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A journey throughthe investment stages of the man who b
against arrogance and puthe financial industry in check

Introduction

Financial markets arefe with stories about big companies,
banks and investment fundgoing hust or irredeemably
going bankrupt, mind-boggling trades and hedge fund
gATFNRA YI1Ay3 Y202
film adaptationofa A OK I S f
attention to the subprime dsis and the strongonviction
invesing strategy.By watching this movie, not only dide,
the PandaAgriculture & Water Fundeam?, rediscoverthe
book, which we hd read, it also prompted us todelve
further into 5 N . dzZNNE Qa
document humbly seeks to be the most complete
compilation of Dr. MichaelJ. Burry thoughts.

We hereby aimto reveal the ins and outs o relativel
unknown investment philosophy This appeared as a
necessityto us,in a hostile monetary environment in which
central banks manipulate the vauwf money and create a
& i NPYY23/ SW I NEB in Aifiahcina dssetg, Gespecially
stocks, securities and commodities, among others.

In this documentve have assemblebr.. dzZNNE Q a
track record, numerous investment casesinvaluable
statements abat general investmentissues and all his
operations-- buys, sells and shorts madefore histime as
amoney manager.

We want to contributeby makingfinancial knowledge less
cyclical and moranti-fragile®.

We are also interesteth promoting Dr.. dzNXMNddrehadox
value investingpproach When akedaboutour investment

FANI{ %A BpRQaghRvBusugltysaypthat our philosophys 50%value
[ ,Basrev@redipublicz 2 { and 50% global macra When it comes to analyzing

companies, we focuen critical value pointspaying special
attention to cash flow generation (somethiridyr. Burry also
does). A portfolio managersiowever,we also lookat the
global environment and macroeconomic trends. In fact, one

Ay @ SThisi Y S y df the rggsandar staptingkeandda wasur having identified

agriculture as one of thetrongestmacroeconomidrendsin
the comingdecades

Our intention is obviously noto take merit for other
peopleQ awork. Others have also made significant
contributions to unravelling Dr. . dzNNE QamentA y @ ¢
philosophy. We wantthank those people in advance,
starting with Michael Lewis, thauthor of The Big Shofta

book that we highly recommendnot only for telling Dr.

. dzZNI®Br@But also forits accurate description of the

K S R FiganchidR¥uBtre guts and plots.

Inasimmaryof Dr.. dzNNE Qa ( K 2 d3&sidawn ¢ NJ
twelve simpé points that capture his vision We are also
indebted to Tariq Ali, who runs the Street Capitalldbg

where we found a extremely interesting articleentitled

Why is a compilation of Dr. Michael J. . dZNNE Q qearning from Michael Burtywhichinspired us towrite this

investment philosophynecessarg

In science, knowledge is cumulativa finance however; it
is cyclical, with market participantsnaking the same
mistakes over and over agdirOne of our commitmentso
the finandalindustryisto keep alreadylearned lessons alive
in long-term collectivememaory?.

1 At the end of thisssay you will find a short descriptionénda
Agriculture & Water fun@nd our contact details.

2 First versionreleased in October 2018/e thank Gabriel
Colominag@GabrielCobffor his help in preparing this document
3Lé6pez Diaz, S.A NIl KRI @ &4 =
Equities Banks Research, February 2016.

4 In The Ascent of Moneiall Ferguson describesbout how
investment bankers andWall Sreet CEOswho have not

experienced recent crashes (1987, 1998, 2001) tend to
underestimate the possibility of anew cragha I NJ S a R2

i22 YdzOK.) YSY2NE ¢

. dzExare BMRyPRribag, 2 y Gkl 521 Sy

essay.

Dr.Burryhas astrictly traditional understanding of value-e

has said more than once that his investmerstyle is built

upon BSY DNI KFY |yR 5 BacRity 52 2
Analysis:

5 Taleb, N. NAntifragile: Things that gain from sbrder Penguin

Books, November 2012.

6 Lewis, M.The Big Short: Inside the Doomsday Machiile.W.

Norton & Company, March 2010.

¢KAY3a LQOS [ SI NyS§
about Investinghttps://25ig.com/2016/03/25/a-dozenthingsive-
learnedfrom-dr-michaetburry-aboutinvesting2/

8 Ali, T.Learning from Michael Burry.
http://streetcapitalist.com/2010/03/24/learningfrom-michaet

BB ¢ g8
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al!ff vye ait201 LAOLAY3I A& investmént diadyimvghieh he yiroté iadynv@stmemasdi
2% I YIENHAYy 2F al FSueéeé ® stdies Itis unfortunate that so little transpires onthe

But Burryis not an orthalox believerHe believes thathad
he been alive todayGraham himselfwould have used
hedging, options and other financial innovatiorBurnQ a
behavior suggests that heiews value investments a
broader concept-- he wsually picks techwlogical stocks,
YFERS | &LISOGI OdzAf +F NJ 60Si
now also invests in water and agriculture

Good ideas,such as value nvesting, have valuein
themselves Not acting uponnew ideas however, only
overexposegeopleto perpetuaing past mistakes ousing
inaccuate approaches in an evwehanging world. Bag an
outsiderto finance-- asDr. Burry was-- helps peoplekeep
an openmind. He also is a contrarian investhrough and
through, always looking for unfashionable stocksdan
focudng on in-depth research and developing analytical
skills. The Scion portfolivas highly concentrated, always
with fewer than 25 stocksThe closerwe look at what Dr.
Michael Burry liketo do andthe way he investghe clearer

it becomesthat his abilities and approaches are like a
shutting circle His is definitely anique style.

Learning fromDr.. dzNMieStrent/philosophy

We believethat the best wayof understandng Dr.. dzZNNE Q a

investment philosophy ithroughhis own wordsThis paper
containsa meticulouscompilation ofhisthoughts, selected
statements fromhis letters to investors quotes fromThe
Big Shorf extracts from post he made on the amateur
internet forum Silicon investor and finaly, insightful
company analysehe published in a document called MSN
Money Articles- essentiallyaninvestment diary. We have
done our best to collect and sotthirough this vast amount
of information in the most useful way. We have also included
some quotes highlighted relevant parts and made
commensabout the contens.

The time frame between Dr. BurryQ &irst post in Silicon
Investorin 1996and his latestthoughtsfor Michael Lewi€ a
book published in 2018pansover 14 years. One thinig
clear, as he was about tobecome a pofessional money
managerin late 2000 his personality aan investor was
already shaped ah changes duringhat precedingperiod
are imperceptible

When he staréd his fund,Dr. Burry shut down his personal
blog and stoped making his investmes public, yet we can
get valuablensight into hisnvesting process, incentives and
other issues from his letters. One of the best sourttest
can help usunderstand him is the MSN Money Article

9 Sources canbeidentified by the capital lettersat the beginningf
eachparagraph.Sifor Silicon InvestorTBSor The Big ShortMBL

F3FAY

specific positions of the Scion Value Fund, Wwetdo have
statements from his prenoney managertime and his
personal investment diaryhere hediscussesertainstocks.

Beforewe startour compilation, wewould liketo offer a

%hhﬁ” tzpﬁ&‘fﬁuf- 'egSRgg ol isdom Lvepy, invepiRr, |
shouldalways keep imind:
ID:d52y Qi G62NNE Fo2dzi YAaa
f2aAy3 @2dz2NJ Y2y Sé d¢

1. Investing is a hardneverendinglearningprocess

If we had to defineDr. Michael J. Burry in one wordhat

word would 6 Sc2 W@ A Ol AiRtialhhd tb PeR two

words, then it would be® { (i NB y 3 /Alhgughitisisi 2 v
what he isbest knownfor, we would liketo point out that
Dr.Burry did notrestrict thisattitude to the subprime issue.
Healreadydisplayeahis type of approach four years before

he came up withhis famous bet:

SI5ul-2000:a LYY y2G ad2LIAyYy3 Y
volatile stock, and | knew that going in. It could
easily jump7 points a day after it falls 6 the prior

day. This is one that | could end up crucifying myself
on, becausd think | know something about the
company that others generally don't. Gives me a
sense of bravado in the face of technical
gSI1ySaaopé

Just a fewmonths later, in his second letter to investors
(2001,Q1), as he mulled over the idea sfock optiors as
remunerationfor hot techO2 YLJ y A S & Q weskanLJ 2 &
seethat the strondest) conviction strategy was already an
important basisfor his approach:

MBL:G . dzi = aAlSZ 6KIFIG AT &2
thinks of (stock) options this way? If everyone else
GKAYyla |y20KSNJ gF&3x R2Sa
think of it irrelevant? | would argue that if | am the
only one that thinks in this manner, arnfdl am
correct, then my understanding becomes a
competitive advantage that makes the subject
SOSYy Y2NB NBft SOIyiaé

Someone who shows suatonvictionin their investment

theory hasto be a contrarian investor most of the time.

Which is whatDr. Burry is, nat only becauseit fits his

for Michael Burry Letters tanlrestorsand ID for Michael Burry in
the investment diary- MSN Money Articles company case studies.
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investment stylebut because he has livethrough the long term wealth generationDr. Burry highlights how
bubbles, dotcom and subprimetimes. His fixation on market participant€timeframe can bekeyin his casestudy
rationality and keemg things simple bringshim to an of the Pixamanimationfilms companyc incidentally founded
extreme defense of his positionsievealing himself as a by Steve Jobs:

contrarian, as heloes in the 200®3letter to investors: - ) ] ) ) o
ID: dPixar Animation Studios is a stock sitting

MBL:ab SOSNI 6STF2NB KI @S L 0SS yhera b ong daliigetYEven if dndlysts or portfolio
about the portfolio for a reason that has nothing managers like the lonterm story, theWall Street
to do with stocks.This year the portfolio is down, Marketing Machine will not allow them to buy it.
but our performance so far is solelye to our credit

RSFLdzA 0 aoh L) LRAAGA2Y A DE The problem®Pixar's next feature film will not be

released until November 2002 a full two years

In his 2008)3letter to investors Dr. Burryexplains in a few after the last, "Toy Story 2." No matter that the first
words why he follows a contrarian investing strategy with three releases- "A Bug's Life," "Toy Story," and
short positions oommortgagebacked securities "Toy Story 2"- establish Pixar as a 1.000 batter

later in the season than any other major studio
before it. No matter that Pixar promises at lease
theatrical release per year from 2001 on, and has
beefed up its talent pool with the likes of animation
guru Brad BirdFor Wall Street, this is a timeliness

a . [ Sometimes, markets err big timeMarkets

erred when they gave America Online the currency
to buy Time Warner. They erred when they bet
against George Soros and for the British Pound.

