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Although we had an overall gain of $4,846,312.37 in 1964, 1t was not one of
our hetter vears 8s judged by our fundamental yardstick, the Dow-Jones In-
Justrial Average (herelnafter called the "Dow'"). The overall result for BPL
was lus 27.8% compared to an overall plus 18.7% for the Dow, The ove rall
result for limited partners was plus 22.3%. Both the advantage of 8.1 per-
centage points on a partnership basis and 3.6 points by the limited partners

were the poorest since 1959, which wag a year of roughly comparable gaina
foc the Dow,

tievertheleds, | am not depressed. It was a strong year for the general mar-
let, and it is always tougher for us to outshine the Dow in such a year. We
are certain to have years when the Dow gives us & drubbing and, in some
respacts, 1 feel rather fortunate that 1964 wasn't the year. Because of the
nroblemns that gallupiug wiarkels puse for us, 8 Dow repeat in 1965 of 1964
resulls wavic make it most difficult for us to match its performance, let
alone surpasa {4 by a decent margin. - o

Vo being the record up to date, the following gummarizes the year-by-year

performance of the Dow, the performahce of the Partnership before allocation
to the general partner, and the limited partrier's results!’

Overall Results Partnership = Limited Partners'
Year I'rom Dow (1) Results (2) - Results (3)
C957 - 8.4% +10.4% o + 9.3%
14950 +38.95 +40.9 ' : 1 +32.2
1959 +20.0 +25.9 S +20.9
LYGO - 6.2 +22.8 ' +18.6
19G1 +22.4 +45.9 . ~ +35.8
1962 - 7.6 +13.9 . - - : +11.9
19G3 +20.6 +38.1 . +30.5
1964 +18.7 +27.8 . +22.3

(1) Rased on yearly charz28 n t+ - value of the Dow plus dividends that would
have been received * igh - rehip of the Dow during that year. The
..... plet- _ars of partnership activity.

(2) F'or 19957-81 consists

* somolne-] results of all predéceseor limited part-
nerships operating tk

sho 1t the entire year after all expenses, but before
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dietributions to partners or allocations to the general partner,

1) For 1957-61 computed on the basls of the preceding column of partner-
ship results allowing for allocation to the general partner based upon

the present partnership agreement, but before monthly withdrawals by
Imited partners.

1 a cumulalive or compounded basis, the results are:

Overall Results Partnershlp Limlited Partners'
Wear From Dow Results Resgults
IRy - n Aa + 10.4% : + 8.3%
AOT7-8 + 26.9 + 65.8 + 44.5
1957-0 + 52,3 + 96,9 } G4 74,7
;A57-60 + 42.9 +140.8 . +107.2
16497-61 + 74.9 +251.0 : +181.6
1957-62 + 61.6 +299.8 S +215.1
1957-63 + 94.8 +454.5 C +311.2
194%7-64 +131,3 +608. 17 +402.9
Aunual Com- ' ‘ :
{rounded Rate 11.1

27.7 ° 22n3

Investment Companies

We regularly compare our results with the two largest open-end invegtment
companies (mutual funds) that follow a policy of being typically 95 - 100%
invested in common stock, and the two largest diversified closed-end invest-
1aent companies, These four companies, Masgsachusetts Investors Trust,
lavestors Stock Fund, Tri-Continental Corporation, and Lehman Corporatlon,
rarnage about $4 1/2 billion, are owned by about 550,000 shareholders, and
arc probably typical of most of the $30 billion investment company industry.
My opinion is that their results roughly parallel those ¢f the overwhelming

rrajority of other investment advisory organizations which handle, in aggre-
pate, vastly greater suinsg,

‘e purpostie of this tabulation, which {8 shown below, 18 to {llustrate that
“1r Dow is ne pushover ag an {ndex of investment achlevement, The advi-
cary talent managing just the four companies shown commands annual fees
~fover $8 1nillion, and this represents a very small fraction of the profes-
#ional Investment management industry. The public batting average of this

hijdlly -patd and widely respected talent indicates performance a Bhade be-
I'w that of the Dow, an unmanaged index.
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YEARLY RESULTS

