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Why Walter Schloss Is Such a Great Investor
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W!LTER J. Schloss doesn’t set any
store by pretense, or office politics,
or frenetic trading, or tape waiching, for
that matter. The efficient market theory?
You've got 1o be kidding.

Ben Graham's another matter entirely.
And so, 1o, is making money. Something
that Walter has been doing with phenom-
enal consistency for his partners since
1956, as the table reproduced over yonder
demonsirates so admirably.

How does Walter (whose Walter J.
Schloss Associates consists of just him
and his son, Edwin) do it, year after year?
By dint of singular devotion to the value-
oriented investing principles laid down by
Graham—adapted, of course, to current
market conditions. Nothing fancy about
it—no bonds, no options, no exotic hvbrid
securities. And, until his fellow Graham
disciple, Warren Buffen, blew his cover in
the latest issue of the Columbia Business
School’s magazine, unheralded. (See
page 13.)

Fascinated by Walter's record, we
gave him a call last week. Qur _questions
had a lot to do with how—and what—he’s
doing with_his_money now. We found a
self-deprecating and altogether charming
fellow whose answers can be found below.

—Kathryn M. Welling

ARRON'S: Why don't we sturt with
you telling us how you got into this
business. . .

Schioss: I'll tell you a litile about
it. It's kind of interesting to me, |
guess —nobody clse.

Q: Let us be the judge.

A: I came to Wall Street in 1934. I'd
just come out of high school; it was the
Decpression. and the family nceded
money. | liked Wall Street. 1 can’t tell
you why. But my mother was criticized
by her friends for letting me come. They
said, “There won't be any Wall Street by
1940." Which gives you an idea of the
perspective back in those days.

Q: Where did you start out?

A: 1 worked as a clerk at Locb,
Rhoades, which was then called Carl M.
Loeb & Co. | used to take courses at
night at the New York Stock Exchange
Institute. Ben Graham taught there, and
I just fell in love with his point of view.
All these smart Wall Street guys used to
take this course. And Graham used to
lecture on live stocks. He'd take Baldwin
Locomotive, which was bankrupt. He'd
show the bonds, which would be selling
at a low price. and he’d show what their
new securities would be worth. This was
really where arbitraging between bank-
rupt securities and the new when-issued
securities got stasted. They'd all go out
and make a lot of money off Ben, and he
didn’t scem to mind. He was kind of a
philosopher. And, basically. 1 agreed
with his philosophy, even though |
didn’t have any money.

Q: So you taok Graham's course for the
love of learning?

A: Yes. Graham was writing  his
book on the stock market, and t remem-
ber helping him with one chapter. Ther
the war came along and I enlisted. He
wrole to me while [ was still in the
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service—and said, “Have you a chance
to come to work for me?” The man he
had doing security analysis was lcaving
to go to work for his father. So I
went to work for Ben Graham at Gra-
ham-Newman on Jan. 2, 1946.

Q: You remember the exact date?

A: It was a great experience for me.
In those ‘days, nobody ever made very
much money, except the bosses, but 1
enjoyed working there. Ben's book is
called The Intelligent Investor. And 1
feally want, in this interview, to urge the
people to get hold of that book. For the
average investor, (here arc so many
books oul there, and {hey all (¢l you (o
do different things, but this book is
really helpful, particularly for investing
in_common stocks. Because if you don’t
have the rnight investment phifosophy,
you can get very badly hooked. And |
think anybody who has any moncey to
mvest really should understand this ap-
proach.

Q: Is this a commercial?

A: No. But the book's published by
Harper & Row; it's still in print; the last
edition was '74; Graham died in '76. But
the part on common stocks is just as
valid today as it was then.

Q: Anyway, you went to work for Graham
and. . .

A: It’s a funny thing about Graham.
I think he was like an undervalued secu-
rity, if you want to know. People said,
“Oh, Ben Graham, he’s very smart.” But
then they'd go off and do their own little
thing with computers, or whatever the
popular thing was at the moment. They
kind of forgot. They'd say, “Oh, we like
undervalued stocks,” but then they
wouldn’t buy them. Or they'd say, “It's a
great idea, but the efficient market is
taking care of i, or whatever. And |
thought Graham’s ideas made a good
deat of sense.

