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In the field of investments, multiple methods and strategies can all produce positive 

results. This, however, creates difficulty for a young investor finding their own personal beliefs 

and investment philosophy. In these instances, the young investor must be educated in every 

style of investing, finding what they agree and do not agree with before specializing in one 
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particular strategy. The assessments of the three articles that follow contain some of the basic 

skills, theories, and concepts that an investor must know in order to become well rounded and 

successful in the world of the stock markets.  

The first article, which is a set of lecture notes from the Investments class taught at MIT’s 

Sloan School of Management, primarily serve to provide information on the basic theories and 

hypotheses that exist in the investment world as well as introduce graduate students to 

higher-level quantitative models of these theories. The second half of the lecture focused on the 

various kinds of investment theories that have been developed. Although many of these 

hypotheses were developed in the early 1900s, modern hedge and mutual funds often still follow 

the same principles. While reading these new strategies, I was able to find similarities between 

the theories that were presented and my own investment philosophy. For example, the 

Black-Litterman asset allocation model eliminates the need for predictions of future earnings, 

which often causes investors to overestimate the earning power in companies. This is similar to 

my own investment strategy in that I strive to make as little guesswork as possible to ensure 

accurate valuations. In the future, these two areas of knowledge could combine and create a 

improved version of my current philosophy. The lecture notes also included equations to further 

support the theories presented. Because I personally have not been exposed to math at this level, 

I was not able to fully understand the equations that were presented and connect them back to the 

theories. As I work through this year, however, more experience will lead to greater 

understanding in this area, and open up the door to my personally undiscovered world of 

quantitative finance. Overall, the first article provided more insight regarding areas of 
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improvement in mathematical concepts as well as more exposure to quantitative market 

hypotheses rather than qualitative ones.  

The second article allowed me to delve into two important industries that I know very 

little about: commodities and economics. Written by the former Chairman of the Federal 

Reserve, Ben Bernanke, for a Washington Think Tank, the paper describes the relationship 

between oil and stock prices as well as explains the recent low oil and natural gas prices. In a 

study conducted by Bernanke and his assistant, they found that oil and stock prices are actually 

unrelated, and instead move the same way due to larger global economic factors. This realization 

shocked me because when reading mainstream media, most popular financial news websites will 

report that sharp declines or increases in stock prices were caused by fluctuations in the price of 

oil. Bernanke, however, proves that oil and stock prices are not dependent on each other, and 

instead dependent on demand shifts that occur in the economy on a global scale. When there is a 

demand shock, the price of both oil and stocks will both plummet with it.  

While reading this article, I realized my weaknesses in both macroeconomics as well as 

commodity prices. Throughout the year, I will improve these skills by connecting my investment 

strategy more closely with general economic trends to indirectly become more familiar with the 

surrounding economic environment and concepts. In addition, I will work more in diversifying 

my portfolio in order to get practice in different types of investing tools, such as commodities, to 

achieve a more stable profit.  

The final article comes from the classic book The Intelligent Investor by Benjamin 

Graham. In the chapter “Margin of Safety”, Graham describes the purpose and practical 

application of a margin of safety when investing. One of the most interesting things about this 
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section was the universal application of a margin of safety. Although the concept was very 

straightforward and direct, it could be modified to fit a wide variety of different strategies. 

Personally, this encouraged me to think outside of the box when I encounter concepts like 

margins of safety. If I can find a way to smoothly combine conflicting ideas into my investing 

philosophy, I will ultimately come out with a more profitable return. Reading this chapter also 

revealed my weakness in risk management. My portfolio is extremely safe, and in exchange for 

the safety, I often give up bigger profits. By being exposed to the idea of a margin of safety, I 

realized that, with a bit of practice, I could still maintain a safe portfolio while still getting a high 

rate of return. In general, reading chapter twenty of The Intelligent Investor further opened my 

circle of competence and emphasized topics that I need to become more comfortable with. 

Another interesting point that spread itself across all three articles was the concept of 

behavioral finance. Many of the authors directly mentioned how some stock prices move purely 

due to the emotional factors that surround them, and these arguments were integral to the 

development of an investment strategy. To effectively develop my own career in investments, I 

must also have a deep understanding of human responses to economic stimuli and be able to 

predict the actions of people, especially in times of economic crisis. 