And they are .erring right _noy\{ by conti_nuing to A A3 dzS D

float along as if the most significant credit bubble

history has ever seen does not exi€dpportunities But his investing styles a lotmore than ths. Dr. Burrytruly
are rare, and large opportunities on which one can believes that indepedent researches can achieve
put nearly unlimited capital to work at tremendous extraordinary resultshrough their own method:

potential returns are even more rare. Selectively
shorting the most problematic mortgagsacked
securitiesn history today amounts to just such an
2LII2 NIidzy A& g

MLB:aL KI @S | tolea o0StASOS
analyst, working very hard, can cover an amazing
amount of investment landscape, and this belief
NBYlFIAya dzyOKIfftSyasSR Ay
Contrarian investing is not incompatible with humility and

68AY3 |6t NB 2T It ByhatOsBulykatish i | i~ ;r?/néqiffin said beforege di(_i Dr.. dzZNNE Qa _ AY @S 3
WEOASY.GATAO I NI Q decidédlyis a value onegspecially centered omargin of

safety. As you can read ian extension of thequote
ID:aL YAIKG SO@SyYy YIF1S |y Shigitighfededriiérd > L | RYAOG Ad® . dzi
| don't let it kill my returns. I'm just not that
stubborn. In the end, investing is neither science
nor art - it is a scientific art.Over time, the road of
empiric discovery toward interesting stock ideak

ID:dae& 6SILRYy 2F OK2AO0S |
research; it's critical for me to understand a
company's value before laying down a dime. | really

_ had no choice in this matter, for when | first
lead to re'wards and profits that go beyond mere happened upon the writings of Benjamin Graham, |
money® ¢ felt as if | was brn to play the role of value investor

All my stock picking is 100% based on the concept

of a margin of safety as introduced to the world in

the book "Security Analysis," which Graham co
authored with David Dodd. By now | have my own

Timing is whatturns a strong conviction strategy io a
contrarian one. In fact, the most important pillar of investing
is the timeframeone works within. Indeed other market

participantsneedtime to digestinformation and recognize version of their telsniques, but the net is that | want
value. This iswhy in October 2008, with world equity to protect my downside to prevent permanent loss
marketstumbling, Warren Buffet wote a column in the New of capital. Specific, known catalysts are not

York Timesentitted & dz& ! Y S NA 8 kengotraging | Y dé necessary. Sheer, outrageous value is encfigh
investors to buy American comparistocksand beton their

10 gyffet, W.Buy American. | anlNew YorkTimes Online edition,
16 October 2008
http://www.nytimes.com/2008/10/17/opinion/17buffett.html
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The tassic definition offmargin of sfety€ is invesing in
companies with a market price significantly beldheir
intrinsic value. Thepoint is to avoid overvaluation and big
dragdowns by buying good businessat low prices.
Without wishing todelvedeefy into the debate, wewvould

liketo point out theconcept of WA ¥ (i NRA @Makkés a@d-  dz<

economic environmergcan changeapidly, industriescan
transform or disappearntrinsicfactorsare few,and value
is na one of them Wecansee margin of daty in companies
with undiscovered or unlded potential value, buthere is
nothingintrinsicthere. Dr. Burry also understands margin of
safetyas a wayof hedginghis patfolio, somethingwe will
look at further on For now, we see no bettéech stockthan
Amazonto introduce Dr. . dzNNigothadox view of the
concept of margin of safety

SI30Juk2000:a hYSX a2 AGUA
one of the most visible, ovanalyzed stocks by pros
and amateurs alike. Where's my advantage in
understanding Amazon.com? Quest for Value's an
interesting bookput I still don't see the margin of
safety in an opton, at least as | define a margin of
safety. More likely, a diversified portfolio of these
sorts of companies may indeed provide the few
rockets that offset or more than offset the ones
that go to zero.So you then have a margin of safety
in the portfolio.But | don't see the margin of safety
in an individual Z, precisely because you are
projecting based on many assumptions that have no
fundamental basis in past reality, and because you
do not have infinite time for the security to come
around- after all, it is an option in that regard. And

in Amazon.com's case, addbtt RSy 2y S |

Dr.. dzNNZE Q dethbsyslbéséddon @onconformisnand
who better than himself texplainit:

ID: d care little about the level of the general
market and put few restrictions on potential
investments They can be large cap stocks, small
cap, mid cap, micro cap, tech or ndech. It
doesn't matter. If | can find value in it, it becomes a
candidate for the portfolio. It strikes me as
ridiculous to put limits on my psibilities. | have
found, however, that in general the market delights
in throwing babies out with the bathwate®o | find
out-of-favor industries a particularly fertile ground
for bestof-breed shares at steep discountsISN
MoneyCentral's Stock Screerie a great tool for
dzy O2 SNAy 3 adzOK

11 Bill Miller, the famous investor, outperformed the Standard &
Poor 5006stock index each year from 19€4.2005. In April 2012,
having incurred hugksses he stepped down as lead manager of
Legg Masoi€Capital Management Value Tru§tor more

62 yL] N\] NN Ty £

l.jl

ol NBI Ayadé
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Source: FactSet Prices
U uzZu NU n a Mt az
SI28Jun2000:6 WA YE (KFG GF18a 3

To post that you bought it. | won't buy it at all.
don't see a margin of safety, and | do believe
margin of safety should apply in all cases. But on
the other hand, | think we should all remember
AOL when everyone was thinking it was little
kiddies internet. Then it became baby boomer's
internet all of a sudden and the stock was off to the
races. When all those people were quitting the
service, someon&vas looking at how few were
quitting relative to how many people should have
been quitting. That someone got ricWisionaries
can get rewarded, and | see your point on Amazon.
But if baseball is a game of inches, then investing
id aq%;]%me of tenths of pe&ents across the portfolio.
And hence it is hard for me to justify buying a
lottery ticket, which is exactly what Bill Mill€r
does from time to time. Granted, the lottery is
somewhat rigged in his favor by his design, but it is
adAatt I ft200SNE (A0 1 Sh ¢

i KI

Dr. Burry makes a strong distinctidretween rational and
deeply thoughtoutA y @S a G YSy G | yRishHke 2 G G
having Benjamin Grahaima  3wKithg dn an internet
forum and reliving the old investing speculaingargument

Goimg back to themargin of afety ssue canmargin of afety

be found in a real estate company even ifit is sellingits

best propertiesDr.BurnyfQa | y & ¢ SN Gi®yes:K A &

SI 273uk2000: & . dzii G KS LJdzN1J2 & S
Senior Housing, a stock that | proposed and was
discussed not so long ago. Today they did

information: Zweig, Jrhe Long Climb and Steep Descent of Legg
Mason's Top Stock Pick®SJ November 2011.
http://www.wsj.com/articles/SB100014240529702045172045770
44570430299472
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something very significant. They sold Brookfield.
That's their best property holding, with the best
tenants and best lease terms (f8NH). My initial
reaction was "Oh crap.” But it looks like FFQrlyy
calculations will only dip about 1.2 mill thanks to
saved interest expense, and the dividend is still
well-covered by the only slightHess rock solid
Marriot leases.

But this telegaphed some other positives. One,
management is not simply inflating assets. A
worry was that they would not sell assets when
prudent to pay down debt, as they get paid based
on a % of assets. Here we have a loss of assets.
That tells me management is doindght by
shareholders to a large degree, and makes me more
comfortable.

Secondthe properties were sold for about 20%
more than the price paid by SNHhe Marriott
properties sit up at $325 million paid by SNH, or
thereabouts. The market cap of SNH nev$217.8
million plus what will be only a little over $55M in
debt There are also a few other properties but |
don't need a calculator to find the margin of safety
here. It's big.And the dividend still seems safe.

Third, Senior Housing may actually béeatb realize
some value for shareholderf. management is
willing to sell assets as | said, not necessarily an
expected attitude - then Senior Housing may
realize more gains, keeping the Marriott

I do feel the greatest margin of safety was back at
34 when no one ever thought it would moyéut
that there remains a margin of safety for lger-
term holders.

For other tech value, I'm now a proud shareholder

in Oracle at 24 3/8. 30X earnings, SO you gotta
understand the businessAfter consulting with
some techie friends and family and doing some DD,

| finally do. It goes in the lorAgrm hold Buffettlike
stock for me. Pairs to my AAPL and my APCC as
Buffett-like tech stock longi SN K2 f Ra ®¢

In one of his letters Dr. Burry summarizesvaluation
perfectly¢ and is quoted bylichael Lewisn hisbook:

MBL: & Ly S &he $t6dR Snarketrepresents
three separate categories of busines$hey are,
adjusted for inflation those withshrinking intrinsic
value, those withapproximately stable intrinsic
value, and those withsteadily growing intrinsic
value. The preference, always, would belkoy a
long-term franchise at a substantial discount from
IANRPgAYI AYUNARYEAAO @I f dzS¢

Companies with value trading atdiscountare what every
value investor- and mostinvestors-- look for. Buthow are
value and discounts over it determined®. Burry clearly
addresseshe issue in his investment diary:

ID:al 26 R2 L RSGSN¥Yuswal§ oK
focus on free cash flow and enterprise value
(market capitalization less cash plus debt).will

LINBLISNI A Sa G2 LIk & GKS RAGARSYREE hrough large numbers of companies by

\

NI BRI |\lgoking at the enterprise value/EBITDA ratio,
though the ratio | am willing to accept tends to vary
with the industry and its position in the economic
cycle. If a stock passes this loose screen, I'll then look
harder to determine a more specific price and value

Amazonwas not the onlytech companynDr.. dzZNNE Q a
during his questApple--the mostvaluabletech company of
all time--wasdiscussed in Silicon Investor and frarmargin
of safety perspectivat all times

SI17May-1999:a L f A 1S ! 1 t[ 06SOF dza S foiithelcanpany \&Whery|2lathis | take into account
a bona fide value stock on an enterprise value/ratio off-balance sheet items and true free cash fldw
basis, and is generating tons of cash. | see loads of tend to ignore priceearnings ratios. Return on
opportunity, an extremely strong balance sheet, equity is deceptive and dangerous. | prefer
and little downside. And | see a huge contrarian play minimal debt, and am careful to adjust book value
because a gneration of security analysts 8heen to a realisic numberg

trained to think that whatever is wrong with this

world, AAPL is a part of it. In another of his communicatiaio investors, from the

2006Q3letter, Dr. Burrygiveshis viewof how growing
What the price will do in the next 12 months, | don't competitiveness and moats anecreasinghblurred:
know. Whether day traders will ever mature, | don't
know. Whether value will everbecome more
important over the next year, | don't knowjust see
an absolute value in AAPL at recent prices.

MBL:& ¢ 2ca@nipetitive threats are both manifest
and underappreciatedAnalyzing a Cisco in a world
with a Huawei, a Whirlpool in a world with Haier, a
Microsoft in a world with a Google well, this is a
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special challenge. It would be the definition of bad
analysis to inadequately account for all competitive
threats, yet atcurrent prices, the market has done
so. Of course,public securities are further
supported by the prices that leveraged investors
such as private equity firms and hedge funds can
and must pay, rather than what is rational for a
cash account long investar 2 LJt | & ®¢

Understanding a business model is essential to deteimgin
whether a company will continue reporting profits in the
future. WhatDr. Burryunderstand is thatopportunities lie
where other investors, a.k.a. Mr. Markehave failed to
understand acompany Business. Specifically, we can see
this in hisaccountof his Paccainvestment

ID:a2 AGK GKFG alARZ L LINB
bought lower, but still feel is a value. Paccar (PCAR,
news, msgs) is the world's thitargest maker of
heavy tucks such as Peterbilt and Kenwoltfe're
possibly headed into another recession, and if
Paccar is anything, it is cyclical.

So what on this green earth am | doing buying the
stock now? Simple. There is a huge
misunderstanding of the business and its
valuation. And where there is misunderstanding,
there is often value.

And over the last 14 years, the stock has delivered a
384% gain, adjusted for dividends and spfts.it is

a growth cyclical.One does not have to try to time
0KS adt201 G2 NBFLI 0SySTA

Dr. Burrycontinues hisaccountg A (i K
distinguishing features:

D:aLy FlFOG=E RS&ALMAGS
its industry,Paccar has been profitable for sixty
years running. With 40% of its sales coming from
overseas there is some geographic diversification.
And there is a small, higimargin finance
operation that accounts for about 10% of
operating income and provides for a huge amount
of the misunderstandingThe meat of the business
is truck production.