Q: What did you do with them?

A: Then, Warren Buffett came to
work at Graham. I'll tell you one story:
First of all, Ben was a great believer in

buying a diversificd group of securitics,
so that he limited his risk. He was badly
hurt by the Depression, and he didn’t
want to do that again. We basically
followed the idea of buying companies
selling below working capital—at two-
thirds of working capital—then, when
the stocks’ prices went up to match
working capital per share, we'd have
made 50% on our money. And the firm
averaged about 20% a year on that basis,
and it was a great dcal, as long as these
stocks were around. But of course, in the
*Fifties, they started disappearing. Dia-
mond T Motor Car, Easy Washing Ma-
chine-—all these companies that were
selling at big discounts disappeared.

Q: In other words, they were acquired,
merged or liquidated and you, as share-
holders, realized their values?

A: Mostly. They were mostly second-
ary companies; they were never the top-
grade companies. And they tended to be
ignored by the public becausc they
didn't have any sex appeal, there wasn’t
any growth—there was always trouble
with them. You were buying trouble
when you bought these companies, but

" you were buying them cheap. Of course,

when you got them too cheap, they
maybe ended up going down the tubes.
So you try to be a little careful. But
people don't like to buy things that are
going down.

| Q: Understandable enough.

A: Basically, it's a contrarian philos-
ophy, and pcople really like buying
things that are doing well. But to make
money, you have to spend a little time at
it. It isn’t just, “Oh, I think I'll buy this
stock because it’s got a nice name,” or
“my fricnd told me to buy it.” This is a
business, like any other business.

Q@: You were going to tell us a story?

A: I was in Graham’s office the day
he first bought Government Employees
Insurance Co., which is GEICO. Warren
owns one-third of the stock today.

Q: His famous coup.

A: That's right. But the funny part is
that I was in Graham’s office when a
phone call came from the lawyer, who
said, “You bought your 50% of the com-
pany”—and Graham paid something
like $750,000 for 50%, or something on
that order. Anyway, he turned to me and
said, “Wallter, if this doesn’t work out,
we can always liquidate it and get our
money back.” He had no conception of
the growth potential of this thing. He
was just buying an insurance company
cheap.

Q: He was warried about what ke could
lose?

A: Yes. Graham liked the idea of
protection on_the downside, and basi-
cally, that's what [ do. T try not to lose
moncy.

(): Daesn't everyane?

A: One of the tricks of this business
is, keep your losses down and then, if
you have a few good breaks. the com-
pounding works well for you.

Q: Isn’t another trick figuring out what
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]
1946 at 8 or 9, with a book
value of 2. Then, over the years,
they built up so that by the time
1 got it, it had working capital of
$6 or $7 a sharc and it was
selhing at $3. Which is kind of
typical; people don’t tend to sell
their stocks to the public when
they have a big book.

): Maybe you'd better define a
“working capital” stock.

A: Suppose a company's
current assets are S10 million;
the current liabilities are $3 mil-

lion. There’s $7 million in work-
ing capital. And, they are, say,
$2 million in debt. Take that
off. So there's $5 million of ad-
justed working capital. And say
there arc 100,000 shares, so
they've got $50 a share of work-
ing capital. Now, if that stock
were selling at 30 bucks a share,

it would be kind of interesting. _|

Q: But it must have some kind of
problem.

A: They may be in a terrible
business, a buggy-whip busi-
ness. What do you do, you've
got all this money invested—
well, that happened to Cleve-
land Worsted Mills.

Q: Cleveland what?

A: Cleveland Worsted Mills,
It was having a terrible time.
But they had a lot of cash. |
talked to them directly about
it. They said, “There are a lot of
things we could do. We could
buy another company; we could
liquidate; we could ask for ten-
ders; we could just keep doing
what we're doing.” And the
management owned a lot of the
stock, and they were not going
to throw it down the drain.

Q: That's alway's the big ques-
tion: Will the shareholders ever
see the assets?