Through reading these three articles, I have found seven things to work on throughout my 

year in ISM: math skills, portfolio diversification, theory exposure, macroeconomics, 

commodities markets, risk management, and behavioral finance. In ISM, I will be able to further 

explore and develop these skill, apply them to my own portfolio and ultimately achieve a 

successful return on my investments.   
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Article #1: 

From Where does Superior Performance Come?  

Superior performance arises from active investment decisions which differentiate the portfolio 

from a ”passive” benchmark These decisions include:  

• Market Timing: Altering market risk exposure through time to make advantage of market 

fluctuations;  

• Sectoral emphasis: Weighting the portfolio towards (or away from) company attributes, such as 

size, leverage, book/price, and yield, and towards (or away from) industries; 

 • Stock selection: Marking bets in the portfolio based on information idiosyncratic to individual 

securities;  

• Trading: large funds can earn incremental reward by accommodating hurried buyers and 

sellers. 

Some Definitions: 

● Active management: The pursuit of transactions with the objective of profiting from 

competitive information - that is, information that would lose its value if it were in the 

hands of all market participants Active management is characterized by a process of 

continued research to generate superior judgment, which is then reflected in the portfolio 

by transactions that are held in order to profit from the judgment and that are liquidated 

when the profit has been earned.  

● Alpha: The ”risk adjusted expected return” or the return in excess of what would be 

expected from a diversified portfolio with the same systematic risk. When applied to 

stocks, alpha is essentially synonymous with misvaluation: a stock with a positive alpha 
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is viewed as undervalued relative to other stocks with the same systematic risk, and a 

stock with a negative alpha is viewed as overvalued relative to other stocks with the same 

systematic risk. When applied to portfolios, alpha is a description of extraordinary reward 

obtainable through the portfolio strategy. Here it is synonymous with good active 

management: a better active manager will have a more positive alpha at a given level of 

risk.  

● Alpha, historical: The difference between the historical performance and what would 

have been earned with a diversified market portfolio at the same level of systematic risk 

over that period. Under the simplest procedures, historical alpha is estimated as the 

constant term in a time series regression of the asset or portfolio return upon the market 

return.  

● Alpha, judgmental: The final output of a research process, embodying in a single 

quantitative measure the degree of under or overvaluation of the stocks. Judgmental alpha 

is a product of investment research and unique to the individual or organization that 

produces it is derived from a ”forecast” of extraordinary return, but it has been adjusted 

to be the expected value of subsequent extraordinary return. For example, among those 

stocks that are assigned judgmental alphas of 2 percent, the average performance (when 

compared to other stocks of the same systematic risk with alphas of zero) should be 2 

percent per annum. Thus, average experienced performance for any category of 

judgmental alpha should equal the alpha itself. A judgmental alpha is a prediction, not 

retrospective experience.  
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● Alpha, required: The risk adjusted expected return required to cause the portfolio holding 

to be optimal, in view of the risk/reward tradeoff. The required alpha is found by solving 

for the contribution of the holding to portfolio risk and by applying a risk/reward tradeoff 

to find the corresponding alpha. It can be viewed as a translation of portfolio risk 

exposure into the judgment which warrants that exposure. 

 

The Black-Litterman asset allocation model, developed when both authors were working for 

Goldman Sachs, is a significant modification of the traditional mean-variance approach. In the 

mean-variance approach of Markowitz, the user inputs a complete set of expected returns and the 

variance-covariance matrix, and the portfolio optimizer generates the optimal portfolio weights. 

Due to the complex mapping between expected returns and portfolio weights, users of the 

standard portfolio optimizers often find that their specification of expected returns produces 

output portfolio weights which may not make sense. These unreasonable results stem from two 

well recognized problems:  

1. Expected returns are very difficult to estimate. Investors typically have knowledgeable 

views about absolute or relative returns in only a few markets. A standard optimization model, 

however, requires them to provide expected returns for all assets.  

2. The optimal portfolio weights of standard asset allocation models are extremely 

sensitive to the return assumptions used.  

