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Preface

his book is for everyone with a serious interest in learning about

stock market investing using principles espoused by Warren

Bulffett. Just over 20 years ago, while teaching at the Wharton
School, I stumbled upon an essay by Warren Buftett that motivated me
to carefully investigate his investment style.! T was intrigued when I real-
ized that there was a fundamental difference between Buffett’s attitude
toward investing and the academic approach. While academics generally
anchor on the impossibility of making above-average returns, Buftett
proposes just the opposite. He argues that with a careful study of company
fundamentals and management quality, investors definitively can earn
above-average returns. His outstanding long-term record supports his
claim. When faced with Buftett’s record, most academics either dismiss
it as an outlier or brand him a genius who cannot be copied or explained.
I wanted to know if there was a systematic way of understanding and
emulating his investment philosophy.

Most authors, including academics, characterize Buffett as a value
investor. Buffett is not just a value investor—at least not in the popular
sense that the “value” moniker is used. Buffett’s publicly traded company,
Berkshire Hathaway, has grown at an annualized rate of about 20 percent
in assets, revenues, net worth, and market value for 44 years. His per-
formance is closer to what would be expected from a successful growth
investor. Unlike other businessmen who may have also amassed great for-
tunes, Buftett stands alone because his long-term success reflects growth

1X



X PREFACE

of his business and investments in several different industries without ever
riding a hot trend. There is another major difference between Buftett
and other successful investors, which is actually the main reason I chose
to study him diligently. Warren Buffett is a man of the highest level of
integrity. He knows that he has a special gift, and instead of keeping it to
himself, he has chosen to share his immensely valuable experiences with
anyone who cares to do some research. A remarkable teacher, Buftett
has written a considerable body of material on his ideas and principles,
which allows for careful examination of his strategies and motivations.

The key reason for Buffett’s unparalleled success is not only his ability
to stay resolute with the primary value investing principle of maintain-
ing a low downside risk but also his skill at pairing it with the growth
investing principle of putting money into companies with sustainable
growth opportunities. Thus, he combines the principles of both the
value and growth investment strategies. Yet, he does not invest in high-
tech companies, as so many growth investors do. His growth strategy is
best understood by studying the businesses he has purchased at Berkshire
Hathaway. Buffett buys good businesses that already possess outstand-
ing, high-integrity management. He relies on the same principles for
investing in common stocks. I elaborate on his investment principles
throughout the book along with the specific topics covered in each chap-
ter. These principles are useful whether you are investing in a bull market
or a bear market.

Buffett and Contemporary Teachings at
Business Schools

My goal as a teacher-researcher is not only to explore what Buftett
practices but also to find answers to why his practices are successful.
In 1997, my desire to understand why Buftett’s investment style works
and how his strategies blend with the lessons from contemporary finance
led me to develop a new course at Tulane University. This course took a
new approach to finance, where students studied Buftett’s writings and
decisions in conjunction with modern finance research. The students
also analyzed a large number of businesses. In 1999, Tulane contributed
$2 million from the university’s endowment fund to create a portfolio
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to be managed by students under my guidance. I left Tulane in 2002 for
Georgetown University, but Professor Sheri Tice continues to teach the
increasingly popular course at Tulane.

From the outset, it is important to recognize that Buffett’s ideas are
not always at odds with modern finance theories. For example, the con-
cepts of discounting cash flows and net present value are taught in all
business schools. Resembling the net present value concept, concepts
like intrinsic value and margin of safety are at the core of Buffett-style
investing. Furthermore, the much-talked-about concept of diversifica-
tion is discussed in a somewhat similar, although not identical, fashion
both by investment texts and by Buffett. There is plenty of commonality
between the business school curriculum and Buffett’s approach. How-
ever, this book covers ideas from Buffett that go beyond what professors
generally offer. My goal is to provide additional insights to lead you
toward a more practical approach to investing in the stock market.

Focus on Important Questions

One key trait that makes Buffett successful is his ability to focus. To
remain focused, I present many sections of the book in a question-
and-answer format. This Socratic style forces one to pinpoint important
questions that fellow investors, students, and colleagues have asked me
over the years. At Berkshire Hathaway annual meetings, many of which
[ have attended over the past 20 years, Warren Buffett and Charlie
Munger (chairman and vice chairman of Berkshire Hathaway, respec-
tively) answer questions from the audience for several hours. Buffett
also used a question-and-answer format in 2003 when he accepted
my invitation to address Georgetown University MBA students and
faculty.

Although this book concentrates on Buffett’s investing style, I bring
in related ideas from other investors and academic research to help
improve your investment strategies. For example, no discussion on invest-
ing is complete without incorporating the pioneering and still relevant
works of Benjamin Graham and David Dodd. Similarly, I draw from the
thoughts of Philip Fisher and Peter Lynch to discuss growth investing
strategies.
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No one can teach Buftett’s ideas better than Buftett himself. Clearly,
he knows a thing or two about investing. In March 2008, Forbes magazine
ranked Buftett as the world’s wealthiest man with an estimated personal
wealth of $62 billion.? I wrote him a letter in 1997 suggesting that future
generations would thank him if he were to write a book. He responded,
“I definitely have a book in mind, though much of what I have to say has
been covered in the annual reports.” While we wait for Buffett to write
his investment book, I decided to share my own analyses. To unmask his
thoughts, I carefully studied Berkshire Hathaway’s annual reports from
the past 50 years, his 1958 to 1969 partnership letters, and as many of his
other writings as I could find. I have benefited immensely from this eftort
and have done my best to capture Buffett’s investment ideas in this book.

How Much Background Do You Need to
Understand Buffett’s Principles?

Butftett does not recommend sophisticated mathematical models. He
writes, “To invest successfully, you need not understand beta, efti-
cient markets, modern portfolio theory, option pricing, or emerging
markets.”> With this sentiment in mind, I have made certain that you do
not need any knowledge of mathematical finance to benefit from this
book. Consistent with Buffett’s teachings, my experience tells me that
the use of mathematical models to pick individual stocks is not particu-
larly helpful. It may even be harmful because it can lead you to become
overconfident in your abilities. As the financial crisis in 2008—2009 has
shown, over-reliance on mathematical models can result in a false sense
of security in the understanding of risk and return.

Some knowledge of accounting and finance is essential to follow this
book, but most people investing in the stock market already understand
such terms as earnings, dividends, and return on equity. My objective is
to show how to interpret those terms so that you can use them eftec-
tively to improve your investing style. If you have no knowledge of
basic investment terms, you may find some sections of this book a lit-
tle advanced. Even then, you will see that there is more to picking a
stock than being a whiz in manipulating numbers. If stock picking could
indeed be formulated as a mathematical model, mutual fund managers
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could simply hire a bunch of rocket scientists and earn superior returns.
But the evidence is just the opposite: It appears that investors who use
simple principles generally do better than those who rely heavily on
mathematical models.

To concentrate on Buffett’s investing principles, I restrict my discus-
sion to Buffett’s investment-related ideas, how we can learn from them,
and why they work. Others have already reviewed his interesting life
story.* I doubt that you need to be as fascinated by bridge or baseball as
he is to become a successful investor. Similarly, you need not have been
born in Omaha, Nebraska, or share his taste in food. Even his friend
and business partner Charlie Munger does not agree with all of Buffett’s
philosophical ideas. While Buffett is a Democrat, Munger is a Republi-
can. You need not be either. By keeping the book focused on Buffett’s
investment philosophies, I highlight only the issues relevant to investing.

What Can You Learn from This Book?

This book is divided into nine parts and 30 chapters. There is continuity
across chapters, but you can read most of them independently.

In Part I (Chapters 1 and 2), my main objective is to convince you
that investing is like searching for buried treasure. One reason Buftett
is successful is that he enjoys this process, and you are more likely to
be successful if you treat it as a game and have fun with it. Next, I
chronologically outline several important events in Berkshire’s history to
draw insights into Buftett’s philosophy. Such a historical background is
useful to keep the remainder of the book in perspective.

Part IT (Chapters 3 to 6) explains basic investment strategies, so-called
value investing and growth investing. Using concrete examples, I explain
how you may compute intrinsic value and margin of safety before you invest.
Particularly in Chapter 6, I explain why Buftett’s strategies should not be
classified as value investing in the traditional sense. He does what is most
logical and frequently combines value and growth investing strategies
effectively. In general, it is a mistake, and would limit your imagination,
to pigeonhole Buffett’s approach into any single investing style. He does
what is most rational to create value in the long run. For lack of a better
term, I simply call him a renaissance investor.
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In Part III (Chapters 7 to 9), I look at how Buffett uses insurance
to generate cash flows for other investments. To understand Buffett, you
must have some understanding of the insurance business, which is the
mainstay of Berkshire Hathaway.

In Part IV (Chapters 10 to 13), I discuss several of Buffett’s invest-
ments in retailing, utilities, and manufacturing. These examples provide
further insight into his emphasis on growth and management quality. In
Part V (Chapters 14 to 17), I emphasize Buftett’s opinions concerning
several classic topics, such as diversification and risk.

In Part VI (Chapters 18 and 19), I discuss Buffett’s thoughts on market
efficiency and the ways in which you may incorporate his thoughts into
your decision making.

In Part VII (Chapters 20 to 24), I review several important issues
related to profitability and accounting. Although these chapters will not
make you an accountant, they will provide you with a perspective that
is not common in investing circles.

In Part VIII (Chapters 25 and 26), I focus on psychology because to
be a successful investor, you must understand yourself and the biases that
play a role in your decision making and the decision making of others.

Part IX (Chapters 27 to 30) is devoted to corporate governance,
Buftett’s thoughts on CEOs and other managers, and why he emphasizes
appropriate compensation structure throughout a firm. The conclusion
of the book discusses Buffett’s emphasis on developing a suitable tem-
perament for winning in the market, just as a baseball player needs to
develop a temperament for winning on the diamond.

Opverall, the book will allow you to discover that Buffett has achieved
success by emphasizing the importance of high-quality managers more
than any other metric. He calls his managers the “All-Stars” and discusses
their accomplishments lavishly in Berkshire annual reports. By contrast,
most research and teachings in business schools use financial numbers as
the key metric for financial success and understanding businesses. My
objective is to develop your understanding beyond the ideas you may
have learned in your college courses, gleaned by reading articles in the
popular media, or picked up through any other outlets. My motivation
is not just to provide rules for investing but also to help improve your
mind-set for investing. Having the right mind-set is pivotal, whether
you are an individual investor, a student, an academic, or a professional
portfolio manager.

Prem C. Jaln
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Part One

INTRODUCTION AND
BACKGROUND

n Chapter 1, I explain why it is easy to beat the professional mutual
I fund managers and how, with some eftort, you can also outperform
the market as a whole. I demonstrate that in the long run, rewards
from playing the game of investing are large. In Chapter 2, I use impor-
tant events from Berkshire Hathaway’s history as a backdrop for various

investing lessons that can be learned from Warren Buftett.






Chapter 1

The Thrill of Investing
in Common Stocks

It’s not that I want money. Its the fun of making money and
watching it grow.!

— Warren Buffett

arren Buffett has often mentioned that he enjoys running

g g / Berkshire Hathaway and has fun making money. I assume
that you too want to earn high rates of return on your

investments while having fun doing it. It is not difficult to do if you master
certain principles that Buffett follows. You play baseball, golf, bridge,
or the stock market because it is enjoyable. But you enjoy the game
even more when you defeat the opponent, especially when you beat a
seemingly superior player. Can you win in the game of investing? Yes, you
can, so long as you are willing put some effort into it. And not only can
you win; the thrill of the game arises because you can win often. You
have weak opponents: “Mr. Market,” who sufters from up-and-down
moods, and professional money managers, who can be outperformed
just as easily.? This game is not as difficult as most people think. It is
as much fun as a treasure hunt. Berkshire Hathaway is just one of the
treasures I have discovered. This introductory chapter will convince you
that the rewards from becoming a better investor are enormous. Later in
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the book, I explain Buffett’s principles and why they work, so that you
may use them to earn those rewards by investing in the stock market.

How a 1 Percent Advantage Becomes
a 100 Percent Gain

Only one in five actively managed mutual funds beats the Standard &
Poor’s (S&P) 500 index. Thus, if you invest in actively managed mutual
funds, your odds of beating the market are only one-in-five. These odds
are indeed low. A very simple approach to improve your odds is to
invest in index funds because their returns will be close to the market
returns. By investing in index funds instead of mutual funds, your odds
of beating the market improve from one-in-five to four-in-five. But why
stop there? If you have some money to invest for the long run, why not
invest in common stocks? With common stocks, you can improve your
returns even more, especially if you enjoy the process and put some effort
into learning the principles that master investors like Buffett have laid
out. Another great investor, Peter Lynch, echoes this viewpoint: “[A]n
amateur who devotes a small amount of time to study companies in
an industry he or she knows something about can outperform 95 per-
cent of the paid experts who manage the mutual funds, plus have fun
doing it

How much skill do you need to be much better off than investing
in actively managed mutual funds? In the long run, not much! Let me
explain. Based on a long historical record, the expected return on the
market is about 7 percent to 10 percent per year. For simplicity, let’s use
10 percent as a benchmark. Then, your return from an average mutual
fund will be only 8 percent because about 2 percent goes toward expenses
in running the mutual fund, which includes the management fees. If you
invest $1,000 with a mutual fund and the mutual fund gives you a return
of 8 percent per year, your initial investment of $1,000 will become
$6,848 in 25 years; that is, you will have a net gain of $5,848.

Assume that you are able to develop just a 1 percent return advantage
over the market in the game of investing or picking stocks. Remember
that you also do not incur the 2 percent expenses in fees and charges
when you invest in mutual funds. With 1 percent above the market, or
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Figure 1.1 Growth of $1,000 after 25 or Intermediate Years at Different Rates
of Return

11 percent per year, your initial $1,000 investment will become $13,585
at the end of 25 years, which is a net gain of $12,585. Thus, your net
gain is more than twice what you would have had if you had invested in
mutual funds. It is almost unbelievable, but the numbers do not lie. Even
if you decide not to put all your money under your own management
and invest all of it in individual stocks, you may find it worthwhile to
take charge of some of your own investments. If nothing else, it will be
a great learning experience and a new source of excitement.

An additional advantage of investing in individual stocks is that you
will pay lower taxes. If you pick your investments carefully and do not sell
them for a long time, you pay substantially less in taxes than if you had
invested in mutual funds. Thus, even if you do not develop a 1 percent
advantage over the market, you will come out substantially ahead when
you judiciously invest in individual stocks rather than mutual funds.

Figure 1.1 shows what $1,000 will become in 10, 15, 20, and 25 years
if you earn 5 percent, 10 percent, or 15 percent per year. Note that if
you can earn 15 percent per year, your advantage over the market is
enormous. A $1,000 initial investment will become $32,919 in 25 years
at a 15 percent annual rate of return.

The 2008-2009 stock market crash may have made you pessimistic
about investing. However, history tells us that you have an advantage.
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This event actually offers you a great opportunity to find good stocks to
invest in. Buftett recently wrote in the New York Times that for his per-
sonal account, he is buying common stocks in this market.* Another
legendary investor with an outstanding record over several decades
writes, “One principle that I have used throughout my career is to invest
at the point of maximum pessimism.” So, spend some time learning to
invest wisely. Let’s first look at returns you would have earned if you had
invested in Buftett’s company, Berkshire Hathaway.

How Much Would You Have Earned If You
Had Invested with Buffett?

In the past 30 years ending in 2008, Berkshire Hathaway has given an
annualized return of over 23 percent per year. This is twice the rate of
return you would have earned with the Dow Jones Industrial Average or
the S&P 500 index. Obviously, Warren Buftett’s performance is incred-
ible. In terms of dollar amounts, if you had invested $1,000 in Berkshire
Hathaway about 30 years ago, your investment today would amount to
about $500,000. The lesson is clear: Learn from Warren Buffett’s invest-
ment philosophy, which is described throughout this book. You may
not be able to attain his level of success, but you do not have to be
Warren Butffett to earn respectable returns in the stock market. If you
can replicate even, say, one-fourth or one-third of the advantage he has
over the market, you will earn very high long-term returns. The aver-
age investor is likely to be a relatively small investor. It is easier to beat
the market with smaller amounts of money than with large investments.
When Buffett ran his partnerships in the late 1950s to late 1960s, his
returns were even larger. Now, Buffett cannot invest in smaller compa-
nies because the Berkshire portfolio is so large. But a small investor has
the advantage of being able to invest in smaller companies. For Berkshire
as a whole, returns were higher when the company was smaller, but even
over the past 15 years, the average annualized return has been 12 percent
compared with only about 6 percent for the S&P 500 index.

You never know: You might have the skills to pick the right stocks
and become as good an investor as Warren Buffett. As long as you are
not reckless, there is little downside in trying to find out whether you
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have some of the skills to be successful. One great thing about Buftett is
that he has written generously about what he does and how he does it. If
you have patience and the willingness, let’s start learning about businesses
and investing from the master.

Conclusions

Buftett has often described his investing philosophy as simple but not easy.
It is simple in the sense that all you need to do is to identify outstanding
businesses that are run by competent and honest managers and whose
common stock is selling at a reasonable price. But how do you that?
This book makes the process of discovering those businesses as easy as
possible.






Chapter 2

1965-2009: Lessons
from Significant Events
in Berkshire History

History is philosophy teaching by examples.

—Thucydides, an ancient Greek historian

hen Warren Buftett took control of Berkshire Hathaway
; g / in 1965, it was a small textile manufacturing company in
New England. The prospects of the textile industry at the
time were rather bleak. Buftett has transformed Berkshire into a large
insurance, utility, manufacturing, and retailing conglomerate. In 44 years,
the company’s book value has grown from $19 to $70,530 per class A
share, and the stock price has correspondingly grown from about $8
to $96,600. The following list of significant events in Berkshire history
serves two purposes. First, it is important to learn from the examples
others have set; and second, it presents a quick look at many of Buffett’s
principles. In later chapters, we will explore these principles further.
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1965: Not Throwing Good Money after Bad

Event Warren Buffett is listed as a Berkshire director for the first time,
although he is not yet the chief executive of the company. Starting to
accumulate Berkshire shares in 1962 at $7.60 per share, Buftett acquired
a controlling interest in the company by 1965 with an overall average
cost of $14.86 per share.

Lesson Revenues at Berkshire have been declining, from $64 million
to $49 million, in the prior 16 years. However, the company did not
invest much to prop up the declining textile business. The decision not to
invest in a declining business is a good example of the often-used maxim:
“Don’t throw good money after bad.” Berkshire’s cash flows are instead
used for buying its own shares back in the open market and for investing in
other securities. The main lesson is that one should be careful in investing
in a company that is using its cash flows to sustain a dying business.

1967: Invest in Your Circle of Competence

Event Berkshire makes its debut in the insurance business by acquiring
two insurance companies for $9 million: National Indemnity Company
and National Fire and Marine Insurance Company. Both companies are
based in Omaha where Buffett lives.

Lesson Buffett probably had a long-term plan to slowly develop the
insurance business. This is a nearly perfect example of how along journey
starts with a small first step. He invests within his circle of competence:
insurance.

1973: Cash Flow Is King
Event Berkshire increases its investment in Blue Chip Stamps.

Lesson In the trading stamp business, the company receives cash in
advance for stamps: an IOU. The company does not have to pay interest
on these IOUs, and it can use the cash thus received for investments
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in other businesses. This is a good example of Buftett’s philosophy of
generating cash flow with little risk. The insurance business has similar
characteristics.

1977: Successful Growth

Event The insurance business continues to grow at a fast pace through
expansion and acquisitions. Buffett reports that in the prior 10 years,
insurance premiums grew by about 600 percent, from $22 million to
$151 million.

Lesson Buffett’s excellent knowledge of the insurance industry helps
him to identify top managers and then delegate them to run individual
units. Note that insurance was not a fast-growing industry. Outstanding
managers are the key to successful growth. Invest with them when you
find such opportunities.

1980: Buying Shares after Prices Fall

Event Berkshire initially invested in GEICO in 1976 when GEICO
was close to bankruptcy. Berkshire increases its holding in GEICO to
7.2 million shares, equal to an equity interest of about 33 percent.

Lesson Buffett explains his investments in GEICO and American
Express as follows:

GEICO’s problems at that time put it in a position analogous to that of
American Express in 1964 following the salad oil scandal. Both were
one-of-a-kind companies, temporarily reeling from the effects of a
fiscal blow that did not destroy their exceptional underlying economics.
The GEICO and American Express situations, extraordinary business
franchises with alocalized excisable cancer (needing, to be sure, a skilled
surgeon), should be distinguished from the true “turnaround” situation
in which the managers expect—and need—to pull off a corporate
Pygmalion. !
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Buffett has emphasized that most turnaround candidates do not suc-
ceed. However, GEICO and American Express are exceptions because
the underlying businesses were healthy. You should buy shares after a
precipitous fall in prices only when you can assess that the company’s
problems are temporary.

1984: Reported Versus True Financial Results

Event Buffett describes how estimates of losses in the insurance business
can be substantially different from the final tally, and, therefore, reported
earnings are subject to change. In 1983, reported underwriting results,
based on estimates in 1983, indicated a loss of $33 million; but a year
later, corrected figures turn out to be $51 million, about 50 percent more
than the original estimate.

Lesson The following story explains that when managers plan to
manipulate earnings, it is not difficult.

A man was traveling abroad when he received a call from his sister
informing him that their father had died unexpectedly. It was physically
impossible for the brother to get back home for the funeral, but he told
his sister to take care of the funeral arrangements and to send the bill
to him. After returning home, he received a bill for several thousand
dollars, which he promptly paid. The following month, another bill
came along for $15, and he paid that, too. Another month followed,
with a similar bill. When, in the next month, a third bill for $15 was
presented, he called his sister to ask what was going on. “Oh,” she said.
“I forgot to tell you. We buried Dad in a rented suit.”?

Preparation of financial statements requires a large number of estimates.
‘When analyzing a company, you should examine several years’ worth
of financial statements, not just the recent ones.

1985: Capital Expenditures

Event Berkshire Hathaway closes its textile operations, which was its
main business when Buffett took control of the company in 1965.
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Lesson Buffett writes: “It [is] inappropriate for even an exceptionally
profitable company to fund an operation once it appears to have unend-
ing losses in prospect””® As an example, Buffett states that Burlington
Industries, another textile company, unsuccessfully invested more than
$200 per share on the $60 stock. He writes, “When a management with
a reputation for brilliance tackles a business with a reputation for poor
fundamental economics, it is the reputation of the business that remains
intact.”* When you see a company making new investments in a dying
business (e.g., the auto industry in the United States in recent years), you
should not invest in that company.

1986: Corporate Jets and Other Luxuries

Event In small print, Buffett writes, “We bought a corporate jet last

year.”

Lesson Corporate jets are very expensive and cost a lot to operate
and maintain, or, as Buffett puts it, “cost a lot to look at.”” While it
seems appropriate for Buffett to acquire a corporate jet, he clearly feels
uncomfortable. As Benjamin Franklin said, “So convenient a thing it is
to be a reasonable creature, since it enables one to find or make a reason
for everything one has a mind to do.”® As an investor, you can learn
about a company’s true culture from its spending practices.

1988: Holding Period of an Investment

Event Berkshire buys 14.2 million shares of Coca-Cola for $592 mil-
lion. With respect to this first major purchase of Coca-Cola stock, Buffett
states that his favorite holding period is forever. He further states, “We
continue to concentrate our investments in a very few companies that
we try to understand well.”” He also recalls Mae West, “Too much of a

good thing can be wonderful.”®

Lesson In about 10 years, the market value of the Coca-Cola stock
holding will increase tenfold. One reason Buffett can hold investments
for long periods is that he invests only in companies that he understands
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and that have outstanding management. With respect to Coca-Cola’s
CEOQO, Buffett writes:

Through a truly rare blend of marketing and financial skills, Roberto
[Goizueta] has maximized both the growth of the product and the
rewards that this growth brings to shareholders. Normally, the CEO
of a consumer products company, drawing on his natural inclinations
or experience, will cause either marketing or finance to dominate the
business at the expense of the other discipline. With Roberto, the mesh
of marketing and finance is perfect and the result is a shareholder’s

C
dream.’

Excellent investment opportunities are few and far between. When
you find such stocks, you should buy a lot and hold them for a
long time.

1989: Looking Foolish Versus Acting Foolish

Event In 1989, two natural disasters affected the insurance industry
significantly. First, Hurricane Hugo caused billions of dollars of damage
in the Caribbean and the Carolinas. Second, within weeks, California
was hit by an earthquake causing insured damage that was difficult to
estimate, even well after the event.

Lesson Before the 1989 natural disasters, premiums in the insurance
industry were inadequate. Unlike many others, Buffett stayed away from
unprofitable businesses. Immediately after the earthquake, the tables were
turned. Given its strong financial position, Berkshire Hathaway offered
to write up to $250 million of catastrophic coverage, advertising the ofter
in trade publications.

As Buffett explains: “When rates carry an expectation of profit, we
want to assume as much risk as is prudent. And in our case, that’s a lot.” "
Taking large risks with adequate premiums is profitable in the long run
but may appear foolish. To this, Buffett responds: “We are willing to look
foolish as long as we don’t feel we have acted foolishly’!! The key lesson
is to act rationally, regardless of how it appears to others.
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1990: Pessimism Is Your Friend

Event For the banking industry, 1990 was a disastrous year. Fears of a
California real estate disaster caused the price of Wells Fargo stock to fall
by almost 50 percent. Buftett purchased an additional 4 million shares in
Wells Fargo, increasing Berkshire’s holding to about 10 percent of the
bank’s outstanding shares.

Lesson Buffett writes: “The most common cause of low prices is
pessimism—sometimes pervasive, sometimes specific to a company or
industry”’'? But you also need to be careful, Buffet cautions: “None of
this means, however, that a business or stock is an intelligent purchase
simply because it is unpopular; a contrarian approach is just as foolish
as a follow-the-crowd strategy. What is required is thinking rather than
polling. Unfortunately, Bertrand Russell’s observation about life in gen-
eral applies with unusual force in the financial world: Most men would
rather die than think. Many do.”'® In 2008-2009, when the stock mar-
ket was down by about 40 percent, Buffett writes, “When investing,

pessimism is your friend, euphoria the enemy.”*

1991: Risk

Event Midway, Pan Am, and America West enter bankruptcy, making
1991 a disastrous year for the airline industry. Buffett estimates that Berk-
shire’s investment of $358 million in U.S. Air had declined by 35 percent
to $232 million. Only a year earlier, Buftett had written that the U.S. Air
investment “should work out all right unless the industry is decimated

during the next few years.”'®

Lesson There is always risk in investing, whether you invest in airlines
or AIG. It is possible to lose a significant percentage even in fixed-
income securities, although they are generally less risky. There is yet
another lesson about the airline industry: “Despite the huge amounts of
equity capital that have been injected into it, the industry, in aggregate,
has posted a net loss since its birth after Kitty Hawk,’!® writes Buffett.
After his experiences with U.S. Air, Buftett seems to have decided that
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investing in the airlines industry is not in his circle of competence. If you
invest in your circle of competence, you are likely to avoid highly risky
nvestments.

1992: Stock Splits

Event Berkshire’s stock price crosses the $10,000 mark for the first
time.

Lesson A stock price level should not be used as an indicator of poten-
tial returns. A stock split is not helpful for a long-term investor. Buftett
states, “Overall, we believe our owner-related policies—including the
no-split policy—have helped us assemble a body of shareholders that is
the best associated with any widely held American corporation.”!’ In
the end, what matters is the performance of the company. Do not invest
in a company just because it has had a stock split. In 2009, Berkshire
announced that it would split its class B shares for 50:1 in connection
with its acquisition of Burlington Northern Santa Fe. Without the split,
small Burlington shareholders would not receive Berkshire shares in a
tax-free exchange.