A: And some people have
made terrible mistakes that
way. That’s one reason you

don’t put all your mongey in one
stock. But the Cleveland Wor-
sted fetlows did own a lot of the
stock, and I guess they felt the
thing to do was to liquidate—
which they did. Now, that’s
unusual. Most companies don’t
liquidate. But they were in a
poor business. So they did the
sensible thing. But companies
don’t always do things in your
interest, and you have to bear
that in mind. Managements,
you know, often think of them-
selves. It depends on the board.
One of the things about busi-
ness is, you try to get in with
good people. You don't have to
be smart. They don’t have to be
the smartest guys in the world,
but vou want them to be honest.

Q: So Walter, where are you
finding value today?

A: Well, we look at book
value, which is a little lowering
of our standards, because book
values have some good and bad
features. You look at the history
of the company and sce where it
stands, what’s happened to it
over the years.

Q: What'’s good and what’s bad

about book value?

A: Book value is the com-
pany's total asscts minus ifs
total liabilities; what's available
for the common stock. And of
course, a lot of companies have
lots of assets tied up in plant
and equipment. Well, is it old
plant, or is it new plant? I'll give
you an example of a company
we own. These are stocks which
are, I think, good values, but |
have absolutely no feeling
about timing on them.

Q: Okay, shoot.

A: 1Us called Potlatch, and
it's a timber company out on the
West Coast. It’s not spectacular,
but it's got a lot of timber, and |
think the timber's worth a lot
more than the market price of
the stock. Now, that's some-
thing you have to look at the
figures for, seec how much
money they put back into these
plants and so forth. One of the
drawbacks to it, from some peo-
ple's point of view, is that man-
agement owns about 40% of the
stock. So a lot of people say,
“Oh, I don't want that; it can’t
be taken over.” But on the other
hand, management has an inter-
est in seeing that this company
is a success.

Q: Interesting.

A: You don't have to just
look at book value. You can
ook at what you think compa-
nies arc worth, if'sold. Even ifit
isn't going to be sold, Are you
gelting a fair shake for your
moncy? Now, here's an example
of a company which is not a
book value stock, but which 1
think is a high-class company.
It's the old Corn Products Re-
fining Co., CPC International. |
don’t know if you know Skippy
peanut butter and Mazola and
Mueller’s spaghetti—

Q: Never touch the stuff. . .

A: But thosc are nice con-
sumer products. Basically, I like
consumer stocks. My problem is
that you pay too much for them
today. They've been discovered,
so it's tough. CPC is not the
cheapest stock in the world, but
it’s got good value. It has a book
of maybe 27, and it’s got carn-
ings of $4 a sharc, I'd say. It
sells at 40; the dividend is $2.20,
so it’s selling at 10 times carn-
ings. Well, you couldn’t start
the business today for that. And
it's a nice stcady business, not
going much of anywhere, but

what’s the risk on the downside?

Q: You tell us.

A: The stock’s never really
taken off, so maybe you'd lose
10% on your money if you
didn’t sell it—but that risk

Continued on Page 20
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TR
seems somewhat limited. Of
course, they have problems.
They do business in  Latin
America. But they have good
products. So you buy it. Some-
where along the line, things will
work out better for you.
Q: What's the upside?

A: | would use a price of 60
maybe, or 55—somewhere in

that arca. But the thing is, it's
the place to park money, too.

Q: Why park it?

A: If this market was very
low, I'd say, “Well, CPC proba-
bly isn’t a great stock to own. If
the market is so cheap, you
want to get something with a
little more zip in it, or poten-
tial.” In a market like ours,
which is not that cheap—I
wouldn’t say it’s way over-
priced, becausc it isn't; it's in a
reasonable arca—there's more
risk on the downside. CPC
probably doesn’t have that
much downside risk, and there-
fore I feel comfortable with it. If
the market should collapse,
well, then maybe we'd sell it,
assuming we'd be getting that
price, and buy something that’d
gone down a lot.

Q: Such as?