These two problem compound each other; the standard model has no way to distinguish strongly 

held views from auxiliary assumptions, and the optimal portfolio it generates, given its 

sensitivity to the expected returns, often appears to bear little or no relation to the views the 
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investor wishes to express. In practice, therefore, despite the obvious attractions of a quantitative 

approach, few global investment managers regularly allow quantitative models to play a major 

role in their asset allocation decision. In the Black-Litterman model, the user inputs any number 

of views or statements about the expected returns of arbitrary portfolios, and the model combines 

the views with equilibrium, producing both the set of expected returns of assets as well as the 

optimal portfolio weights. Since publication of 1990, the Black-Litterman asset allocation model 

has gained wide application in many financial institutions. 

Article #2: 

The past decade has been a roller coaster for oil prices, one that market participants have 

probably not much enjoyed riding (Figure 1). The period includes much volatility and two sharp 

crashes. One crash, in 2008, was associated with the financial crisis and the Great Recession. 

The second may still be going on: Oil prices have fallen from over $100 per barrel in mid-2014 

to around $30 per barrel recently. Stock prices have also been falling recently, and these moves 

have generally followed the course of oil prices, a development much commented on by the 

financial press (for example, see here and here). On the surface, the tendency for stocks to fall 

along with oil prices is surprising. The usual presumption is that a decline in oil prices is good 

news for the economy, at least for net oil importers like the United States and China. [1] 

  

One plausible explanation of the tendency for stocks and oil prices to move together is that both 

are reacting to a common factor, namely, a softening of global aggregate demand, which hurts 

both corporate profits and demand for oil. As a recent Wall Street Journal article put it: “Oil and 

http://money.cnn.com/2016/01/26/investing/oil-prices-stocks-markets/
http://www.ft.com/intl/cms/s/0/2f13ac52-c41d-11e5-808f-8231cd71622e.html#axzz3zyRp6k3w
https://www.brookings.edu/blog/ben-bernanke/2016/02/19/the-relationship-between-stocks-and-oil-prices/#ftn1
http://www.wsj.com/articles/oil-stocks-dance-the-bear-market-tango-1453722783
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stock markets have moved in lockstep this year, a rare coupling that highlights fears about global 

economic growth.” 

 In this post we first confirm the positive correlation between stocks and oil prices, noting that it 

is not just a recent phenomenon. We then investigate the hypothesis that underlying changes in 

aggregate demand explain the oil-stocks relationship. We find that an underlying demand factor 

does account for much of the positive relationship, and that if, in addition, we account for shifts 

in market risk preferences, we can explain still more. However, even with these two factors 

included, a significant part of the oil-stocks correlation remains unexplained. To set the stage, 

let’s look at the raw correlations of (the percentage changes in) stocks and oil prices.  Using daily 

data, my research assistant Peter Olson and I calculated those correlations for the past five years 

(Figure 2 below). To capture short-term variations, we estimated correlations using a rolling 

window of 20 business days. The impression from Figure 2 is that the relationship between 

stocks and oil is itself volatile, with the correlation between the returns to stocks and to oil 

swinging between positive and negative values. In other words, sometimes the prices of stocks 

and oil move in the same direction, sometimes in opposite directions. On average, however, the 

correlation is positive (stocks and oil move in the same direction).  Interestingly, although the 

correlation has ticked up in the past few months, it has not been unusually high recently, 

compared to the rest of the five-year sample. 

  

As we mentioned earlier, the positive correlation of stocks and oil might arise because both are 

responding to underlying shifts in global demand. For a simple test of that hypothesis, we apply a 

decomposition suggested by James Hamilton, a macroeconomist and expert in oil markets at the 
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University of California-San Diego. In a post from the end of 2014, Hamilton proposed 

estimating an equation relating changes in oil prices to changes in copper prices, changes in the 

ten-year Treasury interest rate, and changes in the dollar, then using the value of the oil price 

predicted by that equation to measure the effect of demand shifts on the oil market. [2]The 

premise is that commodity prices, long-term interest rates, and the dollar are likely to respond to 

investors’ perceptions of global and US demand, and not so much to changes in oil supply. For 

example, when a change in the price of oil is accompanied by a similar change in the price of 

copper, this method concludes that both are responding primarily to a common global demand 

factor. While this decomposition is not perfect, it seems reasonable to a first approximation. 

