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Philadelphia & Reading

A Case Study in Capital Allocation




GRAHAM-NEWMAN CORPORATION
NEW YORK
INVESTMENTS IN SECURITIES
JANUARY 31, 1955

No. of
Shares MARKET VALUE
= (Continued) JAN. 31,1955

Industriels (continued)
Forward $1,463,367
1,300 Greif Bros. vooperage Class A 32,988
1,400 Gruen Watch Company 20,650
500 Hart, Schaffner & Marx 16,062
900 Hercules Motors Corporation 17,325
1,000 International Packers Ltd. 15,875
100 Jenkins Brothers (Non-voting) 3,450
1,800 Kalamazoo Stove & Furnace Co. 4,050
300 I. B. Kleinert Rubber Company 6,262
200 Mandel Bros., Inc. 1,375
25 Marshall-Wells Company 6,975
900 Miami Copper Co. 35,550
220 Millers Falls Co. 5,995
2,200 Monterey 0il Company 6,175
1,900 Mohawk Rubber Co. 27,787
2,000 Moore Handley Hardware Co. 13,750
600 Motor Products Corp. 13,050
4,368 Nathan Straus-Duparquet, Inc. 25,662
1,300 National Department Stores

Corporation 24,050
2,300 New Yors Merchandise Co., Inc. 24,150
40,000 Pniladelphia & Reading Coal & Iron Co. 550,000
2,500 Pressed Metals Co.of America,Inc. 33,750
5,075 Publicker Industries, Inc. 58,362
7,600 Reo Holding Corp. 213,750
1,500 Rockwood & Co. 137,250
800 Reliable Stores Corporation 23,500
2,500 Reliance Manufacturing Co. 34,375
500 Sargent & Co. 7,125
800 Schenley Industries, Inc. 19,800
220 Shuron Optical Company, Inc. 8,855
100 Singer Manufacturing Co. 4,100
1,000 Spiegel, Inc. 11,625
945 Timely Clothes, Inc. 16,065
1,450 Todd Shipyards Corporation 89,900
1,350 Tyer Rubber Company 17,212
50C Willys Overland Motors, Inc. (stubs) 1,665
$3,061,882

A Case Study in Capital Allocation: Philadelphia & Reading

In 1955, Ben Graham took control of P&R. Over the next 12 years, Graham
transformed P&R from a failing coal mine into a high-return holding
company.

Here's why P&R was Buffett's:

- Largest investment
- Berkshire template
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BUBINESS & PRODUCTS

Thiz is one of the leading producers of || | HISTORY |
anthracite cqal. The total productlon from Incorporated in Pennsylvania on Jan. 1, 1845,
the company’s owned lands, controiled lznds as consolidation of predecessor of same name
and other lands, and by tenants, in 1949 and its wholly-owned subsidiary, Reading
amounted to about 209, (1948, 219%) of the Iron Co. Predecessor was incorporated in
total of the industry. Anthracite coal is used Pennsylvania in May, 1871, as Laurel Run

chie for domestic heati hs, i Improvement Co.; name changed in Dec., 1871,
ﬁcu]gryly in the northe?a§1 e'll.,gl gec ig:ﬂzfptage On Feb. 26, 1937. predecessor filed petition in
country. Also produces briquets. J. S. District Court for Eastern District of
Son Pennsylvania for reorganization under sec-
o gggiﬂt::lrctl?asl:l:ﬂa{;gnl-ﬂ;e%m Iz;‘(;dgic& tlonrt77B of Bz?jnkruptcy Aict.LOn Jlune 2, c1194-2.
mar. anthra court approved a reorganization plan. and on
and ‘l))itumﬁ\ous coal and other solid fuels pro- July 10, 1944, after various amendments, con-
?tgclexg) é)sytgtgteggi_ gompany‘ leaaul certain of firmed plan as amended (for detalis see
roducers, and leases from
others lands from which it and le uce
anthracite coal. £ d le.'”" prodiibe
Company’s principal markets f
: for anthra :
g e Mo BRI R WS i
> a. & 3
ket includes Middle Western 'Stg‘f’:ga.r’ Rt P.&R being run, as Hyland described it later, “as
Anthracite Production ( prie G : R P S i = i
Com n m ton.)! X SH o a fine old nonprofit institution like the Girard School” by
1954__ 3.7 a&s; * Othm 5 R .Totgl % a board dominated by Philadelphia Main Liners. Neverthe-
1953--:: 4:008'765 - %'%%fggg 4-_880.692 less, the fine old nonprofit institution had done pretty well
1952.___ 5,182:563 - o'm0a’ - 6,217,594 from 1946 on, thanks to World War II, which had artificially