The compttive advantage for Paccar is thdhe
truck production is not vertically integrated.
Paccar largely designs the trucks, and then
assembles them from vendesupplied parts.As
Western Digital found out, this model does not work
too well in an industry ofrapid technological
advancement.But Paccar's industry is about as

iKS KA3IK

stable as can be with respect to the basic
technology. So Paccar becomes a nimbler player
with an enviable string of decades with positive

cash flow.Navistar, the more vertically integrate

#2 truck maker, struggles mightily with its cash

Tt20d¢

Some types of businesssuch asreal estate companies
automotive or agricultural machinery manufacturetsse a
financial subsidiaryn order to take advantage djusiness
loans generate synergiesfacilitate salesand increase
earningsand profits. We believe thatcomplemening a
company with financing facilities-- depending on the
AYRdza G NBE Q& &-{coud Significgntlylirkrase® & Ot
industry exposure. When thingsre going bad in a debt
fueling cycle andi KS 02 Ydalting &téndards have
abgéﬁ&erl;lipen%gsi\v(el'rrgfiXaﬁcial%L[ﬁngidilary Eoﬂl(? tﬁgger
a whole series oproblems. Butsuch subsidiaries armeot
only important fortheir businesses or related risks. Their
debt, which isused to finance loanss alsolinportant to tone
G§KS 02 YLJ yeé albe afdifsitlSivet Hdihsa sbch @
as enterprise &lueffree cashlbw. Usuallywith the financial

ddzoaARAINBEQa RSoO60G Ay (KS gK?2
less attractive and more overvaluedwhich can be
misleadingDr. Burrydiscusseshis in his analysisf Paccar

ID:d. dziT GKS RSo6dG Aada 6KSNE

misunderstanding occurdn fact, companies with
large finance companies inside them tend to be
misunderstood the same waylet's examine the
issue. Yahoo!'s quote provider tells us the

ii & @ ¢ debt/equity ratio is about 1.8. Media General tells
us it is about 0.7. Will the real debt/edyiratio

0 KS k&2 YLI Y& Q8glease stand up? With a cyclical, it matters.

So we open up the latest earnings release and find
tHal Faccit néadlyastpdrates YhR Dafahd@ shbat
into truck operations and finance operationdt
turns out that the truck operations really have only
$203 million in longi SN RSo6 0 d¢

At least, if there isno financial mismanagement, the
financing compan a  Rebaniis irrelevant for certain
ratios and valuation metrics.

ID: dThe finance operation is where the billions in
debt lay. But should such deliie included when
evaluating the margin of safety? After all,
liabilities are a part of a finance company's
ongoing operations.The appropriate ratio for a
finance operation is the equity/asset ratio, not the
debt/equity ratio. With $953 million in finance
operations equity, the finance equity/asset ratio is

6
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19.5%. Higher is safer. Savings and loans often live
in the 5% range, and commercial banks live in the 7
8% rangeAs far as Paccar's finance operations go;
they are pretty darn conservatively leveragednd
they still attain operating margins over 20%. | do
not include the finance operation liabilities in my
SadAYFdA2y 2F tI OOl NHa

But issues such as debt, financial troubles or similar should
not obscure the potential of someusinesses with complex
business models or different ways of making money, as is the
case of Clayton Homes.

ID:a/ tle&dz2y 12YSaz |
manufactured housing industry, is an excellent
candidate for besbf-breed investing in an otdf-
favor industry But before investing in Clayton, one
should make an effort to understand this fairly
complex indush® & [ SidQa Gl 1S |
makes money.

Specificallymoney can be made or lost - at
several levels of operationA company camake
the homes(producer) sell the homegretail store),
lend money to home buyergfinance company),
and/or rent out the land on which the houses
ultimately sit (landlord). Clayton is vertically
AYyGSaNIGSR yR R2Sa I ff

Clayton Home$ was four companiesolled into one and
could be better described asa full-valuechainin-one
company.

ID: dWhen Claytonsells a home wholesale to a
retailer; the sale is booked as manufacturing
revenue. Clayton may or may not also own the
retailer. The retailer then sells the home to a couple
for a retail price the sale is booked as retail
revenue if Clayton owns the retkr. In Clayton's
case, about half of its homes are sold through
wholly owned retailers.

The couple may borrow a large portion of the
LJdZNOKIF &S LINAOS FTNRBY /{1l @&
that retail revenue is booked as equivalent to the
down payment plus tle present value of all future

cash flows to Clayton resulting from loan
repayments. The firm can be either aggressive

(aiming for high current revenues) or conservative

12 Clayton Homes was acquired by Berkshireheiaiy at the end
of July 2003. Thmobile home makerampany continues to be
part of the holdincheaded by Waen Buffet. Sorkin, ABuffett
Wins Battle to Buy ClaytddomesNew York Times,July 2003.

YiezaNd LI beeon e s8id of iemiogagt

f 2219

(minimizing current revenues) in booking this
revenue, also known as the geam-sale. Since
inherently this gainon-sale method causes cash
flow to lag far behind income, a conservative
approach would be prudent.

O dzNNEB YUV 14 GlatRn i, I9aged giie manevptp the

couple, the firm can sit on it and receive the steady
stream of interest paymentélternatively, Clayton
can bundle, or securitize, the loans and-sell
them through an investment banker as mortgage
backed securitieBecause the diversified security is
less risky than a single loan, Clayton can realize a
tg&ed security,
especially if the firm was conservative in estimating
the loan's value in the first place. Moreover,
[tftredz2yQa FAYylLyOS Ny Ol
agent for the segu.r,jt% and earn highargin
sefitedeed L1 €UZY

CAYyl tfes {Kobldhezhig of lafdaddi 2 y
some 76 communitiethe company can sell or rent

land to the couple for the placement of their new
YIydzFlF OGdzNBR K2YSdé

Restricting investments on the basis @esis the sameas
intentionally avoidng certain industries merely because

(tHeysaem diffi¢alf tolAtarstand Dr. Burry invessin value

He mayalso buythe type of majorcompaniesthat are
typically within . dzf F &dp@ & they are trading at
reasonable prices.

ID:aL Ffaz2 Ay -%ssétpldyyandiio AB
lesser extent, arbitrage opportunities and
companies selling at less than twdhirds of net
value (net working capital less liabilitjesl'll
happily mix in the types of companies favored by
Warren Buffett - those with a sustaiable
competitive advantage, as demonstrated by
longstanding and stable high returns on invested
capital - if they become available at good prices.
These can include technology companies, if | can

i 2 y Qupderstangt themy But agajny all of these sarts: of
investmens are rare birds. When found, they are
RSASNDAYy3 2F f2y3ISNI K2f R

InDr. BunRa & i I, wé oars ofearly see that ise is
always looking deepedown -- debt payments lower
interest expenses, etc. Loiolg atthe big picture is aypical

http://www.nytimes.com/2003/07/31/business/buffetiwins
battle-to-buy-claytonthomes.html
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of a valuebased approachnd margin of sity isabsolutely
keyinDr.BurnRa Ay @Sadiy3
investors in January 200jlusttwo monthsafter starting the
fund, he wrote about how the Scion Value Fund was an un
hedged hedgéund:

MBL: 4/ 2YY2Y KSR3IAyYy3
shorting stocks, buying put options, writing call
options, and various types of leverage and paired
transactions. While | do reserve the right to use
these tools if and when appropriateny firm
opinion is that the best hedge is buying an
appropriately safe and cheap stoak X 0
investors in the Fundmyself included entered
November in a hedge fund that was, by all
convention, completely uK SR3I S ® ¢

Understanding margin ofagety as a hedge is the logical

consequence of taking value investing philosophy to its
limits and combining it with a strong conviction approach.
. dzZNNEQa €101 27
most successful investment strategy was angdepossible
through derivatives. Although his strategy againstthe

subprime mortgage marketvas underway,in the third

quarter of 2006, he admitg¢o not doing very well with put
options:

LIKAf 2a2LKe®

GKS OKI

dza S s@iking Hislz(i dzNB &

MBLAI A& G§SOKYyAIldzS G2 YIyl:
thgap Kl &f h& ke i shdrt S dstid@INDbpé 2

82dzQNB | £t &AAdiNiy Recalde Gey T
0SSt AS®Sa G(KS &aiz201 o6Atf F

Dr. Burry continues hisresponseto Bogle with ashort
i S O Kexdidatitwtabout shoyt SellingR S

MBL: dn all respects, he describes my strategy
exactly rightcS @Sy Ay aSNIAy3 |y !
only occasionally take short positions. | contacted
Mr. Bogle after reading this characterization, and

NI §1%Jsurprisingly w are of a different mind on this
matter. He is, after all, a strong efficient markets
proponent. What | propose just does not seem
terribly plausible in his viewNevertheless, this is
what | do.| believe the stock will decline resulting in
profit. | trust, forewarned, you were sitting down.

| will note that short selling has become extremely
SNPL LG Ny &5 R oppopiyly o find
merger arbitrage " opportunities at decent prices
shriveled as capital flooded investment funds
devoted this activity, the short selling field has
become awfully crowded as a result of recent broad
YI NJ SiG RS Ofesuf,Bvversian ¥fshort & |
selling at the portfolio level might be considered

MBLG h dzNJ SELISNA Sy OS 64 (K Sl dzi i speciaigiadidh sHaldaiSt (KA ya3 @&

been a good one, especially now that indices are

surpassing or approachingdilA YS KA 3IK& dé

Short selling is a common hedge, an issue that Burry
discisses in some letters to investar§hequote below is
extractedfrom the 2001annualletter:

MBL: & { K 2 NJi
technique most readily identified with hedge funds.
As you know! do not and will not simply seek to
KSR3IS G(GKS f2y3
of short positons, or for that matter with index put
options. It will never be my purpose to sell stocks
short as part of risk management prografRather

| approach the shorting of common stocks in an
opportunistic manner that is many ways the
mirror image of myapproach to going long on
stocks. | Short a stock for the Fund when there is
some temporary, manipulated, or misunderstood
phenomenon that has caused the stock to rise to
an egregious valuatio® €

In the same part of the letteDr. Burrymentions a quoteéy
the founder of theVanguard Group- John C. Bogl@ne of
i KS ¢ mastifameua investors ridiculing hisstrategy:

asStftAaya Ara 27

Lraitrzy 27

In the neverendingargumentbetween value investors and
efficient marketsadvocates Dr. Burryclearly takes sides
but, asalways without forcefulness

ID: &L R2 y2i DA S o Fdzy RIY
infallible. Rather, | see it as a way of putting the
O 2 dzN@EdS on inK Sde. Rayh@ Sirn bt dhat it is a
dog eat dog world out there And while | do not
acknowledge market efficienclydo not believehe
0 KnSrkeCislpemetis inaffisignteither. 10siders) leaki
information. Analysts distribute illegal tidbits to a
select few. And the stock price can sometimes
reflect the latest information before I, as a
Fdzy RF YSy it Fylfteadz OF (Cc

Margin ofsafety andshort selling are the final consequence
of something morduzzyand complexcompany valuation.
Fortunately for our analysisDr. Burry tends to talk
extensivelyabout specific companies and valuatien not
only about how hevaluesacompa/ @ Q&  obdraldoyidva &
Mr. Market does:

Sl 27Juk2000: & , S| KX 0dzi AIFGs2 NI
(Alliance Semiconductor Corp) stock value
depends on industry valuations, owing to the fact

8
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that a good part of the value is an inflated
portfolio that can't be sold because theompany
has no plant of its own. Looking at history, the
market values ALSC largely on this portfolio
probably because of the lack of plantdon't agree
with this, but try as | might, the operations are not
worth the current price either. The absolutskriow
but not zero, and in any case technically the thing
looks headed to $14. | can wait. It's nothing
personal against the stock (or yeustill think it was

a good pick), but if I can get it at $14, then that's
YySIENIe pr> 2dzad ol O1 G2

SI277-2000:4 L ¢ 2dz2 R 3dzS&a
3-year rule would be tech companiesfor many
obvious reasonsl would also guess that it would
still hold for slowegrowing, more traditional
companies. And ALSC tripped my sell pdint out
already. It maygo up, but I've vowed never again to
cling to a falling knife. There are plenty of other
2LILI2 NIidzy A GASa 2 dzi

i KSNBE e

same question. It wasn't always negative, but it
was never big enough for me to think it would not
become so ignificantly negative during a
downturn as to wipe out the small positive during
the boom time. Net zero or net negative over the
cycle.

| thought there might be a dynamic that | did not
understand. And could not understand. How
comfortable for me to knowthat DHOM's CFO is in
the same boat.The way some of these companies

K S NB H)ugchase inflated real estate durlng the boom
0AYSazr L 3AdzSaa L akKzdzZ Ryt

iKS SEOSLJiA2ya (2

We can find the samé&ee cash flchJV\pmSnt of viewin many
of his company analyse such aghat of the truck maker
Paccar,for whose valuationBurry introduces a cyclical
component. Another important point here c®ming up with
figuresnot disclosed by the company abd. Burn@ ethod
for finding them

ID:ab2g¢ O2YS. Opdafing Mdshiflavasi
year was $840 million. What is the free cash flow?
Closing Price Well, you need to subtract the maintenance
30-Jul-1999 to 29-Jul-2005 (Daily) Price (USD) capital expendituresThe company does not break
— Alliance Semiconductor Corporation .
30 this down. One can assume, however, that, of the
annual  property and capital equipment
25 expenditures, a porin is going to maintenance and
50 a portion is going to growth. Luckilyhere is
already a ballpark number for the amount going
15 to maintenance - it's called depreciation. For
Paccar depreciation ran about $140 million in 1999.
10 So in 1999here was approximéaely $700 million
5 in freecashflow.
Can it be that Paccar is going for less than 4 times
'00 '01 '02 '03 '04 '05 free cash flow?Nell, it is a cyclical, and Paccar is

Source: FactSet Prices

Dr.BurnR & a ( I coverifddnybaisia issues tihe analysis
of very different type of companies and industriedde
always addressesowever, the issue dfree cash flow and
overlaying the importance of aligning incentives and
interests. In thisnstance, haalks about the home building
industryand the now delisted company Dominion Homes:

S| 227-2000: ¢ 2 K"#r a period that profits and
revenue are growing and strong, why can they not
generate enough cash to provide positive cash
from operations for a single quarter?"”