A: Stauffer Chemical was
down—about two years ago, the
stock was sclling at $30 a share.
It went down to $16 a share.
That was a big decline. Our
average cost is 19, so we didn’t
get in at the bottom. But com-
pared to 28, it wasn't bad. Yet
most people wouldn't look at
the stock. Most people look at
earnings, and earnings poten-
tral. Well, T can’t get into that
game. This is a small Tittle outfit
here, (o (ry to compcete with the
big brokerage house analysts
with all their conncctions and
all their information. Perfectly

legitimate information; they'll

o the plant, they'll talk to
the competitors, it's a very time-
consuming thing, but a big or-
ganization can afford it.

Q: And you just analyze the com-
pany's financial reporis?

A: Yes, basically. We get a
fecling, if we can, about what
we think the company is worth.
And make an investment if we
think the price is rcasonable.
Sclling is, of course, the most
difficult, because—how high is
up? When you sell something,
and I've done it so often, you
don’t really like to look at it
aflerwards. 1 think we bought
some Longines-Wittnauer
Walch for $10 or $11 a share. It

went up to $20, and I thought,
“Qooh, that’s a great price.”
This thing went up to $200 a
share. . . .

0: Ak, well

A: I had some Clark Oil at 9,
and sold it at 27, and then it got
up to 260. So I mean—the gi-
gantic moves that I missed! But
I thought 100% and 200%
profits were pretty good. |
didn’t realize the really great
moves that some of these stocks
could make. -

Q: But these nioves came ina
really wild bull market, didn’t
they?

A: That's truc. They were
made in the '68 or '72 markets,
which really were not good
markets for us. Some of the
things that took off just went
through the roof, and 1 wasn't
involved in them. That’s life.
You don't try to play the other
guy's game. You play the things
you do, that you feel comfort-
able with, and Edwin and [ are
comfortable with this kind of

thing.

Q: How do you know when to
sell?

A: That's the hardest. Take
Clark Oil. At 27, that stock had
tripled. And what did they
have, a bunch of gas stations in
the Midwest; they sold gas for a
couple of pennies less than the
average gas station. They
started with one; they had 3,400.
The man who controlled it was
an old man; what was he going
to do with it. The big compa-
nies? If they wanted to, maybe
they could have cut their prices.
And normally, in the past, the
people who made money in the
oil business were the producers,
not the refiners. So I sold it, and
I told you what happencd.

Q: What do you think of the oils
these days?

A: The big oil companies
today are obviously worth more
than they're selling for. I mean,
Texaco is obviously worth more
than $35 or $36 a sharc. Pcople
think, “Oh, that can’t be taken
over,” so they don’t pay more
than that for it. But it pays a §3
dividend; there are a lot of as-
sets. Pcople worry about what
the price of oil will be in the
future. There are lots of reasons
why one won’t do it, but it’s got
a nice return while you're wait-
ing and it’s a big company and
you couldn’t replace it for what

it sells for. .
Q: What's your upside target?

A: If Texaco went to $45 a
share, "what” would onc  do?
That'd be a nice profit, up 10
points. But when it gets up
there, you start thinking, “Well,
iU’s selling up here for a reason.”
It starts feeding on itself. That’s
why it's much more difficult to
know when to sell than when to
buy.

Q: Walter, what other values do
you see in the market now?

A: I gave them to you. That
was it!
Q: That's it?
Continued on Page 22
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A: I don’t think the market
is so cheap that there are that
many things around to buy
now. Although Pl ride what 1
have. I'lt give you one more that
I think is good value—Crown
Zellerbach.

Q: Around 34, Crown Zellerbuch
isn't exactly cheap, ’

AT But s ;ood value. You
have Jimmy Goldsmith inter-
ested in it, you've got the poison
pill. they're trying to keep him
out. . .

O: What's its book?

A: Oh, its book is around 34,
but P've probably got it worth
about $100 a share, with all
their timber reserves and cvery-
thing.

Q: You think Jimmy Goldsmith
will win?

A: 1 don't really have an
opinion on it—he probably
won't, because they've made it
difficult. But basically, all these
companies have assets.