  

We apply Hamilton’s method, using daily data. For reasons of data availability, we start the 

sample in mid-2011. Data are in percentage changes (more precisely, log changes), except for 

the change in the ten-year rate, which is a simple difference. We estimate the equation for data 

through mid-2014, then use that equation to predict the oil price that would have obtained if the 

only shocks to the oil market had been on the demand side (the light blue line in Figure 3). The 

estimated coefficients on all variables (see Appendix 1 at end of post) are highly significant, both 

economically and statistically. 

  

Comparing the predicted and actual decline in oil prices, we find that something in the range of 

40-45 percent of the decline in oil prices since June 2014 can be attributed to unexpectedly weak 

demand. (This range is very similar to that obtained by Hamilton in a different sample.) The 

results are not much affected if we drop changes in the value of the dollar from the equation, or if 

http://econbrowser.com/archives/2014/12/oil-prices-as-an-indicator-of-global-economic-conditions
https://www.brookings.edu/blog/ben-bernanke/2016/02/19/the-relationship-between-stocks-and-oil-prices/#ftn2
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we replace the ten-year Treasury yield with the slope of the yield curve (the difference between 

the two-year Treasury yield and the ten-year yield). Using this breakdown, we can also 

re-examine the correlations of changes in stock prices with changes in oil prices. This time we 

break the changes in oil prices into the part associated with demand (according to this method) 

and the residual portion (which presumably includes most supply factors). The correlations of 

stocks and demand-related changes in oil prices are shown in Figure 4, and the correlations of 

stocks and the residual are shown in Figure 5. As expected, the correlation between stock prices 

and the demand component of oil is higher (about 0.48, on average) than the correlation between 

stock prices and the oil price overall (0.39). Both of these sets of correlations in turn are higher 

on average than the correlations between stock prices and the residual component of the oil price 

(which averages about 0.16 in our sample). That’s consistent with the idea that when stock 

traders respond to a change in oil prices, they do so not necessarily because the oil movement is 

consequential in itself, but because fluctuations in oil prices serve as indicators of underlying 

global demand and growth. On the other hand, since even the residual component of oil prices is 

positively correlated (on average) with stock prices movements, we have to conclude that the 

demand explanation (at least, given our admittedly noisy measure of demand) is not the full 

story. 

  

A second possible reason for the positive stocks-oil correlation is based on the observation that 

recent market moves have been accompanied by elevated volatility.  If investors retreat from 

commodities as well as stocks during periods of high uncertainty and risk aversion, then shocks 

to volatility may be another reason for the observed tendency of stocks and oil prices to move 
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together. To test whether changes in risk can help explain the oil-stocks relationship, we 

augmented the Hamilton-style equation for oil prices with daily percentage changes in the VIX, 

which measures the volatility of stock indexes. [3] The VIX enters the estimated equation with 

the expected negative sign (oil prices tend to fall when volatility is high) and with high statistical 

significance (see Appendix 2 at end of post for details). 

Figures 6 and 7 show the rolling correlations of stock prices with the predicted component of oil 

(the part associated with both demand and risk) and the residual component, respectively. The 

average correlation in Figure 6 is 0.68, compared to 0.05 in Figure 7. Accounting for risk does 

improve our ability to explain why oil prices and stocks tend to move together. However, the 

correlation of the residual component with stocks is not negative, as would be expected if it 

reflected only the beneficial effects of supply shocks. Our bottom line: The tendency of stocks 

and oil prices to move together is not a new development; it goes back nearly five years (the 

limits of our sample) and probably more. Much of this positive correlation can be explained by 

the tendency of stocks and oil prices to react in the same direction to common factors, including 

changes in aggregate demand and in overall uncertainty and risk aversion. However, even 

accounting for these factors, the residual correlation is close to zero, not negative as we would 

expect if it were capturing only beneficial supply shocks. There are several other explanations 

that could be investigated: for example, the possibility that declines in oil prices, even if initially 

caused by higher supply, affect global financial conditions by damaging the creditworthiness of 

oil-producing companies or countries. This topic is one well worth revisiting. 