1993: Identifying Excellent CEOs

Event Buffett’s admiration for Mrs. B, Nebraska Furniture Mart’s CEO,
is well-known. In admiration, he writes the following:

Mrs. B—Rose Blumkin—had her 100th birthday on December 3,
1993. (The candles cost more than the cake.) That was a day on which
the store was scheduled to be open in the evening. Mrs. B, who works
seven days a week, for however many hours the store operates, found
the proper decision quite obvious: She simply postponed her party
until an evening when the store was closed.

She came to the United States 77 years ago, unable to speak English
and devoid of formal schooling. In 1937, she founded the Nebraska
Furniture Mart with $500. Last year, the store had sales of $200 million,
a larger amount by far than that recorded by any other home furnish-
ings store in the United States. Our part in all of this began ten years
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ago when Mrs. B sold control of the business to Berkshire Hathaway,
a deal we completed without obtaining audited financial statements,
checking real estate records, or getting any warranties. In short, her
word was good enough for us.

Naturally, I was delighted to attend Mrs. B’s birthday. After all, she’s
promised to attend my 100th.'®

Lesson Buffett has often emphasized the importance of a sound track
record. Obviously, Mrs. B did not need a high-level university degree to
run a business successfully over a long period of time. Buffett saw a great
opportunity in her abilities and did not hesitate to become her partner.
Invest with CEOs who have an excellent track record.

1994: Extraordinary Results in Ordinary Businesses

Event Buffett discusses the extraordinary success of Scott Fetzer, a
Berkshire subsidiary that was acquired in 1986 for $315 million. He
writes, “Had Scott Fetzer been on the 1993 500 list—the company’s
return on equity would have ranked fourth. You might expect that Scott
Fetzer’s success could only be explained by a cyclical peak in earnings, a
monopolistic position, or leverage. But no such circumstances apply.”!?

Then what does explain Scott Fetzer’s success?

Lesson Buffett offers this explanation: “The reasons for Ralph’s [Scott
Fetzer’s CEO] success are not complicated. Ben Graham taught me 45
years ago that in investing it is not necessary to do extraordinary things
to get extraordinary results. In later life, I have been surprised to find
that this statement holds true in business management as well. What a
manager must do is to handle the basics well and not get diverted. That is
precisely Ralph’s formula.”®” Once again, similar to the example of Mrs.
B, learning to identify excellent managers through their track record will
help you a great deal in earning superior returns.

1995: Corporate Acquisitions

Event In 1995, Berkshire acquires Helzberg’s Diamond Shops. In this
connection, Buffett writes,
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Jeft was our kind of manager. In fact, we would not have bought the
business if Jeff had not been there to run it. Buying a retailer without
good management is like buying the Eiffel Tower without an elevator.?!

Lesson Unlike Buffett’s acquisitions, most acquisitions do not work
well because they do not come with excellent management and good
underlying business economics. The mergers are often motivated by
hubris so aptly explained by Peter Drucker: “Deal making beats work-
ing. Deal making is exciting and fun, and working is grubby. Running
anything is primarily an enormous amount of grubby detail work ...
deal making is romantic, sexy. That’s why you have deals that make no
sense.”?? Buffett has regularly questioned the acquisition practices of most
managers, and so should you.

1996: Selling Too Early

Event Berkshire Hathaway becomes the 100 percent owner of GEICO
when it purchases the shares—about 50 percent—that it did not already
own. Although Buffett first purchased GEICO shares in 1951 on his
personal account, he sold those shares in 1952, only to lament his decision
later. He bought back into the company over the years starting in 1976.

Lesson Buffett explains that although he made a profit when he sold his
GEICO shares for $15,259 in 1952, “in the next 20 years, the GEICO
stock I sold grew in value to about $1.3 million, which taught me a lesson
about the inadvisability of selling a stake in an identifiably wonderful
company.’* On a personal account, I first purchased my Berkshire shares
in 1987 and sold within a year, only to regret that decision later. I have
since purchased more of Berkshire shares, and it is currently my largest
holding. Do not sell a good stock for a small profit.

1996: Hiring Practices

Event The 79-year-old founder and CEO of FlightSafety International,
Al Ueltschi, sells his company to Berkshire Hathaway. Al has had a life-
long affair with aviation and actually piloted Charles Lindbergh. Buftett
explains his hiring practices as follows:
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An observer might conclude from our hiring practices that Charlie and
I were traumatized early in life by an EEOC bulletin on age discrimina-
tion. The real explanation, however is self-interest. It’s difficult to teach
a new dog old tricks. The many Berkshire mangers who are past 70
hit home runs today at the same pace that long ago gave them reputa-
tions as young slugging sensations. Therefore, to get a job with us, just
employ the tactic of the 76-year-old who persuaded a dazzling beauty
of 25 to marry him. “How did you ever get her to accept?” asked his
envious contemporaries. The comeback: “I told her I was 86.%*

Lesson What matters is the performance of the individual, and only on
that basis should a person be judged, not on the basis of age. As Buftett
turther explains, “Al may be 79, but he looks and acts about 55. He will
run operations just as he has in the past: We never fool with success.
I have told him though we don’t believe in splitting Berkshire’s stock,
we will split his age 2-for-1 when he hits 100.°% Ignore age and other
prejudices when evaluating those with whom you should invest.

1997: Patience

Event Berkshire reports a large nontraditional investment of $4.6 bil-
lion in long-term zero-coupon treasury bonds. If interest rates were to
rise, Berkshire would lose heavily; and if the interest rates were to fall,
Berkshire would make outsized gains. Why did Buffett make such an
unconventional investment?

Lesson Buffett first explains the need for discipline when there 1s exu-
berance in the stock market.

Under those circumstances, we try to exert a Ted Williams kind of
discipline. In his book, The Science of Hitting, Ted explains that he carved
the strike zone into 77 cells, each the size of a baseball. Swinging only at
balls in his “best” cell, he knew, would allow him to bat .400; reaching
for balls in his “worst” spot, the low outside corner of the strike zone,
would reduce him to .230. In other words, waiting for the fat pitch
would mean a trip to the Hall of Fame; swinging indiscriminately

would mean a ticket to the minors.°
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Buffett decided not to swing—that is, not to make additional invest-
ments in the stock market in 1997. However, he also makes it clear that
“just standing there, day after day, with a bat on my shoulder is not my
idea of fun’?’ Patience, although not easy, is necessary for success in
investing. When stock price appears high relative to fundamentals, stay
away from investing.

1999: Taking Responsibility

Event Berkshire has the worst absolute performance of Buffett’s tenure
to date and, compared with the S&P 500 index, the worst relative per-
formance as well. Buffett gives himself a D in capital allocation.

Lesson It is an everyday matter to see corporate managers blaming
others when their company’s performance is below par. If not other
individuals, the guilty party is frequently the climate or the interest rates.
Instead, with respect to the 1999 results, Buffett writes:

Even Inspector Clouseau could find last year’s guilty party: your Chair-
man. My performance reminds me of the quarterback whose report
card showed four Fs and a D but who nonetheless had an understand-
ing coach. “Son,” he drawled, “I think you're spending too much time
on that one subject.” My “one subject” is capital allocation, and my
grade for 1999 most assuredly is a D.?8

Do not blame others. When you take responsibility for your failed
investments, as Buffett often does, it is easier to learn from your mistakes
and avoid repeating them in the future.

2000: Selling in Euphoria

Event Buffett mentions that the “long-term prospect for equities in

general is far from exciting.”?’

Lesson With hindsight, one can conclude that Buffett should have
sold some of the holdings before the stock market started to decline
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in 2000. The Coca-Cola shares traded at prices as high as $85 per share
in 1998. Ten years later, in 2009, Coca-Cola stock price is about $45 per
share. As Buffett has recognized, the stock market does become euphoric
periodically, and the main lesson is that an investor should sell in those
circumstances.

2001: Not Losing Focus When Disaster Strikes

Event On September 11, 2001, terrorists attack the World Trade Cen-
ter in New York and the Pentagon in Washington, DC.

Lesson Buffett estimated that insurance losses surrounding the events
of September 11 were $2.2 billion, one of the largest in Berkshire his-
tory. Even Berkshire did not anticipate a terrorist attack and had not
protected itself from such a megadisaster. On September 26, he wrote to
his managers: “What should you be doing in running your business? Just
what you always do ... almost all operating decisions that made sense
a month ago make sense today.”*" Essentially, Buffett suggests that such
disasters could actually present opportunities for managers to expand
their businesses.

2002: Financial Weapons of Mass Destruction

Event Using Enron as an example, Buffett discusses possibilities of
huge losses from derivative contracts and his decision to close down
the derivative business that came with the acquisition of General Re in
1998.

Lesson Buffett writes, “We try to be alert to any sort of megacatastro-
phe risk, and that our posture may make us unduly apprehensive about
the burgeoning quantities of long-term derivatives contracts.” He was
remarkably prescient in stating, “In our view, derivatives are financial
weapons of mass destruction, carrying dangers that, while now latent, are
potentially lethal”®! Investors in large companies like Enron, WorldCom,
AIG, Bear Stearns, Lehman Brothers, Freddie Mac, and Fannie Mae lost
all or most of their investments because these companies indulged heavily
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in derivatives that they could have done without. The important lesson
for an average investor is that one should avoid investing in companies
with difficult-to-understand business models or financial statements.

2008-2009: Market Crashes

Event During a span of six months from September 2008 to March
2009, Berkshire stock class A experiences prices as high as $150,000 per
share and as low as $75,000, representing a decline of 50 percent. The
market as a whole experiences a similar downturn.

Lesson As Buffett points out: “Amid this bad news, however, never
forget that our country has faced far worse travails in the past. . . . Without
fail, however, we’ve overcome them.”?> This is not the first time that
Berkshire’s stock price has gone down by 50 percent. It has happened
three other times since Buffett took control over the company in 1965.
In recent years, from 1998 to 2000, Berkshire’s stock price dropped by
about 45 percent, from $79,000 to $44,000. Berkshire was a good buy
after such a decline. While I recommend that you do your homework,
late 2009, in my opinion, is still a good time to buy Berkshire stock and
stocks in other conservatively financed, prominent companies.

Conclusions

From its first acquisition of two small insurance companies in 1967,
Berkshire Hathaway has expanded its insurance business and become
one of the largest insurance operations in the world. The events and
milestones of the past 44 years discussed in this chapter reflect many of
Buftett’s decisions and practices. His long and successful track record and
his willingness to share his thoughts make it possible for us to study his
ideas in depth. The rest of the book is devoted to developing a good
understanding of the investing principles that Buftett both espouses and
exemplifies and why those principles work.



Part Two

BUFFETT INVESTING =
VALUE + GROWTH

he phrase value investing popularly means an investing style based

I on financial ratios such as price-to-earnings or market-to-book.
By contrast, in growth investing, one seeks to discover companies

that are likely to grow at a fast pace in the future. In Chapters 3 and 4, |
discuss value investing and growth investing, respectively. Both investing
styles have merits. Chapter 5 focuses on the concept of intrinsic value,
the value you assign to a stock based on its assets and earnings. In Chapter
6, I explain how we can best learn from Buffett by viewing him as an

integrator of both value and growth investing principles.
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Chapter 3

Value Investing—It’s Like
Buying Christmas Cards
In January

[W]e had learned from Ben Graham that the key to successtul
investing was the purchase of shares in good businesses when the
market prices were at a large discount from underlying business

values.'
— Warren Buffett

t you love bargains, you will love value investing. Value investing
Iis regarded as the cornerstone of Buffett’s investing strategy. Value

investing is similar to buying something while it’s on sale. An every-
day example of value investing is buying Christmas cards in January at
about half the price of the same cards a month earlier, in December. If you
buy Christmas cards in January and use them the following Christmas,
you will have implicitly earned a return of about 100 percent on your
investment. If you tend to come up with such ideas, implement them,
and compute your potential returns, you are a natural value investor. For
value investing in the stock market, you buy when prices are low relative
to fundamentals (e.g., earnings and book value), and then wait for prices

to move up.
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Most stocks do not sell for bargain prices, just as most items in the
local mall do not sell for bargain prices. Good deals are not available every
day. An investor must be patient and wait for such opportunities to arrive.
You need patience to wait for a truly outstanding value opportunity, and
you need even more patience after you purchase a stock. It often takes
time for price to reflect value. In the case of Christmas card investing,
you need to wait about a year. In the stock market, the wait is often even
longer.

The stock market also has complications that do not arise in Christ-
mas card investing. We know that Christmas arrives faithfully every
December and that an opportunity to invest in Christmas cards arrives
soon after. On the other hand, good opportunities in the stock market do
not announce their arrival. Nor can you always anticipate the industry or
geographic location in which opportunities might arise. Furthermore,
you will never know for sure that an opportunity is staring at you. There
is no guarantee: You always have some chance of ending up with a bad
outcome. While value investing is not as easy as it looks at first glance,
you can become a good value investor with time as long as you carefully
follow the philosophy developed by Benjamin Graham.

Value Investing and Two Essential Principles

Benjamin Graham developed the core principles for investing in financial
securities. To the best of my knowledge, he never used the term value
investing to describe his approach. From what I can determine, he did
not give any name to the investing principles he developed. No matter
what he called it, he is generally known as the father of value investing.
Much has been written about value investing in the past few decades,
but authors define it in different ways. The common elements across
various definitions from both practitioners and academics suggest that
value investing implies an investing style that emphasizes using financial
ratios such as the price-to-earnings or market-to-book ratios. The term
value investing is also commonly invoked when one does not invest in
fast-growing companies or sticks to conservatively financed companies.
A value investor is someone who focuses first and foremost on preserving
capital. Earning high returns is desirable but secondary.
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How effective is value investing as a means for generating high
returns? Does this style generate above-market returns? Buffett’s inor-
dinate success is generally attributed to value investing. However, as |
will discuss in the next few chapters, Buffett’s investing style does not
fit the popular, but limiting, definition of value investing. Furthermore,
we should not rely on evidence from a few success stories to conclude
that value investing generates high returns. Anecdotal evidence does not
prove a proposition; it can only offer examples. Without the scientific
evidence provided by research, we can be incorrectly convinced by anec-
dotes. Academic research, as we will see in this chapter, strongly supports
value investing, and thus, there is more than anecdotal evidence to sup-
port the merits of value investing. But for now, let’s focus on the two
most significant principles emerging from the value investing literature,
primarily from Graham’s voluminous writings and in particular from his
famous book The Intelligent Investor.> 1 explain why these principles work
and what makes them important.

Principle 1: Price Should Not Be High Relative to a Company’s
Average Earnings over a Number of Years

The first principle essentially relates to the most often discussed ratio
in the financial world, the price-to-earnings ratio, or simply the P/E
ratio. The market P/E ratio rose from 18 in the early 1990s to about
30 in the early 2000s as interest rates declined steadily during the same
period. As interest rates increased starting in the early 2000s, the market
P/E ratio declined back to below 20. During the mid-1970s to early
1980s, the market P/E ratio went down to as low as 7 to 9 because of
high interest rates and economic slowdown. In terms of specific numbers,
after evaluating the current conditions in 1972, Benjamin Graham states,
“We suggest that this [P/E] limit be set at 25 times average earnings, and
not more than 20 times those of the last 12-month period.”

There are two lessons that we can learn from history. First, it is gen-
erally a good idea to avoid investing in stocks when the market P/E ratio
is high, say higher than 20. Second, we can extend the same argument to
individual stocks, with one caveat. You should examine a company’s P/E
ratio over a number of years, by looking, perhaps, at the price in relation
to the past five to 10 years’ earnings. If you use only recent earnings,
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Figure 3.1 Price-to-Earnings Ratio from 1881 to 2009

a company may have a low P/E ratio because earnings are temporar-
ily high, or it may have a high P/E ratio because earnings are tempo-
rarily low.

Figure 3.1 shows the history of the market’s P/E ratio where earnings
are defined as the average of the past 10 years’ earnings. The average
ratio over the entire time is 16.3.* The latest ratio of 18.9 at the end of
October 2009 is slightly higher than the average. You can see that when
the ratio is very high, it reverses toward the average and frequently goes
substantially below the average. Just because the ratio is currently near
the average does not imply that it cannot go any lower or higher. Overall,
this chart suggests that if the ratio is very high, as it was in 2005-2007, it
is not a good time to invest. On the other hand, when the ratio is very
low, it 1s a good time to invest.

Several successful investors have used the P/E ratio as the core of
their investment strategy, including John Neff, who is well known for
successfully managing billions of dollars through the Vanguard Wind-
sor Fund for more than 30 years—a very long time in the mutual fund
management business. Very few mutual fund managers have managed
large portfolios successfully for such a long period. Why was John Neff
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so successful? “We relied on relentless applications of low P/E sympa-
thies, abetted by attention to fundamentals and a liberal dose of common
sense.”

Investors may also use other valuation ratios such as the market-to-
book or the S&P 500 earnings as a fraction of gross domestic product
(GDP), which Buffett has referenced in his writings. At the aggre-
gate level, it does not matter which ratio you examine. The results
are similar. At the individual stock level, whether you use the P/E
ratio or the market-to-book ratio or another ratio entirely, you should
depend on the nature of the company’s business and the availability of
suitable data.

Principle 2: Each Company Selected Should Be Large, Prominent,
and Conservatively Financed

This principle is straight from Graham. He recommends investing in large
and prominent companies because it is not easy to evaluate small and
less-known companies. Their financial statements are less reliable, and
they may be more easily affected by unforeseen circumstances. In other
words, the risk involved in investing in small and less-known companies
1s high. “Where should I start to look for worthwhile common stocks?”
you may ask. Buffett often recommends that an average investor may
start with the Value Line sheets. Value Line usually does not follow small
companies. Thus, the first criterion of investing in large companies is
easily met. TValue Line also provides a stock’s historical record over the
prior 20 years. The availability of a long track record is useful because
you can decide whether the company is prominent. You may read the
Value Line description of the company and then decide whether you
want to conduct additional research.

Regarding Graham’s position that a company should be conserva-
tively financed, it is possible to discuss at great length what exactly this
term means. However, whether the company is conservatively financed
will be immediately clear from a cursory examination of its short- and
long-term debt levels in relation to its total assets, or its debt-to-equity
ratio. To make life simple for investors, Value Line ranks stocks on a
scale of safety, from one to five. Coca-Cola, a major holding of Berk-
shire Hathaway, usually has the highest safety ranking of one. A large,
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established company such as Coca-Cola, with a market capitalization
of about $100 billion at the end of 2008, has only about $3 billion
of long-term debt. It is not difficult to conclude that the company is
conservatively financed.

Berkshire Hathaway has always been conservatively financed. Why is
conservatism important? Because it is difficult to predict when funds will
be suddenly needed for profitable investments or for claims. A conser-
vatively financed company can raise funds in short order, and a liquidity
crisis in the economy would not affect the company. For example, in
2008, large and prominent (but not conservatively financed) companies
such as Citicorp, Goldman Sachs, and General Electric suftered signifi-
cantly, and several others were merged, declared bankruptcy, or were on
the verge of bankruptcy. On the other hand, Berkshire Hathaway used
this as an opportunity to invest in companies such as Goldman Sachs and
General Electric. Thus, in the long run, conservatively financed compa-
nies are likely to produce higher returns as they are in a position to take
advantage of such opportunities.

While I consider these two principles or guidelines to be most impor-
tant, they are principles and not specific rules. For example, not all large
companies may lend themselves to sound financial analysis because of
the complexity of their business. It may not be easy to define which
company is prominent and which is not. Thus, you will have to use
a fair amount of judgment in selecting your investments even in your
application of these principles.

Other Helpful Guidelines for Value Investing

To help you with narrowing your field of inquiry, I discuss some of the
more common concepts that Buffett and other value investors have relied
on over the decades, concepts that have withstood the test of time.

A Sharp Decline in the Stock Market

A sharp decline in the stock market generally presents a good investment
opportunity. In mid-1973, after the market had declined dramatically,
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Berkshire Hathaway bought a large stake of 1.9 million shares in the
Washington Post Company (WPC). You might think that only Buf-
fett could see that the company oftered such a good opportunity. He
suggested just the opposite: “Calculating the price/value ratio required
no unusual insights. Most security analysts, media brokers, and media
executives would have estimated WPC’s intrinsic value at $400 to $500
million, just as we did. And its $100 million stock market value was
published daily for all to see.”® In 2009, even after a 50 percent decline
in its price in recent years, WPC is trading at about $400 per share, and
it has paid regular dividends. Berkshire’s investment translates into an
annualized return in excess of 15 percent per year including dividends,
an excellent return compared to about 9 percent in the market during
this period.

Depending on your level of risk tolerance, it is reasonable to argue
that you should increase your investment in the stock market whenever
there is a 20 percent correction from reasonable price levels. It is not
the price decline per se that is important; it is the price in relation to
earnings, as the second principle mentioned earlier requires. Perhaps a
market P/E of about 12 suggests opportunities based on the fact that the
long-run market P/E average is about 16. Of course, such an investment
should not be for the short term because the decline could continue
for a considerable time. You should certainly gauge the valuations of the
market as a whole in relation to its fundamentals. If the decline continues,
you may think about increasing your investment. Thus, in some cases,
you will have to wait a long while for the stock market to come back.
Patience, once again, is a prerequisite for earning superior returns.

In 2008, the S&P 500 index declined by about 37 percent and
even Berkshire Hathaway’s stock price declined by 32 percent. Are there
opportunities in this market? Buffett thinks so. In an op-ed article in the
New York Times, October 17, 2008, he wrote: “I've been buying Amer-
ican stocks. This is my personal account I'm talking about, in which
I previously owned nothing but United States government bonds.” Of
course, no one—not even Warren Buffett—can time the stock market
perfectly. Since October 17, when the S&P 500 index stood at 940, it
declined to as low as 676, or a decline of 28 percent, by early March 2009.
These are trying times for investors all over the world. It is difficult to be
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optimistic in recessionary times. However, “when investing, pessimism

is your friend, euphoria the enemy.”’

The Industry That Leads the Decline

The stock market decline in 2008 and 2009 was pervasive across many
industries, although financial stocks have been hit especially hard. Such
pervasive slides are uncommon. Usually, a 10 percent to 20 percent
decline is led by one or a few industries. In those instances, the industry
that leads the decline may lead the recovery and offer early investing
opportunities. For example, in the fall of 1998, Russia faced a payment
crisis and defaulted on its debt. The U.S. stock market went down by
about 20 percent, led by the financial and technology sectors. The same
sectors then provided the most gains in the following year. In general,
when a market decline is led by one or two industrial sectors, it is worth-
while to pay special attention to good companies in those sectors. Even
in these situations, it is important to keep in mind that you should invest
only if you are comfortable with the fundamentals of the company.

During the Russian default crisis, the stock price of Merrill Lynch
declined from a high of $102 per share in July 1998 to $42 per share in
October 1998, a 60 percent drop. In my view, it was a substantial decline
and offered an opportunity for higher returns in the future. The following
year, Merrill Lynch’s stock price went up by about 100 percent. Merrill
Lynch’s business was not difficult to analyze at the time. (Its business
became more complex several years later.) It was not the only company
that offered this wonderful opportunity. You could have bought into
any of the well-known financial companies and done well. The average
decline in the well-known stocks of Citigroup, Chase Manhattan, and
Bank of America was about 50 percent. And each one of them served up
a 100 percent return in 1999. Although it is not easy to time the market,
opportunities like these are large enough to offer a substantial margin
of safety. During 1998, Berkshire purchased about 1 million additional
shares of American Express, increasing its holding to 50.5 million shares.
The decision to purchase was probably influenced by the decline in the
share price of American Express. During the 2008-2009 market crash,
American Express, once again, went down from $60 per share to about
$10 per share, only to rebound to $40 per share within a year.
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Watch Out for Temptations

Value investing does not suggest that one should invest indiscriminately
when a company’s stock price declines and the stock looks cheap relative
to its price a few months earlier. If you start buying things every time
you walk into a store that is having a 50 percent off sale, you will soon be
in debt or bankruptcy. All items on sale are not true investment bargains
but are instead invitations to collect junk, only to be sold at your next
garage sale for a fraction of what you paid. Beware of these tempting,
yet misleading, so-called bargains.

Kmart has often appeared as a bargain stock. The rise of Wal-Mart as
a successful retailer led to the decline of Kmart’s stock price in the early
1990s. At every stage of Kmart’s price decline, the stock appeared to be
a bargain if you looked at its P/E ratio. After almost a decade, the stock
price was only about $9 per share, having declined from a high of $27 in
the early 1990s. It continued to look inexpensive relative to its earnings
per share—and unfortunately, I invested in Kmart. I proved Graham
right: “Observation over many years has taught us that the chief losses
to investors come from the purchase of low-quality securities at times
of favorable conditions.”® During the time that Kmart’s stock price was
declining, the market went up about 300 percent, and Wal-Mart was a
phenomenal success, amassing a gain of about 700 percent. If T had made
a few trips to Kmart stores and dug deeper into its financial statements,
it would have occurred to me that Kmart was a low-quality company
relative to Wal-Mart. And low-quality companies such as Kmart do not
survive. In 2002, Kmart went bankrupt.

Often, companies get into trouble and their stock prices fall
significantly. They appear to be good turnaround candidates. Most
turnarounds, however, do not end up successtul, and you should not
be tempted to invest in them. Thus, a low price is not a good indicator
for investing. Outstanding turnaround stories, such as that of Chrysler in
the 1970s, give investors hope that other companies in trouble may turn
around in the same manner. However, unless you are in a position to see
that the turnaround is indeed highly probable, you should not invest in
turnarounds.

The principle of avoiding turnarounds is like avoiding Christmas tree
(as opposed to Christmas card) investing. Toward the end of December,
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Christmas trees are available at throwaway prices, if not for free. From an
investment perspective, buying a Christmas tree at the end of the season
is a waste of money. The price is low, but the value is even lower. In a
few days, when the tree has turned brown and shed its needles, it will
have to be thrown away.

Does Value Investing Really Work?

After this discussion of value investing, you might ask if there is reliable
evidence in support of value investing. Academics have asked this ques-
tion for a long time because they are usually not satistied by anecdotal
evidence. Buffett has addressed this issue head-on. Speaking at Columbia
University in 1984, he presented the performance records of seven dis-
ciples of Benjamin Graham. He also included the performance of two
pension funds for which he had helped select managers with value orien-
tation. The results show that value investors do very well. Buftett writes:
“[1]f you found any really extraordinary concentration of success, you
might want to see if you could identify concentrations of unusual charac-
teristics that might be causal factors. Scientific inquiry naturally follows
such a pattern.”” In this case, the main common characteristic was the
value investing approach that all the Graham disciples had followed.

It is not surprising that Buffett’s findings did not have any effect on
the general academic opinion, at least until recently. Academics usually
rely on evidence from very large data sets and are convinced only when
a strategy has been shown to work over long periods. In other words, an
academic study would conclude in favor of an investment strategy only
if even a monkey (computer) could replicate the strategy. In my opinion,
this is not necessarily a very good approach to advance our knowledge,
but it is the academic standard. Nevertheless, recent academic research
seems to have turned the corner in favor of value investing.

Academic Research Evidence

Academic research is based on analyzing large sets of data using extensive
computer power. We should keep in mind that it is almost impossi-
ble to program a computer to identify what Benjamin Graham calls
“large, prominent, and conservatively financed” companies or identify
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high-quality management. For example, how would a computer know
that the CEO of Berkshire Hathaway is a good manager? For this reason,
qualitative variables are all but ignored in most academic studies or their
treatment is simplistic. In defense of academic studies, the good news is
that those studies meet the highest possible standards of any studies of
large data sets, and everything about the methodology is clearly laid out.
Hence, they do provide us reliable statistical results to ponder.