Bob, you hit on the primary reason I'm not in the
home builders. Looking at the cash flows of the
few companies | was interested in led me to the

headed into a down cycle. So realize this is 4 times
peak free cash flow.

In past downturns, cash flow hasllem off to
varying degreesin 1996 a minor cyclical turrgash

flow fell off only about 15%. In the steep downturn

of 199092, cash flow fell a sharp 70% from peak

to trough. Of course, it has rebounded, now up
some 700% from that trough. The stock shied

about 30% during the minor turn, and about 45% as

it anticipated the 199@pm RA FFA Odzf 1A S &

Free cash flovis a point in everycompany targeted byr.

Burry, no matter theindustry he analyes or the general
economic momentumWihout free cash flonwgeneration,
the company analyzed loses its appdadt uslook at Pixar
Animation Studios to understarttiis fully.

9
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ID:4. dzii L ¢2dzf R ySOSNI Ay@Sai Mt theldddtarly ddcintidy pidutiak Feis & bit

couldn't see the financial kingdom behind the
magical one. And | doPixar is generatingash at
such a rate that it is building its new Emeryville digs
out of cash flow with no financing-and still laying
down cash on the balance sheétt present, cash
on hand tops $214 million. Jobs is a fan of cash
flow and cash strength because he ttkis it helps
him negotiate with Disney:'Hey, if you don't want

a piece, we'll just finance it ourselves\Whatever
GKS NBlraz2yz L tA1S Ol 4K

Lest you misseit, let us highlighDr. Burn@fial statement,
as it shedgpertinentlight onto hispersonality:

ID:a2 KI 6§ SO@SNJ §KS NBIF azys

Now, moving on td’ixaQ idacome and cash flow generation:

counterproductiveThe business plan is intact and
there is a working program for creating brand
equity.

Dr. Burrysometimes mentiongreatstock bargains, trading
at incredible discounts. This is the casé Industrias

Bachoco, aMexican agricultural companwhoseincredible

free cash flow jeld he highlights, seeingan excellent
opportunity:

U22Pf 5y GgLYRIAGNRFIE . FOK202
products producerNumber one in the country,
trading at about a 20% free cash flow yield and a
half book value. Enterprise value/EBITDA multiple
L £ A 1iSjusDbvarR.5XiEgahabic trends vary, buhis
company has been around for the last 50 years
and in the last several years it paid off, out of free

Da¢KS ySEG &88FNFyR | KFt T goashiflowsap aqquisitian ofithe §o. & playes in the

quarters Pixar will ever see. Still, Pixar sees the
coming payper-view release of "ABug's Life"
generating gross revenues of 120% of worldwide
box office receipts before Disney takes a cAnd
"Toy Story 2" will go into home video release this
October, generating about 35 million in unit sales
over its lifetime at a higher average ls&j price
than originally forecast. Helping to generate
enthusiasm for this release and to help cement
the evergreen nature of the "Toy Story" characters
- will be a new "Buzz Lightyear of Star Command"
television show, which debuts this fall as paft
Disney's 1 Saturday Morning program.

These are additional revenue phases for
established assets.To believe in Pixar as an
investment, one has tbelieve in the evergreen
nature of its creations. Pixar's full product life
cycle, managed correctly, calbe extremely long.
And as Pixar releases more films, more life cycles
are put into play overlapping and creating
smoother and larger earnings streams.

Pixar is guiding us to earnings of $1.30 this year, but
it is likely we'll see earnings exceeding $1.35
History tells us Pixar's free cash flow runs quite a
bit higher than its net income. That's how cash on
the balance sheet jumps $17 million in one quarter
despite net income less than half thatAs an
enterprise less its cash, the price of Pixar is atlyre
trading at about 21 times accounting earnings, but
only about 14 times free cash flowEarnings will
fall next year, and the stock is heavily shorted in
anticipation. It's not like me to say this, but getting

industry.

Numbers 2 and 3 in the industry are associated with

t Af ANAYQA t NA R SdmitthisRis notd & 2
a great business. Maybe just worth book value.

OK, double the share price and give me book for

my sharest

Here Dr. Burryseems to understind that low valuation
means nothingutsideindustrycontext, but even withmere
book valuethis looled like agreat opportunity. Sometime
after his first investment in Industrias Bachoco, he writes
aboutthe companyagainin his investment diary:

D:d¢KS YIENJySG OFLAGETAT LG
million as | write this. The company has just $33
million in debt paired to $128 million in cash, for an
enterprise value of $355 million. Earnings before
interest, taxes, depreciation and amortization
(EBIDA) was $145 million during 2001. Free cash
flow was $100 million.The trailing enterprise
value: EBITDA ratio is therefore 2.45, and the free
cash flow yield is 22%. The company continues to
trade at just over half book value, and it paid a
dividend durirg 2001 amounting to 7.7%. The
price/earnings ratio is just under 4. All these
numbers are not so bad at all, especially when one
considers that 2001 was a difficult year for the
industry, as the economy softened along with
pricing. In all probability, thed St f m2 T F 2
because of the recent reup a sell on the news
phenomenon.

As | noted before, the company is the leading
producer of poultry products in Mexico, where
10
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chicken is the Number one meat.A { I NA Y Qa
and Tyson Foods lag Bachoco in Mexiwghere
fresh chicken products are much more broadly
accepted than processed chicken products.
Bachoco, having been in the Mexican chicken
business for decades, has a natural advantage that
can be exploited if the company is run well, and it
doesseemto® NHzy 4SSt d¢

Dr. Burrybringsout the best of himself in analyzing concrete
issues in order téine-tune his valuations. Heréhediscusss
how companies allocate assets and resources in different
segments and business This is a delicatessuefor non
activist investors. The effects of tsategic decisionson
companyperformancemust be looked at closelyespecially

in logisticscompaniessuch asGATX Corp:

Dr.

SI11-Juk2000:6 L g2dzf R f A1 S {2
attention that GATX is announcing it will sell its
Terminals division. In my web site analysis
justifying my buy, | had said,

"There are a lot of assets ripe for shedding (as
indicated by the $115 million being paid for just two
of its tens of terminals) as well as poteh for high
returns in certain operating segments (especially
Capital). This company needs capital allocation
expertise, and if it didn't have it before, it has it in
spades now.

| was referring to Buffett jumping twfeet-first on
board. Terminals inaldes many terminals owned
outright -at least 15 in the US and several
significant stakes in international ones that bring its
total to at least 34 terminals. They also own 4
pipelines, and they own, not lease, the significant
amount of land related to athis. Now it's for sale.
The question is what is left?e'll have to see what

all this goes for, but this could drastically reshape
the balance sheet and place a load of capital in the
hands of the master allocator.There's even a
vehicle already existin within the company,
Capital, that is growing at least 15 years and has
interests in telecommunications. GATX Rail and the
a0SEHFYaKAL O2YLJ ye | NB

Burry emphasize how insiders andmajor money

managerdead companymanagement taake one decision
or another, especiallyn terms ofasset allocation:

SI(12-Jul2000):6 a & dzy RSNE G yYRA Y 3
handles the supercat float, namely National
Indemnity, among others (namely Gen Re), while
Simpson handles the GEICO float. Accorttirthe

t NJA Rafest filing, GEICO and its subsidiaries own 5.9% of

o NX vy 3

GATX. Berskhire Hathaway through National
Indemnity appears to own 14.9%. There's a
difference there 9% absolute that I'm attributing

to Buffett. | have never heard nor read that Lou
Simpsonstretches outside of GEICO to manage
Berkshire's other float.

Moreover, there is a similar arrangement for Dun &
Bradstreet (14.9% for National Indemnity reported,
then 4.9% for GEICO) and | know that there were
comments on DNB at the annual meeting frtme
chief tans themselves. Pretty specific too. Why
would they pay less attention to a stake in GATX,
especially when the fundamentals of the
investments (unlocking value by corporate action)

are so similar? _ P
U2 UKAA UKNBIFRYa

| could be mistaken, as the ways of Buffett are never
entirely clear. Nevertheless, it appears tHaATX
has had a fire lit under it since Berkshire took a
stake. Sold off 81% of its Logistics and now will sell
off 100% of its Terminals, both pieces thaave
great asset and strategic values but generate little
in operating profit. We're getting left with the
cashgenerating machines of the company and the
AY@SaldyYSyid | N¥oé

The point here is a company with strategic assets making
little profit from them. When business diversification leads
to mismanagement, sétigthose assetss one option In the
logistics industry, itis customaryto sell strategic assets at a
good price duegheir strategic value. With the caskarned

the companymay buy more profitable assets This isnot
plain vanilla butit is a way of revitalizing this type of
businessasDr. Burrysays

GeKAa O2YLI ye ySSRa

Legal structurecan also becritical in managerial decisien
making -- a changefrom partnershipto corporation for
instance,couldmake a huge difference

020K

A a

Sl 26Juk2000: 6 ¢ KS G KAy 3 | o6 2dzi
ServiceMaster is that it IS a different company
Howt Itfwasuaf%§rtwe$shié] vhén®é was known to
have liked it and owned it. Now it is a corporation.
Nodoubt so that the company could better fund its
acquisitionsBut taxes take a much bigger bite and
have severely affected the resulting cash flows.
b Isgile novdiF, oW thiit they have acquired their
way into being a bigger compangan we get some
organic growth please? Without additional capital
requirements? So | don't think it is near the
11
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company it was when Buffett liked itBUT I do like when it had much less success under its belt.
the business economics giax, and would like to Currently Pixar only gets 50% of the gross revenues
invest in them again at some poirfo uncerstand of its productafter Disney deducts the costs of its
it, though, requires more than a quick onewver, distribution and marketing. Disney's claim on
because oncever it is not too attractiveg distribution and marketing fees is such that the
. . - . entire domestic box office for a film can mean no
[221Ay3 Fd I O2YLkyeQa Yhyl3s Ygr&‘l% Qs P|XX@AHJ§(@' P& &Y & sufidbhe

Q'Stpr_'cal tiehﬁworcan k;e Ikey WEenmaklgglnvestment strength to extract amuch more lucrative deal
ecisions. In the case of Clayton Homes, DmBtompaiss from D|Sr1e\/( After.a few more blockbuster% Pixar

iKS 02 YLIye 44 GK Ada L‘!Sg,N;EQ YL hd § ition® 8 SrdstRuctule Yal new
KAIKEAIKGa UKS O2YyaSNVI UADS aueggéemgm wit

which is especially valuable in such a cyclical industry as
home building

Pixar's bottom line.