Article #3: 

https://www.brookings.edu/blog/ben-bernanke/2016/02/19/the-relationship-between-stocks-and-oil-prices/#ftn3
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In the old legend the wise men finally boiled down the history of mortal affairs into 

the single phrase, “This too will pass.” Confronted with a like challenge to distill the 

secret of sound investment into three words, we venture the motto, MARGIN OF 

SAFETY. This is the thread that runs through all the preceding discussion of 

investment policy—often explicitly, sometimes in a less direct fashion. Let us try 

now, briefly, to trace that idea in a connected argument. All experienced investors 

recognize that the margin-of-safety concept is essential to the choice of sound bonds 

and preferred stocks. For example, a railroad should have earned its total fixed 

charges better than five times (before income tax), taking a period of years, for its 

bonds to qualify as investment-grade issues. This past ability to earn in excess of 

interest requirements constitutes the margin of safety that is counted on to protect the 

investor against loss or discomfiture in the event of some future decline in net income. 

(The margin above charges may be stated in other ways—for example, in the 

percentage by which revenues or profits may decline before the balance after interest 

disappears—but the underlying idea remains the same.) The bond investor does not 

expect future average earnings to work out the same as in the past; if he were sure of 

that, the margin demanded might be small. Nor does he rely to any controlling extent 

on his judgment as to whether future earnings will be materially better or poorer than 

in the past, if he did that, he would have to measure his margin in terms of a carefully 

projected income account, instead of emphasizing the margin shown in the past 
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record. Here the function of the margin of safety is, in essence, that of rendering 

unnecessary an accurate estimate of the future. If the margin is a large one, then it is 

enough to assume that future earnings will not fall far below those of the past in order 

for an investor to feel sufficiently protected against the vicissitudes of time. The 

margin of safety for bonds may be calculated, alternatively, by comparing the total 

value of the enterprise with the amount of debt. (A similar calculation may be made 

for a preferred-stock issue.) If the business owes $10 million and is fairly worth $30 

million, there is room for a shrinkage of two-thirds in value—at least 

theoretically—before the bondholders will suffer loss. The amount of this extra value, 

or “cushion,” above the debt may be approximated by using the average market price 

of the junior stock issues over a period of years. Since average stock prices are 

generally related to average earning power, the margin of “enterprise value” over debt 

and the margin of earnings over charges will in most cases yield similar results. So 

much for the margin-of-safety concept as applied to “fixed value investments.” Can it 

be carried over into the field of common stocks? Yes, but with some necessary 

modifications. There are instances where a common stock may be considered sound 

because it enjoys a margin of safety as large as that of a good bond. This will occur, 

for example, when a company has outstanding only common stock that under 

depression conditions is selling for less than the amount of bonds that could safely be 

issued against its property and earning power.* That was the position of a host of 



Palmer 15 

strongly financed industrial companies at the low price levels of 1932–33. In such 

instances the investor can obtain the margin of safety associated with a bond, plus all 

the chances of larger income and principal appreciation inherent in a common stock. 

(The only thing he lacks is the legal power to insist on dividend payments “or 

else”—but this is a small drawback as compared with his advantages.) Common 

stocks bought under such circumstances will supply an ideal, though infrequent, 

combination of safety and profit opportunity. As a quite recent example of this 

condition, let us mention once more National Presto Industries stock, which sold for a 

total enterprise value of $43 million in 1972. With its $16 millions of recent earnings 

before taxes the company could easily have supported this amount of bonds. In the 

ordinary common stock, bought for investment under normal conditions, the margin 

of safety lies in an expected earning power considerably above the going rate for 

bonds. In former editions we elucidated this point with the following figures: Assume 

in a typical case that the earning power is 9% on the price and that the bond rate is 