Massd. Inv, Investors

: Limf
Year Trust (1) Stock (1) Lehman (2) Tri-Cont. (2) Dow Part
1957 -11.4% -12.4% -11.4% - 2.4% - 8.4% !
1958 +42.7 +41.5 +40.8 +33.2 "4+38.5 13
1959 + 8.0 +10.3 + 8.1 + 8.4 +20.0 2
19690 - 1.0 - 0.8 + 2.6 + 2.8 - 6.2 !
1981 - +25.8 - t24.9 +23. 6 +22,5 +22.4 +3
1062 - 9.8 . -~13.4 -14.4 -10.0 - 1.6 1
1963 +20.0 +16.5 +23, 7 +18.3 +20.6 2
1964 +15.9 +14.3 +13.6 +12.6 +18. 7 1z

(1)

Computed fram changee in asset value plus any distributions to Liolder
of record during year.

(2) From 1964 Moody's Bank & Finance Manual for 1957-83.
Estimated for 1864.

COMPQUNDED

Mass, Inv, Investors Lit
Year Trust * Stock ' Lehman Tri-Cont. Dow Pay
1957 - 11.4% - 12.4% - 11.4% - 2.4% - 8.4% i
1957-8 + 26.4 + 29.2 + 24.7 + 30.0 + 26.9 1
1957-8 + 37.8 + 43.5 + 34.8 + 40.9 + 52.3 1
1857-60 + 36.4 + 41.6 -+ 38,2 + 44.8 + 42,9 !
1957-61 + 71.3 + 16.8 + 70.8 + 77.4 + 14.9 !
1957-62 + 54,5 + 63.2 + 46,2 + 59.1 + 61.6
1957-63 + 85.4 + 78.5 + 80.8 + 88.9 + 94,9
1957-64 +114.8 +104.0 +105.4 +112.17 +131.3
Annual Com-+ . :
pounded Rate 10.0 - 9.3 9.4 9.9 11.1

The repetition of these tables has caused partners to ask: "Why in the w
does this happen to very intelligent managements working with (1) bright
energetic staff pcople, (2) virtually unlimited resources, (3) the most e>
slve business contacts, and (4) literally centuries of aggregate investme

_ experience 7" (The latter qualification brings to mind the fellow who ar
" for a job and stated he had twenty years of experience — which wus cor:
by the former employer to read ''one year's experience —twenty times.

This question 18 of enormous impartance, and you would expect it to be
subject of considerable study by {nvestment managers and substantial ir
After all, each percentage point on $30 billion {s $300 million per year.
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Curiously enough, there {g practically nothing In the Uterature of Wall Sty
attacking this problem, and discussion of it {8 virtually absent at
analyst soclety meetings, conventions, eeminars, etc.
the first job of any investment management organization s to analyze {ta (.v
techniques and regultg before pronouncing judgment on the managcrial abily
ttes and perforiiance of the major corporate entities of the United States.

ARccurity

My optalon 14 that

performance exceeding or c¢ven
matching an unmanaged {ndex {n no way reflects lack of efther intellcctua)

capacity or integrity. 1 think it {s much more the product of: (1) fLroup
decisiong — my perhaps jaundiced view ig that {t {8 close to fmposailide far
outstanding {nvestment management to come from a group of any sglz¢ with
all parties really participating in decisions; (2) a desire to conform to the
policies and (to an extent) the portfolios of other large well-regarded organ
zations; (3) an {nstitutional framework whereby average {s “safe" and the

e in no way commensurate with

) an adherence to certain diver-
sifllcation practices which are irrational; and finally and importantiy,
(S) tnertia.

the general risk attached to guch actlon; (4

Perhaps the above comments are unjust, Perhaps even our statistical com
parisons are unjust. Both our portfolio and method of operation differ sub-
Stantially from the investment companies in the table,
both our partners and thelr stockholders feel their managements arc seckin
the same goal — the maximum long-term average return on capital obtain -
able with the minimum risk of permanent loss consistent with a prograng of
continuous investment in equities. Since we should ha<e cmmon goals, an
Most partners, am an alternative to their interest in BFL, would probabiy

have their funds invested in media producing results comparable with these

investment companiesg, I feel their performance record is meaningful in
Judging our own results,