- Cl . dinth The key is that any additional concessions from
ID'fOC ayton. ne\r/]er parhqpate LN es'e excssshes. Disney should flow nearlyntouched to the bottom
In fact, depite the subprime ciCaelEIIREILE line. An additional concession of 20%.0f profits after

GKS AyRdzaiNeQa f2Fya FHE62 glahi¥dcosd IbudidslindnSrbugh & 400

1 0,
Clayton_have a delinquency IEEEIREELR. 65%. boost to Pixar's operating income from a given film.
And while other manufacturers struggle, Clayton Knowing this, we can estimate that in 2005, we

Str']” ru4rlls every smgle 0”? of B proﬂtat;lly./. should see a big boost tBixar's income and at the
TheQ4y report mades5 of 66 SEEEEEEEEE public minimum rejuvenation of its growth rate.Pixar's

\

tr!en?eHd%LPé erﬁ‘phcaYéng IforEl S NI

company that Clayton has recorded record results. Ol aK SFNYAy3da 208N GKS y¢

Now, amidst bankruptcies and general industry

malaise, Clayton can take its efficient, Intermet Closing Price

enabled operations and strong balance sheet and 30-Jul-1999 to 29-Jul-2005 (Daily) Price (USD)

32 aK2LIWAyYy3Id o6 X0 — Gap, Inc. .
Clayton strivego be conservative in its revenue 50
recognition and acquisition strategylt imposes 45
the barest of office spaces on its executives, and 40
provides all its employees direct and indirect 35
motivation to improve companwide efficiency and 30
performance. For instae¢ it matches 401(k) 25
contributions only with company stock, apthnts 20
are rewarded on individual profitability measures 15
N} GKSNI GKFEy @2fdzyS 27 LINE 10

'00 '01 '02 '03 '04 '05

One issue intrinsicallftied to valuation is competitive ,
Source: FactSet Prices

advantage, or moat. As Pat Dorsey clea#®gcribes in his
Little Book that Builds Wealt, moats are one of the keys
for long term investors. Digbution networks are one of
these moats described by Dorsepnd an essential one at
that. If a product camot reach its potential market the
company will go out obusiness.In the Pixar Animation

One industry traditionally left out because of its
impenetrablerisk and its totallack of moatds the fashion
retail industry. A light jokeaboutan otherwise difficult topic
might be a good way to introduce it

Studios case Dr. Burry discuses how a distribution S| 6Sep2000: "In any case, my GPS (Gap Inc)
agreement vuh Disney is affecting comparperformance position is really a hedge against my wife's
and howt A E I NI &will cbarige G A 2 v spending"”

D:GLY HnnnI tAEFNI gAtf NBE S a&eed fcduldfiaford that ndch Fap.daddR/SuMbt i K

distribution ~ agreement  with  Disney. This when | say on a Saturday we may tv&idifferent
agreement is an onerous one that Pixar agreed to

B Dorsey, PThe Little Bok that Builds Wealthyiley,2008.
12
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Gaps in the same day. "They all have different stuff"
is what | hear, but it looks the same to me...

Not sure if you know this feeling, but ever stand just
outside the women's underwear area at Banana
with like 5 other guys- that's a camaraeérie

LINPOFote y2iG dzyt Al S

But Dr. Burrynot only talks about his position in Gap Inc
(GPS), he also commerds other clothing companiesuch
asAbercrombie & Fitch (ANF) or American Eagle Oulffitters
(AEO):

S| ZAug2000: & D I wdzall knowBuffett liked it
enough to buy some. It definitely has beiena
sweet spot, extended temporally by its addition of
economic tiersBut what | wonder is why everyone
says it's 4tiered structure appeals to all aged.
definitely see it appealing to nearly all income
levels. But not all ages. My wife is a Banana freak,
and she will often visit Gap because they are usually
in proximity.And of all the hundreds of times I've
been in these storeftrying desperately to timk of
something interesting to avoid developing a frown),
| definitely do not notice a geriatric population.

And in the case of Gap, the clothes are nearly as
unappealing as those of Abercromblielon't think

it is a crazy stretch to say Abercrombie cdide the
next Gap because | think Gap is as much a
beneficiary of a trend as Abercrombieand it is
primarily the kidgo-young adults crowd. But | also
would double or triple discount my DCFs if somehow
it had become stuck in my mind that something was
"the next" big thing.One of the oldest rules in the
investor's handbook 1 KSNBE A& b9+9w
thing.

Gap is like any retail organization. The gravy train
has passed, and it will not give and give to investors
for decades to come. What growth hast yet been
realized has been fully discounted. So that's where
ANF's advantage lies. If it can become half the next
DFL) FyR 3INRg n GAYSaA

And, wha is the biggestrisk in the fashiomretail industry?
The risktied to fashion itself-- all companiesare fashion
RNA @réngdka Wl Ay3aQy

SI 30Aug2000:a L GKAY]l ©6SUNB
about Gap and fashion in retaRasically, it's but
then of course you get into past performance
issues-driven. In a post eafier on this board, |
brought up that from my store visitsGap didn't

02210

seem any less exposed to fashion risk than anyone
else in the industryNow ANF and AEQOS are rallying
because experts are saying they had the right
fashion mix for this fall. BUT | woustill say that

this just cements the fashion fate even more so. A

while 650 ,we were talking about ANF being the
ok Y héxt% B. Well, let's hope not.

BTW, I've completed a review of Buffett's holdings,
and doesn't appear that he has any GAP. Not the
last few y5 | NJA ® €

Sl 1Sep2000:a ! £ £ L &aSS A aThat f
say nothing to how cheap the stocks are. ANF was
way too cheap. But I've read a lot recently how it
and AEOS are riding the benefits of being in fashion
this backto-school season. While ANF was a value,
how far it has come in such a short time hdetao

do with this.The stock was out of fashion when the
clothes were out of fashionANF retooled and now

GKS aG201 A& Ay FlakKiazy

Closing Price

30-Jul-1999 to 29-Jul-2005 (Daily) Price (USD)

— Abercrombie & Fitch Co. Class A
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Source: FactSet Prices

Thein-fashionout-of-fashioncycleis a recurrent situation in

the retail clothingindustryz S&LJSOALff& Ay
f dzE dzZNB Q 2 NJ WY A R RfASompin géttodzY Q
the #1 position andh fewyears later a new company takes
tl}\e Jegdgvhenbc&aa&% or% Sthe |Iates;tqJ pyJ

n recent yearswe havesem ow somecom artlng

from scratchended upleading the marketasfor example,
Gap, Abercrombie & Fitch, Coach Co and Michael Kors.
Thesecompaniesthartsshowthat the fashioncycleis not

in sync withthe general economic cyclaAs weobservedin

ts ledf/ 20607 tech r%@f\tsall'sgﬂ\ey fashiordriven sector.

According toDr. Burry-- and other investors- the value
investingmethod for maintainingcapital isavoidingthose
companieghatare2 y S@SNEB2y SQa f ALk
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TBS:4 2 K Sy Dr.i&haeél Burry) started Scion, with apparent disregard for priceAll of these
KSQR (2fR LRGSY(GALlIHewdsy @S a i 2 Niactos wereldatrimerfalid rdpdréed third quarter
in the business of making unfashionable beis. performance and quite beneficial for the Funthis

) ) . ) position now ranks as among the largest in the

Investing is alsocabout understandng how information Fund.

works.When everybodys saying?! y R S NJis! thedfextdzNJ

bA1SQr GKS Ay@SaiAiy3a Y2DESyYy (dzy KAtguartet i hdvdvern@2oys8ich sai 2 low
Burryis probablyright in saying thatr i K S NBsl y SKrENDG Q point, trading at a valuation of just % the free cash
0A3 GKAYy3IEOD flow of the trailing twelve month. And unlike many

. . businesses that have faded rapidly during 2001, this
Looking for valueDr. Burryusuallytalks aboutsmallor mid- business achieved record free cash flow yet again

capitalization companies. Running a concentrated portfolio RdzNAy3 GKS FANRG KEEF 27
with mid-cap companiesnaylead toan illiquidsituation:
In the _same letter Dr. Burry talks about his own ,voIatiIi}t)/

aeKs FTdzyR YIAyGEAya I KAIJE, Bmeitstatdgy. With aiighiycitssicatlalde Sdhdard,
¢ typically 1525 stocks, or egEEEEEEEN . he identifies volatility with opportunity:
these stocks may be relatifee A f £ Alj dzA Rd¢€
o _ _ _ MBL:GCAYIlffes GKS LRNIF2f,
In fact, the illiquidity of holdings was @mmon issue in _relatively illiquidity stacksfor the balance of the

{OAZ2yQa LENI T2 A SEEEEIEEEEcre LIA ( L Iyga?. H’ %ogi@alurgago]n for this is that the more

undervaluated and more unfashionable: liquid, large capitalization stocks had remained

MBL:¢L 3JdzARS GKS 6{OA2y 0 Cdzy Rubhpmly gvervalumigd singeyingception of the

position by investing in a concentrated manner and Fund. The logical consequence, however, is that the

by frequently taking relatively illiquid positionsn portfolio is a susceptible to shewrm downside

dzy RSN f dzl SR aAddzr GA2Y & D¢ g2t L uAt Aue Ay UAYSasueht NI
volatility in no impacts the intrinsic value of the

MBL 1Q 2001dThe bulk of the opportunities portfolio, and rather provides opportunityln one
remain in undervalued, smaller, more illiquid case, this allowed the fund to build a smaller stock
situations that often represent average aslightly position into significant size as free cash flow yield
above average businesg these stocks, having FLILINBEAYLEFGAY 3 HE: OE

largely missed out on the speculative ride up, have _ -
nevertheless frequently been pushed down to  When youare constantlylooking for value opportunities
absurd levels owing to their illiquidity during a whereverthe marketsare going you needto be ableto buy

ASYSNIEf YINYSG LI yAOe at any time. At times Dr. Burnf fortfolio was largelyin
cash, ade explaindn the 2001 annual lettetalking about
Sometimes aet of circumstancepresentthe opportunity his current portfolio:
of taking a big position agood priceThis is whaDr. Burry | _
describesn his2001Q3letter to investors: MBL:6¢ K S  Cadsh RaSitiong hovering around

) _ ’ ’ ~ 40% or so for most of the fourth quarteg
MBL:a CANR U Iy R WeFRud has ¥del2 NI | Y U X prevented the Fund from participating to the fullest

averaging down in a stockpurchased during the extent possible in the recent general price
quarter, which has fallen tremendously out of a I LILINBOALF GA2Y | ONR&& Yz2al
FIL @2N) 20SNJ GKS LI Yelyfe®@2 dzLJt S 2F Y2y (iK®d 0 X0

investment funds would want this stock on their Of course, a big cash positidhat leavesyou out of the
books at the end of the quarter. Indeed, as the market representsan incredible cost of opportunity, but
quarter came to a close, the stock caraeder times Dr. Burryvaluesthe optionality of castmore than an

renewed selling pressure, presumably as other  investmentopportunity.

A nyI.S 6} uy Sl,y o dzy R al oz '\::]l SI R #'ir?anciéﬁr%a@kgtg &rérife %/I}Hee%i@ Sorids B ﬁLhHQ a
portiolios or public viewing. Some element o Ay colossabet againsthe subprime mortgage market perfectly
tax-loss selling may have played a role. As viell, RSEONKROSR Ay WEKS stokyabodtte NI O

appears a very large institutional mvestor, hawy Scion Value Fund worth telling. During the first half of 2001,
used the stock as collateral for a loahas disclosed < 2@ valuappreciated by22% year-to-date

s o~ s v ~ x & A& A K S ,O:]éz %
ukbG oAU Aa RAVLICAY S &S9S5 Niyife 18 SePbdd depfediatell 685 Wittfih?the Hext
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three months, Scion Value lost more than a half of its Qed@r
performanceandyet wasup 10,98% yeato-date, whilethe
S&P 50a@lid terribly, dropping by20,39% in the same period.