4%; then the stockbuyer will have an average annual margin of 5% accruing in his 

favor. Some of the excess is paid to him in the dividend rate; even though spent by 

him, it enters into his overall investment result. The undistributed balance is 

reinvested in the business for his account. In many cases such reinvested earnings fail 

to add commensurately to the earning power and value of his stock. (That is why the 

market has a stubborn habit of valuing earnings disbursed in dividends more 
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generously than the portion retained in the business.)* But, if the picture is viewed as 

a whole, there is a reasonably close connection between the growth of corporate 

surpluses through reinvested earnings and the growth of corporate values. Over a 

ten-year period the typical excess of stock earning power over bond interest may 

aggregate 50% of the price paid. This figure is sufficient to provide a very real margin 

of safety— which, under favorable conditions, will prevent or minimize a loss. If such 

a margin is present in each of a diversified list of twenty or more stocks, the 

probability of a favorable result under “fairly normal conditions” becomes very large. 

That is why the policy of investing in representative common stocks does not require 

high qualities of insight and foresight to work out successfully. If the purchases are 

made at the average level of the market over a span of years, the prices paid should 

carry with them assurance of an adequate margin of safety. The danger to investors 

lies in concentrating their purchases in the upper levels of the market, or in buying 

nonrepresentative common stocks that carry more than average risk of diminished 

earning power. As we see it, the whole problem of common-stock investment under 

1972 conditions lies in the fact that “in a typical case” the earning power is now much 

less than 9% on the price paid.* Let us assume that by concentrating somewhat on the 

low-multiplier issues among the large companies a defensive investor may now 

acquire equities at 12 times recent earnings—i.e., with an earnings return of 8.33% on 

cost. He may obtain a dividend yield of about 4%, and he will have 4.33% of his cost 
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reinvested in the business for his account. On this basis, the excess of stock earning 

power over bond interest over a ten-year basis would still be too small to constitute an 

adequate margin of safety. For that reason we feel that there are real risks now even in 

a diversified list of sound common stocks. The risks may be fully offset by the profit 

possibilities of the list; and indeed the investor may have no choice but to incur 

them—for otherwise he may run an even greater risk of holding only fixed claims 

payable in steadily depreciating dollars. Nonetheless the investor would do well to 

recognize, and to accept as philosophically as he can, that the old package of good 

profit possibilities combined with small ultimate risk is no longer available to him.* 

However, the risk of paying too high a price for good-quality stocks—while a real 

one—is not the chief hazard confronting the average buyer of securities. Observation 

over many years has taught us that the chief losses to investors come from the 

purchase of low-quality securities at times of favorable business conditions. The 

purchasers view the current good earnings as equivalent to “earning power” and 

assume that prosperity is synonymous with safety. It is in those years that bonds and 

preferred stocks of inferior grade can be sold to the public at a price around par, 

because they carry a little higher income return or a deceptively attractive conversion 

privilege. It is then, also, that common stocks of obscure companies can be floated at 

prices far above the tangible investment, on the strength of two or three years of 

excellent growth. These securities do not offer an adequate margin of safety in any 
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admissible sense of the term. Coverage of interest charges and preferred dividends 

must be tested over a number of years, including preferably a period of subnormal 

business such as in 1970–71. The same is ordinarily true of common-stock earnings if 

they are to qualify as indicators of earning power. Thus it follows that most of the 

fair-weather investments, acquired at fair-weather prices, are destined to suffer 

disturbing price declines when the horizon clouds over—and often sooner than that. 

Nor can the investor count with confidence on an eventual recovery—although this 

does come about in some proportion of the cases—for he has never had a real safety 

margin to tide him through adversity. The philosophy of investment in growth stocks 

parallels in part and in part contravenes the margin-of-safety principle. The 

growth-stock buyer relies on an expected earning power that is greater than the 

average shown in the past. Thus he may be said to substitute these expected earnings 

for the past record in calculating his margin of safety. In investment theory there is no 

reason why carefully estimated future earnings should be a less reliable guide than the 

bare record of the past; in fact, security analysis is coming more and more to prefer a 

competently executed evaluation of the future. Thus the growth-stock approach may 

supply as dependable a margin of safety as is found in the ordinary investment— 

provided the calculation of the future is conservatively made, and provided it shows a 

satisfactory margin in relation to the price paid. The danger in a growth-stock program 