However, 1 belicve

There {8 no quesation that an important service ig provided to investors Ly
investment companies, investment advisors, trust departmcnts, etc, This
Bervice revolveg around the attainment of ade

quate diversification, the
preservation of a long-term outlook, the ease of handling investment de-
cisions and mechanica, and most importantly, the avoidance of the patently
inferior investment techniques which seem to entice some Individuals. All
but a few of the organizations do not -

Investment performance although it {
public to draw guch an {inference fro
g8lonal management, '

8 perhaps not unreasonable for the
m thelr advertiged emphasgis on profes-

One thing | pledge to you ag partnerg —
stated performance comparigon to be m

Years, no. matter what tale unfolds. .
"1 do not feel atch a atnndnea oo

just a8 [ consider the previously
eaningful now, so will I in future
Correspondingly, I ask that you, if
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now and suggest other gtandards w
than retrospectively,

hich can be applied prospeclively rather
One additional thought — I have not inc
most widely-used {nvestmenl advisor {
People who watch their welght, golf ecores, and fuel billg seem to shun
quantitat{ve evaluation of their investment management skills although i
involves the most {mportant client in the world — themselves. While il
may be of academic interest to evaluate the management accomplinlimienta
of Massachusetts Investors Trust or Lehman Corparation, it ig of cnarinous
dollars-and-cents Importance to evaluate objectively the accomplishments
of the fellow who s actually handling your money — even if {t's 7 ou.

luded a column in my table for the
n the world — gelf management.,

The Question of Conservatism

In looking at the table of investment com
might be asked: "Yes, but aren't those companies run more conservatively
than the Partnership?" If you asked that question of the {nvest
managementa, they, in ebsolute honesty,

vative. If you asked the first hundred sec

that a very large majority of them also w
panies.

pany performance, the question

ment company
would say they were more conser -
urity analysts you met, T arn gqure
ould answer for the investinent con -
I would disagree. 1 have over 90% of my net worth in BPPL,,
most of my family have percentages in that area, but of course,
demonstrates the gincerity of my view — not the validity of it.

and
that only

It s unquestionably true that the investment com
conventionally {nvested than we do.
tinguishable from congervatism .
thinking. Neither a
conservative,

panies have their money mor-
To many people conventionalitly {s indis -
In my view, this represents erconeous

conventional nor an unconventioaj approuch, per se, is

Truly conservative actions arise from intelligent hypotheses, corr.et facts
and sound reasoning. These qualities may lead to conventional acts, but

there have been many times when they have led to unorthodoxy.
corner of the world the

Flat Earth Society,

In some
Y are probably still holding regular mectings of the

We derive no comfort becauge important people, vocal people, or freat nuin-
bers of people egree with us. Nor do we derive comfort if they don't, A

public opinion poll'is no substitute for thought. When we really sit back with
a smile on our face is when we run into a situati

the factg are ascertainable and clear, and the course of action obviouy., In
that cage ~~ whethey conventional or unconventional — whether others agrec
or disagree — we fee) we are progreasing in a conservative manner.

on we can understand, where

The above may seem highly aubjective. It {g.

You should prefer an objec-
tive approach to the question, 1 do,

My suggestion as to one rational way
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received $24 net., Fqor this, Minuft received 22.3
out to about 621, 688,320 square feet,
seles, it {8 difficult to arrive at a precfge oppraleal, a $20 per tyuare feo
estimate geemsg reasonable piving a current land value for the tsland of
$12,433, 766,400 ($12 1/2 billion), To the novice, perhaps thig sounds (i
8 decent deal, However, the Indlang have only had to achleve a 6 1727 1n-
turn (The tribal mutua] fund representative would have promiged (har, this
to obtain the lagt laugh on Minuit. At 6 1/2%, $24 becomes $42, 105,772 1)
($42 billion) in 338 years, and if they just managed to squeeze out an exlra
half point to get to 1%, the present value becomes $205 Lilljon,

8quare miles which Wl
While on the basla of compar:bln

So much for that,

Some of you may view your investment policies o
For your convenience, we include our ugual ta
compounding $100, 000 at various rates:

N a shorter terin basig,
ble indicating the gains from

4% 8% 12% 16%
10 years - $ 48,024 $115,892 $ 210,584 $ 341,1«
20 years 119,111 ' 366,094 864,627 1,846,901,
30 years 224,337 908, 260 2,895,970 8,484, 94

Thisg table mdicétes the financial advantages of:

(1) A long life (In the erudite vocabulary of the financial sophiislica:
this {8 referred to as the Methusalah Technique)

(2) A high compound rate

(3) A combination of both (especially recommended by this aathor)

To be observed are the enormous benefitg produced by relatively small po,
In the annua) earnings rate, This explains our attitude which, while hopeli
of achieving g striking margin of superiority over average investment re-

€very percentage point of investment return

Our Goal

You will note that there are no columns in the
average of the Partnership during {ts elght-ye
age of the limited partners, . Such figures are
for several reagong: (Don't worry about me "

this prophecy. )

pPreceding table for the 27.7
ar lifespan or the 22, 3% ave
nonsensical for the lang tor
holding back" to sulistantia:e

(1) Any significant sumsg compounded at such rateg take on nuationa
debt proportions at alarming speed,

e
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(3)
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During our eight-year history & general revaluatioh of gecurities
has produced average annual rates of overall gain from thie whole
common stock f{eld which I belleve unattainable in future decades.
Over a span of 20 or 30 years, 1 would expect something more
ltke 6% - 7% overall annual gain from the Dow Instead of the 11. 1%
durlng our brief history. Thie factor aloneé would tend to knock

1 points or 3o off of our annual compounding rate, 1t would only
take a minus 20.5% year {n 1965 for the Dow to bring it down to

2 7% ave.age figure for the nine years. Such years (or worse)
should definitely be expected from time to time by thosge holding
equity investments. If & 20% or 30% drop {n the market value of
your equity holdings (such as BPL) {s goling to produce emotional
or financial distress, you should simply avold common stock

type investments. In the words of the poet — Harry Truman —
“If you can't stand the heat, stay out of the kitchen." It is pref-

crable, of course, to consider the problem before you enter the
"kitchen." ‘

We do not conslder it pogsible on an extended basis to main'a:r
the 16. 8 percentage point advantage over the Dow of the Par'ner-
ship or the 11.2 percentage point edge enjoyed by the limited

partners. We have had elght consecutive years in which our pool

of money has out-performed the Dow, although the profit alloca-
tion arrangement left the limited partners short of Dow results
in one of those years. We are certaln to have years (note the
plural) when the Partnership results fall short of the Dow despite
considerable gnashing of teeth by the general partner (1 hope not
too much by the limited partners). When that happens our aver-
age margin of superiority will drop sharply. 1 might say that I
also think we will continue to have some years of very decent
margins in our favor. However, to date we have benefited by
the fact that we have not had a really mediocre (or worse) year

included in our average, and this obviously cannot be expected
to be a permanent experience. V ' ‘

S0 what can we expect to achieve? Of course, anything I might say is largely
ruesswork, and my own investment philosophy has developed around the

theory thut prophecy reveals far more of the frailties of the prophet than {t
reveals of the future. ‘

Ne

(1)

vertheless, you, as partners, are entitled to know my expectations,
ova an they may be. [ am hopeful t
along the following basis:

hat our longer term-experience will uni. J

An overall gain from the Dow ({ncluding dividends, of course)

averaging in the area of 7% per annum, exhibiting customarily
wide amplitudes in achleving this average -- say, on the order
of minus 0% o plus 50% at the extremes with the ma jority
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of years {n the minus 10% to plus 209 range;
(2) Anaverage advantage of ten percentupe puials per snnum for
BPL before allocation to the general partner — agaln willi lar;.

amplitudes in the margin from perhape 10 percentaje poluls
worge than the Dow (n a bad jear to 25 percentage pointa fietli v
when everything clicks; and

(3) The product of these two agsumptions glves an av
to BPL or about 14% to limlted partners,
enormously from year to year; the final a

depending on the Interplay of th
~and (2),

erage of 17%
This figure would vary
mpltudes, of courre,

e extremes hypotheslzed in (1)