Sl 4 S P 4
1351--__ 5,005,064 »!ﬁ‘s:siséogsg (5 mﬂ:QEl:g% inflated the demand for anthracite, delayed the conversion

1949 ___ 933,930 ,659,3 8,532'313 of heating facilities to gas and oil, and created a profitable
R - forei Ket.

1948 ____ 639,923 787942 11 294 foreign mar!
1947720 7078698 410800;  1421.865
194620 7169884 4$§{ “}x.%m

P&R was "a leading producer of anthracite coal." Anthracite was a dying
market that had been "artificially inflated" by a postwar boom. And the
boom allowed P&R to do "pretty well from 1946 on" despite management
that ran the company "like a fine old nonprofit."

Enter Ben Graham
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PHILADELPHIA & READING, INC.
(i thousands except per share amounts)
Year ended December 31
1952 1951 1950 1949 1948

Net sales 67,696 73,379 69,721 65,748 87,764
« :
Gross profit-cecmmvevsmysvenmrersrirensrs v e 4,462 2,738 4,446 3,812 6,106 I kept Saylng
PEERE L L Ll > to myself that a man is a fool to buy anything but P. & R.
1,530 81 2017 1323 3646 —it was my kind of conservative, foolproof, blue chip: a
L o m w . et ? .
profitless company in a failing industry with no growth in
Net profit 2854 6046 43800 =
Shares outstanding 1409 _ 1428 _ 1428 sight.
Net Profit Per Share ............vvreveverieriens coieienns 2.03 4.23 3.36
Return on beginning ' equit 6% 14% 11% 9% 15%
Cash & investments 4,154 6,854 6,143 5172 5,341
Receivables 8,819 7,421 5,677 4913 5832
Inventories 8,427 6,751 6,547 6,743 8,030
Prepaid 665 398 472 548 396

Current asses .. 22066 21423 18839 17376 19,599

Property, plant & equipment, net 29855 29472 32334 31,553 30,093
Gasiwll &z e e foreign market. And it was tailored to Graham’s specifica-
Total assets. 53,605 52,436 52,683 50,659 52481 b - k.
tions for an attractive investment. The book value of the
Payables 4,240 4,060 3,449 2914 3,639 H P i i
PR Yot tee e doky  don stock in 1952 was $31.87 and the stock was selling in the
CUTent Habilities ...........coorrovvriiorrrrrciisncee G191 5455 6,798 5,654 8550 15-t0-$20 range. There was plenty of elbowroom for smart
S S, iwida s @6 ivEl i mz_m_agement to make immediate m_xprovements u} operatx_ng
Deb, including short-term 1050 1850 2424 3194 3425 efficiency. The company was carrying enormous inventories
Equity 44,904 44271 42,638 40,551 39,369 3 TH 0
Total liabilities & equity .....................c.c................ _53.605 _52436 _52.683 _50.659 _ 52481 of coal on the g"’uf‘d (about.$5 million Worth) » which could
be reduced forthwith. Most important, P. & R. was slowly
T S . 8  oE  @n g9 &6 liguidatin xtsel_f .and was _increasin ly overcapitalized.
! equity per share 3187 3100 2986 2821 2733 Through depreciation and depletion, the property account
was being converted into current assets, and the company
Share price — high .. 2050 1750 1638 1988 2138 had almost no long-term debt.

Share Price — IOW ......o.viiiuiiieiiininneins e 1563 1300 1163 1113 1400

Why'd Graham like P&R?

