different.

Stocks are quite properly thought of as riskier than bonds. While that equity coupon is more or less fixed over periods of time, it does fluctuate somewhat from year to year. Investors’ attitudes about the future can be affected substantially, although frequently erroneously, by those yearly changes. Stocks are also riskier because they come equipped with infinite maturities. (Even your friendly broker wouldn’t have the nerve to peddle a 100-year bond, if he had any available, as “safe.”) Because of the additional risk, the natural reaction of investors is to expect an equity return that is comfortably above the bond return—and 12 percent on equity versus, say, 10 percent on bonds issued by the same corporate universe does not seem to qualify as comfortable. As the spread narrows, equity investors start looking for the exits.

But, of course, as a group they can’t get out. All they can achieve is a lot of movement, substantial frictional costs, and a new, much lower level of valuation, reflecting the lessened attractiveness of the 12 percent equity coupon under inflationary conditions. Bond investors have had a succession of shocks over the past decade in the course of discovering that there is no magic attached to any given coupon level: at 6 percent, or 8 percent, or 10 percent, bonds can still collapse in price. Stock investors, who are in general not aware that they too have a “coupon,” are still receiving their education on this point.

Must we really view that 12 percent equity coupon as immutable? Is there any law that says the corporate return on equity capital cannot adjust itself upward in response to a permanently higher average rate of inflation?

There is no such law, of course. On the other hand, corporate America cannot increase earnings by desire or decree. To raise that return on equity, corporations would need at least one of the following: (1) an increase in turnover, i.e., in the ratio between sales and total assets employed in the business; (2) cheaper leverage; (3) more leverage; (4) lower income taxes; (5) wider operating margins on sales.

And that’s it. There simply are no other ways to increase returns on common equity. Let’s see what can be done with these.

We’ll begin with turnover. The three major categories of assets we have to think about for this exercise are accounts receivable, inventories, and fixed assets such as plants and machinery.

Accounts receivable go up proportionally as sales go up, whether the increase in dollar sales is produced by more physical volume or by inflation. No room for improvement here.

With inventories, the situation is not quite so simple. Over the long term, the trend in unit inventories may be expected to follow the trend in unit sales. Over the short term, however, the physical turnover rate may bob around because of special influences—e.g., cost expectations, or bottlenecks.

The use of last-in, first-out (LIFO) inventory-valuation methods serves to increase the reported turnover rate during inflationary times. When dollar sales are rising because of inflation, inventory valuations of a LIFO company either will remain level (if unit sales are not rising) or will trail the rise in dollar sales (if unit sales are rising). In either case, dollar turnover will increase.

During the early 1970’s, there was a pronounced swing by corporations toward LIFO accounting (which has the effect of lowering a company’s reported earnings and tax bills). The trend now seems to have slowed. Still, the existence of a lot of LIFO companies, plus the likelihood that some others will join the crowd, ensures some further increase in the reported turnover of inventory.

In the case of fixed assets, any rise in the inflation rate, assuming it affects all products equally, will initially have the effect of increasing turnover. That is true because sales will immediately reflect the new price level, while the fixed asset account will reflect the change only gradually, i.e., as existing assets are retired and replaced at the new prices. Obviously, the more slowly a company goes about this replacement process, the more the turnover ratio will rise. The action stops, however, when a replacement cycle is completed. Assuming a constant rate of inflation, sales and fixed assets will then begin to rise in concert at the rate of inflation.

To sum up, inflation will produce some gains in turnover ratios. Some improvement would be certain because of LIFO, and some would be possible (if inflation accelerates) because of sales rising more rapidly than fixed assets. But the gains are apt to be modest and not of a magnitude to produce substantial improvement in returns on equity capital. During the decade ending in 1975, despite generally accelerating inflation and the extensive use of LIFO accounting, the turnover ratio of the Fortune 500 went only from 1.18/1 to 1.29/1.

Cheaper leverage? Not likely. High rates of inflation generally cause borrowing to become dearer, not cheaper. Galloping rates of inflation create galloping capital needs; and lenders, as they become increasingly distrustful of long term contracts, become more demanding. But even if there is no further rise in interest rates, leverage will be getting more expensive because the average cost of the debt now on corporate books is less than would be the cost of replacing it. And replacement will be required as the existing debt matures. Overall, then, future changes in the cost of leverage seem likely to have a mildly depressing effect on the return on equity.