[ 'would like to emphagize that the ab
fluenced by self-interest, ego, elc,

knows thls sort of guesswork s subj
be left out of thig letter, but {t Is a

ove {8 conjecture, perhaps heavily in-
Anyone with a sense of financial histor v
ect to enormous error, It might betley

question frequently and legitimalely wak:
by partners. Long-range expectable return g the primary considecation of

all of us belonging to BPL, and it s reasonable that [ should
foolish as that may later make me appear,

any investment manager, whether operating
trust department, investment company, etc,, should be willing to state un-
equivocally what he {s golng to attempt to accomplish and how he propcses
to measure the extent to which he gets the job done.

be put on recor
My rather puritanical view is th:
a8 broker, Investment counselo

7
Our Method of Operation //2 6'.(

In past annual letterg I have always utilized three categories to describe in-
vestment operations we conduct. [ now feel that a four-category dlvision i«
more appropriate. Partially, the addition of a new gection — "Generals -
Relatively Undervalued'' — reflects my further consideration of csuential

differences that have always exlsted to a small extent with our ''C

iencralsg!
group, Partially, it reflects the

growing importance of what once was a
very small sub-category but {s now a much more significant part of our to-

tal portfolio. This lncreasing importance has been accompanied by excel-
lent results to date Justifying significant time and effort devoted (o finding
additional opportunities in this area. Finally, it partially reflects the de-
velopment and implementation of a new and somewhat unique Investrnent

technique desligned to Improve the expectancy and conslstency of operations
in this category, Therefore, our four prescnt Caliges.es are:

1. "Generals - Private Owner Bagig"
stocks, determined by quantitative sta
also pald to the qualitative factor,
immediate market improvement,

sorship. Their maln qualification

— & category of generally undervalu
ndards, but with considerable attont.
There s often llttle or nothing to indirn
The issues lack glamour or market e
s & bargain price; that {8, an averall
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valuation of the enterprise substantially below what careful analynia Indtente..
its value to a private owner to be. Again, lel me emphasize that whils tie

quantitative comes first and is essentiel, the qualltative to Important. We
like good management — we llke a decent {ndustry — we like a ceortain

amount of "ferinent" in a previously dormant management or stockhiler
group. Bul, we demand value.

Many times in this category we have the deslrable "two strings to our hoa"
situation where we should either achieve appreciation of market prices fro)
external factors or from the acquisition of a controlling position in a Lusi

ness at a bargaln price. While the former happens in the overwh.lruing

majority of cases, the latter represents an insurance policy niost jnv-st
ment operations don't have. We have continued to enlarge the pouilians i
the three companies degcribed in our 1964 midyear repert where we are the
largest stockholder. Al three companles are increasing their fundamenta)
value at a very satisfactory rate, and we are completely passive in two
situations and active only on a very minor scale in the third. It is unlikely
that we will ever take a really active part in policy-making in any of thesc
three companies, but we stand ready {f needed.

2. "Generals - Relatively Undervalued'' — this category consists of securi -
ties selling at prices relatively cheap compared to securities of the samu:
general quality, We demand subatantial discrepancies from current valuu-
tion standards, but (usually because of large size) do not feel value to a
private owner to be a meaningful concept. It is important in this catcgory,
of course, that apples be compared to apples — and not to oranges, ond we
work hard at achieving that end. In the great majority of cases we simply

do not know enough about the {ndustry or company to come to sensibile judg-
ments — {n that s{tuation we pass.

As mentioned earlier, this new category has been growing and has produccd
very satlisfactory resultsa. We have recently begun to iimplerment a technign:
which gives promise of very substantially reducing the risk from an overall
change in valuation standards; e, g., we buy something at 12 times 2arnings
when comparable or poorer quality companies sell at 20 times eavninjs
then a major revaluation takes place s0 the latter only sell at 10 times.
Thie risk has always bothered us enormously because of the helpless positi
in which we could be left compared to the "Generals - Private Owner' or

"Workouts" types. With this risk diminished, we think this category has a
promising future,