Three reasons: "room for smart management to make improvements"; an

"overcapitalized" balance sheet and "enormous" inventories; and an $18
stock vs $2 of EPS and $32 of equity.

"It was tailored to Ben Graham's specifications as an attractive
investment."
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GRAHAM-NEWMAN CORPORATION
NEW YORK
INVESTMENTS IN SECURITIES
JANUARY 31, 1953

No. of
Shares
OTHER SECURITIES- N _STOCKS (! )
Industrials (continued)
Forward
4,500 De Vilbiss Company
600 Diamond T Motor Car Co

Dictograph Products Co

2,500 Easy Washing Machine c:mporauon-clnu B
45,950 Flagg Utica Corp.

General Cigar Co.

240 Gisholt Machine Company

500 Grief Brothers coapernge Corp. Series "A"
500 Hart Schaffner & Marx

400 Hercules Motors corporauon

300 Howe Scale Company
600 Jenkins Brothers (Non-voung)
900 Jones & Lamson Machin

) Yoagizio Stovs biRuriase Company
300 I. B. Kleinert Rubber Company
Lamson Corporation

Lit Brother:

1,500 Mandel Bros., Inc.

Manhattan Shirt Company

2§ Marshall-Wells Company

400 Miami Copper Co.
2,300 Monterey 011 Company
Namm's-Loeser's, Inc.
4,000 Nathan Straus-Duparquet,
21300 National Department Stores Corporation
New York Merchandise Co., Inc
500 New York Shipbuilding Corporation-Participating
1,000 New York Shipbuilding Corporation-Founders
600 Pacific Mills
Philadelphia & Reading Coal & Iron Co.
1,400 Real Silk Hosiery Mills, Inc.
900 Reliable Stores Corporation
Rice-Stix, Inc
200 Sargent & Compan;
220 Shuron Optical Company, Inc.

945 Timely Clothes, Inc.
450 Tyer Rubber Company
1,500 Wealdon Corporation
500 Youngstown Sheet & Tube Company

MARKET VALUE
JAN. 31, 1953

$3,482,125

377,162
18,075
26,857
26,750

3,800
7,040
12,521

liquidating itself and was increasingly overcapitalized.
Through depreciation and depletion, the property account
was being converted into current assets, and the company
had almost no long-term debt.

Graham bought 60,000 shares of P. & R. at $18 for

Graham-Newman Corp., one of the partners’ highly suc-
cessful, closely held investment trusts. A number of New
York investors had moved in with Graham to pick up an-
other 60,000 shares, and subsequently Graham-Newman
bought 40,000 more shares, at lower prices. There was not,
however, any group organized behind Graham to stage a
raid. And that he had anything so crude in mind as liquidat-

$5,134,580

No spot for a mere theoretician

Despite all the hallmarks of a “Graham-Newman situa-
tion,” a man of lesser faith than Hyland might have been
discouraged by what he soon learned about Graham’s tribu-
lations inside the company. Whatever Graham intended, it
soon became painfully apparent that P. & R.’s foreign busi-
ness was falling apart with the recovery of the European
coal industry, that the brief bulge in domestic demand for
anthracite was collapsing, and that anthracite was once
again resuming its thirty-year-old downhill slide. P. & R.’s
sales slumped from $67,700,000 in 1952 to $57,130,000 in
1953, profits from $2,840,000 after taxes to $100,000. But
P. & R.’s management kept on digging and piling up coal,
despite declining markets and suicidal price wars.

Graham paid $18 for P&R in 1952. But "whatever Graham intended, it
soon became painfully apparent that P&R's foreign business was falling
apart, that the brief bulge in domestic demand was collapsing and that
anthracite was once again resuming its thirty-year-old downhill slide."
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(in thousands except per share amounts)

Net sales

Gross profit ...
gross margin
operating margin

Net profit

Shares outstanding
Net profit per share .........

Operating profit ...............ooo..coorvveeiras

PHILADELPHIA & READING, INC.