Closing Price
02-Jan-2001 to 28-Jun-2002 (Daily) Price (USD)
— Dow Jones US Airlines Index 280
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4/01 7/01 10/01 1/02 4/02 7/02

Source: FactSet Prices

So, what happeed? Dr. Burn létter to investorsexplaining
the ninemonth resultsfor 2001 was written just18 days
after the worst terorist attack in US history- 9/11. What
were Dr. BurnR & K S R pbSitiorBalzythiat fateful day?
The answeis mindblowing

MBL: ¢ 0 KS I NBSald K2fRAY
September 11th was an airline stocBreaking with
tradition, | feel | should explain this position in a bit
of detail. For no matter how strenuously |
emphasize that this was a rational decision, buying
an airline stock rarely looks like a good idea
especially in retrospect, after the esmingly
AYS@OAlloftS Y2yaldNRdza f 2

The effect of our rational tragedy on the market
value of the portfolio was not limited to this one
airline holding howeverThe Fund held two hotel
stocks on September 11thone of which was, and
is, among its top five holdingd.will not reveal the
name of this company here, as | do hope it continues
to fall ¢ thereby providing the Fund an opportunity
to add to the position. Hotel Stocks ranked with
other travelrelated industries and airlines as
among the worst performers in the wake of the
September 1% tragedies. In several cases, the
short-term reaction was entirely unjustified, as
long-term intrinsic value was not significantly
impaired. ¢ KS CdzyRQa f I NBSad
such businesgnd | expect the Fund to receive full
value for the shares in the future, such recognition
KFR aAyYLXe y23d FNNAROBSR

la ¢Stttz |y20KSNI K2GSt
portfolio, though not among the top 5 holdings, fell
over 30% in the afterath of September 1. It now

trades at the value of free cash on its books.

Despite thisthe Scion Value Fursill outdid its benchmark
yearto-date.Atthoselowestmarket moments, the Fund fell
by 11 points while the S&P 500 fé&ly almost 14 pointsDr.
Burryoverperforms ups and underperforms downs.

Choosnga benchmarlkcansomewhatcomplicated, but as he
usually doesDr. Burrypicked his benchmarkn an attempt
try and keep things simpleWhen he startedinvesting his
own money he chosethe S&P 500 as his benchmaakdfor
good reason

S| 20Juk2000: ¢ 2 | f fybuOgdicularly task.
There are no good value benchmarkShere are
benchmarks. S&P Barra. Russell. You could even use
the Vanguard or Schwab Value Index funds for un
managed but more realistic performand@UT all
these do is take the slowest growing, most
depressed bigcaps and through them together. |
think most value investors would agree that there

is not much reason to call that value investing.

Your best bet is to pick some active managers in the

3 AY valiechtegofy dmd Bit theBnyhgainst your manager.
Say Legg Mason Focus Trust. Say Third Avenue
Value. Say TwegdBrowne. Sagequoia. There's a
bunch of them. Maybe you can take an average of
10 or so of these over different time periods.

| just use the S&P 500 to benchmark myself. The
aa KI SMPESEFN (Ealhat K B SR heyggsiest,
cheapest index to invest jnand it has shown its
ability to pound into the ground just about every
mutual fund manager out there over time. And
you're just as likely to find a correlation with what
true value investors do as you are by picking a big
so-called value index.

To me benchrark means alternative Any number

of active managers, individually or as a group, could

be. But then of course you get into past
LISNF2NXYIyOS AaadzSa FyR F

Benchmarks are theonly way to assessan investment
K2 N2 (tral&Perboaidid Yut beforé they %tart investing

investors mustdeveloptheir own style,especiallywhen it

comes to learning the basickdirectly, Benjamin Graham

0 Shasll Ve LaspNIBtmn=Y RPSy they Nite merely
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connectedthroughD NJ K| Y Qa
him with a source of inspiration:

6 2 2 qpioviding R

MBL.aLG Aa Yé o0StAST GKIF
market is human nature. For this reason, while | do
not believe history provides a precise blueprint for
the future | also do not believe that those who
blithely ignore history will have much success
understanding the present.

Dr. Burrycontinues his letter with a quotdy Benjamin
Grahamfrom a 1932Forbesmagazinearticle, written a few
years after the speculative asset bubliderst -- much like

GKS I oBmidmdhchm@F o0dzoof S&Y
a! aGdzRe YIRS G [ 2f dzvo
odzaAy S&aa 0 X0 O2 @S NAy3

companies listed on the New York Stock Exchange,
disclosed that over 200 of them have been selling.
Over fifty of them have sold for less thieir cash

and marketable securities alone (...) Business have
come to be valued in Wall Street on and entirely
different basis from that applied to private
enterprise. In good times the prices paid on the
Stock Exchange were fantastically high, judged by
ordinary business standards; and now, by the law of
compensation, the assets of these same companies
FNB adzZFFSNAyYy3I |y Sldz t¢fe

Dow Jones Industrial Average : 1925 - 1955
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These ideas are importantto Dr.
Wi S NYyAy3
investor.

Burryas hetalks about

S| 107-2000: The ability to learn from history
without repeating it travels with the ability for
abstract thinking, and there are varying levels of
these abilities distributed among individuals within
the population. For one to judge another as
somehow lacking this ability assumes that one has
an unsurpassable ability in this regard. "If it
happened to me, it will happeto you." One of the

F NP Yecohhgai fofeBsonal 6 S T 3a|\llj.§ investorsR 2 y Q i

I NJi A Quihf8illng beliefs of humans.
O2NNB Ol o¢

But not always

Hey/dlso Qrdgrstainds ylearningy as (iald Sacutgligrdoddl
introspection process, somethingomeone does on their
own. As Michael Lewis saysThe Big ShorDr. Burryhasa
tremendousability to focus and learn:

SI110Juk2000:4 ¢ KS f SI Ny Ay 3 OdzNI¢
one's groove varieg.am positive there are those

with the good fortune to have very steep learning
curves over short time frames. How short one can
only imagine. Exceptional individuals do exist.
Selfaware individuals will realize that such
individuals can be even _more exdaaqmal%han

A HRESNEY e g Oka e

azys cnn RdzauNJ\It

It is through such a process, with extensive in-depth
thinking, that he cameup with the idea of how to short the
subprime mortgage markegdinspiration existsbut it has to
find you working:

TBS:41'S 4l yGdSR ' Y2NB RANJ
against subprime mortgage lending. On march 19,

H 1 1 p BueryXwas reading an abstruse textbook

on credit derivative, and he got an idea: credit
default swaps on subprime mortgage bonds.

ForbriBirty fdude®f et dBrivativés wis A a deviatibr® €
from value investing. He sawasan additionalweapon in
his pursuit of value investments:

TBSuoCredit default swaps remedied the problem
of openended risk for me.lf | bought a credit
default swap, my downside was defined and
OSNIi Ay YR GKS dzLJaARS

When asked by one ohis institutional investors abouhis
new CDSstrategy against subprime mortgagesie even
answered:

TBS:aL R2y QG G 1S oNBIF1a A
{SS1{Ay3a @ItdzS Aa ¢KIFG L F
 NhhatReA ai hazkgt [ view, &
rather they havea public one. In his first letter to investors,
Dr. Burrydid not seem to break this rule
MBL: & have noview on whether the market,
broadly defined will fall or rise during the coming
8SIEN® o0X0 ¢KS LINUzZRSYy G @A
OAS o dé

This nemarketview-at-all contrass with what Dr. Burry
does inlater letters, where he introduces a section called

16
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Wal NJ Si .WeeSNpekifddoRsare fromthe Q1 severe stock deckrs, but never during the April
2001 letter to investors: lows did | find stocks, generally speaking, go on sale.

There was no sale in tech, but neither was there a

MBLoL - as S_ OSNE FS46 20KSNR R2A gal% |H Ktl§e ﬁnanc&s cor%umgrS f)rgpducts
Many stocks remain overvaluated, and speculative companies, cyclicals, etc. Gétdged brand names

excess; both on the upside and on the downsige like CocaCola and Gillett have seen their

s .embedded n the fnzy around stocks of all valuations reduced slightly, but they remain quite

stripes. And yes, | am talking about March 2001, not highly priced

al NOK Hnnndé '
Indeed, by my calculationstaking into account the

Closing Price massive corporate governance abuses borne of the
31-Dec-1999 to 31-Dec-2001 (Daily) Price (USD) bull market-- many of the biggest tech names and
— S&P 500 some of the biggesiontech names that did fall fell
1.500 only to fair value at worst. No fire sale in a
fundamental sense at alVhat is fair value? | use
1400 an annual 10% return to shareholders after
1.300 dilution, slings andarrows.d
1.200 Five years later, in the third quarter @005 and facing
another future stock market correctiomr. Burrywarned of
1.100 a potentially extremelydangerous situationwith central
1.000 banks ruining company valuations and making a bad
situation worse. He thenalks about where investor flows

1/00 4/00 7/00 10/00 1/01 4/01 7/01 10/01 1/02 could go:
Source: FactSet Prices -~

MBL:G! & F2NJ fAljdARAGRT GK!
Well, if the stock market wishes to value the Wal

Marts and Ciscos at fifty times earnings again, that
would certainly accommodate a good amount of
liquidity. But additional liquidity into stocks would

MBL: & { SOS NI f AYy@SaizNBE Kl @S havey imieqd ratigngle, afidzrousing speculative

Dr. Burrywas good at analyag market perspective (look at
March 2001 and with excellent timingndeed But, after this
statement he returredto the fold:

specifically outline my view on the market. | have excess requires a rousing excusgeausing excuses
generally responded that it is neither my policy nor abound for gold and other precious metals. Big
my interest to a’[tempt to predict broad stock bullion dealer Kitco cites the return of central bank
market levels to any degree of precision over any buying, and | would cite forthcoming dollar trouble
useful time frame.Rather,| will respond to the stemming froma Federal Reserve program to
opportunities that the stock market provides no reduce interest rates to offset houskadfected
matter the prospects for or level, the general economic weaknesgll the gold ever mined in the
market. That said, certain current market history of the world is only worth roughly the
characteristics are worthy of comment in light to amount of U.S. dollars held by Asian central banks
the history of our financial markegs ¢ a story unto itself.And ths speaks nothing of the

L . L - L froth that could build should thé 2 NY RQa OA
{SO02yR 3dzSaary3 GKS YIENLSEQa GhedzdKlbdprechds mekals of hdNHMRE bf &

impossible task but in 2001 Dr. Burry attempts to elucidate YI 338 pe
the dynamics of the end of the cycle, and as usual, he does
solooking to the past But good investors not only look for market cycles, they
follow econome and business activity indicators as wélt.
ID:d can only conclude that it is quite possible we Burryhas aprofoundvision of how business cycles warkd
have not yet seen the bottomSpeculative booms clearly expressetiisviews. In his 200&3letter, he explains
like the 1920s and the 1960s were followed not  \ny hebelievesit isthe end of an extremely expansive and

only by steep stock declines, but also by stocks  yntenable boom cycle:
falling to absurd values.The aftermath of the
speculative boom of the 1990s has seen ostensibly
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MBLG ¢l 1S o00GKS O2YLI yend b2 NRheSane leterDr: Buftyarfidipatésii K 2 WeA 3 (2
retailer benefiting from most every macro trend phenomeron:
today.Its 11,5% preax margin in 2005 surpassed . oA oA o4 .
MBLa L KI@ZS gNAUGUUSY 0ST2NbB

10% for the first time since the company went
public in 1971, and its margins rose from 1,5% to
greater than 7%n the last four years. Net income
is five times what it was in 2001, and return on
equity rose nearly fourfold. Similar stories abound,
though not necessarily to all to this degree.