, bu

3. "Workouts' — these are the securities with a timetable. Thay avisc

from corporate activity — sell-outs, mergers, reorganizations, spin-ofls,
etc. In this category we are not talking about rumors or "inside informa-
tion" pertaining to such developments, but to publicly announced activiti.s
of this sort, We walt until we can read {t in the paper. The risk pertafas
not primarily to general market behavior (although that {8 sometimes ticd

in to a degree), but instead to something upsetting the applecart 30 that Ui
expected development does not materialize. Such killjoys could include
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antl-trust or other negative government action, stockholder disapproval
withholding of tax rulings, etc. The gross profits in many workouts appear
quite small, It'as a little like looking for parking meters with some tirne
left on them. However, the predictabllity coupled with a short holdlug
period produces quite decent average annual rates of return after allowance
for the occaslonal substantial loss. This category produces more sloady
abgolute prolits from year to year than generals do. In years of markect
decline it should usually pile up a big edge for ug; during bull marketa it
will probably be a drag on performance. On a long-term basls, 1 axnoct

the workouts to achieve the same sort of margin over the Dow attained by
generals,

4. "Counlrols" — these are rarities, but when they occur they are lik«ly to
be of significant size, Unless we start off with the purchase of a sizable
block of stock, controls develop from the general = private owner catcgoly
They result from situations where a cheap securily does nothing pricewisc
for such an extended period of time that we are able ‘o buy a significant per -
centage of the company's stock. At that point we are probably in a posilion
to assume a degree of, or perhaps complete, control of the company's ac-
tivities., Whether we become active or remain relatlvely passaive ut this

point depends upon our assessment of the company's fulure and the manaje -
ment's capabilities,

We do not want to get active merely for the sake of being actlve. Everylhing
else being equal, I would much rather let others do the work, However,
when an active role 18 necessary to optimize the employment of c.xpxta]

you
can be sure we will not be standing in the wings.

Active or passive, in a control situation there should be a bullt-in prafit.

The sine qua non of this operation {8 an attractive purchase price. Once
control {s achieved, the value of our investment {8 determined by the value
of the enterprise, not the oftentimes irrationalities of the market place.

Any of the three gituations where we are now the largest stockholders men-
tioned under Generals - Private Owner could, by virtue of the two-way
stretch they possegs, turn into controls. That would suilt us fine, but it
also suits us if they advance in the market to a price more in line with in-

trinaic value enabling us to sell them, thereby completing a successful
generals - private owner operation,

Investment reaults in the control category have to be measured on the hasis
Proper buying takes time. I[f needed, strength-
ening management, redirecting the utilizalion of capital, perhaps effecting
a satisfactory sale or merger, etc., are also all factors that make this &
business to be measured {n years rather than montha, For this reason, in
controls, we are looking for wide margins of profit — if it appears at all
close, we quitclaim,

Controls in the buying stage move largely in sympathy with the Dow.

(n the
later stages their behavior {g geared more to that of workouts.,
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Tou might be interested to know that the buyers of out former control sity-
ation, Dempster Mill Manufacturing, seem to be dolng very well with it.
This lulfills our expectation and {8 a source of saliefaclion, An investment
operatlion that depends on the ultimate buyer making a bum dea) (In Wall
Streel they call this the "Bigger Fool Theory") 18 tenuous fndeed, How

tmuch niore satisfactory It te Lo buy at really bargaih prices so that only
on average disposition brings pleasant results.

As 1 have mentioned in the past, the division of our portfolio among cate-
roties ‘s Jargely determined by the accldent of avallabllity. Thercfore, in
any glven year the mix between generals, workouts, or controls {s largely
a matler of chance, and this fickle factor will have a great deal to do with
our perforinance relative to the Dow. This i8 ¢ e of many reasons why a

single rear's perforinance 18 of minor importance and, good or bad, should
never be taken too seriously.