Year ended December 31

46,457
-19%

(388)

(3.297)

7%

(2,807)
1,409

57,134
-16%

2,361
4%

(635)

1%,

214

1952 1951 1950
67,696 73379 69.721
5% 5 %
4462 2738 4446
%
1,530 81 2017
0% %
2854 6046 4,800
1,409 8 _ 1428

1949

65,748
_25%

3,682
1,428

1948

87764
13%

6,106
7%

Cash & investments
Receivable:
Inventories
Prepaid
Current as

Property, plant & equipment, net
Goodwill & other

Total assets

1241

1,591
8,167
10,623

20,933

29,091
1,610
3

5172
4913
6,743

Return on beginning sharcholders' equity A 0% 6% 14 11% 9% 15%

5,341
5,832
8,030

4154 6854 6143
8819 7421 5677
8427 6751 6,547
665 8 472
22,066 21423 18839
20855 29472
1685 1,542

53,605 _52.436

33605, 52436

19,599

30,093

Payables 2980 4240 4,060
Acerued & other 983 39

Current liabilities ... 3963 6,191 5 6798 5654 8,550
d taxes & other 1767 1460 861 1,137
ading short-term 1750 1,050 1,850 3425
44154 44904 44271 39,369
Total liabilities & equity 52,481
Net current asset value per share 1L1S 1080 1052 989 673 597 534
Shareholders' equity per share ........ 2614 3133 3187 3100 2986 2821 2733
Share price — high . 1400 1875 2050 1750 1638 1988 2138
Share price — low . 750 888 1563 1300 1163 1LI3  14.00

Hyland now regards as a puritanical antipathy toward in-
vestment and speculation. Hyland has often mused since then
on the prevalence of this view among intellectuals, and de-
plores it because, he feels, it makes them mere observers
of one of the great currents of modern U.S. life. He himself
is now in the current up to his neck.

“A fine old nonprofit institution”

What Hyland mainly observed was that the dead hand
of Hyland tradition had led to an unproductive use of capital
and was throttling his personal cash flow. He began in 1950
selling off the real estate, and at the same time began study-
ing the writings of Benjamin Graham, the dean of value
analysts and then a partner of Jerome Newman. G ?
The Intelligent Investor, Security Analysis, and other works
Hyland came to regard as “among the most intelligent books

have ever read.”* Then, in 1951, with about $30,000 capl-

5

tal and with Graham's theories about undervalued stocks
very much in mind, he began investing. Tom Hyland had
* Bae-partuer Newman says rather tartly, “We had o very good thing
in the 1030's then Ben had to go and write a book about it, and o
‘everybody knows how To do i (ie., find undervalied stocks):

two basic rules: “no diversification, no so-called blue chips.

1952 that Tom Hyland suddenly became inter-
ested in Philadeiphia & Reading, largely because he learned
that his mentor, Benjamin Graham, had taken a position in
the company. Graham and Newman had made fortunes
through their shrewd moves in and out of other special situ
ations. In the depression they had liquidated failing New
England textile mills at a considerable profit; they had
bought American Tube Works and sold it to Phelps Dodge
at a nice profit, too. In the postwar years they had bought
and sold several properties, including the Atlantic Gulf &
West Indies Steamship Lines, which Newman split up and
disposed of to various buyers. When Hyland learned that
Graham-Newman had moved into the P. & R. situation, he
umed along with the financial world generally that G
ham must have some plans for the company, such as liqui-
dating some of its assets.

But did Hyland, back on his Maryland farm, find this dis-
couraging? Not at all. Hyland perversely became more in-
terested than ever in P. & R. stock. In his opinion, if it had
been undervalued at $18, when Graham took a position, then
it was even more of a bargain when it fell to $13 in 1953.
Hyland further reasoned that the situation had to get worse,
and the worse it got, the more probable it was that someone,
sometime, would do something. He was also intrigued by
P. & R.’s 350 million tons of anthracite waste and figured
that someday someone might do something about that. Sure
enough, early in 1954 the situation did get worse. With sales
still dropping and with the company headed into the red, the

stock dropped below 10 (it hit a low of 714), which put the

price below the net current assets per share ($11).