More leverage? American business already has fired many, if not most, of the more-leverage bullets once available to it. Proof of that proposition can be seen in some other Fortune 500 statistics: in the twenty years ending in 1975, stockholders’ equity as a percentage of total assets declined for the 500 from 63 percent to just under 50 percent. In other words, each dollar of equity capital now is leveraged much more heavily than it used to be.

An irony of inflation-induced financial requirements is that the highly profitable companies—generally the best credits—require relatively little debt capital. But the laggards in profitability never can get enough. Lenders understand this problem much better than they did a decade ago—and are correspondingly less willing to let capital-hungry, low-profitability enterprises leverage themselves to the sky.

Nevertheless, given inflationary conditions, many corporations seem sure in the future to turn to still more leverage as a means of shoring up equity returns. Their managements will make that move because they will need enormous amounts of capital—often merely to do the same physical volume of business—and will wish to get it without cutting dividends or making equity offerings that, because of inflation, are not apt to shape up as attractive. Their natural response will be to heap on debt, almost regardless of cost. They will tend to behave like those utility companies that argued over an eighth of a point in the 1960’s and were grateful to find 12 percent debt financing in 1974.

Added debt at present interest rates, however, will do less for equity returns than did added debt at 4 percent rates in the early 1960’s. There is also the problem that higher debt ratios cause credit ratings to be lowered, creating a further rise in interest costs.

So that is another way, to be added to those already discussed, in which the cost of leverage will be rising. In total, the higher costs of leverage are likely to offset the benefits of greater leverage.

Besides, there is already far more debt in corporate America than is conveyed by conventional balance sheets. Many companies have massive pension obligations geared to whatever pay levels will be in effect when present workers retire. At the low inflation rates of 1955-65, the liabilities arising from such plans were reasonably predictable. Today, nobody can really know the company’s ultimate obligation. But if the inflation rate averages 7 percent in the future, a twenty-five-year-old employee who is now earning $12,000, and whose raises do no more than match increases in living costs, will be making $180,000 when he retires at sixty-five.

Of course, there is a marvelously precise figure in many annual reports each year, purporting to be the unfunded pension liability. If that figure were really believable, a corporation could simply ante up that sum, add to it the existing pension-fund assets, turn the total amount over to an insurance company, and have it assume all the corporation’s present pension liabilities. In the real world, alas, it is impossible to find an insurance company willing even to listen to such a deal.

Virtually every corporate treasurer in America would recoil at the idea of issuing a “cost-of-living” bond—a noncallable obligation with coupons tied to a price index. But through the private pension system, corporate America has in fact taken on a fantastic amount of debt that is the equivalent of such a bond.

More leverage, whether through conventional debt or unbooked and indexed “pension debt,” should be viewed with skepticism by shareholders. A 12 percent return from an enterprise that is debt-free is far superior to the same return achieved by a business hocked to its eyeballs. Which means that today’s 12 percent equity returns may well be less valuable than the 12 percent returns of twenty years ago.

Lower corporate income taxes seem unlikely. Investors in American corporations already own what might be thought of as a Class D stock. The Class A, B, and C stocks are represented by the income-tax claims of the federal, state, and municipal governments. It is true that these “investors” have no claim on the corporation’s assets; however, they get a major share of the earnings, including earnings generated by the equity buildup resulting from retention of part of the earnings owned by the Class D shareholders.

A further charming characteristic of these wonderful Class A, B, and C stocks is that their share of the corporation’s earnings can be increased immediately, abundantly, and without payment by the unilateral vote of anyone of the “stockholder” classes, e.g., by congressional action in the case of the Class A. To add to the fun, one of the classes will sometimes vote to increase its ownership share in the business retroactively—as companies operating in New York discovered to their dismay in 1975. Whenever the Class A, B, or C “stockholders” vote themselves a larger share of the business, the portion remaining for Class D—that’s the one held by the ordinary investor—declines.

Looking ahead, it seems unwise to assume that those who control the A, B, and C shares will vote to reduce their own take over the long run. The Class D shares probably will have to struggle to hold their own.