If this is not a peak in a dramatic deHueled

economic boom, well, it certainly looks like one.
h@dSNJ KFEfF GKS {3t Qa
financial businesses benefiting directly from global
liquidity being as it is. Another huge chunk of S&P
earnings come from retailers, and yet another huge
chunk from commodityelated and heavy industrial

companies. With remarkable synchronicity, nearly
SOSNE &dzOK 3INRdzLI A&

But 2006 wasnot the first time Dr. Burry used
microeconomic exaples to describe theisk involvedn the
evolution of the whole macroeconomic environment. In his
2004 Q3 letter to investors he talks about the legal
frameworks of Freddie Mac and Fannie Mae and why he
thinks they are committing fraud:

MBL.aL NBOSydGfe ¢l G§OKSR
and Chairman of Fannie Mae, defend himself before
a House subcommittee against allegations of
fraudulent financial reporting brought by its
NEJdzE  §2NE hCl 9hao L
interim report on the mder, and you know from
prior letters that | have had a dim view of Fannie
Mae and its CEO for some timdy impression:
Fannie Mae is unregulated, and they are very
likely committing fraud

An entity is not being regulated if it takes
subpoenas and threa from the Department of
Wwdza G A OS Ay 2NRSNJ {2
cooperation in a regulatory reviewToo, an entity

is not being regulated if a Congressional
investigation cannot be performed due to wholly
inadequate knowledge of the business at issue on
the part of the investigators. Watching our
representatives flail at questioning Mr. Raines was
rather shocking. They were in no manner capable of
getting past the headline issues, and even those
were covered only in superficial fashion.
Remarkably, theseggticular representatives were
members of the House subcommittee specifically
OKIFNBESR ¢gAUGK NB3IdzE I GAy3

Kl &S

many of our financial institutions are simply
becoming too big to save without consequence
Moreover, as they raced to become too big to fail,
many grew at rates that outstripped internal
accounting and audit controls as well as regulator
NBE a2 dzZNDSadé

And inearlierletters to investorsPr. Burnytalks about other

s NIPRKPHSsues R jies folrqg, yp sitgatiogsgters are

unaware of¢ e.g. themortgage market, and specificailp
interest rates.Hisunderstanding of the whole systemlad
out in thefinal paragraphfrom the 2003Q2letter:

MBL: A common argument today concerning
adjustable rate mortgages is that if the homebuyer

SELISNA SY QY B mévd Before Yok AbRidtahIé B kicks in,

then the obvious choice is to choose an adjustable
rate mortgage, lock in the lowest went payment,
and achieve a more expensive house. Washington
Mutual reports that one quarter to one third of
home loans originated over the last year possess an
adjustable rate featureSuch a program is good for
the lender, the loan officer, the mortgagéroker,

a N C Nieyrdalf dstyite mglert, yaSdanearly évery party

involved in the home purchase transaction. But the
two major risks facing an adjustable rate
mortgage borrower- that home prices and easy

I £ at&lik potentialySbiotR colla@é Quhin@ &he fixed
rate period¢ are precariously correlategl

A few months later, Dr. Burryshows that he applies his
contrary views not onlyn company ormortgage market
analysis he alsodiscussesnacroeconomic issues which is
unusual for a value investor.In 2004, amidst market
disturbances, he is able to detect and anticipate
noteworthytrend in oil prices which hefirst mentionsinthe

2 dirst guarter letterloffthatyeary Sy (i Q &

MBL:60Qil has been in a nominal trading range for
so long that the market apparently feels prices
cannot escape above $40/barrel. In truth, adjusted
for inflation, oil prices have been on a decatiegy
slide and are not even half what they were in the
1970s.A rapid rise in oil prices above $40 has a
reasonable fundamental basis, and would be
almost a universal surprisé.

iKS D{9oaodé
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Closing Price
31-Dec-1999 to 29-Dec-2006 (Daily)
— Crude Oil Brent Global Spot ICE ($/bbl)
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Two quarters lateras oil pricesstart to go up, Dr. Burry
continues his explanation

So prices are rising even as the American consumer

is pulling back. Stagflation? No, | worry about
something worse, and something somewhat
unprecedented.Do | foresee yet another black
a6l yK 5FYy o0ANRA& Of 2dzR Y&

In 2010, Dr. Burry wrote a piece for the New York Times
about how he had seenthe housing crisis coming.
{ LISOAFAOI f f &lSawitkeSCrisis AConbiry, Why & )
5ARY Qi QK § y C $HK iseb Wit higzfieGesis

a valid question. The establishméh#eadion came as a
surprise Not only did no member of Congresspr no
member of Government for that mattegverreachout to
him for an open discussion on whatd happenedn the
pre-crisis years, or what could be dgnbut within two
weeks, all 6of his nowdefunct Scion Capital funds were
beingaudited.

The @ngressional Financial Crisis Inquinon@nission

, LA _ requisitionedall2 T . 5 NMmaHstzN;lhllht@f eople with
MBL:®@ AUKAY UKS FTANBROG I dzt Nllél ;ﬁ uSNJZ §Ed0g\l a SR
- omhe ad convers '\?om bagk 0 I| Ie Iaterthe
Yye aSyidAaySyid GKIFG a@SNe EK 2 A1 :ﬁ %% é/?
ned anrnvestl atio nenillion doflas’in legal"and
2yte LIRAAAOGILS Raniu)\yLMomszasn\seqP A 3K ?t
LINR 58 4 & b Sxva & SE S é’:lQCQ gosta hous?_J%sl\?E hours Were w%\sted in the
as a o y y ad;iing nd mvé)stlgatlon process r. %‘urr hlmsellf

believe now as | did then that there is a reasonable
fundamental basis for these higher oil prices.
Speculators are being widely blamed for these
higher prices, but | would say that to the extent
fundamentalsbe-damned speculators are
involved, they are in for the luckiest ride of their
lives... Since earlighis year, the Funds have held
long equity and distressed debt investments, both
domestically and abroad, that should benefit
significantly from these higher oil pricés.

As you can se@r. Burn@Q @ajor contributionsdo notsolely
apply toinvestmentand finance, he alsdeachesbankers,
regulators and politiciana lessorabout the financial system
andits fragility. In his 2007 final letter to investqQidr. Burry
was boastful as most, if not all, of his predictions had been
fulfilled. Yet his sharp and inquisitive spirit drove him to
continueasking gwhat's nexte:

GHnny A& 3I2Ay3 G2 oS
impact of the subprime mortgag@duced
contagion is hitting Wall Street and Main Street
simultaneously. American consumers who had
relied upon their ever appreciating homes as
fountains of cash have neglected to save even a
penny for years..What does the American
consumer have to spend nowRe American dollar
ended 2007 in a fasaccelerating descent against
Yyzald 27

Fy

i KS difiexs Mdd Rupréncie€d.2 Y Y 2

explainedit all during a 2012 commencement address at
UCLA, at the endf which he lamented
0SOlFdzaS L IalSR

& Wdza lj dzS

That summerthe Federal Reserve put outmaper which
concludedthat Wy 2 i KAy 3 Ay (G(KS FASER
could have predicted what happened with regards to the
housing bust and the subsequent economic falidu
AbsolutenonsenseGoing back to the investment issues we
would liketo retrieve what Dr. Burrywrote in hisQ1 2001
letter, where hediscusses aighly topicdsubject the huge
amounts of employeestock options normally usedy
famousandtop tech companies:

MBL:6One area that is particularity perplexing is
the accounting for options compensatio. X 0 L Yy
coldly calculating market rather than a speculative
one, the stocks of companies governed with so little
Ay U SebiBdh forsha@holdess lwiN . 16isknS limTedizt f
to Adobe, Seibel or Xilinx. Cisco, Intel, Microsoft
and many of the greatest technologselated
WgSIHEGK ONBFG2NRQ 2F GKS
boat.t 6 X0 b2¢g GKF(G o0dzootS A
expectation that we will see any lasy rebound in
the stocks of companies in the hands of such
reckless management teams. Indeed, it is quite
certain that public expectations regarding these
O2YLI} yYASadE
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Stock options are a controversial issue in testhrt-ups,

especiallyin cases wheinvestorscannotsee any profi or

cash flow generation. A year agBarron wrote an excellent
I NJi Al @fgS Ya d¥DK 5 2
Readindr. Burn & & U I dn hersbibjeitidis clearthat
stock options andheir masking-- as a cost- to investors
continues beingan issue sixteen yearsn. Just tohighlight
thisargumenE ¢S @At 1jd2dGS
talks about GAAP and ngBAAP accountability differences:

aLGQa GNHS GKI @
earnings, which require the expensing of stock
compensation. However, many companies highlight
the nonGAAP numbers that exclude stock
compensation and other expenses (...) Stock
compensation at Twitter is off the charts, relative to
i KS 02 Y Llatya @rojectedi$r 70 Sillion this

year- GKANR 2F Ada

Another, less controversial, accounting issue is tloat
goodwill amortization. As a teamwe doy Qlfave a
homogeneousopinion onthe subject. 8me of usare pro
while others areagainst We look at it asa philosophical
issue For Dr. Burrywhat seems to bémportant isto keep

goodwill visible, as a public record of acquisition
performance:
aL +tY | oA3 TFly 2F (KS

amortization of goodwillLet the goodwil stay on
the balance sheet for all to see. This way we can
tell exactly how much money the company has
wasted in the past by simply looking at what the
company is earning now and looking at what the
company has invested to get to the now. Goodwill
amortization hides mistakesWhen the goodwill
amortization doesn't hide mistakes fast enough,
you see extracharga m2 ¥F¥axX | a ¢S
earlier this week. Shareholders should not want
YAaidl 1Sa KARRSy®é¢

2. Dealing with investesQ O2 YLJ AOF GSR 0 SKI
Hedge fund managementis not just about investing It
involvesthe creafon of a soundoperationalstructure with

the proper incentives. Keepirigvestors happy andoolmay

be harderthan managing theimoney.

4 Bary, AHow Much Do Silicon Valley Firms Really EarthANNE2 y Q &

online edition, June 201%ittp://www.barrons.com/articles/how
much-do-siliconvalleyfirms-really-earn1435372718

NEJSy dzS dé

When Dr. Burrystarted his business, Scion Capital, LLC, he
enlistedtwo major partners: Gotham Capital V, LLC, the Joel
Greenblatt fund, and Wk Mountains Management

{AfTAO2Yy %I f { Sémpadyi N second Svasfulbsidliarydof WfekMpuntains

Insurance Group, Ltd led by Jack Byrne, a WarreneBuff
associate and insurance guru. Gotham Capital V, Ld & ha
year option to acquire{ OA 2y /22 80Weshard atk

. NNE y QhitelMedntaigsiadtheioptioniio adquie Qpitor1s,&poef £ &

By takinghis first steps with big partner§r. Burrysecured

i SOKP O2 Ypait of HisGateer. ICOmmissichitl lingentivesare largelya

reflection of Dr. BurnRa a Ay OSNB Oéacltéy O S
aware of management incentivesncluding his own. This
transpires clearly ithis quote from The Big Short:

TBS:641' S RA&ILIWINBOSR AF (K¢
YEylF3ISNRa RSIEd ¢F({Ay3 H
V\tfb[}ya§ mglss_ldlwpn&gzant the hedge fund manager

got” paid simply for amassing vast amounts of

a

20KSNRa LIS2LXS YzySeo {
investors only its actuaéxpensesvhich typically
NIy ¢Sttt 0St26 m LISNOSyi
Scion Value Fundhows excellenperformanceresults
Year Gross Return| Net Return S&P 500
2000 8,20% 6,61% -7,45%
2001 55,44% 44,67% -11,88% K S
2002 16,08% 13,10% -22,10%
2003 50,71% 40,81% 28,69%
2004 10,77% 8,86% 10,88%
2005 7,81% 6,49% 4,91%
2006 -18,16% -18,16% 15,79%
2007 166,91% 138,27% 5,49%
2008 Q1 3,83% 4,09% -9,45%
since 696,94% | 474,40% 5,20%
Inception

Nojg: 2008 datg cavers Nogembgy and December only. Net returns are after
20% performance fee and expenses.