Q: How about some more exam-
ples?

A: We tend to be more, 1
wouldn't_say, into “heavy in-
dustry.” but industrics which
are having problems. Northwest
Industrics—Lonc Star Steel—

here's a company which used to

carn a lot of money, and no-
body seems to want it anymore.
It's a pretly good company, in a

en down, but if you really don't

know, it’s better not to get in-
volved.

not-so-good industry. We tend
to_be involved in that Kind of
thing, rather than in a go-po—1

don’t want to be in the com-
puter industry, or things like
that, where T don’t really under-
stand those companies. There
are so many of them, and they
all seem to have the same kind
of names—ComputerLand, etc.
Q: You don’t think there are
some cheap stocks now in high-
tech?

A: 1 don’t understand high
tech. I'm sure there are proba-
bly good buys in some of these
companics that have been beat-

Q: What else are you in?

A: We have a stock that has
gone through a lot of problems,
and it may not make it for us.
That is Northwestern Steel &
Wire. Northwestern Steel has
got a high book—it had a pretty
good record over the ycars, but
they got themselves into prob-
lems now. [ don’t know whether
they're going to dig out of them
or not. Maybc things will turn
around a little better for them.
Q: What's troubling it?

A: [ blame both labor and
management, over the ycars.

Labor, because they demanded
these  high prices for their
wages; and management, for
giving it to them, and passing it
on to the consumer. Now
they're having trouble compel-
ing with the Japancse. 1 go
along with a lot of the Reagan
Administration’s points of view,
but I would like to see them slap
some tariff increases on a lot of
Japancse products. I bet you the
next day, the Japancse would
suddenly allow our products
into their country. I'm sort of
incensed about what the Japa-
nese have gotten away with over
the years. And I think the basic
industries are important for
America to have.

Q: Are you holding out much
hope for Northwestern Steel &
Wire?

A: 1 don’t know. The stock
has taken an awful beating. The
workers know that; it's to their
advantage to work as well as
they can. They spent a lot of
moncy on a Northwestern Steel
& Wire plant, and you'd think
that thosc fellows would all
want to be successful. But I do
think there’s unfair competition
from Third World countries.

Q: So you're not buying more
Northwestern Wire stock?

A: No, we're not really buy-
ing anything at the moment.
And we don’t have a profit in
Northwestern Steel & Wire that
we own. It docs have problems.
I can’t say that enough. On the
other hand, I do think it’s got a
lot of value there. It may be (hat
there’ll be more mergers in the
steel industry.

Q: What do you figure the value
of Northwestern is?

A: More than the present
market price. There arc a lot of
impondcrables. This is not a
company that’s being liqui-
dated; this is a company that is
a going concern. You'll have to
secc how things dcvelop. Hey,
listen, if I had known a lot of
the problems they had, 1 might
not have bought it in the first
place!

Q: What else do you own?

A: Well, we have some Xe-
rox. Now, Xcrox has gone up
somewhat. Xerox has got prob-
lems, but it's got a lot of cash
flow. And Union Carbide.
These companies have huge as-
sels; they've got problems. How
are they going to work their
problems out? I don’t know. But
the public doesn't seem to like
to buy problems. Take Union
Carbide. It’s a good value stock.
But they had a terrible break
with Bhopal. That happens
once in a while when you're
invested. You buy something,
then something terrible happens
and hurts the market price. But
it doesn’t really change the val-
uation; just the way people look
atit.

Q: Xerox has been on the sick list
Jor a long, long tinte now.

A: In retrospect, manage-
ment probably shouldn’t have
bought Crum & Forster. But
they maybe felt they gave it
some stability. The thing about
buying companies is that when
a big company buys, it pays a

Continued on Page 24
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pretty  good  price for what
they're getting. It you're on the
receiving end. that's great. But
if you're buying a company and
paying a big premium for it
that creates a lot of problems
later on. Obviously, a com-

pany’s not going o sell out if

they think the price is oo low.
So the company that's buying
has to be pretty sure that they're
getting good value for what
they're paying. So that's why
I'm really not much of a buyer
of companies: 1 like to be the

guy on the other end, being
taken over.
(: What makes you think Xerox
is a value?