Research has shown that even simple value investment strategies,
such as investing in low P/E stocks, produce outstanding returns over a
number of years. These results have been replicated by many researchers
over different periods and are, thus, reliable. Therefore, it can be
concluded that an investor who implements simple value investment
strategies and uses other discerning qualitative variables should obtain
even better returns. Graham points out that “[an] investor should start
with the low-multiplier [i.e., low P/E]| idea, but add other quantita-
tive and qualitative requirements thereto in making up his portfolio.”!”
Many apparent low P/E stocks such as Kmart and Bethlehem Steel would
not have been selected by careful value investors because the companies
were neither prominent nor conservatively financed. In the next sec-
tion, I discuss two sets of studies. I first present a discussion of studies
that compare performances of portfolios constructed by high versus low
P/E stocks, and then I compare performances of portfolios constructed
by high market-to-book versus low market-to-book stocks.

Performance of High versus Low P/E Stocks

The most prominent of recent studies on value investing was conducted
by Professors Joseph Lakonishok from the University of Illinois and
Andrei Shleifer and Robert Vishny from the University of Chicago.'!
They formed portfolios based on P/E and several other ratios to examine
annual stock returns from 1963 to 1990. In Table 3.1, I present results
from a similar analysis I conducted that includes return results until 2007.
The table first shows returns to 10 different portfolios of stocks formed
annually on the basis of P/E ratios. Portfolio 1 is composed of 10 per-
cent of the stocks with the highest P/E ratios, or the extreme-glamour
stocks.!? Similarly, Portfolio 10 is composed of stocks with the lowest
P/E ratios, or the extreme-value stocks.
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Table 3.1 Evidence That Value Investing Works

Returns on Portfolios of Stocks

Returns on Portfolios of Stocks Based Based on Market-to-Book
on Price-to-Earnings (P/E) Ratios (M/B) Ratios
Portfolio Return Portfolio Return
number (% per year) number (% per year)
Highest P/E 1 9.4 Highest M/B 1 9.5
stocks 2 10.4 stocks 2 115
3 12.1 3 12.3
4 11.8 4 12.6
5 11.3 5 12.0
6 12.9 6 12.5
7 14.4 7 13.5
8 14.2 8 13.5
Lowest P/E 9 13.8 Lowest M/B 9 14.5
stocks 10 15.9 stocks 10 16.0

The portfolios of the lowest P/E stocks beat the portfolios of the
highest P/E stocks by a considerable margin. The corresponding returns
are 15.9 percent versus 9.4 percent per year. Lakonishok and colleagues
show that over a five-year period after formation of the portfolios, the
extreme-value (lowest P/E) stocks earn a 138.8 percent return in com-
parison to a 71.1 percent return for the extreme-glamour (highest P/E)
stocks. Thus, over a five-year period, the lowest P/E stocks outperform
the highest P/E stocks by a factor of almost two to one. Even if you did
not invest in only the lowest P/E portfolio, the performance is generally
better for the lower P/E stocks than for the higher P/E stocks. These
results support Benjamin Graham’s ideas on value investing, which should
encourage you to follow his approach.

Performance of High versus Low Market-to-Book Stocks

The accounting value of a company’s common stock as reported on
the balance sheet is known as the book value. It is based on accounting
rules and procedures. On the other hand, the price per share, or the
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market value, receives a lot of attention and is determined by the market.
Generally, if a company’s earnings are expected to increase at a high rate,
the market price is substantially higher than the book value. An investor
should ask: “How high should the market price be in comparison to the
book value in order to invest?” There is no general formula to answer
this question. Therefore, an investor should examine the historical ratios
of the same firm as well as the ratios of other firms in the same industry. If
the market price is substantially higher than the book value, it is likely that
the price is too high for a value investor to choose the stock. On the other
hand, if the market price is not very high, the value investor should look
favorably and possibly invest in the stock—keeping in mind Graham’s
view that the company should be large, prominent, and conservatively
financed.

The results of a comprehensive study conducted by Eugene Fama
and Kenneth French of the University of Chicago support the idea that
investing in low market-to-book ratio stocks results in higher returns.'?
Fama and French examined monthly returns for a large number of stocks
from July 1963 to December 1990, a period of more than 27 years. I
replicate their analysis using recent data, and those results are presented in
Table 3.1. The extreme-value portfolio includes 10 percent of the lowest
market-to-book stocks, whereas the extreme-glamour portfolio consists
of 10 percent of the highest market-to-book stocks. The difference in
returns across the two extreme decile portfolios is about 6 percent. Using
the market-to-book metric, Lakonishok and colleagues also report results
for a five-year strategy in which the stocks are held for five years once
the portfolios are formed. They find that for a five-year holding period,
the extreme-value portfolio earns 146.2 percent as opposed to only 56.0
percent for the extreme-glamour portfolio. The conclusion from these
studies is that the value investment strategy works well enough that you
should be able to beat most of the professional money managers who
focus on short-term results.

The Power of Multiple Variables

Beyond the P/E strategy or the market-to-book strategy, researchers have
examined portfolios formed on the basis of several other variables. In
particular, portfolio formations based on cash-flow-to-price and growth
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in past sales or assets support the value investing approach. It is better
to buy high cash-flow-to-price than low cash-flow-to-price stocks, and
similarly, it is better to buy stocks with low past growth in sales than high
past growth in sales. In addition, when two ratios are used simultaneously,
the results are even stronger.

Using two variables (e.g., growth in sales and P/E), Lakonishok
and colleagues form nine stock portfolios. The stocks are independently
sorted, in ascending order, into three groups of bottom 30 percent, mid-
dle 40 percent, and top 30 percent based on each of the two variables.
Returns presented are compounded five-year post-formation returns and
assume annual rebalancing of these nine portfolios. The important con-
clusion from this analysis is that a value investment strategy based jointly
on past performance (growth in sales) and expected future performance
(P/E or market-to-book ratio) produces higher returns than strategies
based exclusively on one variable, such as the P/E ratio.

Frequently Asked Questions

Any investing strategy that has been shown to work should be looked at
more carefully through probing questions. In this section, I discuss three
frequently asked questions, which are relevant whenever an investment
strategy 1is being evaluated. This discussion should help you better appre-
ciate the evidence and help you think about evaluating other strategies
that you develop yourself.

How Long Does It Take for Value Investing to Yield Superior Returns?

The results show that while returns are not outstanding in the first year
after the portfolios are formed, they are not discouraging. The value
strategy does work in the first year, but the difference of about 4 percent
to 6 percent (depending on the study) is not remarkable. In subsequent
years, the difference is larger. Lakonishok and colleagues show that by the
fifth year, the difference is almost 8 percent per year, which is substantially
larger than the first-year figure.

These results show that it takes several years of patience to benefit
fully from the value strategy. An investor needs to be extremely patient
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after the portfolio is formed. The analyses performed are based on the
assumption that the portfolios are not balanced frequently. One impor-
tant point to remember is that if an individual stock in the portfolio goes
up in price and no longer qualifies as a low P/E stock, it should not be
sold immediately. It should be held at least until such time as the entire
portfolio is reevaluated. By no means am I suggesting that you should
put all your hard-earned money in such a strategy in one go. As with
any strategy, you should slowly learn the ins and outs, invest a little at a
time, and develop your skills.

One nice side effect of this analysis is that once a portfolio is fully
formed, you need not monitor the portfolio on a regular basis. Ideally,
the investor should not come back to evaluate the portfolio for several
years. | have often described this strategy as “less effort is better than
more effort,” or, succinctly, “less is more.” A value investor should spend
more time at the beach than at the office. Is value investing really as easy
as it sounds? Yes, it is, but it won’t be if you do not have the psychological
resolve to refrain from touching the portfolio for a long time. To develop
the psychological resolve, you probably need to analyze by yourself the
historical data of the stocks in your portfolio to become comfortable
with their past performance and the results presented here.

Such an analysis will also make you more comfortable with the value
strategy. Then, you will indeed enjoy the time you save by not watch-
ing your portfolio constantly. Overall, to truly benefit from the value
investment strategy, you should not underestimate the effort needed to
learn about the strategy. You need to practice a lot. If it were possible
to develop the psychological resolve by reading a few articles or books,
enough investors would have followed the value investment strategy to
make its benefits go away. That prompts the question: Do you have the
right temperament for value investing? There is only one way to find
out. Practice.

Are the P/E and Other Value Strategies Likely to Work in the Future?

An investor should also ask or think about whether a strategy that has
worked in the past will continue to work in the future. No one can
guarantee that. However, given that people generally get excited about
glamour stocks and new investors continually come to the market, such
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strategies are likely to work in the future. As mentioned before, enough
people will lack the psychological resolve to hold the same portfolio
and not trade often. David Dreman wrote a book in 1977 that explains
the P/E strategy in detail. Before that, Graham and Dodd discussed this
topic in their books. At all these points, a reader would have wondered
if the strategy would work in the future. As shown by Lakonishok and
colleagues’ research, a reader would have done very well indeed if he
or she had adopted the value strategy even after the publication of the
Dreman book. Dreman eventually wrote another book, published in
1998, that confirmed his earlier findings.'*

Clearly, there will be years in which the P/E or other value invest-
ment strategies will not work. The investor has to have patience in those
years and remain invested. Another main problem lies in the fact that if
you were to examine the types of stocks that are in the extreme-value
portfolios, you would find them highly unattractive. Often, the so-called
extreme-value stocks defined in these studies are small and have high
financial leverage. Thus, even these academic studies do not do full jus-
tice to what Graham proposes you should do as outlined in the principles
discussed earlier. Overall, it is gratifying that Graham’s principles are vin-
dicated by modern academic work. If you are a value investor, you may
continue to practice your strategy and try to make it better by reading
Buffett and other disciples of Graham.

Are Value Investment Strategies Riskier?

This is a legitimate question because, as the old saying goes, if a deal
looks to be too good to be true, it probably is. The deals explained in
the previous section in terms of value investment strategies seem to be
too good to be true. A thoughtful investor needs to take into account
the possibility that the reason that value investment strategies offer such
excellent returns is that they are riskier. If that were true, a scientific
inquiry would show that. If value investment strategies were more risky
and produced high returns, the investor should at least be aware of that
possibility and, indeed, be more careful.

Benjamin Graham addressed the issue of risk in his book Intelli-
gent Investor. He states that “if a group of well-selected common-stock
investments shows a satisfactory overall return, as measured through a fair

number of years, then this group of investments has proved to be safe.”!>
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Lakonishok and colleagues address the notion of risk by examining
five-year returns to portfolios formed in each year starting in 1968. In
a five-year holding period, the average difference between the returns
on the extreme value and glamour portfolios is 84.2 percent.!® What is
also remarkable is that in each five-year period for which this study was
conducted (1968 to 1985), an investor would have been better off using
a value strategy. In other words, it does not matter when you start on the
value investment strategy as long as you wait at least five years before you
compare the results of a value investment strategy against other strate-
gies. Furthermore, Lakonishok and colleagues also show that while value
investing does somewhat better during the down-market months, it does
not do appreciably worse in the up-market months. Overall, evidence
shows that value investing does not expose an investor to excess risk in
the long run.

The modern risk-based models in the academic literature are unable
to explain why value investment strategies are superior to others. The
most commonly used academic model, popularly known as the Sharpe,
Lintner, and Black (SLB) model, describes beta as the most appropriate
risk measure. As I mentioned before, Fama and French show that the
results cannot be explained using the risk measure beta. They state: “We
are forced to conclude that the SLB model does not describe the last 50
years of average stock returns.”

There is no reliable evidence to prove that the traditional value
investing strategies are riskier than investing in the stock market as a
whole. Value investing yields higher returns because these strategies are

contrarian to the behavior of the typical investor.!”

Conclusions

The basic idea behind value investing is to purchase a stock at a sensible
price using benchmarks such as earnings, assets, dividends, and others
that you may develop. In addition, the company should be conservatively
financed. A number of scientific studies show that even the use of easy-
to-follow basic financial ratios can reward you well.

Value investing strategies probably work because so many investors,
some of whom may even start investing according to value investing
criteria, abandon their disciplined approach and give in to the attraction
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of glamour stocks. The value investor needs to have sufficient patience to
investigate the company and also to wait for a few years for the strategy
to work. Many investors probably do not have the patience. If human
behavior is not likely to change, superior returns will continue to flow
to those who invest based on fundamentals, have patience, and do not
give in to the latest fads. So, you have to ask yourself a difficult question.
Are you really any different from the average person who claims to be a
value investor but fails to practice the basic principles? Well, are you?



Chapter 4

Growth Investing

[T]he greatest investment reward comes to those who by good
luck or good sense find the occasional company that over the
years can grow in sales and profits far more than the industry as

a whole.!
—Philip Fisher

arren Buffett freely acknowledges that Philip Fisher’s

S g ’ teachings influenced his investment philosophy. Fisher’s

philosophy, usually referred to as growth investing, is based

on finding outstanding companies and staying with them through all

the fluctuations of a gyrating market. Growth investing is investing in

stocks of companies whose earnings are expected to grow at a higher

than normal rate over a long time, not only for the next quarter or the
next year.

When people think of growth stocks, they usually think of Microsoft,
Intel, Cisco, and others. While many of the growth stocks come from
high-tech industries, not all of them do. Coca-Cola, Wal-Mart, and Star-
bucks are but a few examples of non-high—tech growth stocks. Thus,
investing in the high-tech sector is not synonymous with growth invest-
ing. Buffett invested in Coca-Cola when it was more of a growth stock
than a value stock.

43
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Coca-Cola as a Growth Stock

At the end of 2008, Coca-Cola was the single largest common stock
holding in Berkshire’s portfolio, amounting to 16 percent of the common
stock portfolio. Most of the purchases were made in 1988 and 1989. At
the end of 1988, Coca-Cola’s book value per share was $1.07, whereas
the stock price was $5.70 (split adjusted), giving it a market-to-book
(M/B) ratio of 5.32. Also, from the price-to-earnings (P/E) perspective,
Coca-Cola was about 35 percent more expensive than an average stock
in the S&P 500 at the time (16.8 for Coke compared with 12.4 for
the S&P 500). Prior to Buftett’s purchase, the stock price had gone
up 200 percent from 1978 to 1988. Buffett did not buy Coca-Cola
stock because it was inexpensive relative to its earnings or book value or
because its price had fallen significantly owing to some problem at the
company.

In Table 4.1, I present Coca-Cola’s earnings per share and book
value per share to examine its historical growth before Buftett decided
to purchase the stock. Because of frequent share repurchases by Coca-
Cola, the growth in unadjusted book value is substantially understated.
To account for this, the last column presents the growth in Coca-Cola’s
book value per share after accounting for the company’s repurchases of
its own shares.

During the 10 years prior to Buffett’s purchase, Coca-Cola’s earnings
per share grew at the rate of 11.1 percent, and book value grew at the
rate of 10.7 percent. Coca-Cola’s earnings-per-share growth rate was
impressive: Earnings for the S&P 500 firms in the same period grew
at the rate of only 7.1 percent. Therefore, Coca-Cola’s earnings grew
almost 50 percent faster than those for the S&P 500 firms. Its stock price
grew similarly, as mentioned earlier. Coca-Cola at that time already had
a proven track record, and, obviously, a stock like that does not trade at
alow P/E or M/B ratio. An investor would buy a stock like Coca-Cola
only if he were convinced of its continued growth.

When an investor buys a stock primarily because of his convic-
tion that a company would grow for many years in the future, he is a
growth investor. Buffett’s purchase of Coca-Cola seemed to be the result
of a growth investing strategy. It worked out well for Berkshire. Many
investors and writers think that when value investing works, growth



Growth Investing 45

Table 4.1 Growth in Coca-Cola’s Earnings and Book Value per Share before
Berkshire Purchased the Stock

Growth in book
value per share

Percent after adjusting
Percent Book growth in for the
growth in  value per book accounting
Earnings earnings share as value per effects of share
Year per share  per share stated share repurchases
1979 $1.13 11.9% $5.18 10.5% 9.3%
1980 1.14 0.9 5.60 8.1 8.1
1981 1.21 6.1 6.12 9.3 8.3
1982 1.32 9.1 6.82 11.4 8.0
1983 1.37 3.8 7.14 4.6 6.7
1984 1.59 16.1 7.08 -0.1 9.4
1985 1.72 8.2 7.72 9.0 10.3
1986 2.07 20.3 9.13 18.3 13.3
1987 1.43 17.4 8.66 -5.1 14.3
1988 2.85 17.2 8.58 -0.9 19.1
10-year
average 11.1% 6.5% 10.7%

investing does not work, and vice versa. Such misguided thinking has
come about because of a tendency in the profession to divide a group
of stocks into two, and only two, categories. This type of mechanical
division of a group of stocks leads to erroneous inferences. For exam-
ple, it is not uncommon to divide the 500 stocks in the S&P 500
index into two categories—value and growth—where the value cate-
gory includes 250 stocks with a book-to-market ratio that is higher than
the median. The remaining 250 stocks are put into the growth category.
In such a system, when one category outperforms the overall index,
the other category, by virtue of design, will underperform the overall
index.

Growth investing is harder because it is not based on quantitative
formulas such as the P/E or M/B ratios. Benjamin Graham points to
two reasons why growth investing is difticult. First, the price may already
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reflect the potential growth. In fact, in most cases, when the market senses
growth, the price goes up quickly. In early 2009, even after a price decline
of over 30 percent, Google’s P/E ratio is about 30. For the better part
of the previous three years, the ratio has been much higher. Second,
the investor’s judgment of the future may prove wrong.? However, if an
investor selects stocks based on an accurate assessment of the company’s
future, growth investing can be very lucrative.

How to Identify Growth Stocks

‘Wal-Mart has been a great growth stock, giving an 80,000 percent return
over a 38-year period since 1970, when shares first became publicly
available, or an incredible 35 percent per year. How did Sam Walton
do it?

According to Sam Walton: “There is only one boss—the customer.
And he can fire everybody in the company from the chairman on down,
simply by spending his money somewhere else.”®> The success of a busi-
ness, and hence its growth, depends primarily on its customers. To find
a great growth business, you need to evaluate it from a customer’s point
of view. Once you are satistied that the company’s sales and earnings will
continue to grow and that you can buy the stock at a reasonable price,
buy and hold it for a long time.

I start with how not to identify a growth stock because it is especially
important if you have been considering value investing. You should not
examine the financial fundamentals immediately after you have discov-
ered a company that may grow in leaps and bounds for many years. Do
not emphasize the fundamentals much. In other words, when you start
thinking about a growth stock, do not start thinking about the histor-
ical P/E ratio or, for that matter, any other quantitative measure that
you might have learned in business school. If you start thinking about
traditional financial ratios, you will start thinking of value stocks, and
you will probably never pick a great growth stock. You would never
have picked shares in Microsoft, Wal-Mart, or Home Depot if you had
looked at the fundamentals soon after the companies went public. Even
if you knew these were incredible companies, you would have missed
their tremendous potential. I'm not suggesting that traditional financial
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ratios are not important; I'm simply suggesting that you should not try
to identify a growth stock using financial ratios alone.

Importance of Track Record: Sales and Earnings

The most important driver of growth in stock price is growth in earnings.
Future earnings growth frequently depends on past earnings growth. To
convince yourself that you must look at the track record, think about
fellow students or colleagues at work. With high probability, you will
discover that students who get consistently good grades for a number of
semesters continue to get good grades for many more semesters to come.
Similarly, people who do well in a job continue to do well for many years
to come, although good grades do not necessarily predict who will do
well in a job! This correlation also applies to corporations. Companies
that have had positive results for a while are likely to exhibit that kind of
performance for years to come, especially when the management team
remains in place. Once in a while, this may not work, but on average you
will come out a winner if you play the game by emphasizing a company’s
track record of earnings.

A short record of, say, less than five years is probably a dangerous
way to identify the future growth of a company. It is important to focus
on a longer time span. Great growth companies remain outstanding for
many years after their initial spurt in growth. Unless you know a lot
about the company, it is best to avoid initial public offerings (IPOs).
While IPOs are often marketed as growth stocks, their long-run perfor-
mance has been dismal. Professors Jay Ritter and Ivo Welch show that
for more than 7,000 IPOs made over 1980 through 2005, the average
three-year post-IPO performance is 20 percent below the correspond-
ing market returns.* Generally speaking, IPOs are anything but growth
stocks.

Growth in earnings does, however, depend on growth in sales, espe-
cially in the long run. I mentioned Sam Walton’s focus on the customer
because the customer is the main driver for growth in sales. In general,
it is best to keep both sales and earnings in mind when thinking about
growth investing, not just one or the other. One good approach to find-
ing growth stocks is to identify some great products and services, as Peter
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Lynch has often emphasized. Still, you must ask several questions before
you actually buy stock in such companies. You can aftord to take your
time. Great companies will give you returns of several hundred percent,
and if you miss some of it in the beginning, you should still do well.
Here are some qualitative questions that you should take time to ask and
answer before you decide to invest in a growth stock.

Is There Potential to Grow Sales and Earnings for Several Years?

This is the most important question. You should bother to investigate
a company thoroughly only if it has the potential to grow for several
years. You could have bought shares of an outstanding company such
as Starbucks almost any time from 1992 to 2000 for impressive returns.
It seemed clear that Starbucks would continue to grow for a long time
because customers seemed highly satisfied. Of course, when either the
price becomes excessive or when it is apparent that growth has slowed,
you should sell the stock.

One-time events that help grow companies for a short period usu-
ally affect prices significantly, but such changes are often temporary.
In the mid-1970s, again in the mid-1990s, and once again in the
mid-2000s when oil prices went up quickly, many companies sup-
plying oil-drilling services became high-growth companies. However,
they could not sustain their growth. For example, Global Marine,
an otherwise well-managed company, was trading at around $35 per
share in late 1997, but oil prices went down in 1998, and Global
Marine’s stock price quickly retreated to less than $8 per share. A careful
investor looking for an outstanding long-term growth company would
have avoided Global Marine because the growth was from a one-time
event.

This concept could also be applied to the Internet craze of the 1990s.
At that time, it was difficult to know which companies would have
sustainable growth. Unless you were in a position to determine long-
term growth with some degree of confidence, you should have avoided
Internet companies. Note that at the time of going public, even Microsoft
was not an outstanding growth stock because it was not clear that the
company could sustain its growth. However, over time, it became clear
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that Microsoft’s products were immensely successful, Microsoft was a
near monopoly, and the number of customers for those products would
increase for many years to come. At that point, it was a good growth
stock worth investing in.

How Are Relations with Employees?

Good employee-management relations lead to high customer satisfac-
tion. A company may have fine products, but unless the company’s
employees are happy, customer satisfaction may disappear with time. A
conversation with the employees—or some other source—would reveal
a great deal about employee-management relations. Wal-Mart did not
succeed only because it had lower prices, but because of outstand-
ing management-employee relations. In 1999, I attended the Wal-Mart
shareholders’ annual meeting in Fayetteville, Arkansas. Joining me in
attendance were more than 10,000 Wal-Mart employees who are also
shareholders. I have never seen such enthusiasm from the employees
of a company. They cheered often and ended the meeting with the
well-known Wal-Mart cheer that starts, “Give me a W!” I talked to a
few of the employees and realized that the unbelievable enthusiasm was
genuine.

The advantages of enthusiastic employees are immense: The com-
pany’s expenses are lower because its employees pilfer less, customers are
happy and keep coming back, and inventory does not stay on shelves
for long (inventory turnover is high). Sam Walton called employees
“Whal-Mart associates,” and most are shareholders.> In 2005 and 2006,
Wal-Mart’s management-employee relations deteriorated over employee
healthcare benefits. This probably was one reason for a decline in the
company’s growth in 2006. However, Wal-Mart has responded vigor-
ously to correct this problem and improve its image.

Is Research and Development Important?

Research and development (R&D) is needed in all companies—not
only high-tech ones—to improve their products and services. Com-
panies such as McDonalds and Home Depot constantly improve
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themselves through customer surveys, research in human relations, mar-
ket research, and sociological research. Home Depot would not be a
great success story without its research efforts into improving building
materials or its surveys of customers on the quality of Christmas tree
needles.

R&D in high-tech companies such as Microsoft, Cisco, and Intel is
clearly even more important, and these companies can’t sustain growth
without a significant R&D effort. If a company has been successful
because of past R&D, a simple but meaningful question to ask is whether
it is continuing those eftorts at the same level. When the personal com-
puter industry was relatively new, a number of companies, including
Kaypro and CompuAdd, were highly profitable but have since disap-
peared. Sometimes, companies are highly profitable because they copied
others but are not innovative. With changing technology, these com-
panies’ growth falters at the next juncture of product development.
Investors who extrapolate past sales growth into the future without
understanding the need for R&D to sustain the growth are likely to
suffer.

You might think that companies like Wal-Mart do not have signif-
icant R&D expenditures. That is not true. Wal-Mart has spent large
sums of money developing its high-tech inventory control systems and
one of the most up-to-date transportation networks. Determining which
companies are savvier in using their R&D dollars is a difficult task for
an investor. Merely because a company outspends other companies in
R&D does not imply that it will bring more blockbuster products to the
market. The only solution that I know of is to read about the company
and learn as much as you can from various sources.

A case in point is Dell Computer, which spent substantially less on
R&D per dollar of revenue than Compaq and IBM. Dell may not do
basic research, but one should not immediately conclude that Dell is left
behind in product innovation. This is because Dell depends more on
licensing patents. It spends large sums of money on development and to
maintain the best direct-to-customer model. Dell has been closer to Wal-
Mart in its business plan than to Compaq or IBM. Michael Dell’s book
Direct from Dell describes Dell’s R&D efforts to keep his company’s cost
advantage over IBM and others.® The focus was not on basic research.
Instead of comparing R&D expenses across companies in an effort to
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pick the best companies, you should evaluate the qualitative nature of
R&D expenses and evaluate whether they are keeping up with growth
n revenues.

How Does the Company Respond to Challenges?

Because of their culture, some companies adapt to the changing world
faster than others. For sustainable growth, it is necessary that compa-
nies rediscover themselves often. For most companies, it is not easy
to change, and even some large firms fail when they encounter new
technologies.’

IBM does not sell typewriters anymore. Did it surprise you when
IBM sold its personal computer division to Lenovo in 2005? Not me. In
fact, I wondered what took IBM so long. IBM is now a one-stop shop
for all sorts of computer hardware, software, and services. Over time,
IBM has rediscovered itself.

Wal-Mart is another company that seems to adapt to the times. Ini-
tially, it was only a discount store. Later, it added Sam’s, which is a
buyer’s club, and then groceries. Wal-Mart has been expanding overseas
and is highly successful in China and Mexico, but not in Germany, Japan,
and Korea. In Mexico, Wal-Mart’s subsidiary (Wal-Mart de Mexico) has
entered the banking industry, opening branches inside its stores. Such
ventures don’t always have to be successful, but you need to monitor
them for potential growth. Wal-Mart is pushing hard to be a successtul
Internet retailing company, and I will not be surprised if it becomes an
Internet powerhouse in the future to compete against Amazon.com.

Ifa company has rediscovered itself a few times, its culture will proba-
bly allow it to continue doing so. Thus, it is necessary to take a long-term
perspective in selecting a growth stock. A growth stock is not necessarily
a young company. When the Internet first arrived, Microsoft did not
consider it to be an important force. However, Microsoft changed its
opinion quickly and remade itself. Today, it is working hard to compete
with Google on Internet search and advertising. Finding out whether
a company rediscovers itself often requires a considerable amount of
research. Financial ratios just don’t capture these qualitative aspects of
growth companies. However, these efforts are necessary if you want to
discover outstanding growth companies.
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Is Management Quality Excellent?