"Catastrophic" results pushed the stock down from $18 to $7. The decline,
along with the fact that "Graham had made fortunes through shrewd

moves in and out of other situations," attracted coattail investors who
"followed him into P&R."

One of those investors: Warren Buffett




He paid close attention to what was going on in the back where
the partners—Ben, Jerry, and Mickey—worked. Ben Graham was
on the board of Philadelphia and Reading Coal & Iron Company,
and Graham-Newman controlled the company. Warren had dis-
covered this stock on his own, and by the end of 1954 he had put
$35,000 into it. Warren eavesdropped with fascination.18 Phila-
delphia and Reading actually wasn’t worth much as a business.

But it was throwing off extra cash, which it could use to transform
itself into a better business by buying another company.

“I was just a peon sitting in the outer office. They bought the Union
Underwear Company for Philadelphia and Reading Coal and Iron,
creating what became Philadelphia and Reading Corporation.19 That
was the beginning of the company’s transformation into something
more diversified. I was not in the inner circle, but I was terribly inter-
ested, knowing something was going on.”

What Warren was learning about by keeping his ears open
was the art of capital allocation—placing money where it would
earn the highest return. In this case, Graham-Newman was using
money from one business to buy a more profitable business. Over

time, it could mean the difference between bankruptcy and suc-
cess.

Transactions like this made Warren feel that he was sitting on
the windowsill looking in at high finance as it was taking place.
Yet, as he soon found, Graham did not behave like anyone else on

He had never needed motivation to try to work his capital as
hard as possible, and now he sat in the office at Buffett-Falk with
his feet on his desk, searching systematically through the Graham
and Dodd book for more ideas.8 He found a stock, Philadelphia and
Reading Coal & Iron Company. He bought Philadelphia and Read-
ing Coal & Iron shares himself and sold them to his aunt Alice
and Chuck Peterson. When the stock immediately dropped to $9 a
share, he saw that as a reason to buy even more.

[12. In the letter to David Elliott noted above (February 5, 1955), Buffett
explains that Rockwood is his second-largest position (after Philadel-
phia & Reading, which he did not disclose) and writes that Pritzker “has
operated quite fast in the past. He bought the Colson Corp. a couple
years ago and after selling the bicycle division to Evans Products sold
the balance to F. L. Jacobs. He bought Hiller & Hart about a year ago and
immediately discontinued the pork-slaughtering business and changed
itinto a more or less real estate company.” Pritzker, he writes, “has about

half the stock of Rockwood, which represents about $3 million in cocoa

value. I am quite sure he is not happy about sitting with this kind of

Buffett started buying P&R in 1953. He bought more when the stock fell to

$9. And "by the end of 1954 he had put $35K into it," making P&R his
"largest position" and accounting for more than 35% of his net worth.
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PHILADELPHIA AND READING

**Richard P. Brown,

Director, Minneapolis-

Honeywell Regulator Company,

Philadelphia, Pa.

*Patrick H. Burke,
Attorney-at-Law,
Shenandoah, Pa.

Edward G. Fox,
§President, Reading Anthracite
mpany,
Pottsville, Pa.
#Jacob A. Goldfarb,
President, Union Underwear
mpany, Inc.,
New York, N. ¥.
Benjamin Graham,

§Chairman of the Board,
New York, N. Y.

f#Louis A. Green,
Stryker & Brown,
New York, N. Y.

.@'ﬂe{/m«

}Thomas Sheridan Hyland,
New Windsor, Md.

Percival E. Jackson,
Attorney-at-Law,
New York, N. Y.

#William E. Kidd,

Stein Bros. & Boyce,
Baltimore, Md.

Arthur Littleton,
Attorney-at-Law,
Morgan, Lewis & Bockius,
Philadelphia, Pa.

#Robert J. Marony,

52 Wall Street,
New York, N. Y.

John McDowell,

Senior Vice President,

The Phila. National Bank,

Philadelphia, Pa.
tHoward A. Newman,

§President,

New York, N. Y.