1 give an example of just how important the accldent of division between
these categorles is, let me cite the example of the past three years, Using
an entirely Jdifferent method of calculation than that used to measure the
performance of BPL in entirety, whereby the average monthly {nvestment
at market value by category is utilized, borrowed money and office opera-
ting expenses excluded, etc., (this glves the most accurate basis for inter-
froup comnparisons but does not reflect overall BPL results) the generals

(both present categorles combined), workouts, and the Dow, shape up us
fcllows:

Year Generals Workouts Dow
1962 - 1.0% +14.6% - B8.8%
1963 +20.5 +30. 6 +18.4
1964 +27.8 +10,3 +16,17

Obvieusly the workouts (along with controls) saved the day in 1862, and if
we had been light in this category that year, our final result would have been
much poorer, although still quite respectable consldering market conditions
during the year. We could just as well have had 8 much smaller percentage
of our portfolio in workouts that year; availability decided it, not any notion
on my part as to what the market was going to do. Therefore, it is impor-

tant to realize that in 1962 we were just plain lucky regarding mix of cate-
gorien,

In 1263 we had one sensational workout which great-ly Influenced results, and
gunerals gave a good account of themselves, resulting in a banner year. I
workouts had been normal, {say, more like 1962) we would have looked

much poorer compared to the Dow. Here it wasn't our mix that did much
for us, but rather excellent situations. |

Finally, i 1964 workouts were a blg drag on performance. This would be
normal in any event during a blg plus year for the Dow such ag 1964, but
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they were even a greater drag than expected because of mediocre experience

In retrospect it would have been pleasant to have been entirely {n generals,
but we don't play the game {n retrospect,

[ hope the preceding table drives h
are subject to many variables — g
trol or {ngight. We consider all ¢

are very happy we have geveral to
for more discrimination w

ome the point that results in a plven year
ome regarding which se have 1jit]o con-
ategories to be good businesscs and we
rely on rather than Just one. It makes
fthin each category and reduces the chance we

Taxes

We have had a chorus of groana this year rey

arding partners' tax Habilitie .
Of course, we algo might have had a few {f th

€ tax sheet had gone out Llank.

More investment sing are probably committed b
people because of "tax considerations"
my frlends — a noted Wegt Coast philo
of life's errors are caused by forgettin
This is certainly the case when an emotionally supercharged element Jike

taxes enters the picture (I have another friend — a noted East Coasl philo-

sopher who says it isn't the lack of representation he minds — it's he
taxation).

Y otherwise quite int2lligrant
than {rom any other cause. One of
sopher — maintains that a majority
g what one is really trying to do.

Let's get back to the West Coast,
vestment world? Not pay the least
be considered in achieving the end.
however, and the end is to come awa
compound. Quite obviously if two co
of pre-tax compound and one involves fncurring taxes and.the othere daesn't,
the latter coursge ig superior. However, we find this Is rarely the case.

What is one really trying to do in the ju -
taxes, although that may be a factor to
Means and end should not be confusged,
y with the largest after-tax rato of

It is extremely improbable that 20 stocks selected from, say, 3000 choices:
are going to prove lo be the optimum portfolio both now and a ve
prices (both for the selectiong and the alternatives)
prevalling at that Jater date. If our objective ts to produce the maximum
after-tax compound rate, we simply have to own the most attractive securi-
ties obtainable at current prices. And, with 3,000 rather rapidly shilling
this must mean change (hopefully "tax-generating" change)

It {s obvious that the performance of a stock last year or last month is no
reason, per ge, to either own it or to not own it now. It igs obvious that an

inability to “"get even' in a security that has declined is of no lmportance.

It {8 obvious that the Inner warm glow that results from Baving Tield a winne

ortance in meaking a decision as to whether it belongs
in an optimum portfolio this year.




If galrs are Involved, changing portfolios Involves paying taxes. Except in
very vnusual cases (I will readily admit there are some cases), the amount
of the tax {s of minor importance If the difference tn expectable performance
fs significant. 1 have never been able to understand why the tax comes ag
such 1 body blow to many people since the rate on long-term capital gain is
fower than on most lines of endeavor (tax policy?ndicates dlgging ditches s
regavded as soclally less desirable than shuffling stock certificates).

I have o large percentage of pragmatigts {n the audience 8o I had better get

ol that {dealistic kick. There are only three waysto avold ultimately paying

the tar:: (1) die with the asset — and that's a little too ultimate for me —

cven the zealots would have to view this "cure' with mixed emotions; (2) give
the asset away — you certainly don't pay any taxes this way, but of course

vcu don't pay for any groceries, rent, etc., elther; and (3) lose back the gain —

if your mouth waters at this tax-saver, I have to admire you — you certainly
have the courage of your convictions. »

S0 it is goingr to continue to be the policy of BPL to try to maximize investment /
fI7ins, not minimize taxes. We will do our level best to create the maximum
revenue for the Treagury -— at the lowest rates the rules will allow.