Philip Fisher’s approach is probably the best for judging the quality of a
company’s management. He suggests posing questions to the company’s
consumers, suppliers, and employees to get a good sense of the quality of
its management. It is not impossible to discern that Wal-Mart, Google,
and Southwest Airlines have excellent management. Also, each year For-
tune publishes a list of the world’s most admired companies and Barron’s
publishes a list of the world’s best CEOs. You may know some of the
companies in such lists well and select them for further investigation for
investing.

To measure the commitment of a company’s top management, find
out whether the senior managers own company shares and whether they
keep the shares they are awarded as part of their compensation. If the
senior managers of a company sell their shares soon after the shares are
awarded or after they exercise their stock options, you need to investigate
the company carefully.

Why are some management teams better than others? I do not
claim to know the answer to this question in most cases, but here is
a thought. Every year I ask graduating students about their preferences
for the companies they would like to work for. It has always amazed
me how knowledgeable young people are. In the late 1990s, the com-
pany of choice was Microsoft. In the late 2000s, it is Google. If students,
especially talented ones, choose Google over Microsoft, then Google’s
management culture will, over time, change to reflect the quality of the
people it employs. Not surprisingly, various surveys reveal that many of
the same companies are identified as having good management time and
again over a number of years. Since high-quality managers have pride in
their companies and themselves, they are likely to take steps to maintain
the company’s reputation.

Here is one more clue to management quality or lack thereof that
comes directly from Buffett’s principle of circles of competence. When a
retail company appoints a new CEO without retail experience, it raises
a red flag about his or her potential effectiveness. Such incongruous
appointments are common. To the best of my knowledge, CEOs in Berk-
shire subsidiaries all have relevant experience and envious track records.
Avoid company financial statements and other documents to decipher
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management quality. According to company reports, all managers are
excellent! Thus, it is imperative to look at other sources for information
on management quality.

How Important Are Profit Margins?

When profit margins are high and can be maintained at that level, growth
in sales will produce better and better results as the company grows. Oth-
erwise, growth in sales will not be highly valuable. As Philip Fisher points
out: “All the sales growth in the world won’t produce the right type of
investment vehicle if, over the years, profits do not grow correspond-
ingly. The first step in examining profits is to study a company’s profit
margin.”®

Excellent growth companies almost always have high profit margins
relative to other firms in the same industry. For example, one might
assume that Wal-Mart probably has smaller profit margins than its com-
petitors because it is well known for lower prices. That is one reason given
for Kmart’s loss of market share to Wal-Mart and finally going bankrupt
in 2002. You may be surprised to know that Wal-Mart’s profit margins
were higher: 3.4 percent versus 1.8 percent before Kmart went bankrupt.
An excellent company rarely competes on price alone. There are usu-
ally other reasons for its excellence. My analysis led me to believe that
Wal-Mart’s high profitability is partly due to its focus on high inventory
turnover.

It is often argued that companies with high profit margins attract
competition, and thus, their high profit margins will ultimately go away.
The truth is not that simple. Companies with higher profit margins can
always reduce their prices to drive the competition away and still remain
profitable. While competitors such as Advanced Micro Devices try to
copy Intel’s products to compete on price, Intel lowers the price of its
older-generation products and moves on to higher-margin products. In
theory, it is possible for competitors to ultimately catch up with Intel,
but it appears to me that, in practice, it is more difficult than it appears to
an unconnected party. How can another company easily compete with
a market leader and innovator like Intel, which is highly profitable and
has deep pockets? The competition must also think of the possibility of
losing billions of dollars, not being able to compete, and possibly even
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going bankrupt. Overall, high-profit-margin companies usually fall in
the growth category.

What Is the Company’s Achilles’ Heel?

With many potential variables to examine, I do not recommend that
you use a long list of variables to evaluate a company’s growth prospects.
How about looking at a company from another perspective? Where is
the Achilles’ heel? This will help you to not fall in love with the stock.
If the situation deteriorates with respect to the important variables, you
will be able to sell the stock before it is too late. If you fall in love, you
sometimes miss the cues to sell.

Once, on a Yahoo! chat board, I asked what Berkshire Hathaway’s
Achilles’ heel could be. The most frequent answer was Buffett’s age (77
in 2007 when I asked the question). The question is clearly an important
one. Without Warren Buffett, will the stock price tumble? In most cases,
when the CEO of a great company retires or resigns, there is a vacuum
at least for a while. After Sam Walton died, Wal-Mart’s stock price was
stagnant for a time. However, the company remained strong; and finally,
after two or three years, the company resumed a path of growth.

One Example of a Non-Technology Growth Stock

There are innumerable examples of non-high—tech growth stocks, and
depending on your skills, background, and commitment to acquire
knowledge, you should be able to find some of them in the future. Recent
examples are Wal-Mart, Home Depot, Starbucks, Chipotle, Danaher,
and Eaton Vance. However, in this section, we are going to discuss one
specific example of a non-technology growth stock: McDonalds.

In 1980, McDonald’s stock price was about $1 per share (split-
adjusted) compared with its price of about $45 per share in 2000. On
average, the stock price rose by more than 20 percent per year or about
twice as fast as the overall market. Even if you bought it in 1990 at about
$7 per share, you would have enjoyed at least a sixfold increase in the
stock price by 2000.

The question becomes whether you should have bought McDonald’s
common stock in 1990 after the company had experienced phenomenal
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growth. Over the prior five years, the earnings per share grew at a steady
rate of about 14 percent per year, from $0.28 in 1985 to $0.55 in 1990.
McDonald’s was expanding overseas successfully. So, a person with a
good knowledge of the fast-food industry and McDonald’s would have,
I believe, surmised that earnings would continue to grow steadily. The
earnings per share grew from $0.55 in 1990 to $1.40 in 1999.

When you identity a company such as McDonald’s that has grown
steadily, you need to follow up by asking whether the current price is rea-
sonable. In my discussion, I am not including IPOs, tiny companies, or
other companies that are difficult to value. The P/E ratios of stocks like
McDonald’s are generally high in relation to their historical levels or the
market, and they remain high for long periods. You should not immedi-
ately conclude that the stock is expensive and that you have missed the
boat. It is uncommon for a growth stock to trade at a low P/E ratio.
The stock is still worth buying as long as the price is not astronomical,
say above 25 or 30 times earnings, and you are confident about future
growth. Only in rare cases do stocks trading above a P/E of 30 generate
high returns over a long period.

By 2000, McDonald’s P/E was 32. A P/E of 32 was high in contrast
to its median P/E of about 18 in the prior 10 years or the long-run
S&P 500 P/E of about 16. This is when knowledge of the firm becomes
important. It was still a good company and was expected to grow, albeit
at a slower rate. It was just not a good time to buy.

From an investing point of view, one thing you can do is to wait
for opportunities in good growth stocks once you identify them. With
McDonald’s, you would have done well if you had invested in 2003
when the stock hit a low of about $13 per share, primarily because of
an outbreak of mad cow disease in the United Kingdom and isolated
places elsewhere. The rumors of the demise of McDonald’s proved to be
wrong. What a bargain growth stock it was! In 2009, its stock price was
around $53 per share.

Conclusions

To find a promising growth stock, I recommend that you start by examin-
ing earnings for several years because companies that have grown strongly
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for several years, on average, are sound candidates to generate good earn-
ings in the future. You also need to examine qualitative variables, such
as the quality of management and company culture, as they are the true
underpinnings of future growth. Before you buy a growth stock, you
should consider the possibility that the price may already be reflecting
a high growth potential. You may do so by evaluating its P/E ratio or,
preferably, computing its intrinsic value as I discuss in the next chap-
ter. Overall, success in growth investing requires you to have a very
good knowledge of the company’s business and an ability to forecast its
earnings well.



Chapter 5

Intrinsic Value

In general terms, it [intrinsic value] is understood to be that
value which is justified by the facts, e.g., the assets, earnings,
dividends, definite prospects, as distinct, let us say, from market
quotations established by artificial manipulations or distorted by
psychological excesses. !

—Benjamin Graham and David Dodd

efore you risk your hard-earned money on a stock, you probably

want to know the value you can expect to get in return. The

value you assign to a stock, or that stock’s intrinsic value, is the
maximum amount that you are willing to pay now for future benefits,
which could come from dividends or the potential sale of the stock
at a realistic future price. It makes no sense to buy a stock when its
intrinsic value is smaller than the current price. Buffett cautions: “The
calculation of intrinsic value, though, is not so simple . .. intrinsic value
is an estimate rather than a precise figure.’? In this chapter, I compute the
intrinsic value of Wesco Financial, Coca-Cola, and Berkshire Hathaway
to more thoroughly explain this concept.

Computing Intrinsic Value

Individuals differ from one another in assessing companies’ future
prospects. They also differ in their risk tolerance. Hence, it should be

57
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no great leap to accept that there is no unique intrinsic value that can
be assigned to a common stock upon which everyone will agree. In
computing intrinsic value, you should start by examining a company’s
balance sheet. Some assets, such as cash and investments in marketable
securities, are reported at market value. As a first approximation, the
intrinsic value of such items can be taken to be the same as their market
values. For most companies, however, the major component of intrinsic
value comes from their future earnings.

For valuation of future earnings, you can start with estimating a
growth rate based on your evaluation of the company’s past performance.
Then you can apply the estimated growth rate to current earnings to
approximate expected earnings for a future year, say, 10 years from the
current year. Finally, apply a P/E multiple to the future earnings per
share to estimate the value of those earnings in the future and discount
them to their present value. In addition, dividends should be properly
accounted for.

While it is a simple approach, it requires many assumptions. For
example, you may have to adjust reported earnings in an attempt to
obtain underlying or sustainable earnings. You also need to assume a
growth rate, a P/E multiple, and a discount rate. With this approach, it
is important to know the company’s business well for you to come up
with reliable estimates.

Lets examine three examples of evaluating common stocks. The
first one, Wesco, is easy to evaluate because most of its assets are in
marketable securities. Earnings play a limited role in Wesco’s intrinsic
value. In contrast, Coca-Cola’s value is driven primarily by its earnings.
Finally, I present an approach to estimating Berkshire’s intrinsic value.

Wesco: Focus on the Balance Sheet

Wesco Financial Corporation is an 80.1 percent subsidiary of Berkshire
Hathaway. Charlie Munger, vice chairman of Berkshire Hathaway and
chairman of Wesco, has estimated the intrinsic value of Wesco in selected
prior years. This analysis follows his arguments using data from the 2008
annual report.

Table 5.1 presents the Wesco balance sheet in a summary form.
Wesco has total assets of $3,051 million, of which $298 million, roughly
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Table 5.1 Wesco Financial Corporation Balance Sheet,
December 31, 2008

Assets
Cash and cash equivalents $§ 298
Investments
Marketable equity securities 1868
Securities with fixed maturities 29
Other assets 856
Total assets $3,051

Liabilities and Shareholders’ Equity

Liabilities
Float (Insurance losses not yet paid) $ 215
Income taxes payable, deferred 231
Other liabilities 227
Total liabilities 673
Shareholders’ equity 2,378
Total liabilities and shareholders’ equity $3,051

Dollar amounts in millions.

10 percent, are in cash and cash equivalents. The marketable securities
of $1,868 million are primarily in Procter & Gamble ($386 million),
Coca-Cola ($326 million), Wells Fargo ($373 million), and Kraft Foods
($269 million). Thus, most of Wesco’s assets (cash and cash equivalents,
securities with fixed maturities, and investments of $298 million, $29
million, and $1,868 million, respectively), amounting to $2,195 million,
are reported at market values and may be considered liquid assets.

We should subtract liabilities from these assets to the extent they
are related to the assets. On the liabilities side, total reported liabilities
are $673 million. There are only two meaningful items that are directly
related to investments: the deferred income taxes payable of $231 million
and the float of $215 million. Both are non-interest—bearing liabilities.
The first amount is payable to the IRS only when the securities (such as
Procter & Gamble) are sold. Thus, it is essentially an interest-free loan
from the IRS to Wesco. You need to estimate the true value of this
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liability. If you assume that these securities will not be sold for a long
time, the taxes will also not be paid for a long time. Then, most of this
liability may be ignored for valuing Wesco. Thus, the true value of
the liability is somewhere between zero and $231 million. I assume the
true liability to be $115 million, halfway between zero and $231 million.

The second liability, float, is the term for money the company holds,
and as long as insurance underwriting results are break-even, it costs the
company nothing. I assume that the company will not have to pay this
float for any foreseeable future and may even generate some income from
the float. Thus, I will assume that the float from the insurance business
is essentially free. Subtracting the liability of $115 million from $2,195
million equals $2,080 million as an estimated value of liquid assets.

If Wesco did not have any operating subsidiaries, we could stop here.
Wesco’s total net income for 2008 was $82 million. Out of this, $64 mil-
lion came from investments, and the remaining $18 million came from
operating businesses. Having already assigned a value to the investments,
we should consider only the remaining $18 million. An examination
of the earnings over the past few years suggests that these earnings are
sustainable, as earnings have been similar in recent years. Because Wesco
has no debt and earnings are likely to remain at least at this level and
possibly grow, I use a simple approach to value these earnings. I assign
a P/E multiple of 15 that results in a valuation of $270 million for the
operating businesses. So, my estimate of intrinsic value of Wesco’s com-
mon stock 1s $2,080 million + $270 million, or $2,350 million. Based
on the number of shares outstanding (7.12 million), this translates into
an estimated intrinsic value of $330 per share. In comparison, the market
price at the end of 2008 was $288 per share. Note that we made sev-
eral assumptions, and our estimate of intrinsic value would change if we
used a different valuation for the float from the insurance business, the
estimated P/E ratio, or the valuation of deferred taxes. Our estimate of
intrinsic value is close to the book value per share of $334 reported by
the company at the end of 2008.°

You have surely noted that Wesco’s intrinsic value depends a lot on
the valuation of its investments—that is, the market prices of Procter &
Gamble, Coca-Cola, Wells Fargo, and Kraft Foods. As a first approx-
imation, we have used market values of these investments as if they
represent their intrinsic values. For a more elaborate evaluation, you may
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consider computing intrinsic values of these holdings. Remember that
the intrinsic value is an estimate—even more important, it is just one
person’s estimate, which can vary widely across individuals. In this case,
my estimate of $330 was not vastly different from the market price of
$288 per share at the end of 2008. So, Wesco was not a buy.

Coca-Cola: Focus on Earnings

Unlike Wesco, Coca-Cola derives its value from its earnings. In the
case of Wesco, we did not emphasize growth in earnings. Coca-Cola is
different, and it presents a good example to discuss growth in earnings.
I will use 1998 as the base year for this purpose because it gives us an
opportunity to look at developments since then.

At the end of 1998, Coca-Cola’s total assets of $19.14 billion were
mostly represented by tangible assets. The company’s liquid assets in the
form of cash and marketable securities were only $1.81 billion. An 11-
year history detailed in the annual report showed that Coca-Cola’s cash
and marketable securities in 1998, at about 10 percent of revenues, were
in line with historical levels. Also, they were less than 1 percent of the
market value of the company’s shareholders’” equity. Therefore, we need
not treat them separately as we did for Wesco. I assume that this much
cash and marketable securities are needed to run the company.

The next step is to think more clearly about growth prospects. In
the 10 years before 1998, Coca-Cola’s revenues grew at the rate of 8.8
percent per year, and its earnings per share grew at 14.5 percent per year.
However, in the immediately preceding five years, the growth in revenues
had slowed to 6.0 percent, and earnings per share to 11.2 percent.

The company’s earnings for 1998 were $1.42 per share, which
seemed sustainable because earnings per share for the prior three years
were similar: $1.67, $1.40, and $1.18, respectively. It seemed reasonable
to estimate the future growth in earnings to be 10 percent per year for
the next 10 years, which was closer to the previous five years’ growth
in earnings. Under this assumption, in 10 years, expected earnings for
2008 (based on data in 1998) would be $3.68 per share. Next, we need to
estimate a reasonable P/E multiple for earnings per share for 2008. For
a low-debt, well-managed company, a P/E multiple of 15 to 20 appears
reasonable. However, for the purpose of this computation, let’s use a 15
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P/E multiple that gives the expected value of earnings at the end of 2008
as 15 x3.68, or $55.20 per share.

The present value of $55.20 depends on the discount rate assumed.
I think of the discount rate as the minimum rate at which I would be
comfortable owning a part of the company’s business. The discounted
value of $55.20 in 1998 at the discount rate of 7 percent (a low rate,
but an assumption based on the mortgage rate I was paying at the time)
is $28.06 per share. If Coca-Cola was not paying any dividends, that
would be one estimate of the intrinsic value of Coca-Cola at the end
of 2008 (or in early 1999 when 1998 year-end accounting data became
available).

We should add the value of dividends at least for the amounts
expected to be received during the following 10 years. The cash div-
idend in 1998 was $0.60 per share. Assuming a 10 percent growth rate
in dividends (similar to the growth rate in earnings), an investor would
have received $0.66 in 1999, and so on. Using a discount rate of 7 per-
cent, the discounted value of the next 10 years’ dividends is $9.83 per
share. Therefore, my estimate of Coca-Cola’s intrinsic value in 1999 was
$28.06 + $9.83 =$37.89.

In the fall of 1999, when I made these calculations in a class I was
teaching, the stock price was about $70 per share. Based on these calcula-
tions, Coca-Cola stock seemed overvalued by almost 100 percent. Note
that we estimated that in early 2009, the Coca-Cola stock price would
be around $55.20 per share. In early 2009, the Coca-Cola stock price
was $45 per share; and the P/E multiple, based on trailing 12 months’
earnings, was 18.

You can add many other changes and complications. For example,
you could argue that we should value dividends difterently from earnings
because dividends are being paid out while earnings are not. You could
have simply used the dividend discount model generally attributed to
Myron Gordon.* Overall, depending on assumptions, you could have
produced substantially different estimates of Coca-Cola’s intrinsic value
in early 1999.

A few additional comments on the analysis are worth making. Coca-
Cola is a stable company, so it is relatively easy to estimate future earnings.
The possibility of you going very wrong is low. Given that there are far
too many uncertainties for high-tech companies, you should think more
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carefully about their future earnings before you compute intrinsic value
in a similar manner.

Even Coca-Cola’s stock price fluctuated by a factor of two between
1998 and 2009. It has seen a low of less than $40 per share and a high of
more than $85 per share. So if you do not have a long-term view and do
not have sufficient liquidity, you may not achieve your goal of reasonable
returns with any company’s stock. For example, if you suddenly need
funds and are required to sell when the price is low, you might lose a
substantial amount of your original investment even if you invest in Coca-
Cola, let alone in stocks of companies with less predictable earnings.
There is another advantage to computing intrinsic value. It keeps you
grounded so that you do not become nervous when the stock price goes
down. As a matter of fact, I considered buying Coca-Cola stock when
the share price was around $40, down from $85. But I did not because
intrinsic value estimates still did not justify buying.

A check: While T was assigning a 15 to 20 P/E multiple to Coca-
Cola’s stock, I wondered why the P/E multiple in early 1999 was
$70/1.42, or about 49. It could have been 25 or even 30, but why
did the stock command a high P/E of 49? Around then, the market
was assigning high valuations not only to Coca-Cola but also to a host
of other stocks, especially Internet stocks. These stocks were boats that
were being lifted in a rising tide. What can we learn from this? You could
say, “The market was wrong,” but for me, unfortunately, that is never a
satisfactory answer. I would ask, “Why was the market wrong?” I simply
do not have a satisfactory answer to the question, “Why was Coca-Cola’s
stock price so high?” Nevertheless, when it does happen, it is best not
to buy.

Berkshire Hathaway: Intrinsic Value

Let’s compute Berkshire’s intrinsic value. Buffett has never furnished his
estimate of Berkshire’s intrinsic value, nor has he suggested a well-defined
approach. However, he has frequently discussed various inputs that may
be considered by investors. My approach is based on Buffett’s recent
hints on how to compute Berkshire’s intrinsic value. As mentioned in
the preface, my objective here is to learn as much as we can from Buftett’s
writings.
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Table 5.2 Berkshire Hathaway Data for Its Valuation

Per-share Pretax earnings per share
Year investments (noninsurance businesses)
2000 $50,648 $ 848
2001 47,460 1,379
2002 52,705 2,215
2003 62,273 1,971
2004 66,967 2,148
2005 74,129 2,441
2006 80,636 3,625
2007 90,343 4,093
2008 77,793 3,921
2000-2008 compounded
growth rate 5.50% 23.10%

One way to compute intrinsic value is to start by estimating expected
future cash flows that can be taken out of a business. If cash flows are
not taken out of the business (as in the case of Berkshire), they result in
additional growth. We can then extrapolate past growth into the future
with any adjustments that we deem appropriate. In the case of Berkshire,
cash flows ultimately end up in one of two places.

1. Investments, such as stocks, bonds, and cash equivalents. These
include equity investments American Express, Wells Fargo, etc.

2. Purchase of majority-owned or fully owned subsidiaries such as
Dairy Queen, Netfets, etc.

By valuing these two items, we can value Berkshire. To value the
investments (item 1), we will use their market values. To value sub-
sidiaries (item 2), we will use their earnings. Buftett has periodically
given numbers for both these items in Berkshire’s annual reports. Let’s
examine the historical performance from Table 5.2.

1. Berkshire’s investments per share grew from $50,648 in 2000 to
$77,793 in 2008, a compounded growth rate of 5.5 percent per
year. For the period 1995 to 2006, Buffett reports the growth to be
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12.6 percent. The lower recent growth probably reflects additional
investments in fully owned subsidiaries, the increasing size of the
company, and especially the market crash of 2008.

The pretax earnings of noninsurance businesses have gone up from
$848 per share in 2000 to $3,921 per share in 2008.> This growth
rate in earnings amounts to 21 percent per year. For the entire period
from 1965 to 2008, the compounded annual growth rate was about
17 percent. The recent high growth in earnings is primarily due to
acquisitions, as Berkshire’s focus shifted toward using more free cash
flows for this purpose. Under the assumption that the recent pattern
of using cash flows will continue, we will apply the growth rate of
21 percent to estimate future earnings.

Let’s consider what the company will look like 10 years from now.

Recall that we did not use such projections in computing Wesco’s intrin-

sic value, as it did not seem important and it was not easy to do so. In the

case of Berkshire Hathaway, there are at least three questions to consider.

we

Is the growth rate going to be smaller or higher than the percentages
we just computed, or the same?

How long is the growth rate going to last?

Finally, what discount rate should we use?

I didn’t see anything in the various annual reports that suggests that
should not use the company’s recent growth rates, so let’s use 5.5

percent for investments per share and 21 percent for earnings of nonin-

surance businesses. The 5.5 percent growth rate for investments appears

low and the 21 percent growth rate for noninsurance earnings appears

high, but you can always use different rates and get different intrinsic

value estimates. Also note that if there are no new acquisitions for growth,

Berkshire’s cash flows will be used toward a higher growth in investments.

As before, I will use the discount rate of 7 percent for discounting future

values to compute the current intrinsic value estimate.®

Based on these assumptions, 10 years from now—that is, at the end

of 2018—the values are expected to be as follows:

Investments per share: $132,882
Pretax earnings per share: $ 26,379
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Let’s value investments per share at their reported value of $132,882
because they are essentially at market value. For earnings, I use a P/E
multiple of 10 on pretax earnings (which 1s equal to a multiple of about
15 on after-tax earnings). If we do that, we get a per-share valuation of
Berkshire’s common stock, class A. The estimated value 10 years from
now is $132,882 + 10(26,379) = $396,672. The present value of this
depends on the discount rate you use. With a 7 percent discount rate,
that gives a present value of 396,672 = 1.97, or $201,356.

We are almost there. Similar to our approach to Wesco, if we assume
that the cost of float is zero and use half the deferred tax liability amount,
we end up subtracting about $3,300 per share from $201,356. R ounding
it oft, my estimate of Berkshire’s current intrinsic value is $198,000 per
share.

Wow! It seems that Berkshire was undervalued at the time of this
analysis in early 2009 as the market price of the stock was around $90,000
per class A share. So, Berkshire stock was a buy and remains so in
November 2009, with the stock price around $100,000.

This computation does not imply that Berkshire’s stock price is likely
to jump in the short run. It is difticult to know how and when prices will
reflect value even if my estimates are correct. I don’t know how other
market participants are thinking and valuing Berkshire. This is just my
estimate. As earnings go down in 2009 because of recession, it will not
surprise me if Berkshire’s stock price goes down or remains about the
same in the short term. However, let’s examine what the future values
imply in terms of expected returns. If you purchase a Berkshire class A
share at $90,000, the implied rate of return i1s 16 percent per year if the
stock price does reach $396,672.

A check: Let’s use the data from 2006 and 2007 to examine the valid-
ity of this approach. For 2006, the investments per share were $80,636,
and the pretax earnings per share were $3,625. Ignoring additional
minor estimates, this gives us a per-share value of $80,636 + 10(3,625)
=$116,886. In early 2007, when the 2006 annual report became avail-
able, the stock price was about $110,000. So maybe our metric is slightly
generous in valuing Berkshire common stock. But it is not dramatically
different from the price in the market. Using the same metric for 2007
data, an estimated intrinsic value in early 2008 is $90,343 + 10(4,093), or
$131,273. The stock price in early 2008 was $140,000. Berkshire’s stock
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prices move considerably with the market because ofits large investments
in common stocks.

When to Buy Any Stock:
Consider Margin of Safety

We computed intrinsic values of three companies, and we know that a
stock should be purchased only if the market price is below the stock’s
intrinsic value. A question that you must ask is: “How much lower should
the price be relative to the intrinsic value?” I think of margin of safety for
any stock as the diftference between a stock’s intrinsic value and its market
price. If you buy a stock at its intrinsic value, you will have no margin
of safety. If everything goes as you assume in your calculations, you will
earn an annual rate of return equivalent to the discount rate assumed.
For example, if you assume a discount rate of 7 percent as we did in the
examples and purchase the stock at intrinsic value, your annual rate of
return will be 7 percent. If the same stock is purchased at 25 percent
below the intrinsic value, the calculations show that the rate of return
will be about 10 percent per year. And if the stock is at half the intrinsic
value, the rate of return will be about 15 percent. So it seems logical that
you should buy a stock with a large margin of safety. An alternate way of
thinking about looking for a large margin of safety is to require a large
discount rate.

A few points you should be fully aware of: First, in computations
of Berkshire’s intrinsic value, investments per share are based on market
prices. As the market goes up or down, the value of investments per
share will change accordingly. If the underlying stocks are overpriced or
underpriced, the intrinsic value will also be biased upward or downward.
Second, we relied on operating earnings of noninsurance subsidiaries to
grow at the rate of 21 percent. With the November 2009 announcement
of the Burlington Northern Santa Fe acquisition, the growth rate in
earnings is now more likely to be accomplished.

Given that there are many assumptions involved in this process, you
should compute difterent numbers based on those assumptions. The
proportion you invest in an individual stock should depend on its margin
of safety and your confidence in your computation of its intrinsic value.
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Finally, you should learn about the management. If you have a Buffett or
Munger type on your side, a smaller margin of safety should be adequate.

Conclusions

This chapter is devoted to explaining the methodology behind estimating
the intrinsic value of a common stock to provide you with a guideline for
a buy or sell decision. It is important to learn a lot about the company so
that you may consider an appropriate method for computing its intrinsic
value. You should invest only when the margin of safety is high.



