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Value investing works, but it

kind of works like molasses.

- Seth Klarman

Last year I highlighted a lecture Seth Klarman gave to a Columbia MBA class back in
2010. The video was posted on Youtube at the time, but since then it's been made private
for some reason. Because of that, I thought I'd share all my notes from his presentation.

His Principles to Follow

Seth Klarman'’s primary focus is capital preservation. He builds from that with these
principles.

Absolute not Relative Returns or Measuring Against the Market

[ really don't understand why most people benchmark themselves against the market. It
seems to me that a sort of intellectual clarity to say. “A client gave me money so I have cash.
And to be provoked to part with the cash, I ought to have an idea that I'm going to do better
than the cash.” Now think about that. I can keep an absolute barrier from doing dumb
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SrapyAnd [ think that's a sound principle.

investments. [BINaVEENE harrier, it basically says ‘The whole markets over

So even though virtually everybody is measured against the market. When Warren Buffett
was running his old partnership, he measured himself and his success against the market. ..
That over a long period of time, the market will perform a certain amount, Probably a little
bit higher than cash. And we want to beat that too. But [ still think to keep your intellectual
clarity of how you're thinking about deploying money, you would not feel good buying
stocks at 30x, when the market’s 35x — as if that was some kind of bargain — when you

know in the long run, stocks will go to 12x or 15x.
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You can’t think straight with a gun to your head. If you have a relative performance gun to
your head, on the way down and on the way up, you'll do the wrong thing every time.

You'll be liking them when they're up. and hating them when they're down — when you

should be doing the opposite.

Bottom Up, Not Top Down

] Most investors are lulled into this idea that fop down actually matters.

If you know the economy will grow X% over the next several vears, it doesn’t correlate to
stock market success. Nobody has a successful track record investing top down. There are
too many variables to account for and to be right on. Klarman gives an example of betting
on a currency falling:

Then you have to translate that concept into a time frame, a magnitude. and then specific
industries that might be affected, companies that might be affected, in order to put on your
position. So you got to be right about a lot of these things and you have to be early. Because
if you figure it out, correctly somehow, and it all happens but everyone got there first, price

matters.

Focus on Risk before Return

Klarman looks for bets that are heavily skewed in his favor, but aware he can be wrong.
He uses oversized bets only on the really compelling cases. He's obsessed about risk and
understanding the investment — what are they really betting on, is it simple or
complicated, what if multiples change - to the point of being conservative. He knows they
can't avoid all risk.

Opportunity Timing, Not Market Timing
Klarman uses cashito time:opportunities;notthemarket, By being focused on bottom up

bargains, absolute returns, and capital preservation, he's naturally inclined toward
opportunities, not timing the next market turn.

His response to people on clients payving him to hold cash:
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They're not paying us to hold cash. They're paying us to steward their money frugally and
sometimes that means you can’t buy bargains. There’s no reason to think that today’s
opportunity set is the only one you’'ll ever see.

To say you have to look only at today’s opportunity set, and therefore, be fully invested all
the time, is sort of like saying you have to marry someone from your high school graduating

class as that’s the whole opportunity set.

No Leverage

Klarman understands the risk of using leverage.

The average of all the worst outcomes may not seem bad but there’s still a chance of losing
everything — see LTCM.

Two Things Always Scarce for Investors

+ Capital - never have enough money when opportunities are abundant.
+ Time - just never enough.

On Learning

['m a student not only of the markets but I also think of the competitive environment. In
some sense, if you know what everyone else 1s doing, it helps you understand what you're
doing right, doing wrong, to learn from them, and you can also figure out what ways you
might get better.

On Risk Aversion

] Each of us are risk averse people.

People generally want to invest their money with limited risk and a good return.

On the Finance Industry

The investment world, broadly speaking, also has a ridiculously short term, herd following,

trend following orientation.
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On Mispricing

Mispricing in Bonds

Bonds are a wonderful safe instrument in the following context — you get senior securities,
you're first in line. contractual terms, you get interest, you get your principle back, you
know when you're getting those things back, and so there’s an elegance to bonds. The
problem is evervone knows that, so they don’t return very much — most of the time.

But when a bond suddenly gets downgraded from investment grade to not...people actually

panic or can’t hold the bonds.

Some funds can’t own lower grade bonds. They're forced to sell even if there are no
buyers.

| Selling has to happen. Buying may or may not happen, but doesn’t have to.

Mispricing in Index Funds

Mindless selling can drive mispricing in stocks simply due to changes in an index.

Think about an index fund. If a stock is in an index, something like 10% of the market has
to own it, because that’s how much the indexing activity is in the U.8. for say the S&P. I
the stock gets kicked out of the S&P 500, 10% of the company has to be sold.

If the stock is already hated, the price will most likely fall lower. Other products of
mindless selling:

* Distressed debt
* Spinoffs

On Psychology
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If you don’t understand the psychology out there, you may be buying something at a very
inopportune time. To understand what the other people in the market are doing, why its
coming under huge pressure, or why it’s about to come under huge pressure, 18 really
helptul.

The Question Every Investor Needs to Answer

What’s your edge? Klarman's answer: Having clients that want him to focus on the
long term.

Notable Quips

* “Value investing works, but it kind of works like molasses.”

* “You can go an incredibly long time without making money.” — regarding the '68 to
‘82 market

* “The only way to do well over the long term is to ignore the short term.”

» “Alot of value investing is like watching paint dry...Some of these really cheap
stocks just sit there. And that’s understandable. They get cheap for a reason. They're
a boring business. People don’t care. Not a lot of money flowing into them. And that
can last for a really long period of time.”

* “It's sort of an irony that most of the world focuses on short term and cleaning up all
the time and that almost ensures that they can’t be up over a long period of time.”

Referenced: What Works in Investing by Tweedy Browne
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