Aninteresting sidelight on this whole business of taxes, vis-a-vis investment
minagement, has appeared (n the last few years. This has arisen through

the creation of so-called "swap funds' which are investment companies
mreated by the exchange of the investment company's shares for general
‘arket secucities held by potential investora, The dominant sales argument
htig been the deferment (deferment, when pronounced by an enthusiastic saleg-
man, sonictimes comes very close phonetically to elimination) of capital gains
-axes while trading a single securlty for a diversified portfolio. The tax will
only finally be paid when the swap fund's shares are redeemed. For the

‘ucky oned, it will be avoided entirely when any of those delightful alternatives
mentioned two paragraphs earlier eventuates.

‘Uhe reagoning; iimplicit in the swapee's action is rather interesting. He ob-
viously doesn't really want to hold what he s holding or he wouldn't jump at
the chanac to swap it (and pay a fairly healthy commission — usually 4% up

'o $100,000) for a grab-bag of similar hot potatoes held by other tax-numbed
investors. In all fairness, [ ghould point out that after all offerees have gub-
milted their securities for exchange and had a chance to review the proposed

poctfolio, they have a chance to back out, but I understand a relatively small
pProportion do go.

‘There have been twelve such funds (that 1 know of) established since origina-
(1on of the idea in 1960, and several more are currently in the works. The
idea fr nol wlthout appeal since sales totaled well over $600 million. All of
the funda retain an investment ma «ger to whom they usually pay 1/2 of 1%
ol asset value. This investment ..anager faces an interesting problem; he

1»8 pald to manage the fund irtellig: "y (in each of the five largest funds this
fec currently ranges {rom $250, 00" $700,000 per year), but because of
the low tax basis inherited from the ‘tributors of securities, virtually
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his every move creates capital gains tax labilities.

w8 that {f he incurs such llabilities, he {g
" robaidy quite gensitive to taxes or
fund in the firat place.

And, of course, he
doing so for people who are
they wouldn't own shaces in the Bwnp

1 am putting all of this a bit strongly, and I am sure there are some cascs
where a swap fund may be the besgt answer to an individual's combined tax
and {nveatment problems. Neverthelesa, 1 feel they offer a very intereeting
test-tube to measure the ability of some of the most respected {nvestment

advisors when thay are trying to manage money without paying (significant)
taxes,

The three largest swap funds were all organized in 1961, and combined
have assets now of about $300 milllon. One of these, Diversification Fund,
reports on a {iscal year basis which makes extraction of relevant data quite
difficult for calendar year comparisone. The other two, Federal Streat
Fund and ‘Vestminster Fund (respectively first and third largest in the

group) are managed by investment edvisors who aversee at least $2 billlan
of institutional money

-

Here's how they shape up for all full years of existence:

Year Federal Street Westminster Dow
1962 ~18.0% «22.5% - 7.6%
1963 +17.0 +18.17 +20.6
1964 +13.8 +12.3 +18.7
Annual com- )

pounded rate 2.8 1.1 9.8

This {3 strictly the management record., No allowance has been made for

the commission in entering and any taxes paid by the fund on behalf of the
shareholders have been added back to performance.

Anyone for taxesg?

Miscellaneous

In the December 215t {sgue of AUTOMOTIVE NEWS it was reported that Ford
Motor Co. plans to .pend $7Q0 million in 1965 to add 6, 742,000 square fect
to {ts facilities throughout the world, Buffett Partnership, Ltd., never far
behind, plans to add 227 1/4 square feet to {ts facilities in the spring of 1965,

Our growth in net aggets from $105, 100 (there's no prize for guessing who
put in the $100) on May 5, 1866, when the fi: 4t predecessor limited pariner-
ship (Buffett Agsoclates, Ltd,) was organized, to $26,074,000 on 1/1/65
creates the need fc- gn occas{onal reorganization {n internal routine. There-
fore, roughly coriemporancously with the bold move from 682 to 809 1/4

..