Chapter 6

Buftett Investing =
Value + Growth

[M]ost analysts feel they must choose between two approaches
customarily thought to be in opposition: “value” and “growth.”
. In our opinion, the two approaches are joined at the
hip: Growth is always a component in the calculation of

value.'!
—Warren Buffett

ost people characterize Buftett as a value investor. The com-
M mon usage of the term wvalue investor connotes someone who

invests in stocks that have such characteristics as low price-
to-earnings (P/E) or market-to-book (IM/B) ratios. It also refers to those
people who buy stocks after the market prices have fallen substantially.
Presumably, such investors have a sufficient understanding of the underly-
ing businesses and expect the prices to recover. As Buftett’s words clearly
state, a smart investor should consider both value and growth investing
simultaneously. Contrary to popular belief, Buffett is not a pure value
investor. In this chapter, I illustrate the way Buftett combines value and
growth investing strategies to earn high returns.

69
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Berkshire Hathaway Is a Growth Stock

For each of the past four decades, Berkshire has outperformed the S&P
500 index. Table 6.1 presents the annualized rates of growth in Berk-
shire’s book value per share, Berkshire’s stock returns, and corresponding
returns on the S&P 500 index. For the entire 40-year period ending in
2008, Berkshire’s annualized growth in per-share book value 1s 20.7 per-
cent and its annualized stock return is 21.8 percent. If you had invested
$10,000 in Berkshire common stock at the beginning of 1969, your
investment would have grown to $26.7 million. On the other hand,
the annualized return on the S&P 500 index has been only 8.9 per-
cent, which would have grown your investment from $10,000 to only
$302,000. Clearly, Berkshire has been a long-term growth stock.

Berkshire’s rate of growth seems to have slowed in recent years, maybe
because of its large size and maybe because of events including the ter-
rorist attack on the United States in 2001 and the market crash in 2008.
Since 1965, Berkshire has suftered a decline in book value per share only
in 2001 and 2008. Still, even in the most recent decade, Berkshire has
generated 4.7 percent above the corresponding returns on the S&P 500
index.

Berkshire’s results in Table 6.1 include those from its majority-owned
or wholly owned subsidiaries and its minority holdings through common

Table 6.1 Berkshire’s Performance versus the S&P 500

Annual Change

In per-share In S&P 500 Berkshire’s stock
10-year periods book value of In Berkshire (dividends performance
and the 40-year Berkshire stock price  included) relative to S&P 500
period 1) 2) 3 2)-03)
1969-1978 20.5% 15.9% 3.1% 12.8%
1979-1988 28.2 40.4 16.2 24.2
1989-1998 29.0 31.0 19.2 11.8
1999-2008 6.4 3.3 —1.4 4.7

1969-2008 20.7 21.8 8.9 12.9
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stocks. Detailed data on purchasing and selling dates and prices on Berk-
shire’s minority investments in common stocks are harder to collect.
However, Gerald Martin from American University, Washington DC,
and John Puthenpurackal from University of Nevada, Las Vegas, col-
lected the detailed data on Berkshire’s investments in common stocks
and analyzed them carefully.? For 19762008, the Berkshire common
stock portfolio generated an average return of 18.2 percent, handily beat-
ing the 10.6 percent that the investments would have generated if the
investments had been made in the S&P 500 index.

It seems almost impossible to duplicate Buftett’s track record. How-
ever, the good news is that over the years, he has provided an extensive
body of written and spoken material on his ideas and principles. Even if
we cannot duplicate Buffett’s results, we should at least be able to learn
from his own methods to improve our results. [ begin with a brief dis-
cussion of why Buffett may have initially invested in GEICO in 1976,
and later allude to some other acquisitions and draw some inferences on
salient features of his investing style.

Value Plus Growth

GEICO’s stock price soared from $5 in the late 1950s to more than $60
in 1972. Then, the Cinderella story ended. On the brink of bankruptcy,
the stock traded near $2 per share in 1976. By 1977, Berkshire had
purchased 1.29 million shares for $4.1 million, averaging $2.55 per share.
In addition, Berkshire invested $19 million in a GEICO convertible
preferred stock issuance of $75 million. By 1980, Berkshire’s investment
in GEICO was $47 million, which amounted to about a 33 percent
equity interest in GEICO. As GEICO repurchased its own shares over
the next 15 years, Berkshire’s ownership of GEICO increased to 50
percent.

In value investing, the purpose of using the P/E ratio or another
metric is not to benefit from some special quality of the metric per se.
The underlying purpose of using such metrics is to warn the investor
to invest only when the downside risk is low. At the time of the initial
GEICO purchase, the company was incurring losses, and hence, the
P/E ratio was meaningless. Because the company was about to declare
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bankruptcy, its book value also did not mean much. However, after
raising additional equity from Berkshire and others, the company was
saved from filing for bankruptcy. Consequently, Buftett’s investment did
not have a high probability of losing money. This attention to downside
risk 1s the main ingredient that Buftett borrows from the value investing
strategy.

If Buffett were just a plain vanilla value investor, he would probably
have sold the GEICO shares after the price had gone up by more than
100 percent in less than a year of his initial purchase or within a few years
thereafter. He understood GEICO well, as he had followed the company
since 1951. Overall, he invested in GEICO for its potential long-term
growth, just as a growth investor would. Berkshire’s $47 million invest-
ment in GEICO grew by about 50 times, to $2.3 billion, by 1995 when
he purchased the remainder of the firm. GEICO is a good example of
how Buffett’s success lies in identifying companies that are not just value
investments but also have good growth potential. Buffett-style investing
or Buffett investing is not just pure value investing; it is value plus growth
investing.

The value investing approach is sometimes known as the quantitative
approach because of its focus on mathematical variables such as the P/E
ratio, while the growth investing approach is often referred to as the qual-
itative approach because of its focus on harder-to-calculate variables based
on future estimates. Obviously, I am not claiming to have discovered the
approach of combining value and growth as a superior approach to value
investing; Buftett gets full credit for developing it. Buffett has described
his investing approach in bits and pieces in many different places. The
following statements taken from his 1967 letter to his partners probably
give the best clues to his philosophical development in this regard. He
writes:

Although I consider myself to be primarily in the quantitative school,
the really sensational ideas I have had over the years have been heavily
weighted toward the qualitative side where I have had a “high-
probability insight” This is what causes the cash register to sing.
However, it is an infrequent occurrence, as insights usually are, and,
of course, no insight is required on the quantitative side—the figures
should hit you over the head with a baseball bat. So, the really big
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money tends to be made by investors who are right on qualitative
decisions, but, at least in my opinion, the more sure money tends to

be made on the obvious quantitative decisions.?

Clearly, Buffett believes that a considerable emphasis on growth
investing is necessary if one wants to earn large returns.

Implementing Value Plus Growth

To implement Buffett-style investing for common stocks, you may
employ a two-step process. First, decide whether the downside risk,
or the risk of losing your investment, is low. Often, low P/E or M/B
metrics suggest a low downside risk. Second, after having judged that
the downside risk is low, you should analyze the stock’s growth potential
and compute its intrinsic value and margin of safety. You should buy a
stock if the margin of safety is high, even if its P/E is above the market
P/E or above the company’s historical average P/E. Not all your invest-
ments will turn out to be wonderful growth stocks. However, since you
protected yourself by taking a low downside risk, you will not lose often
and, when you do unavoidably lose, you will not lose much. As I explain
next, your gains can still be very high if only a few of your investments
turn out to be truly successful growth stocks.

The substantial benefit of investing in growth stocks can be illustrated
by a hypothetical example. It shows that even if only one out of every
five of your stock investments does well, your overall return can be
high. Assume that the average market return is 10 percent. You invest
$1,000 in each of five stocks for a total investment of $5,000 with a
three-year horizon. If you earn 10 percent per year as expected, your
$5,000 investment would become $6,655 at the end of three years. But
if just one of your five stocks turns out to be a growth stock with a
200 percent return over the three-year period, your portfolio would be
worth $8,324—a substantially higher sum than the $6,655. The annual
compounded rate with one successful growth stock turns out to be 18.5
percent per year.

The value plus growth concept can be further illustrated using some
of Berkshire’s investments. From 1987 to 1991, Berkshire invested a
total of about $2 billion in five convertible preferred stocks: Champion
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International, First Empire State, Gillette, Salomon Inc., and U.S. Air.
All these investments could be characterized as value investments because
the downside risk was low. Large company preferred stocks, on average,
are safe investments because they are not expected to default on their div-
idend payments or the principal amounts. Out of these five, only Gillette
turned out to be a good growth stock. In 1990, Berkshire invested $600
million in Gillette, which was taken over in 2005 by Procter and Gam-
ble, with Berkshire receiving about $5 billion in Procter and Gamble
stock in exchange. Over the 15-year period, Berkshire earned about 16
percent per year, which was twice the rate on the S&P 500 index for the
same period. The other four investments essentially generated normal
returns. In 2008, Berkshire invested in three preferred stocks or convert-
ible instruments that are similar to preferred stock. They are issued by
Goldman Sachs ($5 billion), General Electric ($3 billion), and Wrigley
($6.5 billion). Even if one of them turns out to be a growth stock, returns
to Berkshire will be high. If not, Berkshire will earn decent interest on
these investments.

It is important to realize that low downside risk is very important.
In the previous example of picking five stocks, if you were to pick them
from a fast-growing high-tech industry, you would have probably lost
all your investment in one or two stocks. Assuming that you make 200
percent on one stock as pointed out earlier, earn the market return on
the remaining two, and lose all your investment in two stocks, your
final sum will be $5,662, giving you an annual rate of only 4.2 percent
on your initial $5,000 investment. This is substantially less than the 10
percent that you would have earned had you simply invested in the
market.

At least two of Buftett’s well-known practices can be directly linked
to the two-step process I've outlined. First, consider his practice of invest-
ing only in his circle of competence. In the two-step process, you need to
compute a stock’s intrinsic value, which requires reliable earnings fore-
casts for several years in the future. You can forecast well only when you
know the company well or when it is in your circle of competence. Sec-
ond, Buffett rarely invests in high-tech or fast-growing industries. One
possible reason may be that they are not in his circle of competence. But
even if Buffett knew a lot about some fast-growing companies, he might
avoid them because it is hard to find stocks with a high margin of safety



Buftett Investing = Value + Growth 75

in these industries. Often, investors have high expectations from such
stocks and bid their prices very high. On average, they are overvalued,
that is, there is no margin of safety. In Buftett-style investing or, in other
words, if you are looking for stocks that Buffett would want to buy, you
are better off looking in traditional industries.

Where Does Growth Come From?

As T said before, Buffett does not invest in high-tech or fast-growing
industries. Then, how has he accomplished a high rate of growth (over
20 percent) for an extended period? The key seems to be his empha-
sis on quality of management. His philosophy is the same whether he
acquires companies or invests in common stocks. There are several char-
acteristics in his management philosophy that, combined, provide this
outcome.

When a company is acquired by Berkshire, managers do not face
financial analysts or worry about the stock price. Berkshire and its sub-
sidiaries do not forecast earnings and do not conduct conference calls
with analysts. The managers do not have to meet or beat the next quar-
ter’s or next year’s earnings. This frees up their time and allows them
to concentrate on the company’s long-run operating performance. The
compensation plans are also designed to accomplish what academics call
“maximization of shareholder value.” Value is further created with reduc-
tions in costs once a firm comes under the Berkshire umbrella. Berkshire
does not lever up the acquired company. This has two advantages. First,
in keeping with Buffett’s philosophy, the downside risk is maintained at
a low level, and second, employees are happier as they are more secure
of their employment. Similarly, other input costs such as raw materials
and rent are also lower because suppliers feel more assured of prompt
payment. The main lesson from this is that after acquisitions, Buffett
helps enhance management quality even though he emphasizes that good
quality management should already be in place before he purchases a
company.

One of Buffett’s acquisition criteria is deceptively simple but very
insightful. He acquires a company only if the current management comes
with the acquisition. This is rather unique because most acquirers replace
the incumbent management with a new team of their own. Why does
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Buffett go against the norm in the business world? To start with, it is
obvious that if the acquired business was successtul under the existing
managers, they should not be replaced. However, most other acquirers
replace them anyway. Maybe, there is hubris lurking in the background.
My guess is that most acquirers prefer to manage bigger companies. This
helps their compensation package, their ego, and their influence in the
business world.

Buffett’s approach has additional advantages. If the acquired company
was a private company, as is frequently the case, the CEO was probably
also the owner. Under Berkshire, he is still the CEO of his unit but is now
a manager under Buffett. Although he is now a manager rather than an
owner, he is likely to behave as an owner because he was an owner before
he sold his company to Berkshire. In economic parlance, this reduces
the principal-agent, or conflict of interests, problem. If the manager
behaves as an owner, there is no conflict. In most cases, the sellers are
independently wealthy and more interested in successful growth of their
companies than their own compensation. Additionally, since the seller
gets to keep the company under his control, he may be willing to take
a lower price. Finally, if some company management had manipulated
earnings in the past to get a good price from selling the company, the
seller probably would not sell it to Buffett. This is because Buffett would
ask him to stay on and manage the company. Most hidden problems (for
example, earnings management or off-balance-sheet debt) are likely to
surface within a few years. No one would want to manage a company
knowing that it has such a ticking time bomb. This reduces the likelihood
of Buffett ending up with dishonest managers and solves the “let the
buyer beware” problem.

Buffett also promises those who sell their firms to Berkshire that he
will hold the purchased companies forever even if profitability declines.
I do not know of any major acquisition that Berkshire later sold. Why
is this important? It builds trust and security in the seller’s mind about
the future of the company, especially if the seller wants to be sure his
business will prosper. As Buffett writes, “We have a decided advantage,
therefore, when we encounter sellers who truly care about the future of
their businesses”* Overall, Buffett’s acquisition principles are designed to
produce high earnings for a long time. In essence, growth is accomplished
through good management.
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Examples from Berkshire Investments

Over the past 44 years, Berkshire has acquired a large number of com-
panies and has invested in common stocks of companies as a minority
shareholder. Buffett has mentioned that the principles applied for these
two types of investments are the same. While there is a common theme
across his investments, no two investments are identical. To enrich our
understanding of Buffett investing, I break down a few of his investment
decisions.

Railroad: Burlington Northern Santa Fe

During 2006 to 2008, Berkshire acquired 70.1 million shares, or 20.1
percent, of Burlington Northern Santa Fe (BNSF), which operates one of
the largest North American rail networks, with about 32,000 route miles
across 28 states and two Canadian provinces. Berkshire paid about $78
per share for a total investment of $5.5 billion, making it the third-largest
Berkshire common stock holding behind Coca-Cola and Wells Fargo.
BNSF is, next to Union Pacific, one of the top two U.S. railroads, each
bringing in about $18 billion in revenues. It was formed from a merger
between Burlington Northern and Santa Fe Pacific in 1995. BNSF’s
financial statements provide insights into its valuation and the reasons for
this large Buffett investment. The data from 1996 to 2008 (selected years
for brevity) are presented in Table 6.2.

First, following the value investing principles, the downside risk is
low. The long-term debt is only 25 percent of total assets which is reason-
able for a company with large holdings in property, plant, and equipment.
The company generates steady cash flows as the service it provides cannot
be easily replaced by another vendor. From reading the annual reports of
BNSF and other railroads, I gather that the company has a large market
share in several regions. Furthermore, return on equity (ROE) has been
stable at around 13.5 percent. Overall, the economics of the business seem
good. Also, the railroad business is an easy one for investors to under-
stand, a principle that Buftett emphasizes. Buffett did not pay a high price
in relation to earnings. His purchase price-to-earnings (P/E) ratio based
on the average earnings per share in 2005 and 2006 is 15.3. This is only
slightly higher that BNSF’s 13-year average P/E of 14.9 and is close to
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the long-run S&P 500 P/E ratio of 16. While not cheap in terms of the
P/E that a pure value investor may prefer, BNSF’s valuation fits Buftett’s
approach of paying a reasonable price when the economics and growth
prospects of the business are good. In his words, “It’s far better to buy
a wonderful company at a fair price than a fair company at a wonderful
price.”

Second, the growth prospects are above average. A series of data
spanning a long period allows us to estimate future growth with a rea-
sonable degree of confidence. The growth rate in earnings over the past
five years was 23 percent per year, but the growth over the past 12 years
was only 10 percent a year. It appears to me that the recent growth
rate is on the high side as the economy was doing well with demand
for coal and agriculture transportation increasing at a faster-than-normal
rate, probably because of high oil prices. BNSF’s increased growth rate
has driven its ROE to an unusually high rate of 19.0 percent. Will the
growth continue, and at what rate? That is probably the most difficult
question a Buffett-style investor faces.

BNSEF has the usual sources of growth, such as revenues, acquisitions,
and productivity. It has also increased earnings per share through share
repurchases, which the firm is likely to continue because of its significant
free cash flows. Share repurchases have slowly reduced the number of
shares outstanding from 456 million in 1996 to 348 million in 2008
(a reduction of 24 percent over 12 years). Thus, a 2 percent growth rate
can be expected based on share repurchases alone. For future projection,
[ start with the 12-year historical growth rate of 10 percent and reduce
it by 1 percent to 9 percent to be conservative.

With a 9 percent growth rate, BNSF’s expected earnings in 10 years
will be $14.39 per share. Applying a P/E of 15, the expected price at
the end of 2018 is $216 per share. The present value of $216 using a
discount rate of 7 percent is $110 per share. In addition, an investor will
get dividends, which I assume will also grow at the rate of 9 percent per
year from the current level of $1.44 per share. The present value of the
dividends is about $14, giving us an intrinsic value for BNSF of about
$124 ($110 + $14) per share. In early 2009, the BNSF stock price was
$68. It was a good investment at this price.

On November 3, 2009, Berkshire announced a plan to acquire, at
$100 per share, the remaining 77.4 percent of BNSF’s outstanding shares



80 BUFFETT INVESTING = VALUE + GROWTH

not currently owned by Berkshire. Based upon the number of shares
remaining for Berkshire to acquire, the value of the aggregate consid-
eration to complete the acquisition is approximately $26.4 billion. This
will be the largest Berkshire acquisition ever. Overall, the downside risk
is low, the price is not high, and growth potentials are good. It is a
quintessential Buffett investment.

Training: FlightSafety International

In 1996, Berkshire Hathaway acquired FlightSafety International (FSI),
a large company providing pilot, flight attendant, and mechanic training
services in the United States, Canada, and Europe. In terms of the value
investing principle of low downside risk, the most relevant fact was that
the then CEO, A. L. Ueltschi, owned 31.8 percent of the company and
elected to receive Berkshire shares in exchange for his FlightSafety stock.
Thus, he was not selling the company because he did not believe in its
future. He remained the CEO until 2003 and is still the chairman of the
board. Bruce Whitman, an employee since 1961, became the CEO in
2003. A.L. Ueltschi founded the company in 1951 and its shares started
trading publicly in 1968. Praising Ueltschi, Buffett wrote, “Al may be
79, but he looks and acts about 55. He will run operations just as he has
in the past. We never fool with success.”®

In the five-year period prior to the acquisition by Berkshire in 1995,
FSI’s revenues grew from $267 million to $326 million, an annualized
growth rate of 5.1 percent, similar to what is expected in the traditional
industries. FSI’s net income grew a little faster at the rate of 6.5 percent,
but no one would have classified FSI as a growth stock. The price of
$1.5 billion paid by Berkshire was about 2.5 times the book value and
18 times earnings in 1995. Thus, Buffett did not pay a high price for
the company, but it was not cheap either. As I discussed earlier, good
companies are rarely available cheap, and in that sense Buffett is not a
pure value investor.

How about growth? FlightSafety grew quickly after it was acquired.
Buftett wrote in Berkshire’s 1998 annual report, “FlightSafety’s operating
profits increased significantly over 1997 as a result of continued growth in
all areas of its training business.”” The capital expenditures at FlightSafety
during 1997, 1998, and 1999 were about 20 percent of the identifiable
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assets at year-end. This was at least twice the rate of capital expenditures
before it was acquired. Buffett made it possible for FSI to grow by keeping
successful management in place. Company-specific data are not available
since 1996, but the company remains one of the largest companies in its
industry.

Aviation: Net]ets

NetJets, formerly known as Executive Jet Aviation (EJA), was acquired
by Berkshire in 1998 for $725 million. NetJets sells fractional shares of
jets and operates the fleet for its many owners. Netfets does not own most
of these airplanes; they are owned by customers. Warren Buftett was a
satisfied customer for three years before he made this acquisition. NetJets,
a private company, grew fast under its CEO and majority shareholder,
Richard Santulli, who pioneered the fractional jet ownership concept in
1986. He stayed with his company just as most other CEOs of Berkshire
acquisitions stay with their companies. I discussed earlier that managers
are the purveyors of growth. However, when a long-term, successful
CEO stays with the company, it is also an indication that the downside
risk in the acquisition is low. When Richard Santulli resigned in 2009,
David Sokol, CEO of Berkshire’s subsidiary MidAmerican, took over as
the new NetJets CEO.

‘What 1s the usual source of a high growth rate in the old economy
or in a well-established industry? In some cases (recall Wal-Mart and
GEICO), growth comes from taking market share away from other firms.
In this case, NetJets grew by luring business and first-class travelers in
traditional airlines and corporate jet owners.

Since Berkshire bought NetJets, growth in revenues has been well
above the normal growth of about 5 percent to 7 percent in so-called
traditional industries, which include aviation. As Buffett wrote in March
2000, “Currently, our customers own planes worth over $2 billion, and
in addition we have $4.2 billion of planes on order. Indeed, the lim-
iting factor in our business right now is the availability of planes’® In
2007, Buffett explained how growth may have been accomplished: “The
NetJets brand—with its promise of safety, service and security—grows
stronger every year. Behind this is the passion of one man, Richard San-
tulli. If you were to pick someone to join you in a foxhole, you couldn’t



82 BUFFETT INVESTING = VALUE + GROWTH

do better than Rich. No matter what the obstacles, he just doesn’t stop.””
Once again, it appears that management quality is the way to growth.

It should not be assumed that growth is a sure thing even if an accom-
plished CEO is at the helm. In the case of NetJet’s European expansion,
the company incurred a cumulative loss of $212 million over its first 10
years in operation starting in 1996. However, Buffett reported in 2007
that the European segment was now doing well. Buffett gives credit to
Richard Santulli, who appointed a new person to lead the European
segment. This sequence of events suggests that experienced managers
are helpful in maintaining a low downside risk in times of trouble.

Berkshire combines financial numbers on NetJets and FSI under one
segment called Flight Services, and even then, data are available only for
certain years. For the two companies discussed here, Buffett proudly
states, “[A] common characteristic of the companies is that they are
still managed by their founding entrepreneurs. ... These men are both
remarkable managers who have no financial need to work but thrive on
helping their companies grow and excel.”!”

For 1999, the first year both subsidiaries operated for a full year under
Berkshire, revenues were $1.86 billion with identifiable assets of $1.79
billion. For 2005, the latest year for which data are available, revenues
were $3.66 billion, and identifiable assets were $3.17 billion. In six years,
revenues grew at a rate of 12 percent per year and assets at a rate of
10 percent per year. Because of continuing expansion, profitability has
been erratic.!’ Operating profits in 2005 were only 3.8 percent of year-
end identifiable assets. The discussion in the 2006 annual report suggests
that the results have improved substantially. Berkshire did not present the
details, but I estimate that operating profits were about 11 percent of
the identifiable assets employed. From 1999 to 2007 (the last year for
which earnings data are available), pretax earnings in the Flight Services
segment have gone up from $225 million to $547 million, an annualized
growth rate of about 12 percent.

NetJets also shows how a growth company’s profitability is generally
tied strongly to the economy. The global recession of 2008-2009 had a
significant impact on NetJets. The company produced pretax losses of
$531 million for the first nine months in 2009. Overall, NetJets is still
an evolving story, but Buffett’s emphasis on patience and high-quality
management comes through.
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High-Tech: BYD

On September 29, 2008, Berkshire announced plans to invest $230 mil-
lion for a 10 percent stake in BYD (initials for the Chinese name), a
fast-growing Chinese company listed in Hong Kong. The initials are
now used for “Build Your Dreams.” With 2008 revenues of $3.9 bil-
lion and total assets of $4.8 billion, BYD is one of the world’s largest
manufacturers of rechargeable batteries and handset components. It is
also a successful car manufacturer. Since 2002, its revenues have grown
about eight times from $500 million to the current level of $3.9 billion,
most of the growth coming internally. It is a quintessential rags-to-riches
Horatio Alger story for BYD CEO Wang Chuan-fu.

Based on 2008 reported earnings per share, BYD’s P/E ratio at the
time of Berkshire’s purchase was about 14, in line with other Berkshire
acquisitions. Furthermore, as Table 6.3 shows, BYD’s earnings per share
have been steady, if not growing consistently with revenues. The debt-
to-total-assets ratio of 0.28 appears to be fairly conservative. Overall, the
downside risk from this investment is not high. Soon after the Berkshire
investment, in October 2008, the BYD stock price doubled and then
moved steadily upward and doubled again over the next several months. If
Butftett were a pure value investor, he would have sold his stake when the
price quadrupled. However, during the Berkshire annual shareholders
meeting on May 2, 2009, Charlie Munger made it clear that the BYD
investment is for the long term.

You may wonder why Berkshire made a commitment to a long-term
investment in a fast-growing high-tech company. The answer: BYD is
a global leader in two of its three businesses (rechargeable batteries and
handset components), Berkshire did not pay a high price for it, and
Berkshire’s subsidiary MidAmerican has incentives to help BYD succeed
in producing inexpensive rechargeable batteries. MidAmerican’s CEO
David Sokol is now a nonexecutive director on the BYD board. As one
of the largest wind power generators in the United States, MidAmeri-
can can become a major user of rechargeable batteries to store energy
from wind power generation. At a low price, the worldwide demand for
rechargeable batteries is immense.

Combining its knowledge of rechargeable batteries and automobiles,
BYD introduced a hybrid electric car in December 2008. If successful,
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Table 6.3 BYD’ Selected Financial Data

2008 2007 2006 2005
Revenues 26.79 21.21 12.94 6.5
Total assets 32.89 29.29 16.39 11.21
Debt (interest bearing) 9.16 8.12 5.73 4.03
Shareholders’ equity 11.28 10.71 5.29 4.18
Net income 1.02 1.61 1.12 0.5
Earnings per share 0.5 0.79 0.55 0.25
Debt/Total assets 0.28 0.28 0.35 0.36
Return on equity (percent) 9.0 15.0 21.2 12.0

Numbers are in billions of Chinese Yuan (RMB), except earnings per share and
ratios.

it can be a world leader in electric car production. That may be the real
growth story that has generated so much excitement for the firm.'? At
the Berkshire annual meeting in May 2009, large crowds gathered to see
the prototypes, which are expected to be introduced in the United States
in the near future.

From an investing point of view, even if the car project is not a big hit,
the company is already generating satisfactory profits for the shareholders.
Current levels of profits must have given comfort to Buffett to invest in
this venture even if he did not completely understand the technology.
After all, he did not have to fully understand the technology; David Sokol
is Buffett’s eyes and ears in this case. It also makes sense for MidAmerican
to help BYD in launching an electric car in the United States as it will
increase demand for electricity, replacing a corresponding demand for
imported oil. Finally, again, for successful investing, Buftett has always
emphasized the importance of management quality. Charlie Munger and
Buffett have praised the BYD CEO highly on several occasions for his
accomplishments. So, it appears that BYD is not a speculative investment
even though it is in the high-tech field.