CORPORATION

{1Benjamin D. Palmer,
Alex. Brown & Sons,
Baltimore, Md.

H. Marshall Stecker,
President, The First National
Bank of Mt. Carmel,

Mt. Carmel, Pa.

Theodore W. Stemmler,
Chairman of the Board,
Dumont-Airplane & Marine
Instruments, Inc.,
Clearfield, Pa.

#Sidney R. Winters,
Partner, Abraham & Co.,
New York, N. Y.

* Resigned effective February 24, 1955.

** Resigned effective March 31, 1955.

11 Resigned effective November 28, 1955,
# Elected September 22, 1955.

The New York-Baltimore axis
worked out an understanding with
the P. & R. board that the young
man’s job was to be the important
one of seeking out companies for
P. & R. to buy. Apparently no one,
including Jerome Newman, had any
further ideas at that point about the
role Micky would eventually play.

ﬁ//ﬂ%}

Chairman of the Board of Directors
President. ..
Executive Vit
Vice President...............
Vice President and Secretary
Vice President (Finance). .. ..
Treasurer and Controller. .
Assistant Treasurer. ... ...

-Benjamin Graham
....Howard A. Newman

Assistant Treasurer. .

Assistant Secretary....................... Robert M. Lloyd
Assistant Secretary................ -William G. Fitzpatrick

Graham took over P&R in May 1955. He "proposed turning it into a
holding company, using its considerable cash resources to diversify, and its
considerable tax losses to offset profits." And he gave his partner's son
Howard Newman the job of finding "companies for P&R to buy."
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/. President’s Letter Casting about for likely compa-
nies that . & R. might buy, the
Newmans remembered o man they
had onece met, named Jacob A.
Goldfarb, president of Union Un-
derwear Co. of New York. Jack
Goldfarh’s is one of the great suc-

make out. His Union Underwear is
actually the biggest maker of men’s
underwear in the country (volume
in 1955 was better than $27 million).

The Newmans looked up Gold-
R oo e s farb. The timing couldn’t have been
better. Goldfarb, then sixty, was
worried that his business might be
liquidated if he died. He had talked

Newman approached Jack Goldfarb about selling Union Underwear. The
company licensed the Fruit of the Loom brand and was "the biggest maker
of men's underwear in the country." "The timing couldn't have been
better," and Newman struck a "beauty" of a deal.
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The deal Micky Newman finally
concluded with him was a beauty
for P. & R.: Goldfarb was to get
$2,500.000 in cash, and $9 million
more to be paid within five years
out of Union’s earnings at a rate of

not more than 50 per cent of pre-
tax earnings. He was also to get $1
million worth of P. & R. stock.
Goldfarb could have got $5 million
more in cash out of one of the other
deals. “But I don’t need the

(1) In connection with its diversification program, the Cor-
poration through one of its formerly inactive subsidiaries,
now named Union Underwear Company, Inc. (a Massa-
chusetts corporation), purchased on August 31, 1955,
pursuant to a Purchase Agreement dated August 26, 1955,
substantially all of the assets and business (subject to
their liabilities) of five companies engaged in the manu-
facture and sale of men’s and boys’ underwear, T shirts
and athletic shirts.

The aggregate cost of inventories and fixed assets
acquired under the Purchase Agreement has been ap-
portioned between these assets on the basis of the ratio
of the inventories, priced at the lower of cost or market
to the amount of a tentative appraisal of fixed assets as
of August 31, 1955 submitted by The American Appraisal

In August 1955, T was one of five employees, including two secretaries, working for the three managers of
Graham-Newman Corporation, a New York investment company. Graham-Newman controlled Philadelphia and
Reading Coal and Iron (“P&R”), an anthracite producer that had excess cash, a tax loss carryforward, and a
declining business. At the time, I kad a significant portion of my limited net worth invested in P&R shares,
reflecting my faith in the business talents of my bosses, Ben Graham, Jerry Newman and Howard (Micky) Newman.

money,” he says. “I give much of it
away.” He liked Micky Newman
and trusted him to keep the bus-

iness intact

This faith was rewarded when P&R purchased the Union Underwear Company from Jack Goldfarb for $15
million. Union (though it was then only a licensee of the name) produced Fruit of the Loom und The
company possessed 85 million in cash — $2.5 million of which P&R used for the purchase — and was earning about
$3 million pr nings that could be sheltered by the tax position of P&R._And. oh yes: Fully $9 million of the
remaining million due was satisfied by non-interest-bearing notes. payable from 50% of any carnings Union
had in excess of ST million. (Zhose were the days: I get goosebumps just thinking about such deals.)