Az Its a high-tech stock, and
I really shouldn't be involved in
it. It just pays $3. a pretty good
dividend. and it seems to be a
generic name. It has a huge cash
flow, and [ don't know what
they're going to do with that.
But 1 assume that they won't do
something silly, although I must
say I think they probably have
in the past.
Q: So there's alittle bit of an act
of fuith at work here?

A: Yes. [ really shouldn't be
involved in an act of faith, but
one of the problems is, there

aren’t as many cheap stocks as
there used to be.
Q: Why not just hold cash?

A: We've never really done
that. We've been always fully
invested. Which may be good.
and may not be good—it's psy-
chological. I find I'm more
comfortable being fully invested
than I am sitting with cash.

: How about another nanie?

A: I gave you a pretty good
run-down there. We do have
Florida East Coast Industries.
() There's a new name!

A: But we paid a lot less
than the present price, so | don’t
reccommend anybody buying
Florida East Coast Industries
now. They've got a huge

amount of real estate in Florida.
It's onc that I'm going to ride,
because I think the values are
there, but I can’t tell you when.
And there’s a risk if things don’t
lgo right, maybe iCll go down a
ot.

Q: Will they ever sell that real
estate?

A: Sooner or later, they
should do something with that
real estate. They certainly aren't
giving the stockholders any type
of return or dividend. They do
have a very profitable railroad,
and we should be treated, some-
where along the line, as stock-
holders, even though- St. Joe
Paper controls it—though I may
be mistaken. So I would own it,

cven though I wouldn't recom-
mend buying it.
Q: It's trading where these days?

At Around 40.

Q: Where did you buy it?

A: The last I bought was at
the equivalent of 6. We did buy
the stock cheap. [ like to diver-
sify, and 1 didn't have any real-
estate stocks,

Q: Walter, have you ever dabbled
in options or anything like that?

A: Never bought an op-
tion—well, I can't say never. |
did it once. The market was, |
thought, very low, and 1 bought
an index option. I decided I was
never going to do it again. 1
don’t scll short, 1 don’t do any-
thing with futures— those are all
exotic areas that may be good
for the brokers;- 1 do not think

| they're good for us.

Q: You don't write options
against stocks in your portfolio,
either?

A:  Right. Because that
freczes me. If the market goes
up, then I can’t do anything
about it. I like mancuverability.
Aund dealing with the options |
find a distraction. Life is—you
gotta limit yourself a little bit.

Q: We get the sense that you
have a kind of “'fair-to-middlin' "
view of where the market’s going
thisyear. . .2

At I have no opinion on the
market. Graham used to have
this theory that if there were no
working capital stocks around,
that meant the market was too
high.
Q: Why's that?

A:  Becausc historically,
when there were no working
capital stocks, the market col-
lapsed. That worked pretty well
till about 1960, when there
weren’t any working capital
stocks, but the market kept go-
ing up. So that theory went out.
I simply say, if there are not too
many valuc_stocks that I can
find, the market isn’t all that
cheap. If it werc very cheap,
there'd be all these stocks float-
ing around. On the other hand,
I"don’t sce the markel way over-
valued. If the market were way
overpriced, I wouldn't own any
stocks.

O: But you said you've never
gone to cash,

A: I never have. There's al-
ways a first time. I mean, if the
market really went crazy, and
you'd say, “Well, I just have to
sell, the prices are just out of
this world. Xerox is 125. ..
That kind of thing. But I
haven’t cver had that position
up to now, and I sce no reason
to think it'll happen. We just
keep on slugging away, trying to
find cheap stocks. It's just a
little tougher.

Q: You and an increasingly large
crowd of “value’ investors,

A: Kind of scary, the fact
that so many people are focus-
ing on Ben Graham’s approach,
and all these people are writing
it up. That may be an indica-
tion—what do they say about
the front cover of Time, or Busi-
ness Week? “Watchout. ., . »

Q: You're safe, Walter. This is
Barron’s. Thanks loads, i
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