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“They asked me where I found all the millionaires who invested in my partnership.” (Laughing) “I told them I grew my own.” – Warren Buffett to the author, 1968.

Our Table in the previous issue of Wilmott suggests that if the United States continues to prosper, if the University continues to exist, and our investment and distribution policies continue to be implemented, the power of compounding may well lead to an endowment fund for our chair in mathematics which, valued in today’s dollars, far exceeds that of the current endowment for any chair that now exists in the world.  As for the future existence of the University, Sample and Bermis
 say that former University of California Chancellor “Clark Kerr observed that, since 1520, only about 85 institutions have remained continuously in existence. … about 70… [of these]…are universities. …few things last longer or are more resilient than universities.”  As for our investment and distribution policies, we hope the explanations we have given here will help insure their continued use.


For those who wonder how likely this is to come to pass, we remind them of a similar plan by Benjamin Franklin to, in the words of biographer H.W. Brands, make a bequest which “would be immediately useful, yet it would gain in philanthropic power with passing years.”


Upon his death in 1790, Franklin set aside two special revolving funds of 1,000 pounds each.  One went to Boston, and the other to Philadelphia.  They were to be lent in small portions at 5% per annum to help “young married artificers.”   Franklin expected each fund compounding at 5% per annum to increase in a century to over 130,000 pounds, at which point 100,000 pounds was to be used for public works.  In the second hundred years the remainder would, at 5%, increase to more than 4 million pounds, which then was to be divided between the cities and their states.  In the event, by 1990 the Boston fund had grown to $4.5 million and the Philadelphia fund to $2 million.
The Initial Investment Policy

Though we expect the endowment to be invested in a no load index fund for the long run, our initial contribution (to which we may add later) will be class A shares of Berkshire Hathaway.  We bought them in 1983 at $980.50 per share.  At the current price of about $72,000 per share we expect to contribute about 14 shares.  Rather than immediately sell these shares and buy the S&P 500 index, we are asking that shares only be sold one at a time, as needed to supply funds to pay out the annual 1.9% to the chair holder.  The unused cash is to be put in a suitable no load index fund, initially the Vanguard S&P 500, from which reservoir subsequent payouts will be made.  This policy is to remain in place while at least one donor is alive, unless the donors consent to a change.  After the donors are dead, the University is to sell any remaining shares of Berkshire and invest the proceeds in a suitable no load index fund.  Why do we begin with an active investment policy, even though our long run policy is passive?
Berkshire Hathaway

To see why the donors want the endowment to initially be held mostly as Berkshire shares, note first the historical performance of the company.  In the 38 years from 1965 through 2002, the annual change in Per-Share Book Value of Berkshire was 22.2%, whereas the annual percentage change in the S&P 500 with dividends included was 10.0%, an average advantage of 12.2% per year for Berkshire.  Admittedly, there is an “apples and oranges” issue in this comparison, since percentage changes in per-share book value do not closely track percentage changes in market price in the short run, even though they might be expected to do so in the long run.  However using market prices for the stock and in the case of Berkshire, instead of book value, would have added 2% or so in favor of Berkshire.


As Berkshire has grown into a $114 billion company one would expect, as its CEO Warren Buffett has repeatedly stated, that its edge over the S&P 500 would decline.  Looking back over 15 years, Fortune
 in its cover story says “In racking up compound annual returns of 21% over the past 15 years (vs. the market’s 11%), Buffett has proved himself the world’s greatest investor.”  Looking back just four years, from July 1999 through June 2003, we find annualized returns of 1.3% for Berkshire and 
-8.9% for the S&P 500 with dividends, an edge of 10.2% for Berkshire.

Efficient market theorists might argue that “the market” knows all this and more, and has properly discounted the current price so that there is no future risk adjusted advantage in holding Berkshire.  Of course they would have said the same thing for each of the last 38 years.  Nonetheless, we do expect Berkshire’s performance to regress towards the mean, so that its risk-adjusted edge over the S&P 500 will tend to diminish towards zero.  Factors that could eventually contribute to this are its increasing share of the total value of the U.S. equity market, now about 1%, and the eventual loss of the services of Warren Buffett.  Unless Buffett dies unexpectedly, we think Berkshire’s edge will continue to be significant for another decade or more, and that there will be ample time to reallocate in favor of an index fund.
Risk for the Endowment Fund

Computer simulations and theoretical analysis suggest that the principal financial danger to the fund is the possibility of bad investment results sometime in the first few decades.  As the extreme historical instance in the U.S., Ibbotson Associates give the inflation-adjusted total return for large company stocks for the period August 31, 1929 through May 31, 1932 as -79.0%.  A million dollar endowment so invested in an index at the close on August 31, 1929 would – without spending – have been reduced to an inflation-adjusted $210,000.  Paying out 2% annualized, prorated over the 2¾ years, would have further reduced it to about $199,000.

Although we expect such an extreme adverse effect to be very unlikely, we have added a safety feature.  The chair is awarded for five years at a time and may be renewed indefinitely.  We specify that whenever the endowment’s value falls below the sum of the cumulative bequests (initially about one million dollars), adjusted for inflation, then no new award will be made without prior approval by the donors.  This will help to restore the endowment.  If the value of the endowment declines substantially from its original real value during the lifetimes of the donors, they will consider adding to it.

Selection Criterion:  Mathematical Potential


Political fads and fashions come and go.  Special interest groups attempt to advance their agendas by seeking preferences or handicaps for particular subgroups.  The history of mathematics through the ages shows contributions from an enormous diversity of cultures, beliefs and social systems.  We specify that there is to be neither preference given nor discrimination against any candidate on the basis of his or her race, religion, national origin, gender, or beliefs, and that mathematical merit and future potential, as well as the will and ability to implement them, be the criteria for selection.


I thank Prof. Ronald Stern, Dean of Physical Sciences at UCI, for encouraging and facilitating the creation of the chair, Paul Marx of the University Foundation for legal help and for many insightful conversations, and my wife Vivian for her part in creating the conditions that made our contribution possible.


We hope we have planned well and that our gift, like Ben Franklin’s, will accrue to the benefit of many generations.
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