Opverall, Buffett’s investments are generally not driven by the con-
cept of value investing alone. As a value investor, he keeps the downside
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risk low but is willing to pay a reasonable price for expected growth.
The BNSF investment in a traditional company is a quintessential Buf-
fett investment. The BYD investment, even though it is in a high-tech
company, is a good example of Buffett-style investing in that it represents
the way he blends value and growth investing principles together, and in
the way growth is accomplished through high-quality managers.

Conclusions

The main message from value investing strategies is to invest with low
downside risk. If a stock satisfies this criterion, you should then consider
its growth in earnings to implement a value-plus-growth strategy that
I call Buffett-style investing or simply Buffett investing.!®> The focus in
value investing is on the past, the focus in growth investing is on the
future, and the focus in Buffett investing is on both the past and the
future. You should also pay special attention to management quality,
because high-quality management is the source of growth in Buffett-style
investing. To implement this strategy, you should compute the stock’s
intrinsic value and compare it with the stock’s price. As a rule of thumb,
if the price is about half the intrinsic value, it is worth investing in that
stock.

There is more to Buffett than simply value and growth investing.
Buffett engages in arbitrage investing, investing in silver futures, betting
on oil, forward trading in foreign currencies, managing a large num-
ber of wholly owned subsidiaries, and writing derivative contracts. He
frequently narrates investment-relevant stories from other fields such as
psychology, sports, country music, and life in general. Given his broad
knowledge and his deep understanding of investment-related topics, I
prefer to call him a renaissance investor rather than attempting to pin
him down under more limiting monikers. The rest of this book illustrates
Buftett’s method of extracting relevant investment information from so
many seemingly unrelated fields.






Part Three

OTHER PEOPLE’S
MONEY

ost companies sell products or services first and collect cash
M later. Buffett does the reverse through Berkshire’s insur-
ance companies. Insurance companies collect premiums in
advance. Buftett then uses this cash, which is really other people’s money,
for investing. In Chapters 7 and 8, I focus on Berkshire’s insurance busi-

nesses, which are the mainstay of his success. In Chapter 9, I discuss tax
deferment, which is another source of other people’s money.
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Chapter 7

Insurance: Other
People’s Money

Our main business—though we have others of great impor-
tance—is insurance. To understand Berkshire, therefore, it is
necessary that you understand how to evaluate an insurance com-
pany. The key determinants are: (1) the amount of float that the
business generates; (2) its cost; and (3) most critical of all, the
long-term outlook for both of these factors.!

— Warren Buffett

erkshire’s main business is insurance, and Warren Buffett can
B hardly hide his enthusiasm when he talks about GEICO, a

Berkshire-owned insurer that primarily provides auto insurance.
There is probably no better place to learn from Buftett about business and
investing than from his long and successful involvement with GEICO.
Buffett’s professor and mentor Benjamin Graham at Columbia Univer-
sity was chairman of GEICO. A careful examination of Buftett’s writings
tells us why he bought GEICO shares initially and why GEICO has been
successful. Buffett narrates the story of his desire to learn deeply about

GEICO:

[O]n a Saturday in January 1951, I took the train to Washington
and headed for GEICO’s downtown headquarters. To my dismay, the
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building was closed, but I pounded on the door until a custodian
appeared. I asked this puzzled fellow if there was anyone in the office
I could talk to, and he said he’d seen one man working on the sixth
floor. ... And thus I met Lorimer Davidson, Assistant to the President,
who was later to become the CEO.?

Buffett reflects his enthusiasm in GEICO as he continues, “When I
finished at Columbia some months later and returned to Omaha to sell
securities, I naturally focused almost exclusively on GEICO.” And when
Buffett was running Berkshire, he said, “Berkshire purchased a large
interest in the company during the second half of 1976, and also made
smaller purchases later. ... Then, in 1995, we agreed to pay $2.3 billion
for the half of the company we didn’t own.” Thus, GEICO became a
wholly owned subsidiary of Berkshire Hathaway, 44 years after Buffett
first set foot in its office in Washington.

Insurance Companies as Other People’s Money

The GEICO commercials beckon potential customers by claiming, “A
fifteen-minute call could save you 15 percent or more.” This resembles
Wal-Mart’s slogan, visible in every Wal-Mart store: “We sell for less.”
GEICO has the potential to become the Wal-Mart of the insurance
industry. GEICO has been the engine of growth for Buftett’s insurance
business and has generated capital for Berkshire to invest in other oppor-
tunities. Unlike most other businesses, an insurance company makes
money in two distinct ways: (a) underwriting profits, or operating profits,

and (b) float.

GEICO’s Revenues and Operating Profits

When you buy an auto insurance policy, you pay a premium. Sub-
sequently, if you submit a claim, the insurance company pays you.
The underwriting profits, or operating profits, are the difterence
between the premiums earned and the claims made in any given
period.

GEICO’s operating profits and revenues since 1996 are presented
in Table 7.1. I have two main observations. First, GEICO’ revenues
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Table 7.1 GEICO’s Revenues, Operating Profits, and Operating Profits

Operating

Operating profits as a

profits percentage

Year Revenues Float before taxes of revenues

1996 $ 3,122 $ 171 5.5%

1997 3,482 $2,917 281 8.1
1998 4,033 3,125 269 6.7
1999 4,757 3,444 24 0.5
2000 5,610 3,943 —224 —4.0
2001 6,060 4,251 221 3.6
2002 6,670 4,678 416 6.2
2003 7,784 5,287 452 5.8
2004 8,915 5,960 970 10.9
2005 10,101 6,692 1,221 121
2006 11,055 7,171 1,314 11.9
2007 11,806 7,768 1,113 9.4
2008 12,479 8,454 916 7.3
Total $95,874 $7,144 7.5

Dollar amounts in millions.

and operating profits have increased substantially over time—but what
is even more impressive is that percentage profitability, or profits as a
percentage of revenues, has also increased. In most cases, especially in a
mature industry such as insurance, profits per dollar of revenues decline
as the company grows by taking market share from others. A company
has to be very well managed to increase revenues and simultaneously
increase profitability.

My second observation is that operating profits can change dramat-
ically from year to year. Competition in the insurance market in 1999
and 2000 drove down premium rates, which was the main reason that
GEICO was close to break-even profits in 1999 and incurred losses in
2000. Since operating profits are volatile, it is important for management
to focus on the long run—which many companies simply cannot do. As
an investor, you should examine earnings for several years, especially
when analyzing an insurance company. GEICO’s operating profits as a
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share of revenues averaged 6.4 percent from 1996 to 2008 but are higher,
at 10.1 percent, over the most recent five years.

Insurance is not a fast-growing industry, but GEICO has grown fast.
Progressive Insurance competes with GEICO and is of about the same
size, with $13 billion in 2008 revenues. Its operating profitability of 10.1
percent over the past four years is also similar to that of GEICO. From
2004 to 2008, while revenues at Progressive have remained stagnant,
GEICO’s revenues have increased by 40 percent. Buffett shares his insight
into GEICO’s growth: “At GEICO, Toney Nicely—now in his 48th year
at the company after joining it when he was 18—continues to gobble up
market share while maintaining disciplined underwriting. When Tony
became CEO in 1993, GEICO had 2.0 percent of the auto insurance
market, a level at which the company had long been stuck. Now we
have a 7.7 percent share.”® In other words, Buffett suggests that long-
term profitable growth in a mature industry emanates from the work of
excellent management.

Float: Other People’s Money

Unlike most other businesses, an insurance company receives money
from its customers, in the form of premiums, before spending money on
the product. The company pays out only after claims are filed. Mean-
while, the company keeps the money and can earn a return on this
money by investing it in bonds and stocks. This money is called float in
insurance industry parlance.

Over the past 10 years, from 1998 to 2008, GEICO’s revenues have
increased from $4.0 billion to $12.5 billion, an increase of 212 percent,
while float has increased from $3.1 billion to $8.5 billion, an increase
of 174 percent. There are two distinct advantageous aspects of float in
relation to other liabilities or debt. First, even though it is a liability, the
company is not required to pay any interest on it. If the company faces
financial hardship for some reason, the hardship will not be accentuated
because of debt holders. In other companies, say manufacturing com-
panies, the debt holders may bring additional hardship to the company
in difficult times by asking for their money back or by not renewing
their loans. Second, growth in insurance companies requires very lit-
tle additional capital expenditure. If a company is well managed and
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grows, the level of float grows as the company grows. On the other
hand, in manufacturing companies, growth usually requires substantial
additional capital expenditures, which may necessitate issuance of new
debt or equity. So, the benefits from growth in manufacturing businesses
are not as high as those from growth in insurance businesses.

How has GEICO been so successful? The main reason is its focus on
the long run which must be attributed to its high-quality management.
For example, consider earnings volatility. While most companies regard
earnings volatility to be a nuisance, a high-quality management team
can actually benefit from earnings volatility. When companies encounter
declining earnings, such as in the severe recession of 2008, most pub-
licly traded companies reduce marketing efforts to trim costs. However,
GEICO views times of economic downturn as opportunities to increase
marketing efforts to capture market share from other companies. This
may reduce earnings in the short term, but it is a good long-run strategy
that GEICO can engage in but other companies that are worried about
short-term earnings cannot. Buftett’s philosophy of focusing on the long
run and ignoring periodic volatility is advantageous to GEICO.

In Berkshire’s 1998 annual report, Buffett explains this approach.
“[Clompanies that are concerned about quarterly or annual earnings
would shy from similar [marketing] investments, no matter how intelli-
gent these might be in terms of building long-term value. Our calculus
is different: We simply measure whether we are creating more than a
dollar of value per dollar spent—and if that calculation is favorable, the
more dollars we spend the happier I am.”* In 1995, GEICO spent $33
million on marketing, in 1999, it spent $190 million, and in 2009, it
spent approximately $800 million. In the case of GEICO, Buftett sees
the long-term benefits from capturing market share and does not worry
about the short-term losses from increased marketing expenses.

GEICO’ management has also been able to maintain or even increase
its operating profitability as mentioned earlier. Operating losses, if any,
may be viewed as the cost of generating float. On average, GEICO has
been generating operating profits, not losses. Thus, there is no cost of
float. In other words, GEICO’ float or other people’s money is free.
For an insurance company, both the amount and the cost of the float
are important. For GEICO’s valuation, discussed next, we use these two
variables.
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GEICO?’s Valuation and Returns to Berkshire

Since 1996, GEICO has been a wholly owned Berkshire subsidiary.
Berkshire paid $2.3 billion for about half the company, which suggests
GEICO’ market value to be $4.6 billion. There are two sources of intrin-
sic value for GEICO. First, GEICO’s operating profits, according to my
estimates from reading the financial statements, were about $100 million
in 1995. Using a multiple of 10 to value this pretax income amount
(which is about a P/E of 15), I estimated the value of operating prof-
its to be $1.0 billion. Second, using GEICO’s financial statements, I
estimated the company’s float to be about $3.1 billion. Since this float
is an interest-free loan from policyholders, its value to GEICO can be
assumed to be $3.1 billion. This gives us an estimate of GEICO’s intrin-
sic value to be $4.1 billion. There were also some investments in excess
of float. Hence, my estimate of GEICO’s intrinsic value is conservative.
Opverall, Berkshire’s acquisition price was in line or a little over GEICO’s
intrinsic value. The 1995 purchase of half of GEICO was not cheap as a
pure value investor would like. However, consistent with the argument
on Buffett-style investing in the previous chapter, it was acquired for its
future growth potential.

How much was GEICO worth in 2009, based on end-of-the-year
data in 2007 or 2008? As I did before, I use 10 times the underwrit-
ing profits and add float to it. This implies a value of $18.8 billion,
given by (10 x 1.1) + 7.8 for 2007 data. Based on 2008 data, which
are influenced by the dramatic economic slowdown, GEICO’s valuation
is still $17.6 (10 x 0.9 4 8.5) billion. I prefer using 2007 data because
2008 1s an unusual year, although the difference is not significant. Under
Berkshire, GEICO’s value has increased from $4.6 billion to $18.8 bil-
lion in 11 years. In addition, I estimate that in the meantime, GEICO
generated about $4 billion of free cash flows. These may have been
paid to Berkshire in dividends or held by GEICO as investments. Thus,
GEICO’s value of $4.6 billion at acquisition at the end of 1995 has now
gone up to $22.8 billion, which works out to be a return of a little over
13 percent per year since 1995. In comparison, the annualized return
on the S&P 500 index for the same period was only 4.8 percent. I do
not know what to attribute GEICO’s growth to other than high-quality
management.
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Prior Berkshire Insurance Businesses and Blue Chip Stamps

Berkshire’s insurance business and Buftett’s use of float did not start with
GEICO. Buftett used other people’s money from several prior businesses.
In 1967, when Malcolm G. Chace was the chairman, and Buffett was
a board member, Buffett’s influence on Berkshire was clearly evident as
Chace wrote, “We are highly pleased with the results of our insurance
subsidiaries since their acquisitions in March 1967. ... Our investment
in the insurance companies reflects a first major step in our efforts to
achieve a more diversified base of earning power.” It was the beginning
of Buffett’s long-term plan to transform Berkshire from a manufacturing
company into an insurance giant. It is difficult to imagine that Buftett
could have achieved what he has without a long-term plan.

After learning about the insurance business while he was a student at
Columbia University, he probably thought it was better to acquire 100
percent of small insurance companies than to acquire shares in a large
insurance company such as GEICO. By acquiring entire insurance com-
panies, Buffett could influence the quality of insurance underwriting and
the use of its float. After its initial entry into the insurance business in
1967, Berkshire acquired several smaller insurance companies and started
new insurance businesses. By 1975, Berkshire’s insurance segment con-
stituted about 64 percent of the $255 million of Berkshire’s identifiable
total assets. By the time an opportunity arose to invest in GEICO in
1976, Buftett was savvy enough to handle a large company and acquired
a significant stake.

Insurance is not the only business that generates float. As far back as
1972, Berkshire owned 17 percent of Blue Chip Stamps, which engaged
in furnishing a trading stamp service in California, Nevada, and Oregon.
In 1973, Blue Chip held $93.4 million of what can be termed other
people’s money—the money it collected that would be given back slowly
to customers as they redeemed their stamps. The size of this float was
almost twice the amount of its shareholders” equity of $53.1 million. In
1973, Berkshire increased its holding to 19 percent of the outstanding
shares and, by 1980, owned about 60 percent. In 1984, Blue Chip Stamps
was merged into Berkshire.

With time, trading stamp service revenues declined. Many businesses
got into trouble as their revenues declined, resulting in a sudden loss
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of shareholder value. However, in well-managed float-generating busi-
nesses, the transition is not as severe because the output is almost never
sold at a loss. As the demand for a product (trading stamps in this case)
declines, the company may reduce its size slowly without much pain and
suffering. The amount of float does not drop as fast as revenues decline.
With respect to float and declining business, Charlie Munger, chairman
of the Blue Chip board, wrote in 1981, “In our trading stamp business,
our ‘float’—is large in relation to current issuances. (Trading stamp rev-
enues peaked at $124 million in fiscal 1970, and our 1981 revenues of
$15.6 million therefore represent a decline of 87% from peak volume.)”°
Blue Chip’s float has been a good source for Berkshire’s growth. Using
this float, Berkshire acquired several companies including See’s Candies,
Mutual Savings, Buffalo Evening News, and Precision Steel. Why did
Berkshire acquire these businesses that do not seem to have anything in
common? We get a good insight into Buftett and Munger’s principles of
investing and running businesses from what Charlie Munger wrote”:

Our five constituent businesses have more in common than might be
noted by a casual observer:

1. They are all high-grade operations suffused to a considerable extent
with business ideas of Benjamin Franklin, manned by high-grade
people operating within a long tradition emphasizing reliable and
effective service.

2. When functioning properly, each business will usually generate
substantial amounts of cash not claimed by compulsory reinvest-
ment in the same business.

Buffett and Munger have emphasized the importance of cash flows
beyond the compulsory reinvestment in the same business because these
cash flows can help growth of Berkshire as a whole.

Conclusions

In your investments, you should follow Buftett’s lead and stay within
your circle of competence, which in Buffett’s case is insurance. Buffett’s
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in-depth understanding of insurance business has served Berkshire well.
Its insurance business GEICO has done well, in part, because Buffett
does not pay attention to short-term earnings volatility. Also, instead
of borrowing in the open market, Buffett uses low-cost float, or other

people’s money, from the insurance business to invest in or acquire other
companies.






Chapter 8

Reinsurance: More of
Other People’s Money

[W]e are a Fort Knox of capital, and that means volatile earnings
can’t impair our premier credit ratings. Thus we have the perfect
structure for writing—and retaining—reinsurance in virtually
any amount. In fact, we’ve used this strength over the past decade
to build a powerful super-cat business.'

—Warren Buffett

fa hurricane hits Miami, an insurance company with a large number

of policies in the area will be inundated with claims and could go

bankrupt. Other natural or man-made disasters such as tornadoes,
floods, fires, oil spills, and earthquakes can also result in huge insur-
ance claims in short order. To avoid a financial disaster, many insurance
companies transfer their risks to other insurance companies, called reinsur-
ance companies. General Re Corporation is one of the largest reinsurance
companies in the world, and it is owned by Berkshire Hathaway.

Size Matters: Berkshire’s Acquisition of General Re

A small insurance company—for that matter, any small company—
cannot take large risks even when the rewards seem attractive. For this

99
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reason, larger insurance companies are likely to be more profitable than
smaller ones. For Berkshire as a whole, size is advantageous because
more of the insurance and reinsurance premiums and float can be kept
in-house. Furthermore, Berkshire may accept more reinsurance business
from other insurance companies.

In 1998, Berkshire Hathaway acquired General Re Corporation for
$22 billion. This remained Berkshire’s largest acquisition until November
2009 when Berkshire announced plans to acquire Burlington Northern
Santa Fe for $34 billion. Berkshire’s premerger shareholder equity of $31
billion increased by 70 percent in one fell swoop. When the merger was
announced, General Re was the largest professional property and casu-
alty reinsurance group domiciled in the United States, and it conducted
business in almost 150 countries. It was one of only five nongovernmen-
tal U.S.-based financial institutions with an AAA senior debt rating from
Standard & Poor.

Was $22 billion a good price to pay? At the time of the acquisition,
General Re’s underwriting (operating) profits were about zero and it was
not expected to earn any such profits. These results had been similar in
recent years. But the firm was growing fast, having expanded its insurance
premiums at an annual rate of 10.7 percent in the 10-year period ending
in 1997. Since General Re’s underwriting profits were about zero, the
value of underwriting profits per se can be assumed to be zero. However,
float, or the amount of premiums collected in advance but claims not yet
paid, was $14.9 billion. As discussed in previous chapters, float can be
valued dollar for dollar or even higher owing to potential growth. Buftett
has made similar arguments: “[TThough our float is recorded on our
balance sheet as a liability, it has had more economic value to us than an
equal amount of net worth would have had. As long as we can continue
to achieve an underwriting profit, float will continue to outrank net
worth in value’? If float can be valued at about $14.9 billion, General
Re’s total value would be at least $14.9 billion. So why pay $22 billion?
There may have been intangible assets such as reputation and synergy
with other Berkshire units that I am unable to assess but that Buffett
could have. Overall, it does not appear to be a cheap acquisition that a
pure value investor would endorse. In line with our discussion in Chapter
6 on Buftett-style investing, Buffett probably saw growth potential and
was willing to pay a premium for that reason.
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Table 8.1 General Re’s Revenues, Float, and Operating Profits

Operating Operating profits
profits as a percentage of

Year Revenues Float before taxes revenues
1998 $14,909
1999 $ 6,905 15,166 —$1,184 —17.1%
2000 8,696 15,525 —1,224 —14.1
2001 8,353 19,310 —-3,671 —43.9
2002 8,500 22,207 —1,393 —16.4
2003 8,245 23,654 145 1.8
2004 7,245 23,120 3 0.0
2005 6,435 22,920 —334 —5.2
2006 6,075 22,827 526 8.7
2007 6,076 23,009 555 9.1
2008 6,014 21,074 342 5.7
Total $72,544 —$6,235 —8.6

Dollar amounts in millions.

General Re: 1998-2008

Table 8.1 shows that after the acquisition, General Re’s float increased
from $14.9 billion in 1998 to $21.1 billion in 2008, which represents an
annual growth rate of about 3.5 percent over the 10-year period. Rev-
enues (premiums) grew from 1998 until 2002 but have since declined.
Over the past 10 years, the growth in premium revenues is close to zero.
The operating profits have been volatile, and there have been some large
losses. We can learn several things from this.

The huge loss of $3,671 million in 2001 reflects the effect of the
9/11 terrorist attacks. Underwriting losses from 1999 to 2002 were also
large, much greater than in the years before being acquired by Berk-
shire. Why did this happen? In 2002, Buffett mentioned that the culture
at General Re was such that premiums were not being written with
as much discipline as they should have been. Once Buffett realized this
cultural problem, General Re reduced the amount of insurance being
written. In 2008, revenues were only 71 percent of what they were
in 2002. Since the float-to-revenues ratio is about 4 to 1, float is not
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expected to decline at the same rate. In 2008, float was 95 percent of
what it had been in 2002. Operating profits were positive during 2006
to 2008, which is a good sign. Based on the first nine months of results,
2009 was likely to be even a stronger year. However, to really evaluate
the quality of underwriting, it will take us another 10 years or more
because losses from new policies do not surface immediately. When esti-
mating an insurance company'’s cost of float, you should take a long-term
view.

How has the General Re acquisition turned out so far? From 1999
to 2008, float increased by $6.2 billion, an increase from $14.9 billion
to $21.1 billion. However, the company incurred large operating losses
during this period, also amounting to $6.2 billion. Valuing float dol-
lar for dollar, the increase in the value of float is nullified by operating
losses. There are some underwriting profits now, but they are not signif-
icant. I approximate that Berkshire has earned just about nothing from
its investment in General Re over the past 10 years. The good news is
that the cumulative 10-year return on the S&P 500 index from year-end
1998 to 2008 was about —13 percent. Thus, if Berkshire had invested
the same amount in the S&P 500 index, the results would have been
even worse. Buffett is optimistic about the future: “General Re, our
large international reinsurer, also had an outstanding year in 2008. ...
Today General Re has regained its luster. . . . Charlie and I are . . . certain
that, with Tad [Montross, CEO], General Re’s future is in the best of
hands.”

Was buying General Re a mistake on Buftett’s part, or is there some-
thing systemic that we can learn? This episode is a good reminder that
reported profitability may not reflect reality. Before the acquisition, Gen-
eral Re had a stellar record. I studied the preacquisition 1997 General Re
annual report carefully. The results looked very good, and even in hind-
sight I could not see any prevailing culture at General Re that would lead
to subpar underwriting. General Re’s growth in revenues was slowing,
but it had recently acquired other insurance companies. Its profits had
increased steadily. In general, when a public company is acquired, there is
some probability of hidden problems. Many of Buffett’s acquisitions have
been family-controlled companies. My guess is that if General Re were
a family-controlled firm, the cultural problem might not have occurred
or would have been discovered in time to prevent the acquisition.
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GEICO versus General Re Strategies on Capturing Market Share

Why does General Re not focus on market share the way GEICO does?
It seems that the two insurance companies under the same Berkshire
umbrella follow difterent if not opposite strategies. General Re’s revenues
have declined for several years, starting in 2003. Its policy is not to write
unprofitable policies. On the other hand, GEICO makes a serious effort
to increase its market share and spends large sums on advertising. Thus,
unlike General Re, GEICO probably incurs a loss in acquiring new
customers. This difference, once again, shows that no two companies
are alike and they need not follow the same strategies. The reasons for
the two different approaches are the nature of the customers and the
amount of the premiums.

In the case of GEICO, once a customer buys automobile insurance,
he is likely to remain a customer for a long time because of inertia and low
absolute premium amounts. So, it makes sense to work hard to attract a
customer even if the initial cost of doing so is high. However, General Re
writes reinsurance policies to other insurance companies. Since reinsur-
ance premium amounts are large, it is likely that General Re’s customers
do not suffer from inertia and shop around when a reinsurance policy is
up for renewal. Hence, repeat business will not materialize as it does in
the case of GEICO. Overall, it is not highly beneficial for General Re to
write unprofitable policies to grab market share. Berkshire has another
large reinsurance unit that is worth discussing because its profitability is
substantially different from that of General Re.

Berkshire Hathaway Reinsurance Group

Berkshire’s third major and probably the most profitable insurance group,
Berkshire Hathaway Reinsurance Group, is managed by Ajit Jain with
a staff of only 31 employees. Buffett has praised Ajit Jain lavishly almost
every year in the annual letter to the shareholders. In the most recent
annual report, he writes, “This [B.H. Reinsurance Group| may be one
of the most remarkable businesses in the world, hard to characterize
but easy to admire. ... It features very large transactions, incredible
speed of execution and a willingness to quote on policies that leave
others scratching their heads”* Once again, no two businesses are alike,
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Table 8.2 Berkshire Hathaway Reinsurance Group’s Revenues, Float, and
Operating Profits

Operating Operating profits
profits as a percentage of

Year Revenues Float before taxes revenues
1998 $ 4,305
1999 $ 2,382 6,286 —$256 —10.7%
2000 4,712 7,805 —162 —3.4
2001 2,991 11,262 —647 —21.6
2002 3,300 13,396 534 16.2
2003 4,330 13,948 1,047 24.2
2004 3,714 15,278 417 11.2
2005 3,968 16,233 —1,069 —26.9
2006 4,976 16,860 1,658 33.3
2007 11,902 23,692 1,427 12.0
2008 5,082 24,221 1,324 26.1
Total $47,357 $4,273 9.0

Dollar amounts in millions.

even if they are in the same industry. This is one of the many reasons
why a simple comparison of financial ratios alone is not enough to find
good stocks. You need to think about the company-specific business,
acquire the most knowledge that you can about the business and its
high-level managers, then compute its intrinsic value to make buy or sell
decisions.

Table 8.2 highlights the financial performance of Berkshire Hathaway
Reinsurance Group from 1998 to 2008 and can be juxtaposed against
the General Re data in the previous table. B.H. Reinsurance Group’s
earnings are also volatile with losses in 4 out of 10 years. However, over
the past 10 years, B.H. Reinsurance Group has produced pretax profits of
$4,273 million (9.0 percent of revenues) in contrast to General Re’s losses
of $6,235 million (8.6 percent of revenues). GEICO’s corresponding
profitability number is 7.5 percent.

To further illustrate the argument that no two businesses even in the
insurance industry are alike, I compute float-to-revenues for each of the
three major Berkshire insurance businesses. GEICO’s float is only about
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70 percent of the revenues, or the float is about eight months of revenues.
This reflects the fact that most of GEICO insurance policies are related
to automobiles and are renewed every six months or thereabouts. On the
other hand, a similar analysis of Tables 8.1 and 8.2 shows that General
Re’s and B.H. Reinsurance Group’s floats are equivalent to 3 and 3.4
years of premiums, respectively. This example illustrates the point that
financial ratios often characterize the nature of the underlying businesses.

As we previously did, assuming that the value of float is basically
dollar for dollar, B.H. Reinsurance Group’s float has increased in value
from $4.3 billion at the end of 1998 to $24.2 billion at the end of 2008.
In addition, the company has generated operating profits of $4.3 billion
whose after-tax value without discounting is about $2.8 billion. Adding
$2.8 to the current value of float of $24.2 produces a value of $27.0
billion, which is a conservative approximation to study the growth rate
from the value of $4.3 billion in 1998. In 10 years, B.H. Reinsurance
Group’s value has increased at the annual rate of about 20 percent. This is
remarkable for a large company in a low-growth industry. While Berk-
shire’s insurance and reinsurance businesses as a whole have done very
well, you should not generalize this to other firms in the industry unless
you view their CEOs to be outstanding. With that in mind, I present
two interesting examples of large reinsurance companies on the verge of
going bankrupt.