N~

D

\Worrer] BupfrTi 200l LevTel
o

Just how beautiful?

P&R paid $12.5M (net) for $3.0M of pre-tax earnings. And they financed

$9.0M of the $12.5M with a non-interest-bearing seller note "payable
from 50% of any Union earnings in excess of SIM."

The deal was so good it gave Warren "goosebumps."

turtlebay.io

10



Hix next move, in February,
1956, wax to buy another profitable,

well-run family firm, Neme Boot
1 In connection with its diversification program the

0, 1 ('Iill‘k.\'\'llll‘. l CHNOSSeC, Corporation through its subsidiary now named Acme
R a . Boot Company, Inc. (a New York Corporation) ac-
Chough o relatively small company quired as of February 24, 1956 substantially all the
. - O assets and assumed certain liabilities not including
(its sales were then $7 million and Federal income and State Excise and Franchise taxes
- of the former Acme Boot Manufacturing Company,

are now $14,500,000 a vear), Aeme Ine.

is the country’s largest maker of

moderate-priced cowboy, outdoor,
and  Wellington  hoots,  Newman

otatocs. But— would you believe i

used tax eredits aceruing from the ~

abandonment of some old mining )

property and he got a good buy; Warred BFFaTTS 200l LeTrel
-3

the price he paid was 83,225,000, or
nearly four times earnings. By the

It gets better.

A month after the Union deal closed, P&R bought Acme Boot, "the

country's largest maker of moderate-priced cowboy, outdoor and
Wellington boots." They paid four times earnings and financed 50% of the
purchase price with a non-interest-bearing seller note.
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Wall Street has watched, almost with an air of unbelief,

PHILADELPHIA & READING, INC the market performance of the Philadelphia & Reading Corp.
’ Year ended Deceber 31. Some of the facts pertinent to the rise in its stock have been
s tososnttng s o s anoeenssescrtnno s | [well publicized—such as the fact that this dilapidated old

a9 sts wuse wen asasr se ees mam em eus soe | miner of hard coal lost $3 million in 1955 on $48 million in
e wm ame am e w e o R TR

sales, and last year, on $76 million worth of business, made

an after-tax profit of $7 million. This year P. & R. has been

a2 o7 s0w s e @9 s w200 ses | | doing business at a rate that will push sales to about $130

16809 18141 14900 1975 (88) 2361 4462 2738 4446 3812 6106
e am # 1% 2 o o % £

Operating profit

Natgotit [T esn s s ess asw e s | [million.
Shares ouisanding 173 _tie 12 1409 1409 1400 _rads L 12 _lazs
Nt profit per share (199 410
Rt on begivning srchoider e 1% Tme  iwe @i e o e we  m e Tw
MBI s 31279 3730 ALTIO 38199 46457 ST 669 73380 9720 65748 87765
Manufacturing Lasow s wws owrr - . Lo .
Netsales 7629 S04t ISt 4676 A4S 5B 6166 a0 @720 6574 §.76s
Royaly & other 2896 1817 15 _ 619 st 923 _1sds 628 _sisL _4200 _eom - -

EVEIUES v 79, 202 08w anas 4 Y 22 79, z 957 93, Jy . T onr < .

® 79075 $2260 B0SM 48295 47000 58056 69242 70663 TASTL 69957 93837 neat I'\ f“l“ t.“"(._\ carnings. l{\ tll('

3831 X 2311 (1388) (2.807) 214 2854 6046 4800 3682 5985 - ’ [ 4 3 ' I a L\ 2 t t ' \ .
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$R,650.000  post-tax  profits  (be-
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that vear, the company paid less
than $1 million in income taxes).