lies precisely here. For such favored issues the market has a tendency to set prices that 
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will not be adequately protected by a conservative projection of future earnings. (It is 

a basic rule of prudent investment that all estimates, when they differ from past 

performance, must err at least slightly on the side of understatement.) The margin of 

safety is always dependent on the price paid. It will be large at one price, small at 

some higher price, nonexistent at some still higher price. If, as we suggest, the average 

market level of most growth stocks is too high to provide an adequate margin of 

safety for the buyer, then a simple technique of diversified buying in this field may 

not work out satisfactorily. A special degree of foresight and judgment will be needed, 

in order that wise individual selections may overcome the hazards inherent in the 

customary market level of such issues as a whole. The margin-of-safety idea becomes 

much more evident when we apply it to the field of undervalued or bargain securities. 

We have here, by definition, a favorable difference between price on the one hand and 

indicated or appraised value on the other. That difference is the safety margin. It is 

available for absorbing the effect of miscalculations or worse than average luck. The 

buyer of bargain issues places particular emphasis on the ability of the investment to 

withstand adverse developments. For in most such cases he has no real enthusiasm 

about the company’s prospects. True, if the prospects are definitely bad the investor 

will prefer to avoid the security no matter how low the price. But the field of 

undervalued issues is drawn from the many concerns—perhaps a majority of the 

total—for which the future appears neither distinctly promising nor distinctly 
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unpromising. If these are bought on a bargain basis, even a moderate decline in the 

earning power need not prevent the investment from showing satisfactory results. The 

margin of safety will then have served its proper purpose.  

Theory of Diversification 

 There is a close logical connection between the concept of a safety margin and the 

principle of diversification. One is correlative with the other. Even with a margin in 

the investor’s favor, an individual security may work out badly. For the margin 

guarantees only that he has a better chance for profit than for loss—not that loss is 

impossible. But as the number of such commitments is increased the more certain 

does it become that the aggregate of the profits will exceed the aggregate of the losses. 

That is the simple basis of the insurance-underwriting business. Diversification is an 

established tenet of conservative investment. By accepting it so universally, investors 

are really demonstrating their acceptance of the margin-of-safety principle, to which 

diversification is the companion. This point may be made more colorful by a reference 

to the arithmetic of roulette. If a man bets $1 on a single number, he is paid $35 profit 

when he wins—but the chances are 37 to 1 that he will lose. He has a “negative 

margin of safety.” In his case diversification is foolish. The more numbers he bets on, 

the smaller his chance of ending with a profit. If he regularly bets $1 on every number 

(including 0 and 00), he is certain to lose $2 on each turn of the wheel. But suppose 

the winner received $39 profit instead of $35. Then he would have a small but 
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important margin of safety. Therefore, the more numbers he wagers on, the better his 

chance of gain. And he could be certain of winning $2 on every spin by simply betting 

$1 each on all the numbers. (Incidentally, the two examples given actually describe 

the respective positions of the player and proprietor of a wheel with 0 and 00.)*  

A Criterion of Investment versus Speculation 

 Since there is no single definition of investment in general acceptance, authorities 

have the right to define it pretty much as they please. Many of them deny that there is 

any useful or dependable difference between the concepts of investment and of 

speculation. We think this skepticism is unnecessary and harmful. It is injurious 

because it lends encouragement to the innate leaning of many people toward the 

excitement and hazards of stock-market speculation. We suggest that the 

margin-of-safety concept may be used to advantage as the touchstone to distinguish an 

investment operation from a speculative one. Probably most speculators believe they 

have the odds in their favor when they take their chances, and therefore they may lay 

claim to a safety margin in their proceedings. Each one has the feeling that the time is 

propitious for his purchase, or that his skill is superior to the crowd’s, or that his 

adviser or system is trustworthy. But such claims are unconvincing. They rest on 

subjective judgment, unsupported by any body of favorable evidence or any who 

stakes money on his view that the market is heading up or down can ever be said to be 

protected by a margin of safety in any useful sense of the phrase. By contrast, the 
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investor’s concept of the margin of safety—as developed earlier in this chapter—rests 

upon simple and definite arithmetical reasoning from statistical data. We believe, also, 

that it is well supported by practical investment experience. There is no guarantee that 

this fundamental quantitative approach will continue to show favorable results under 

the unknown conditions of the future. But, equally, there is no valid reason for 

pessimism on this score. Thus, in sum, we say that to have a true investment there 

must be present a true margin of safety. And a true margin of safety is one that can be 

demonstrated by figures, by persuasive reasoning, and by reference to a body of actual 

experience. 