Failure of Reliance Insurance Company

A reinsurance business is not necessarily safer than an insurance business.
You must look at the kinds of reinsurance risks a company may be taking.
Here is an example worth keeping in mind if you are planning to invest in
areinsurance company stock. Reliance Group Holdings Inc., a 183-year-
old insurer, suffered such huge losses in its reinsurance business that its
stock price dropped from $19 per share in 1998 to $0.25 in 2000—a loss
of $2 billion in market value. In this case, workers’ compensation liability
was passed from the primary insurers to several reinsurers, including
Reliance. The reinsurers got stuck with low premiums and potentially
large claims. A simple lesson from this is that a single large mistake can
lead an established reinsurance company into bankruptcy.



106 OTHER PEOPLE’'S MONEY

Berkshire Hathaway, operating through its subsidiary Cologne Re,
also wrote some of the reinsurance contracts and took a $275 million
pretax charge in 1999. Fortunately, Berkshire’s share of this reinsurance
pool was not large. Whereas $275 million is a large sum in absolute terms,
it was only about one-fourth of 1 percent of Berkshire’s market value. If
you plan to invest in reinsurance companies, you should try to find out
if the company is making conscious efforts to avoid large losses. Buffett
has clarified that given the diversified portfolio of insurance policies and
the nature of risks taken, Berkshire is unlikely to face a large one-time
claim from any of its policies. And Berkshire can easily absorb a claim
worth several billion dollars as it did following the 9/11 terrorist attacks.
Buftett aptly captures Berkshire’s advantages:

[W]e sell policies that insurance and reinsurance companies purchase
in order to limit their losses when mega-catastrophes strike. ... What
you must understand, however, is that a truly terrible year in the super-
cat business is not a possibility—it’s a certainty. The only question is
when it will come.?

Berkshire’s advantages include its size and conservative financing
policy. Let these attributes always be your guides for investing in general.

The 2008-2009 Market Crash and AIG

American International Group (AIG) wrote about $84 billion of insur-
ance premiums in 2008, compared with $26 billion written by Berkshire.
With a stock price of about $100 per share in 2000, its market value was
$260 billion, much larger than Berkshire. But in early 2009, AIG was
almost bankrupt, its share price around $1. What happened to such a
great company? Can that happen to any company?

First, consider how it happened. There are many parts to this
puzzle, but one aspect stands out. AIG got into an insurance busi-
ness that it thought it knew well. AIG thought it was in its circle of
competence—insurance. The insurance it provided, called credit default
swaps, was against corporations defaulting (usually as a group) on their
debt. While credit default swaps are essentially insurance policies, they
require posting of immediate collateral when losses occur. AIG failed
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to consider the effect of a recession on many companies simultaneously
and the maximum amount of loss it can face. As the economy slowed
significantly in 2008, policyholders (called counterparties in credit default
swaps) demanded many billions of additional collateral that AIG did not
have. The federal government had to step in with an emergency loan
to AIG as it became clear that AIG may have to declare bankruptcy. By
May 2009, AIG had received $180 billion from the government in one
form or another, about the value of all the gold held in Fort Knox. It
appears that AIG did not know what it was doing or that the employees
responsible knew but gambled with other people’s money anyway.

Disasters can strike any insurance company, of course, because
unforeseen circumstances occur. For example, the September 11, 2001,
attack on the World Trade Center could have been fatal to General Re.
Buffett writes, “[H]ad Gen Re remained independent, the World Trade
Center attack alone would have threatened the company’s existence.”®
Even if large insurance companies are bailed out by the government,
their business can dry up and shareholders can suffer huge losses. In
2009, large bond insurers MBIA and Amback, among many others, fell
into this category.

Graham and Buffett advocate conservative financing because when
companies have the ability to borrow a lot, they sometimes do. In
bad times, highly levered companies suffer and can even go bankrupt.
Similarly, when insurance companies become aggressive, they write eco-
nomically unsound insurance policies (because they collect float, which is
similar to borrowing), and in bad times, they suffer and can go bankrupt.
How do you know if a company is becoming aggressive? It is difficult
to know for sure. But here is a hint. Risk-taking behavior of individuals
is likely to be reflected in the risk-taking behavior of the companies. In
investing in insurance and other companies where computation of earn-
ings requires significant estimates, you will be better off with managers
who are financially conservative in their personal lives.

Conclusions

At the end of 2008, out of Berkshire’s total insurance float of $58.5
billion, General Re and Berkshire Hathaway Reinsurance contributed
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$21.1 billion and $24.2 billion, respectively. These large sums are virtually
cost free, but they truly belong to the insurance holders or are other
people’s money. When using other people’s money, a company has the
added responsibility of using that money effectively. In situations when
other people’s (your) money is being managed, one should look for
extraordinary managers with the highest level of integrity. It is easy to
stray when money is cheap and it is not your own, but it can be very
destructive to the company.



Chapter 9

Tax Deferment:
Interest-Free Loans from
the Government

So long as Wesco [a Berkshire subsidiary] does not liquidate,
and does not sell any appreciated securities, it has, in effect, an
interest-free “loan” from the government equal to its deferred
incomes taxes on the unrealized gains, subtracted in determining
its net worth. !

—Charlie Munger

ou may find it difficult to believe that at the end of 2008,
-i Berkshire Hathaway had a $10 billion interest-free loan from
the U.S. Internal Revenue Service and other tax authorities.
According to most tax rules, neither you nor anyone else has to pay taxes
on paper gains on stocks until those paper gains are converted into real
gains. For example, Berkshire’s Coca-Cola investment, purchased about
20 years ago, has increased from the initial $1.3 billion to $9.1 billion, but
Berkshire has not yet paid any taxes on the paper gains of $7.8 billion.
The nonpayment of taxes is indirectly an interest-free loan that Berkshire
enjoys. The longer you wait to capture your paper gains, the longer you
don’t have to pay taxes.

109
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Value of Berkshire’s $10 Billion Interest-Free Loan
from the Government

‘What is the value to Berkshire of the interest-free loan? We can under-
stand this using a simple example. Assume that your mother gives you
$100 interest free and says that you can keep it forever. Since you need
not pay any interest and need not ever pay the money back, it is essen-
tially a gift. If an interest-free loan is held forever, its value is the same as
the amount of the loan. So, if Berkshire can keep the securities forever,
the value of the tax deferment is $10 billion. If the holding period is
more than 10 years, the value will be close to $10 billion, say, $8 billion.
Another way to think about this is that if Berkshire earns a 10 percent
annual return on this interest-free loan, Berkshire makes about $1 billion
a year that it would otherwise not make.

An interesting and somewhat dramatic discussion appears in Berk-
shire’s 1989 annual report. Buffett writes’:

Imagine that Berkshire had only $1, which we put in a security that
doubled by year-end and was then sold. Imagine further that we used
the after-tax proceeds to repeat this process in each of the next 19
years, scoring a double each time. At the end of 20 years, the 34%
capital gains tax that we would have paid on the profits from each
sale would have delivered about $13,000 to the government and we
would be left with about $25,250. Not bad. If, however, we made a
single fantastic investment that itself doubled 20 times during the 20
years, our dollar would grow to $1,048,576. Were we then to cash out,
we would pay a 34% tax of roughly $356,500 and be left with about
$692,000.

Unlike most mutual funds that buy and sell frequently, Buffett does
not engage in frequent trading. Buffett’s example shows that mutual
funds that trade often cause investors to pay more in taxes than investors
who trade less often. Most discussions in the popular press on mutual
fund investing do not mention the advantages from tax deferment. If tax
deferment were discussed, most mutual funds would be unattractive to
tax-paying individuals.
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Returns on a $10,000 Investment in 25 Years with
and without Tax Deferment

Let’s assume that you invest $10,000 in a mutual fund that is expected
to earn the same return as the S&P 500 index. Also assume that all your
taxes can be deferred until you sell your investment. If you had invested
on January 1, 1984, and held this investment for 25 years until the end
of 2008, your investment would have increased to about $103,500. This
equals a rate of return of about 9.8 percent per year. You have to pay
taxes when you take the money out at the end of the 25-year period.
Assuming the long-term tax rate of 20 percent, you will pay $18,700 in
taxes and your initial investment would grow to $84,800 net of taxes.

Figure 9.1 shows this amount, $84,800, and compares it with a sec-
ond amount that your investment would grow up to if you paid taxes on
your income every year. For comparison, assume that your marginal tax
rate 1s 35 percent including state and local taxes. Then, you would have
earned only 6.37 percent (0.65 X9.8 percent) per year, and your final
amount would have been about $46,800. In the first case, your money
would have grown about 8.48 times ($10,000 to $84,800) and in the
second case 4.68 times ($10,000 to $46,800). It seems to be a very large
difference to me, and I did not even consider the fact that mutual funds
also charge a management fee. It is reasonable to assume that in 25 years,
you would earn only half of what you would otherwise earn if you can
save on frequent taxes and money management fees.

Why do people trade so often or have so much money invested in
mutual funds that trade often? Many people who invest in mutual funds
do so because they do not feel confident enough in their stock-picking
abilities to make their own investments and give in to advice from mutual
fund salespeople. They do not think in terms of compounding and

@ 100,000 $84,800
% 50,000 $46,800
a 0
Amout with tax deferment Amount without tax deferment

Figure 9.1 Final Amount with and without Tax Deferment from Initial $10,000
Investment in S&P 500 from 1984 to 2008
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long-term returns often enough and are too quick to sell to try to make
a quick buck (greed) or avoid losses (fear). Also, the fact that putting
your money into a mutual fund that trades frequently results in a much
higher tax rate is not the first point mutual fund salespeople emphasize
in their pitch.

The lesson here is that you should search for stocks that are good
long-term investments. If you do not have time to search for stocks or
if you do not believe in investing in individual stocks, invest in index
funds, not in actively traded mutual funds.

Conclusions

The lesson on tax deferment and compounding teaches two things. First,
it implicitly suggests that you should start investing early. If you are going
to be leaving your money alone for long periods, you will want to make
your initial investment as early as possible to allow for the maximum
growth before you need to pull your money back out. Second, do not
buy and sell your investments frequently. This will cause a substantial
percentage of your taxes to be deferred and your returns to be higher.
Buffett practices tax deferment for Berkshire shareholders. Instead of
constantly making trades, buy good stocks and go to the beach. If you
do not know what to buy, buy the Vanguard 500 Index Fund and hold
it for as long as you can.



Part Four

SUCCESS IN RETAILING,
MANUFACTURING,
AND UTILITIES

erkshire Hathaway owns several companies in the retailing, man-
B ufacturing, and utility sectors. Chapters 10 to 13 explore why

Buftett purchased these companies and what he does to create
their subsequent profitable growth.
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Chapter 10

If You Don’t
Know Jewelry,
Know Your Jeweler

[T]here was never any question in my mind that, first, Helzberg’s
was the kind of business that we wanted to own and, second, Jeft
was our kind of manager.’

— Warren Buffett

n 1989, Berkshire purchased Borsheim’s, a jewelry store in Omaha.
IWhen I read about the announcement in the newspaper, 1 was

puzzled. Why is the well-known value investor buying a dazzling
business? Where is the value? Later, Buffett explained the cost advantage
of Borsheim’s: “We attract business nationwide because we have several
advantages that competitors can’t match. The most important item in
the equation is our operating costs. ... Just as Wal-Mart sells at prices
that high-cost competitors can’t touch and thereby constantly increases
its market share, so does Borsheim’s. What works with diapers works

with diamonds.”?
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Comparison with Wal-Mart: Cost Advantage

Buftett’s analogy is worth repeating because it is not conventional wis-
dom: “What works with diapers works with diamonds.” His point is that
in almost any industry, cost advantage is important.

Cost advantage in the jewelry business may come from various
sources. First, there is an advantage in location: Omaha is a less expensive
place to operate a business than New York, and this can be especially
relevant during economic downturns. Overheads are smaller, period.
Keeping this philosophy in mind, most Wal-Mart stores are located in
the suburbs, not in expensive city centers. Consequently, Wal-Mart has
slowly built a reputation of reliably low prices. Second, once a company
or a store has built a good reputation, its costs go down even more.
This happens for a variety of reasons. For example, it does not have
to advertise much. Spending less on advertising helps bring down the
cost per unit of sales. Until recently, Wal-Mart did not advertise much
in newspapers and on television. Beyond easily identifiable cost advan-
tages such as advertising, additional cost advantages come from superior
managers who built the reputation in the first place. As Buffett points
out, he liked Jeff Comment, the manager, who was running Helzberg
Diamonds at the time. Buffett did not just mean that he liked Jeff as
a golf buddy. He liked Jeft for his abilities as a manager. Good man-
agers know what quality items to buy and in what quantities to order.
This gives them a cost advantage through purchasing and low customer
returns.

For big-ticket items such as jewelry, the reputation of the store and
its managers also helps generate higher revenues and, hence, higher prof-
itability. Average consumers often find it difficult to determine the true
value of diamonds and jewelry. Hence, trust plays a major role in buying
decisions. The average customer would rather pay 10 percent more to
ensure that the diamonds and precious metal are of the highest quality. In
this regard, Berkshire’s name has probably also helped increase revenues at
Borsheim’s. Regarding Borsheim’s CEO, Buffett writes: “In the six years
prior to the move, sales had doubled. Ike Friedman, Borsheim’s manag-
ing genius—and I mean that—has only one speed: fast forward.”> When
you see a business managed by people like Sam Walton or Ike Friedman,
the best action to take is to try to partner with them. Buffett believed
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in Friedman’s integrity so much that he bought the business without an
audit. “If you don’t know jewelry, know your jeweler” makes sense for
any business or stock you plan to buy. The jewelers in this maxim are
the people managing the business.

Regardless of how much you research a company, you cannot learn
enough about its future products, research and development (R&D)
plans, new markets, alliances, corporate governance practices, and so
on. However, if the company’s managers are “good jewelers,” you really
do not need to invest a huge amount of time in investigating the busi-
ness. To understand the management, you have to make a few phone
calls to learn about customer service; your family and friends may tell
you about their experiences, and you may try the company’s products.
The importance of management quality is underscored in the following
Berkshire acquisitions.

Helzberg Diamonds, Ben Bridge Jeweler,
and Others

Berkshire purchased Helzberg Diamonds in 1995. The inspiring story
of the company’s growth reveals what Buffett likes to see in a potential
acquisition. This is not only about the success of the business but also,
once again, about the people. Here is the story of the people behind
Helzberg Diamonds.

Morris Helzberg opened the first Helzberg jewelry store in 1915.
His young son Barnett often worked in the shop on Saturdays. When
his father became ill, Barnett became responsible for the entire oper-
ation at the age of 14. By the time his older brother Gilbert returned
from World War I to join the business, Barnett had become an exuber-
ant businessman. An aggressive promoter, he ran large newspaper ads
touting the slogans “Meet the Helzberg Boys” and “Wear Diamonds.”
He also offered free airplane rides with a purchase. By 1925, Helzberg
had expanded significantly and quickly became known as a prominent
jeweler in the Midwest.

When Berkshire purchased Helzberg, it had 134 stores scattered all
over the United States. By the beginning of 2009, the number had risen
to 270 stores. Buffett explains what led him to acquire Helzberg*:
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In May 1994, a week or so after the Annual Meeting, I was crossing the
street at 58th and Fifth Avenue in New York, when a woman called out
my name. [ listened as she told me she’d been to, and had enjoyed, the
Annual Meeting. A few seconds later, a man who’d heard the woman
stop me did so as well. He turned out to be Barnett Helzberg, Jr., who
owned four shares of Berkshire and had also been at our meeting.

In our few minutes of conversation, Barnett said he had a business
we might be interested in. When people say that, it usually turns out
they have a lemonade stand—with potential, of course, to quickly
grow into the next Microsoft. So I simply asked Barnett to send me
particulars. That, I thought to myself, will be the end of that.

Berkshire was made to order for him. It took us awhile to get
together on price, but there was never any question in my mind that,
first, Helzberg was the kind of business that we wanted to own and,
second, Jeft was our kind of manager. In fact, we would not have bought
the business if Jeft had not been there to run it. Buying a retailer without
good management is like buying the Eiffel Tower without an elevator.

You may notice that even though Buffett liked the business and the
management, he did not want to overpay for it. As he said, it took
them a while to get together on price. However, as Barnett Helzberg
said, “Buffett didn’t change a hair in the leadership of Helzberg.”> This
statement by Helzberg is a hallmark of Buftett’s management style. After
Buffett invests in a company or acquires a company, he does not try to
influence the management. He looks for a company that has an excel-
lent long-standing reputation and superior management already in place.
Helzberg’s thinking about developing a successful business is similar to
Buffett’s: “Business is People.”® This sounds simple, but it is not neces-
sarily easy for every manager to implement. If you find a company with
a Sam Walton, don’t worry about whether he sells diapers or diamonds.
You have found a good jeweler, and you should think of becoming his
partner.

Berkshire’s jewelry business has grown steadily, adding more busi-
nesses with excellent reputations. In 2000, Berkshire acquired Ben
Bridge Jeweler, a chain of 65 stores. The number of stores had risen
to 77 by early 2009. Ed Bridge and Jon Bridge were the fourth-
generation owner-managers of a highly reputed jewelry business that
had grown steadily under their leadership. Ed Bridge called Buffett on



If You Don’t Know Jewelry, Know Your Jeweler 119

a recommendation from Barnett Helzberg. He was especially impressed
by Buftett’s preference to let the current management of his acquisitions
operate with little interference. In 2007, Berkshire acquired two gold
jewelry manufacturers: Bel-Oro International and Aurafin LLC. One
additional point to draw from Berkshire’s initial purchase of Borsheim’s
and subsequent expansions is that the various companies are kept inde-
pendent of one another in terms of management. He made no effort to
merge his jewelry companies into a single entity. Overall, Buftett seems to
emphasize the long-term reputation of the business and its management

quality.

Profitability: Berkshire’s Jewelry Businesses
versus Tiffany & Co.

In any business, what ultimately matters is profitability. Under Berkshire,
acquired companies are able to do even better than what they would have
done independently because risks are reduced and expansion plans can
be implemented, possibly through Berkshire’s financial support. In Table
10.1, T present an analysis of Berkshire’s jewelry businesses for 1996 to
1999. (More recent data are not available.) Sales revenues of Berkshire’s
jewelry businesses grew from $392 million to $486 million, a 24 percent
increase. This translates into a growth rate of about 7 percent per year, a
good growth rate for mature businesses. However, operating profits went
up substantially more, from $28 million to $51 million, which translates
into 82 percent, or about 22 percent per year. Similarly, profitability
of the assets employed—that is, the return on assets—increased from
10 percent to 20 percent. The increase in return on assets shows that
Berkshire’s jewelry businesses did not need the same level of inventories
and other assets per unit of sales in 1999 that they did in 1996. Given
that Buffett emphasizes profitability, I think that Buftett influenced their
focus on the efficiency of the assets employed.

I use Tiffany & Co. as a yardstick for comparison because it is the
premier jewelry business in the United States. It has been operating since
1837 and commands the greatest respect in the jewelry industry. It is also
highly profitable and successful in maintaining its leadership position. If
we compare the profitability of Berkshire’s jewelry businesses with that
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Table 10.1 Profitability of Berkshire’s Jewelry Businesses Compared with

Tiffany & Co.s

AND UTILITIES

Berkshire’s Jewelry Business

1999 1998 1997 1996

Revenues $486 $420 $398 $392
Identifiable assets at year

end $258 $234 $219 $267
Operating profits before

taxes $51 $39 $32 $28
Operating profits as a

percentage of revenues 11% 9% 11% 7%
Operating profits as a

percentage of

identifiable assets 20% 17% 15% 10%

Tiffany & Co.
1999 1998 1997 1996

Revenues $1,461 $1,169 $1,018 $922
Total assets $1,343 $1,057 $827 $739
Operating profits $257 $161 $133 $109
Operating profits as a

percentage of revenues 18% 14% 13% 12%
Operating profits as a

percentage of’

identifiable assets 19% 15% 16% 15%

Dollar amounts in millions.

of Tiffany’s, we will be putting Berkshire’s jewelry businesses up against

the best in the industry. Table 10.1 shows the two sets of data.

Tiffany’s revenues are about three times those of Berkshire’s jew-
elry businesses. In the four years from 1996 to 1999, Tiffany’s also
increased its revenues substantially, from $922 million to $1.46 billion,
a 58 percent rise. Ultimately, it is not the dollar amount of revenues
or the dollar amount of operating profits that matters the most. What
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matters is profitability. We should always ask: “What is the return on assets
employed?” The last row of data in the table is the most useful for com-
paring Berkshire’s jewelry businesses with Tiffany’s. In 1996, Berkshire’s
jewelry businesses lagged behind Tiffany’s in terms of operating profit as
a percentage of total assets: 10 percent versus 15 percent for Tiffany’s.
However, by 1999, Berkshire’s jewelry businesses had achieved parity:
20 percent versus Tiffanys 19 percent. The main reason for this suc-
cess seems to be that Buffett picks high-quality managers to run reputed
businesses and then allows those managers to run those businesses as if
they owned them.

Conclusions

While they are all retail jewelry stores, Borsheim’s, Helzberg Diamonds,
and Ben Bridge Jeweler are run as separate businesses under the Berkshire
umbrella. The principal reason is managers who made those businesses
successful in the first place by keeping costs low and customers satisfied.
Hence, their successes are likely to continue under the existing manage-
ment. Remember, “What works for diapers works for diamonds and for
other businesses.” When Berkshire acquires a business, it maintains the
business’s original organizational structure to suit the management, rather
than requiring the management to conform to a common organization
structure.






Chapter 11

Compete Like Mrs. B

There’s no operation in the furniture retailing business remotely
like the one assembled by Berkshire. It’s fun for me and profitable
for you.!

—Warren Buffett

have often asked my friends and colleagues about their thoughts
I on investing in furniture retailers. Not surprisingly, most of them

consider the business mundane and have never thought of investing
in one. In 1983, Berkshire acquired a 90 percent interest in Nebraska
Furniture Mart, which was run by its then-owner Rose Blumkin,
popularly known as Mrs. B. Why did Buffett purchase this business?
The answers we get further strengthen our conclusions in the previous
chapter.

Know When Not to Compete:
Nebraska Furniture Mart

Regarding the Nebraska Furniture Mart acquisition, Buffett wrote:

One question I always ask myselfin appraising a business is how I would
like, assuming I had ample capital and skilled personnel, to compete
with it. I'd wrestle grizzlies rather than compete with Mrs. B and her
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progeny. They buy brilliantly, they operate at expense ratios competi-
tors don’t even dream about, and they then pass on to their customers
much of the savings. It’s the ideal business—one built upon excep-
tional value to the customer that in turn translates into exceptional

economics for its owners.?

Clearly, the main reason for the success of Nebraska Furniture Mart
is that it is run by incredible managers who remain focused on customers
and cost. Their philosophy is not very different from Wal-Mart’s philos-
ophy of “We sell for less.”” Mrs. B summarized her philosophy as “Sell
cheap and tell the truth.”?

Nebraska Furniture Mart continued to do well after its acquisition by
Berkshire and is still doing well under the management of Mrs. B’s chil-
dren and grandchildren. Revenues increased steadily from $100 million
in 1983 to more than $300 million in 1999. Since then, the company’s
sales data have not been publicly available. Nebraska Furniture Mart
now has stores in Des Moines, lowa, and Kansas City, Kansas. Nebraska
Furniture Mart was not acquired because it had wonderful products. It
was acquired because it had wonderful managers. In 1996, Buffett wrote
of Mrs. B: “She’s 103 now and sometimes operates with an oxygen
mask that is attached to a tank on her cart. But if you try to keep pace

4 One Berkshire practice

with her, it will be you who needs oxygen.
that may play a role in the continuity of excellent management is to
offer desirable incentives to managers. In the case of Nebraska Furni-
ture Mart, 10 percent of the store’s ownership was kept in the Blumkin
family.

In a walk around your town, you will no doubt see some incred-
ible businesses that have been operating there for many years. Besides
furniture stores, you may find a few restaurants, grocery stores, bars,
bakeries, cafes, dry-cleaning stores, and pizza parlors. Some of them
may be large enough to be publicly traded. Most people ignore small
businesses—they are too boring to be discussed in the Wall Street Journal
or on CNBC. Peter Lynch discusses the importance of buying boring but
well-run companies: “If a company with terrific earnings and a strong
balance sheet also does dull things, it gives you a lot of time to purchase
the stock at a discount.”® You should not hesitate to partner with such
businesses.
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R.C. Willey Home Furnishings

The acquisition of Nebraska Furniture Mart led Buffett to another
successful furniture acquisition. Berkshire acquired the five-store R.C.
Willey Home Furnishings in 1995. The number of stores has since grown
steadily and reached 15 by 2008. Nebraska Furniture Mart’s Irv Blumkin
was the main person behind this acquisition. Buffett writes, “It was
Nebraska Furniture Mart’s Irv Blumkin who did the walking around
in the case of R.C. Willey, long the leading home furnishings business
in Utah. Over the years, Irv had told me about the strengths of that
company. And he had also told Bill Child, CEO of R.C. Willey, how
pleased the Blumkin family had been with its Berkshire relationship.”®
R.C. Willey’s history also tells us something about its likely future suc-
cess. From a small business with sales of $250,000 in 1954, CEO Bill
Child built it into a $257 million revenue establishment.

As I discussed in the previous chapter, Buffett respects independence.
In the case of Nebraska Furniture Mart and R.C. Willey, he said that, like
the CEOs of other businesses, the managers of these two businesses would
operate autonomously. The philosophy behind this—worth repeating
many times over—is that it is easier to handle a large number of com-
petent managers if they are given independence. If competent managers
are not given independence, they are likely to leave. Buffett writes, “If I
have one person reporting to me and he is a lemon, that’s one too many,
and if T have managers like those we now have, the number can be almost
unlimited.”’

Star Furniture and Jordan’s Furniture

The Nebraska Furniture Mart and R.C. Willey stories continued to
unfold as Berkshire Hathaway acquired Star Furniture in 1997. When
Buftett asked R.C. Willey’s CEO about furniture industry standouts,
one of the names he gave was Star Furniture, a five-store retailer. Several
years later, Star Furniture became available, and Buftett appeared happy
to acquire it. “As was the case with Blumkins and Bill Child, I had no
need to check leases, work out employment contracts, etc. I knew I was
dealing with a man of integrity and that’s what counted.”® Of course, in



126 RETAILING, MANUFACTURING, AND UTILITIES

addition to excellent management, Buftett saw opportunity for growth.
And the company has grown steadily ever since. In 2009, there were 10
Star Furniture stores.

Excellent managers contribute not only through the superior prof-
itability of their businesses but also through their ideas. They become
extra voices who can advise you on how to do business within their
field. And Buffett listens to them. The idea to purchase Jordan’s Furni-
ture also came from the managers of other furniture stores that Berkshire
already owned. Buffett explains how he came across Jordan’s Furni-
ture: “I have persistently asked the Blumkins, Bill Child, and Melvyn
Wolff whether there are any more out there like you. Their invariable
answer was the Tatelman brothers of New England and their remarkable
furniture business, Jordan’s.”

In the case of Jordan’s, the company not only sells furniture; it also
presents customers with a dazzling entertainment experience called shop-
pertainment. Parents can go to Jordan’s and simultaneously find a new
ottoman and take their kids out for an afternoon of fun. Are we likely to
see innovations from one unit, say, Jordan’s, transferred to the other units?
As we know, Buffett does not interfere in the day-to-day management
of the various subsidiaries, but he does provide all possible opportu-
nities for interaction. As long as managers have incentives to improve
profitability, they will adopt the innovations that are suitable to them
but avoid the ones that are not. This is more efficient than requiring all
the furniture stores to adopt practices that have been successful for one
of them.