"Wall Street watched with an air of unbelief."
Over the next three years, Graham and Newman's capital allocation

transformed P&R from a "dilapidated old miner" losing $3M a year to a
growing holding company with $7M of profits and a 17% return on equity.
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P

(Warren Buffett's P&R investment to 1959 hold date)

CAGR Sale _ Purchase
(1959-1954) (1959) (1954)
Shareholders' equity per share 6% 42.05 3133
Multiple 53% 24 03
SharePrice seammnmenunmnnnnsmmE 62% 100.00 9.00
Multiple of invested capital 11.1
Dividends to invested capital 0.2

Philadelphia & Reading
(Graham-Newman's P&R investment to 1959 hold date)

P Sal Purch:
million. Its stock, which could have been bought at $7.50 a (wi;‘ffw (1:5; %
share only five years ago, would cost you about $50 today
—after a two-for-one split. Another well-publicized fact is || ghreholders' equity per share S0 42.05 3187

Multiple 27% 24 06
SBArEIPLiCe: suuviuessmsessssssmssssssemmsssnssamsrosns 33% 100.00 18.00

Multiple of invested capital 5.6

Dividends to invested capital 0.1

At a $9 purchase price, Buffett paid 2.3X 1956 EPS of $3.88 and just 1.3X

the $7.06 EPS after tax carryforwards. EPS grew to $6.19 in 1958 and the
multiple expanded to mid-teens. By early 1959, P&R's stock traded above
$100 a share.

Buffett's return (est):

-11.1X MOIC
-62% IRR
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Financial Highlights

Sales growth from acquired Return on common
and continuing operations stockholders’ equity
s

955 6 3

on stockholders’
about 22% in 1967.

Newman continued to build P&R into a diversified holding company,
buying everything from toy makers to steel mills. Then in 1968, Newman
and Graham sold P&R to Northwest Industries.

Graham-Newman's return (est):

-11.8X MOIC
- 18% IRR

turtlebay.io



Northwest Industries went on to compound in the mid-teens for the next

N30 000

12-31-75

The second categcry involves the managerial superstars — men who can recognize that rare pri
abilities that enable them to peel away the disguise.
tIndustries, Henry Singleton at Teledyne. E

who is disguised as a toad, and who have manageri

e, Erwir
1 Ser T ies. and ¢ Murphy at Capital Cities Com cations (a

wofer”, whose acquisition efforts have been properly focused in Category 1 and whose
talents also make him a leader of Category 2). From both direct and vicarious experience. we
difficulty and rarity of these executives’ achievements. (So do they: these champs have
se of their own shares to be the most

real manag

operati

recognize the
made very few deals in recent years. and often have found rep
sensible employment of corporate capital.) )

nan. unfortunately. does not qualify for Category 2. And, despite a reasonably good
ing concentration in Category 1. our actual acquisition
han our performance

Your Ch

understanding of the economic factors compe
lactivity in that category has been sporadic and inadequate. Our preaching was bette:
sn't count. building arks does.)

[We neglected the Noah principle: predicting rain do
We have tried occasionally to buy toads at bargain prices with results that have been chronicled in
¢ our kisses fell flat. We have done well with a couple of princes — but they were
y purchased. At least our kisses didn't turn them into toads. And. finally. we have occasionally
ai interests in easily-identifiable princes at toad-like prices.

lpast repc

D "

heen quite successful in purchasing fractior

Northwest Industries’ 70s game plan

Not everyone loves Ben Helneman but It's hard to dislike the company’s record

Ben Heineman’s Shrewd Poker Game

Starting with a relatively weak hand, he has already won a sizable pile of chips for
his Chicago & North Western Railway. Now, playing his cards shrewdly and carefully,
he's after far bigger stakes: the creation of a giant Middle Western railroad system.

two decades. And Buffett called Northwest's CEO Ben Heineman a
"managerial superstar" in his 1981 Berkshire letter.

turtlebay.io
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