 Extension of the Concept of Investment  

To complete our discussion of the margin-of-safety principle we must now make a 

further distinction between conventional and unconventional investments. 

Conventional investments are appropriate for the typical portfolio. Under this heading 

have always come United States government issues and high-grade, dividend paying 

common stocks. We have added state and municipal bonds for those who will benefit 

sufficiently by their tax-exempt features. Also included are first-quality corporate 

bonds when, as now, they can be bought to yield sufficiently more than United States 

savings bonds. Unconventional investments are those that are suitable only for the 

enterprising investor. They cover a wide range. The broadest category is that of 

undervalued common stocks of secondary companies, which we recommend for 
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purchase when they can be bought at two-thirds or less of their indicated value. 

Besides these, there is often a wide choice of medium-grade corporate bonds and 

preferred stocks when they are selling at such depressed prices as to be obtainable also 

at a considerable discount from their apparent value. In these cases the average 

investor would be inclined to call the securities speculative, because in his mind their 

lack of a first quality rating is synonymous with a lack of investment merit. It is our 

argument that a sufficiently low price can turn a security of mediocre quality into a 

sound investment opportunity— provided that the buyer is informed and experienced 

and that he practices adequate diversification. For, if the price is low enough to create 

a substantial margin of safety, the security thereby meets our criterion of investment. 

Our favorite supporting illustration is taken from the field of real-estate bonds. In the 

1920s, billions of dollars’ worth of these issues were sold at par and widely 

recommended as sound investments. A large proportion had so little margin of value 

over debt as to be in fact highly speculative in character. In the depression of the 

1930s an enormous quantity of these bonds defaulted their interest, and their price 

collapsed—in some cases below 10 cents on the dollar. At that stage the same 

advisers who had recommended them at par as safe investments were rejecting them 

as paper of the most speculative and unattractive type. But as a matter of fact the price 

depreciation of about 90% made many of these securities exceedingly attractive and 

reasonably safe—for the true values behind them were four or five times the market 
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quotation.* The fact that the purchase of these bonds actually resulted in what is 

generally called “a large speculative profit” did not prevent them from having true 

investment qualities at their low prices. The “speculative” profit was the purchaser’s 

reward for having made an unusually shrewd investment. They could properly be 

called investment opportunities, since a careful analysis would have shown that the 

excess of value over price provided a large margin of safety. Thus the very class of 

“fair-weather investments” which we stated above is a chief source of serious loss to 

naïve security buyers is likely to afford many sound profit opportunities to the 

sophisticated operator who may buy them later at pretty much his own price.† 

definition of investment operations, because the purchase is always predicated on a 

thoroughgoing analysis that promises a larger realization than the price paid. Again 

there are risk factors in each individual case, but these are allowed for in the 

calculations and absorbed in the overall results of a diversified operation. To carry this 

discussion to a logical extreme, we might suggest that a defensible investment 

operation could be set up by buying such intangible values as are represented by a 

group of “commonstock option warrants” selling at historically low prices. (This 

example is intended as somewhat of a shocker.)* The entire value of these warrants 

rests on the possibility that the related stocks may some day advance above the option 

price. At the moment they have no exercisable value. Yet, since all investment rests 

on reasonable future expectations, it is proper to view these warrants in terms of the 
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mathematical chances that some future bull market will create a large increase in their 

indicated value and in their price. Such a study might well yield the conclusion that 

there is much more to be gained in such an operation than to be lost and that the 

chances of an ultimate profit are much better than those of an ultimate loss. If that is 

so, there is a safety margin present even in this unprepossessing security form. A 

sufficiently enterprising investor could then include an option-warrant operation in his 

miscellany of unconventional investments.  

 

 