The last of our five possible sources of increased returns on equity is wider operating margins on sales. Here is where some optimists would hope to achieve major gains. There is no proof that they are wrong. But there are only 100 cents in the sales dollar and a lot of demands on that dollar before we get down to the residual, pretax profits. The major claimants are labor, raw materials, energy, and various non-income taxes. The relative importance of these costs hardly seems likely to decline during an age of inflation.

Recent statistical evidence, furthermore, does not inspire confidence in the proposition that margins will widen in a period of inflation. In the decade ending in 1965, a period of relatively low inflation, the universe of manufacturing companies reported on quarterly by the Federal Trade Commission had an average annual pretax margin on sales of 8.6 percent. In the decade ending in 1975, the average margin was 8 percent. Margins were down, in other words, despite a very considerable increase in the inflation rate.

If business was able to base its prices on replacement costs, margins would widen in inflationary periods. But the simple fact is that most large businesses, despite a widespread belief in their market power, just don’t manage to pull it off. Replacement cost accounting almost always shows that corporate earnings have declined significantly in the past decade. If such major industries as oil, steel, and aluminum really have the oligopolistic muscle imputed to them, one can only conclude that their pricing policies have been remarkably restrained.

There you have the complete lineup: five factors that can improve returns on common equity, none of which, by my analysis, are likely to take us very far in that direction in periods of high inflation. You may have emerged from this exercise more optimistic than I am. But remember, returns in the 12 percent area have been with us a long time.

Even if you agree that the 12 percent equity coupon is more or less immutable, you still may hope to do well with it in the years ahead. It’s conceivable that you will. After all, a lot of investors did well with it for a long time. But your future results will be governed by three variables: the relationship between book value and market value, the tax rate, and the inflation rate.

Let’s wade through a little arithmetic about book and market value. When stocks consistently sell at book value, it’s all very simple. If a stock has a book value of $100 and also an average market value of $100, 12 percent earnings by business will produce a 12 percent return for the investor (less those frictional costs, which we’ll ignore for the moment). If the payout ratio is 50 percent, our investor will get $6 via dividends and a further $6 from the increase in the book value of the business, which will, of course, be reflected in the market value of his holdings.

If the stock sold at 150 percent of book value, the picture would change. The investor would receive the same $6 cash dividend, but it would now represent only a 4 percent return on his $150 cost. The book value of the business would still increase by 6 percent (to $106) and the market value of the investor’s holdings, valued consistently at 150 percent of book value, would similarly increase by 6 percent (to $159). But the investor’s total return, i.e., from appreciation plus dividends, would be only 10 percent versus the underlying 12 percent earned by the business.

When the investor buys in below book value, the process is reversed. For example, if the stock sells at 80 percent of book value, the same earnings and payout assumptions would yield 7.5 percent from dividends ($6 on an $80 price) and 6 percent from appreciation—a total return of 13.5 percent. In other words, you do better by buying at a discount rather than a premium, just as common sense would suggest.

During the postwar years, the market value of the Dow Jones industrials has been as low as 84 percent of book value (in 1974) and as high as 232 percent (in 1965); most of the time the ratio has been well over 100 percent. (Early this spring, it was around 110 percent.) Let’s assume that in the future the ratio will be something close to 100 percent meaning that investors in stocks could earn the full 12 percent. At least, they could earn that figure before taxes and before inflation.

How large a bite might taxes take out of the 12 percent? For individual investors, it seems reasonable to assume that federal, state, and local income taxes will average perhaps 50 percent on dividends and 30 percent on capital gains. A majority of investors may have marginal rates somewhat below these, but many with larger holdings will experience substantially higher rates. Under the new tax law, a high-income investor in a heavily taxed city could have a marginal rate on capital gains as high as 56 percent.

So let’s use 50 percent and 30 percent as representative for individual investors. Let’s also assume, in line with recent experience, that corporations earning 12 percent on equity pay out 5 percent in cash dividends (2.5 percent after tax) and retain 7 percent, with those retained earnings producing a corresponding market-value growth (4.9 percent after the 30 percent tax). The after-tax return, then, would be 7.4 percent. Probably this should be rounded
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