Let us look aBcionst | f de& &hd expensstructure. First

of all, it did not chargeany management fee In order to
keepthe expense ratidow, it only charged fori KS ¥ dzy R
rdnnifigtdstsalwaysunderone percentlt had asuccess$ee

of 20%subject toconditions¢ only when he Fund @nnual
performance returnexceeded6%did the companytake its
20%fee.
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MBLaL R2 y20 S| Ny lafnudl vy O2 tomplicatéd. This i8 whihe liwes toexpress himself itis

return exceeds 6% net of expens@X 0 Y &
incentive to have an income give me every reason
G2 NIrGAz2ylfAT S SELSyasSa

In 2006,the only year with negative performancBy. Burry
decided not to charge any expenseHe probably was under
some pressure noto OK I NHS i K $ toGniBsterS) a
and heRA Ry Qi f #dflinBreasirig SislianR fbses.
Thefeeswere calculatedisingthe High Water Mark method
wherethe manager only receives the performance fee if the
net asset value of the fund has reached a new peak. This
avoids chargingthe fee if the clients are losing moneyer

the long term. At the time, his CDS subprime strategy was
calledinto question by s investors:

TBSH had all these people telling me | needed to
get out of this trade and | was looking at these
other people and thinking how lucky they were to
6S FtoftS (2 3ASG Ayi2 (KAA

Since the start of the Fund@r. Burryalso investd the vast
majority of his net worth and the wealth of his famiky his
mother and his brother weramonghis earlyinvestors-- in
the Scion Value Funtb ensure thathis interests were
aligned with those ofits investors.He did not keepany
personal segrities and as he said the final part of many of
his letters to investors:

MBL:G! & f 2y 3
AYy@SaliyYSyiaodé

2T

Dr. Burrywas aware that incentivecouldlead organizations
to success or disaster. In orderliave as little interference
from hisinvestorsas possiblehe encouraged controversial
behavior,the lack of transparency:

MBL:dThe Fund is structured to allow its managers
to ignore these secondary inputs.The less
definition offered, the less positis revealed, the
fSaa adlraradiroa

Along the same lingsn another letter hestates

MBL:G ¢ KS Cdzy R R2S54&
NI yaLl NBy Oe ¢

y 2

This mayseem strangeat first, but it doesmake sense
consideringthat Dr. Burryhad some difficulties talkng to
other people, probably because AsperQei
he realized he wasuffering fromafter his own son was
diagnosed with it He sag that when people first read his
posts or letters and they meedfterwards the meetingggo
well. In the reverse case, thingsturn out to be more

T AV blgg©rthrotigh hisquarterly letters:

Ay FIBINS2 P20 RaapFd FAY KAYa

investors to find him. He “could write up his
elaborate thoughts and wait for people to read
GKSY YR 6ANB KAY GKSANI Y

02al g
During market downturnsDr. Burn@ a
known to rushinto him like an avalancheHeis bemusedby

investors changing their minds

A Y @Wagedbien NE

TBS 9 I NJpeopl@ iffvested in me because of
my letters, and then somehow after they invested,
they stopped reading ther® 6 X 0 longdeNdNE Q a
success was no longer relevant. He was now being
2dzRISR Y2y (Kt e

He complainedto his wife about the complete absence of
longterm perspective in financial markets:

NI RSo¢
TBSHl do my best to have patience. But | can only
be as patient as my investsr The definition of an
intelligent manager in the hedge fund world is
someone who has the right idea, and sees his
investors abandon him just before the idea pays
2T T e

Despite whatone might think Dr. Burryhas a very good
L __reasonfor not talking toinvestors about his investment
uKS Cdzy R Sdedisioris.2Andhlikelyad it night Seenit i€ ot béciuseof
his personality

TBS:d hated discussing ideas with investors,
because | then bexne a defender of the idea, and
that influences you thought process Once you
became an ideas defender you had a harder time
OKIy3aAy3 @&2dz2NJ YAYR | 02 dzi

This idea soundeevolutionaryto us. Thousands of money

> managers know théeelingof confrontingtheir investment

i K S ApbdideionA THe/idea ¢ dangerously

changing their beliefs by defendingthem is extremely
interesting. Focusg on investment theories onlyand

3 S yprabticallyt férgetidgr theSraist isJpartloff @hatBr2 Burry
understands as incentives construction.

Ultimately, what history will remember about a aney
manageris their track record not whether they had a
& @ WRANE Y S charmingpersonalityor whether they weretalkative. But in
the shortterm things aredifferent.

TBS:6No business could be more objective than
money management, and yet even this business,
facts and logic were overwhelmed by the nebulous
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social dimension of thingsl must say that | have
been astonished by how many people now say they
saw the subprime mealbwn, the commodities
022YX | YR

In an effort to tryand avoid these situations, in the first
paragraphs of every letter, undifferentiated from body text,
Dr. Burrywrote the same disclaimer:

MBL:a L Fdzf £ &
of this investmentvehicle judge my performance
over a period of five years or greatéré

Going back to his posts in Silicarvéstor, we find a long
essayabout investor experience and track record evaluation.
This isa muchdebatedissue, andr. Burrywas not alien to

it. First he talks about comparingnoney managersrom
different times:

SI 16Juk2000:¢ ! 6 2 dzii G KA &
notches in the belt, what a crutch. The two are not
equivalents. Buffett did not live through the
Depres®on, but somehow was able to anticipate
and profit from the 1970sHis returns have been
steadily the same in the 1990s as in the 1950s. |
don'trecall in any of what's written about him that
he claims the 1970s the market's gyrations-
made him a betterinvestor. In fact, | don't recall
this argument being made by any of the value
strategists that | admire.

I will give that experience may be measured in
years. But for any person to claim that he/she is
somehow a better investor or to belittle another
investor - because of this experience is ridiculous,
petty, and ignorant Evidently age is not certain to
confer at least one quality- the ability to
differentiate between populatiovased
generalization and individual outcomes.

This will inevitably becoena battle between the
young and the old. After all, how can an older
investor not take comfort that his 480 years of
experience is somehow better than 10 years of
experienceAnd how can someone with 10 years
of experience not think that the 10 years raa
something?That would take an incredible amount
of selfinvalidation that is generally not humanly
possible. Certainly if one lost a lot of money in the
early 70's, then selhvalidating those dues would
be even less humanly possible.

But Paul and J&gy, you should be ashamed of your
snide and snooty smears on the ages of contributors

bSELISNASYyOSH

here. You two should have more sadhtrol and
selfawarenessPart of that awareness should be
that there are indeed people who can adapt, learn,

GKS FIFRAYy3 S02y2Ye and apyl) bededtba you. Believe it! Time in the

market does not qualify you to stand at the top of
the mountain, and pushing others down exposes
yourselves and creates an environment where you
too will be pushed down. It is all extremely

S E LIS Bail mempeR NI O 2 Y YudRroguctiye.

And the younger contributors might want to
consider not touting their experience, as it will most
surely not measure up to some of the older
members' experience, and will invite ridicule,
whether deserved or notet the arguments, ideas,
and strategies sand on their own.On those, we
will be rightly open to attack. But at least the
_Jpersonal angle will not have been introduced.
Aaadzss | yR

I've appreciated the insights of Senior and Bash
when it comes to analysis and strategy points. But
the overly confrontational anl too-personal tone
reflects their surnames too ofteris not necessary
and is one of the major reasons this thread has been
criticized as too clubby. A newbie gets at most two
strikes, and I'm sure a few have browsed the thread
only to not post because tife personal attack that
sometimes greets certain posts.will forever
remember Paul's welcome message to m® the
thread that | started: "You're a doctor, ipso facto a
lousy investor."What a neat but perfectly ignorant
and completely unproductive dgement. Can we
1SSL) GKA& addzZFF G2 | YAYA

Dr. Burn@ afrustrations go well beyond difficult
communication with investors. In October 20@& his CDS
subprime strategy was already underway, sgdr by
opportunity expectationshe tried to launch aspecifie
purpose hedge fund exclusively dedicated to short
mortgages via credit default swapBre name othisunborn
Ay@SadyYSyid OSKAOf Smatlethis ided G 2
publicin the Q32006 letter to investorsand itwas not well
received:

TBSa | &. dzZNNE 0
hLJza ® o X0

O2dzf Ry Qi NI A2
aAfd2yQa 2Lidz F

This is how he describes thdifference between rasing
money and managing it:

TBS:62 KAtES /FLAGEE NIA&AAY3
contest intelligent investment is quite the
oppositeg
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{ OA 2y [/ | Laatiity endeCidzffeRs€rand quarter of
2008. Athough it performedremarkablyin 2007 andlid well
despite a difficult fourth quarteDr. Burn@ a
money manager I a bitter taste in his mouth. The last two
yearsat the head of Scion Capital wherawful, the worst
problem being having to dealwith a credit default swap€
WFI 1S YIEN]SGQY

S E LISNR S yNidhael L2wisiBSa 2 K | (i

mood.Here are wo enlightening quotefrom The Big Short
we could notbut reproduce Thefirst is astatement by
KFR KILLISYSR ¢
been right, the world had been wrong, and the world hated

him for it.

The seconaneisa thought byDr. Burryhimself:

TBSGCKS FIaS 2F {Orzy /FLadrt BNNPEN FFS¥kddis 8 &; £f SHI

but that fate was not, in the short run, determined

by an open and free market. It was determined by
Goldman Sachs, Bank of America and Morgan
Stanley, who decided each day whether Mike

. dzZNNE Q& G NBaRs\ iad RBIE brdiost
Y2ySéod oX0 GKSNB g6l a yz2
things were worthg so they were worth whatever
Goldman Sachs and Morgan Stanley said they
worth. 6 X6 KS ¢2NX RQa aAy3ats
YFEN)]SG 6l ayQd + YIFEN]SGoé

Dr. Burnytried to buy some securities at priceslvertisedby
Wall Street banks, but more than 90% were unavailable.

TBSG 2 KSy @&2dz GF €1 G2
you are getting the view from their (position)
0221 ¢¢

This situation was increasingltressful becauseit was
putting the Fun@® survivaln danger

TBSudf the value of the credit default swaps fell by
half, Scion registered a marto-market loss of
20%. More alarmingly, his credit default swap
contracts contained a provision that allowed the big
Wall Street firms to cancel their bets with Scion if
{OA2yQa | aasSia FStt oSt 2
suddenly a real risk that that might happen. Most of

was proven right, there was no triumph in it.
Making money was nothing like | thought it would
0Sde
Ldzih KA A PEBRRERINGDNIGR 30 Hund 4
only suchinstance With onlysomeof his letters available
Kve halrecoméZderBsshre&casedh fotalland theaméunt of
information we were able to extract on the specificsis

limited. o B )

oAIISau OlF LA UL f
The firstcaseof sidepocketingwas Livedoor, a Japanese
financial services and internet company that allegadbde
fraudulentmaneuverdo inflate earnings. In Japan, Livedoor
wasa national scandal. The stowas delisted anbr. Burry

6 y & 3 23MPlYdgedgd o sigpasketdhe inyegmepts N 5

The other twocases involvecompaniesthat were taken
private bytheir controlling shareholders The first onevas
Blue Ocean Reyhichwound up with some profits. The last
one, Symetra Financial was expected to be listed agairein
first quarter of 2008vhenDr. Burrydecided to end the Scion
Value Fund.

3. A fewconclusions

&1 BUITYS.JIRER; QU PRIt of Migpe Qe ANQSRITVRSIENS 4 | 5

who have reached the Financial Markétsall of Fame. As

his investors has agreed to a oS I NJ Wt 2 O] £YSBONg slsgn this honorable imaginary room, he has

But of the $555 million he had under management,
$302 million was eligible to be withdrawn either at
the end of 2006 or in the middle of 2007, and
investors were lining up to ask for their money
ol O1 @¢

Dr. Burry was put inan extremely difficultposition by his
counterparts and his investordde therefore decided to
YEAALR D S entirell @B subprime trade.Wifle-
pockeingimostof yourclientsQ ¥ dbyiduslyis adecision
with huge consequences, unlika typical sidepocket for a
smallinvestment thathasbecome indefinitely illiquid.

All therelatedlegal problems and daip-day pressurenade
victory bitter. The lack of recognition byis clients, other
investors and money managetsok its toll onDr. BurnQ a

light and a dark sideWe hope that thisessay will have
shown youwhat they are.

5NX . dNNEQa Ay@SadySyid LIKAC
combination of classical value views with an analytical
approachto free cash flowvaluation, behavioral finance
concepts, financial and business cycle tracing and the
incorporation of the latest financial innovations.

We have learned a Iagoing through all this material in an
SFF2NI G2 dzy RSNBUGFYR 5N
have incorporated some of it into oimvestmentapproach

. dzl

We hopethis journeyhas been helpful.
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