CORT Business Services

Here is another twist to Berkshire’s furniture business. CORT is not a
furniture store in the same manner as Nebraska Furniture Mart. CORT
is a leading national provider of rental furniture, accessories, and related
services. CORT was acquired in 2000 by Berkshire’s subsidiary Wesco for
$385 million. In January 2008, CORT agreed to acquire Roomservice
Group, a similar smaller firm in the United Kingdom. In November
2008, it acquired a business division of Aaron Rents and expanded to
several new markets. CORT has grown minimally in the past eight years
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(revenues of $395 million in 2001 to $410 million in 2008), probably
because of market conditions.
However, CORT has promise, as Charlie Munger writes:

CORT has continued to make several selective acquisitions since it
was purchased by Wesco, and it is believed that CORT is now better
positioned to benefit from job growth and any corresponding eco-
nomic expansion. ... CORT is well positioned. .. due not only to its
national presence and liquidity, but also because the business reputation
of Berkshire Hathaway gives it entrée to the offices of many prospective
customers, and thus a competitive advantage. '’

The story of CORT tells us that not all of Berkshire’s acquisitions
grow fast. However, they are all managed with a long-term point of view.
This approach to slow and steady growth resembles the one we saw for
GEICO. CORT is building its reputation now and will probably become
aggressive in capturing market share and acquiring weaker competitors
when the economy is down because it does not have to worry about
quarter-over-quarter profits. Low cost, reputation, and financial strength
are keys to long-term success in furniture and similar businesses.

Conclusions

You might think that other than a few businesses like jewelry that we
discussed in the previous chapter, consumers do not care much about
the reputation of a business. That is not so. There is at least one important
reason to care about the reputation of a furniture store. How often do
you see ads for furniture stores’ going-out-of-business sales? They seem
omnipresent. When a furniture store goes out of business, customers
often lose their deposits, warranties, and return privileges. It is difficult to
rebuild a reputation once it is destroyed by such events. Levitz Furniture,
for example, has filed for Chapter 11 bankruptcy three times: 1997, 2005,
and 2007. Businesses run by reputable firms or managers rarely, if ever,
go out of business. Instead they continue to grow. Whenever possible,
invest with reputable managers running reputable businesses.






Chapter 12

Why Invest in
Utility Companies?

Though there are many regulatory constraints in the utility

industry, it’s possible that we will make additional commitments

in the field. If we do, the amounts involved could be large.'
—Warren Buffett

n 2000, Berkshire Hathaway invested $1.7 billion to acquire
I MidAmerican Energy (MEC) with Walter Scott as its partner. MEC

is an electric utility based in Iowa with operations in the United
States and the United Kingdom. With this acquisition, Berkshire came
to own a major utility company and entered into a new industry. Invest-
ments in the utility sector are generally regarded as low risk, which is
something Buffett always looks for in a potential acquisition. But what

else could have prompted Buffett to break into the utility industry?

Similarity between the MEC and
Other Acquisitions

The MEC acquisition has several features in common with Buffett’s
prior acquisitions in the furniture and jewelry retailing businesses. First,
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customers buy most of their furniture and jewelry locally, just as they
do electricity. Second, these industries are all likely to continue to grow
because of increases in population and standards of living. Third, Buftett
once again emphasizes the importance of management in this acquisition.
Talking about Walter Scott, MEC’s then largest shareholder, and David
Sokol, the CEO, Buftett writes: “If I only had two draft picks out of
American business, Walter Scott and David Sokol are the ones I would
choose for this industry.”?

Why does Buffett focus on management? Going back to Berk-
shire’s investment in Nebraska Furniture Mart, not many people would
have predicted that Berkshire would acquire furniture businesses all over
the country. The subsequent acquisitions were made with the help of
Nebraska Furniture’s management. Similarly, several jewelry businesses
were acquired after the initial acquisition of Borsheim’s. Likewise, Berk-
shire hoped to benefit by using the MEC management select follow-up
acquisitions.

Buffett was not buying a cheap company as a pure value investor
would like to do. Berkshire paid $35.05 per share for MEC, which itself
at the time was growing fast through acquisitions. Over the prior 10
years, its total assets had grown from less than $500 million to above
$10 billion, a twentyfold increase. Revenues had grown along the same
lines. The average earnings per share for two years before the acquisition
was $1.74, giving MEC an acquisition price-to-earnings (P/E) of 20,
compared with the long-run S&P 500 P/E average of about 16. Other
metrics such as market-to-book (M/B) ratio similarly did not suggest
that the company fit the profile of a traditional value investment.

Most state regulators allow utilities to earn a return on equity of
about 10 percent. MidAmerican was earning about the same rate of
return at the time it was acquired by Berkshire. Ultilities, regulated or
otherwise, do not earn a high rate of return on equity, but most of them
earn a steady rate of return. Thus, they are usually considered to be low-
risk investments, but their long-run stock market returns are only a tad
below the corresponding returns from industrials. From data available for
1993 to 2008, compounded annual returns on the Dow Jones Utilities
index including dividends are 7.8 percent (233 percent over 16 years) in
comparison with 8.6 percent (276 percent over 16 years) for the Dow
Jones Industrial Average. (Prior data on Utilities index with dividends
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factored in are not available.) Overall, it seems to me that Buffett invested
in the utility industry to earn a reasonable rate of return, somewhat
better than the rate he could earn by investing in medium- or long-term
bonds. In the long run, there may also be profitable growth opportunities
because of outstanding managers Berkshire picked up with the MEC
acquisition. Finally, utilities would allow Buffett to invest a large sum of
money over time, a much-needed outlet for Berkshire’s ever-growing
insurance float. Let’s consider Buffett’s acquisition criteria in connection
with MEC.

Four Nonprice Acquisition Criteria

“We buy good companies with outstanding management and good
growth potential at a fair price, and we’re willing to wait longer than
some investors for that potential to be realized. This [MEC] investment
is right in our sweet spot,” writes Buffett.” Note the four criteria, in
addition to price, mentioned by Buffett:

. Outstanding management
. Good company
. Good growth potential

-0 =

. Patience

The MEC acquisition provides a good example to discuss these
criteria.

Outstanding Management

Buftett recalls how he started thinking about the MEC deal: “Walter
casually asked me whether Berkshire might be interested in making a
large investment in MidAmerican, and from the start the idea of being
in partnership with Walter struck me as a good one. ... Walter charac-
teristically backed up his convictions with real money: He and his family
will buy more MidAmerican stock. . . . Walter will also be the controlling
shareholder of the company, and I can’t think of a better person to hold
that post.”*
sition success of a merger is the quality of management. In the case of

Given these statements, the key element for the postacqui-
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MEC’s acquisition, Walter Scott participated by investing $300 million
of his own funds that also signaled his confidence in the future of the
company.

It is not easy to identify outstanding management. Buffett empha-
sizes a long track record of success, at times a very long track record.
He has mentioned that there should be no mandatory retirement age for
CEOs because experience only makes them better. Mrs. B at Nebraska
Furniture remained active well past the age of 100. Other Berkshire
managers older than 80 years of age include A. L. Ueltschi, chairman
of FlightSafety, and Charlie Munger, vice chairman of Berkshire. As I
discussed earlier, high-quality managers also fuel growth through acqui-
sitions, as they know what to buy in their industry. Their human capital
is not reflected on the company balance sheet, and hence Buffett is will-
ing to pay a reasonable price-to-earnings (P/E) ratio when he buys a
company that comes with excellent management.

Good Company

Buffett does not say “great company”’; he says “good company.” The
definition of a good company is also not easy to pin down. In my mind,
a good company is one that has given satisfactory returns on investment
and 1s likely to give satistactory returns for the foreseeable future. This
condition is clearly met by MEC as the company for most part is regu-
lated. Buffett has also said that significant barriers to entry are desirable
company characteristics, and in the case of MEC, that condition is met
because utilities require large sums of money for power plants. But his
main focus in acquisitions seems to be to place a good company in the
hands of excellent management with full support from Berkshire. That
management may transform a good company into a great company. Ifit
does not become a great company, the returns will still be satisfactory. If
the company is already recognized as a great company, the stock price
may be too high for it to be a Buffett investment. On the other hand, the
potential increase in the value from transferring a good company into a
great company is enormous.”

As shown in Table 12.1, MidAmerican’s return on assets (earnings
before interest and taxes/total assets [EBIT/TA]) in 2008 and 2007 is
5.4 percent and 5.5 percent, respectively, or an average of 5.45 percent.
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The overall conclusions are similar if we use all the available data. If we
include only tangible assets (in other words, if we exclude accounting
Goodwill), the average return is 6.35 percent. I also estimated return
on equity, which turns out to be about 8 percent.® Ignoring accounting
Goodwill, the return on equity is about 13 percent. Since detailed data
on replacement costs of property, plant, and equipment are not available,
my guess is that the return on equity is somewhere between 8 percent
and 13 percent, or an average of 10.5 percent. This return is close to
what the regulators often grant the utilities. Consistent good returns are
a tell-tale sign of a good company.

Like most utilities, MidAmerican has a large amount of debt. At
the end of 2008, MidAmerican’s debt was $20.1 billion against $41.6
billion of total assets, or about half of total assets. Does it go against
Buftett’s philosophy of maintaining a low financial leverage and make
MidAmerican a bad company? The main reason for a preference toward
low financial leverage in general is to avoid financial stress. However,
well-managed utilities generate steady cash flows and have large amounts
of plant assets. Such companies can avoid financial distress by remaining
focused on their business. Utilities sometimes get into trouble primarily
because of inept management as Enron did when it entered into huge
derivative contracts. Also, debt issued by MidAmerican is not guaranteed
by Berkshire. Overall, a high level of debt at MEC does not seem to be
a concern.

Good Growth Potential and Patience

You might have noticed that Buffett does not cite “excellent growth
potential.” Once again, if a company has excellent growth potential,
the market price is likely to already be too high for the investment to
be a Buffett investment. On the other hand, when a company has no
growth potential, small changes in technology or demand for its prod-
ucts may create significant diseconomies requiring the company to shut
down. Nor do such companies attract talented employees. Buftett refers
to investing in a company with little to no growth potential as a “cigar
butt” approach to investing. Such investments do not offer high long-
term gains just as cigar butts do not offer much long-term smoke. Thus,
good growth potential is a healthy acquisition criterion.
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In the utility sector, the growth potential for good companies appears
promising, but an investor may have to wait for a long time to realize any
actual growth. Specifically, new laws will ultimately allow unbundling
of the generation, transmission, and distribution functions traditionally
performed by utilities in one unit. This unbundling in the United States
will be similar to that in the United Kingdom, and MEC should benefit
greatly from its experience in the United Kingdom. But it will not
happen quickly because it is a political process. In the interim, Berkshire
will continue to earn a reasonable rate of return.

Table 12.1 shows that MidAmerican’s total assets have more than
tripled to $41.57 billion in eight years. How did this growth occur? It
appears that the presumed low-risk characteristic of the utility industry
applies only to the regulated sector. The unregulated sector, domi-
nated by firms selling electricity and natural gas in the open market,
is not as low risk as the regulated sector, owing to the high level of
financial leverage. Therefore, acquisition opportunities arise when com-
panies get into trouble because utility companies are highly levered.
Opportunities for Berkshire to invest in the energy sector appeared
in 2001 and 2002 in the wake of Enron’s bankruptcy and problems
at other energy companies. Berkshire purchased Northern Natural Gas
pipeline from Dynegy for $1.9 billion and another gas pipeline, Kern
River, from the Williams Companies for $950 million. In 2006, Berk-
shire invested $5.2 billion in PacifiCorp. MidAmerican is also growing
organically. From 2006 to 2008, MidAmerican’s capital expenditure in
excess of depreciation was $6.7 billion. Overall, there are good growth
potentials.

You are not likely to earn high rates of return by investing in a utility.
The best time to invest in a utility is probably when a utility’s book return
on its equity goes down, affecting the stock prices negatively. This can
occur when input prices of coal, gas, and the like go up, when customer
demand goes down (perhaps resulting from economic slowdown), or
when interest rates go up. A utility would be a good value investment
then. Of course, you should invest in only healthy companies lest you
lose your investment completely when a company is not able to survive
the slump. Since utilities generate a reasonable rate of return on equity
over the long run, a low return in one period is likely to bounce back
to a higher return in subsequent periods.
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Conclusions

Berkshire’s acquisitions have been for the most part successful, probably
because of Buffett’s emphasis on the quality of management and keeping
the current management in place after the merger. Unless you are in
a position to clearly foresee the success of the merged company, you
should avoid investing in companies that are acquiring other companies.
Other than price, you should ask at least four questions when evaluating
an acquisition situation: Is the quality of management excellent? Is it a
good company? Is the growth potential good? And does the acquirer
have patience?



Chapter 13

High Profits in
Honest-to-Goodness
Manufacturing
Companies

The company’s [Scott Fetzer’s| success comes from the manage-
rial expertise of CEO Ralph Schey—The reasons for Ralph’s
success are not complicated. !

— Warren Buffett

cott Fetzer has been a Berkshire Hathaway subsidiary since 1986
S and manufactures or sells such wide-ranging items as utility tree
vehicles, brushless DC (direct current) and universal motors,
Ginsu knives, World Book encyclopedias, Kirby vacuum cleaners, and
professional cleaning products, among other small industrial and con-
sumer items.
Ralph E. Schey’s leadership in salesmanship and management was
instrumental in Scott Fetzer’s success before it was acquired by Berkshire.
When Schey joined Scott Fetzer in 1974, Scott Fetzer’s stock price was

$8 per share. Ten years later, it sold for $62 a share. At one time, Ivan
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Boesky, a corporate buyout expert, offered to buy the company; and at
another time, the company’s management tried to take it private. Both
those attempts failed, and Berkshire Hathaway purchased the company
in 1986 for $61 per share, or about $315 million. It was acquired after
its significant growth in prior years under Ralph Schey’s management.
Until his retirement in 2000, Schey managed the company and produced
high returns for Berkshire.

Scott Fetzer’s Success

Table 13.1 shows that for the first nine years after Berkshire acquired the
company, Scott Fetzer earned a total of $555 million and paid dividends
of $635 million to Berkshire. The rate of dividend payments, on aver-
age, was 22 percent per year on Berkshire’s initial investment. Earnings
grew steadily during this period. While revenues grew at the rate of

Table 13.1 Scott Fetzer’s Earnings and Dividends

Return to Berkshire as a
Percentage of Initial Investment

Year Earnings Dividends Earnings Dividends
1986 $40.3 $125.0 13% 40%
1987 48.6 41.0 15 13
1988 58.0 35.0 18 11
1989 58.5 71.5 19 23
1990 61.3 33.5 19 11
1991 61.4 75.0 19 24
1992 70.5 80.0 22 25
1993 77.5 98.0 25 31
1994 79.3 76.0 25 24
Total 555.4 635.0

Average 20 22

Dollar amounts in millions.
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about 4 percent per year, reaching $1 billion in 1994, earnings grew at
about 8 percent per year—a rate that seems remarkable given that all the
companies in the Scott Fetzer group were from seemingly old-fashioned
industries.

Although detailed data on earnings and dividends are not available
after 1994, data on operating earnings before taxes are available from
1996 until 2002. An analysis of those data shows that the group of Scott
Fetzer companies continued to do well, although growth seems to have
slowed since 1996. Based on numbers from operating earnings, net earn-
ings seem to be about $78 million per year, which translates into a rate
of 25 percent per year on Berkshire’s initial investment. Overall, Scott
Fetzer has been a remarkable investment and continues to generate high
returns.

How did Scott Fetzer do so well when many companies from tra-
ditional industries did not survive the competition or faced declining
profitability? Your understanding of Scott Fetzer will help you find other
companies that are publicly traded and follow similar principles.

Companies in traditional or old-fashioned industries typically face
declining profitability—so it is important for management to avoid the
temptation to plow back earnings into the company. Essentially, managers
need to remember not to throw good money after bad. From 1986 to
1994, total earnings were $555.4 million, but most were not plowed back
into Scott Fetzer. Instead, they were paid to Berkshire in the form of
dividends. In the so-called old-fashioned industries, high growth is not
the norm; growing either internally or through good acquisitions is not
easy. So credit goes to Schey and Butffett for not expanding simply for
the sake of expanding. If you notice a company that has good cash flows
but whose managers expand the company by acquiring other companies
or by internal growth of assets, you need to investigate it carefully.

How does Buffett accomplish exemplary behavior from his man-
agers? Beyond picking the right type of people, the key to success may
be carefully designed CEO compensation contracts. The focus should
be on profitability and not on total profits, which disregards the capital
base. In the case of Scott Fetzer, Schey could have easily generated even
higher levels of earnings if cash flows had been plowed back into the
company. However, the rate of return on investment would have gone
down and would not be optimum for Berkshire as a whole.
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Lest we think that Scott Fetzer’s growth has been inappropriately
deemphasized, we should not forget that Buffett can use the dividends
received in any way he wants. The capital allocation job for Berkshire as
a whole is in Buffett’s hands. In that sense, growth from the dividends
received from Scott Fetzer can occur in another company, giving higher
rates of return to Berkshire shareholders, who are the ultimate owners of
Scott Fetzer. A brief examination of other similar Berkshire subsidiaries
1s presented next.

Shaw Industries, Marmon, and McLane

Several other Berkshire subsidiaries are also from honest-to-goodness
traditional industries. We get like insights from the way Buffett manages
these subsidiaries. In Table 13.2, I present the profitability numbers of one
subsidiary because it is a relatively recent acquisition, and its major num-
bers are available from various Berkshire annual reports. Shaw Industries
is a leading manufacturer and distributor of carpets and rugs for residen-
tial and commercial use. Berkshire acquired 87.3 percent of the company
in 2001 and the remaining 12.7 percent in 2002. In total, Berkshire paid
$2.4 billion.

Shaw’s revenues and earnings climbed steadily from 2001 to 2006 but
declined in 2007 and 2008 as the housing market collapsed. (Dividend
numbers are not available.) Identifiable assets also increased as the demand
for Shaw’s products rose during the booming housing market. In terms
of return on Berkshire’s investment of $2.4 billion, the average level of
annual return from 2002 to 2008 is about 15 percent after accounting for
taxes. This is certainly a very healthy return because the investment in
Shaw should be considered relatively safe from a long-term perspective.
It 1s difficult to imagine that the market for carpets will go away and
that a well-managed, dominant company will not remain profitable for
a long time.

In the cases of both Scott Fetzer and Shaw, the CEOs in charge at the
time of the acquisitions were not replaced. Ralph Schey at Scott Fetzer
continued as the CEQO for 14 more years, and Robert E. Shaw continued
as the CEO for six more years. Neither of them left the companies they
managed for another position, but retired.
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Table 13.2 Shaw Industries: Profitability and Growth after Berkshire’s
Acquisition of Shaw

Earnings before

Earnings taxes as a
Earnings before taxes as  Identifiable percentage of
before a percentage assets at identifiable assets

Year Revenues  taxes of revenues year-end at year-end
2001 $4,090 $298 7.3% $1,619 18.4%
2002 4,334 424 9.8 1,932 21.9

2003 4,660 436 9.4 1,999 21.8

2004 5,274 466 8.8 2,153 21.6

2005 5,723 485 8.5 2,718 17.8

2006 5,834 594 10.2 2,776 21.4
Average 9.0 20.5

Dollars amounts in millions.

In 2008, Berkshire acquired 60 percent of Marmon Holdings, which
consists of 130 manufacturing and service businesses that operate inde-
pendently within 11 diverse business sectors. The products range from
nuts and bolts, wire, and cable to shopping carts and railroad tank cars.
The remaining 40 percent will be acquired in future years for consider-
ation to be based on the future earnings of Marmon. From limited data
that are available, I surmise that profitability is highly satisfactory at about
10 percent operating income on tangible assets.

I also examined similar numbers for McLane Company, which was
acquired by Berkshire in May 2003. McLane is one of the nation’s largest
wholesale distributors of groceries and nonfood items to convenience
and discount stores. The after-tax return on the initial Berkshire invest-
ment of $1.5 billion has been about 10 percent per year, on average. For
2008, earnings before taxes were $276 million, which is about 18 per-
cent before taxes or about 11 percent after taxes. Chances are its earnings
will grow with time even without additional Berkshire investment. One
reason for its growth potential is that, when McLane was a Wal-Mart
subsidiary, it was not viewed as an independent distributor by Wal-Mart’s
competitors. Many of the potential customers would then not buy from
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McLane. However, as a Berkshire unit, it will not have that impediment
to growth. Overall, when a company is run well, the profitability in busi-
nesses from traditional industries does not have to be low. As a matter of
fact, Buffett’s success may come partly from the fact that his managers
do an outstanding job in managing seemingly old-fashioned companies.

Conclusions

The main ingredient behind the success of companies in traditional
industries is the presence of competent CEOs who might have made
them successtul in the first place. To praise the CEO of Shaw Industries,
Buftett writes: “Any man who can start from absolute scratch in a tough,
competitive industry and build a $5 billion business is someone I want to
be partnered with.”> As an investor looking to invest in companies that
have been around for a while, you should give considerable importance
to the quality of management. To judge the quality of management,
Shaw CEO Robert Shaw says, “Investors can look at our track record
and get on the train or get off. It’s that simple.”* So it all boils down to
track record; find CEOs who have a good—and long—track record.



Part Five

RISK,
DIVERSIFICATION,
AND WHEN TO SELL

arren Buffett’s concept of risk from investing in common

N g / stocks is different from what is taught in business schools.
His ideas on diversification and when to sell are also very

insightful and worth spending some time thinking about, even if you

have studied these topics from other perspectives before. Chapters 14 to
17 are devoted to these issues.
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Chapter 14

Risk and Volatility: How
to Think Profitably
about Them

[W]e define risk, using dictionary terms, as “the possibility of
9]

loss or injury.
— Warren Buffett

hat does the word risk mean? Think about it. Because of

N g / the U.S. government guarantees, U.S. Treasury bills and
bonds are considered to be the least risky securities around

the world. In this context, risk implies default risk or downside risk.
Following this line of thinking, corporate bonds are riskier than U.S.
bonds, common stocks are riskier than corporate bonds, and options are
riskier than common stocks. However, when academics mention that
common stocks are riskier than corporate bonds, they invariably imply
that common stocks have a higher “beta.” In simple terms, beta measures
how stock returns are correlated with market returns: The higher the
correlation, the higher the beta, with the average beta of all stocks being
normalized to 1.0. However, in most research studies, beta has not been
found to be a useful definition for predicting common stock returns,
especially for individual stocks.? So, academics are still trying to develop
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better measures of risk. In the meantime, as an individual investor, you
are better off ignoring beta for picking individual stocks. You should
instead carefully difterentiate between the downside risk and the upside
potential. At the very least, you should know what you mean by the
word risk.

A vague understanding of risk is a dangerous thing. Consider the
well-known case of the Orange County bankruptcy. In 1994, Orange
County, California, lost more than $1.5 billion. State and local gov-
ernments are generally considered to be some of the most conservative
investors. How did Orange County lose such a huge amount? In this case,
the answer lay in a misunderstanding of the risk embedded in derivative
securities: call and put options and futures contracts. In the minds of some
administrators, these derivative securities were supposed to have reduced
risk and enhanced returns. However, they did just the opposite. A clearer
understanding of risk would have helped Orange County avoid this huge
loss. If Orange County’s administrators had asked about the probability
and potential magnitude of loss (downside risk), they probably would
have made better decisions.® In your investing, you should always ask
those questions.

Risk and Return: Holding Period

Warren Buffett suggests that returns from quarter to quarter, or even
year to year, are not very important if the returns in the long run are
predictable. Volatility of returns in the short run should not be the main
criterion for assessing risk. What matters is the return at the end of the
investment period. Assume that you invest $1,000 in a 30-year Treasury
bond yielding 5 percent. If your investment horizon is 30 years, you will
earn $50 in interest per year, plus the principal of $1,000 at the end of 30
years. However, the market price of the 30-year bond will change from
month to month depending on the market interest rate, which could
create significant short-term volatility. If you have a 30-year investment
horizon, should you define the monthly volatility of bond prices as risk?
No. The investment is risk-free so far as the payments are concerned
in nominal dollars. Consider the same 30-year bond investment from
the perspective of a person with a one-year investment horizon. This
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investor can lose a significant amount if interest rates rise because the
prices of long-term bonds fall as interest rates rise. In early 2009, the 30-
year Treasury bonds declined in price by 20 percent when the interest
rates went up by about 1.5 percent.

Let’s move on to stocks and return volatility. Assume that an insur-
ance company has underwritten a large number of hurricane insurance
policies in Florida. You are probably already thinking of Berkshire’s insur-
ance business. The insurance company will show high profits in the years
Florida is not hit by a major hurricane. Since the stock market usually
focuses on the short term, you should not be surprised if the company’s
stock enjoys high returns in those years. But during a year in which a
major hurricane hits the state, profits will go down and the stock price
could be bid down substantially. “However, Berkshire’s management is
willing to accept volatility in reported results, provided there is a rea-
sonable prospect of long-term profitability,” writes Buffett.* An investor
who recognizes that a one-time event may not affect the underlying
long-run risk profile of the company is likely to invest more in a good
insurance company when the stock price goes down.

The main lesson to take away from this discussion is that there is
an interaction between the length of the holding period and risk, espe-
cially if you think of risk as downside risk. This applies to both bonds and
stocks. If stock returns from one period to another were statistically inde-
pendent, the length of the horizon would not be important. However,
there is ample empirical evidence that stock volatility in the long run is
lower than volatility in the short run. Thus, the length of the investment
horizon should be an important consideration for an investor.

Volatility Offers Opportunities

An investor who views volatility as risk will be tempted to avoid volatile
stocks, which may not be the right investment approach. Indeed, Buftett
suggests just the opposite: “In fact, a true investor welcomes volatility.”
As an example, consider volatility and firm size. Smaller companies are
usually more volatile than larger companies, probably because a small
number of buy and sell orders can dramatically change the stock prices
of smaller companies. But small companies need not be fundamentally
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risky, especially when you know a lot about the specific companies you
plan to invest in. Opportunities are more likely to arise in smaller com-
panies than in larger companies. Buffett has expressly said that if he
had a smaller amount of money to manage, he would be able to gen-
erate higher returns. Since the Berkshire investment portfolio is huge,
Buffett restricts himself to investing in large companies. However, if
you follow an industry closely enough, you should not ignore smaller
companies.

Increased volatility does not imply increased risk because there are
many factors that can cause volatility that have nothing to do with risk.
Professor Robert Shiller of Yale University has often argued that the
stock market is too volatile to be easily explained by rationality alone.
He concludes, “Prices change in substantial measure because the invest-
ing public en masse capriciously changes its mind.’® Usually, after an
earnings announcement, a company’s stock price becomes more volatile.
The stock price is also more volatile after a stock split because the price
per share decreases. Such a rise in volatility does not necessarily mean
that the stock has become more risky. Volatility also increases when
the Federal Reserve announces interest rates or when other macroeco-
nomic data are released. Most company fundamentals are not affected
by these news items, and you should buy more of your favorite stocks
whenever “Mr. Market” is willing to sell them to you at a lower price
because of market volatility. In October 1974, the Dow Jones Industrial
Average (DJIA) was below 600 after having declined 40 percent, and
when Forbes asked Buffett how he contemplated the stock market, he
shot back, “Like an oversexed guy in a harem. This is the time to start

investing.”’

Opportunities from the Sharp Decline of 1987

There are many potential reasons for sharp declines in stock prices, and
unless you are fairly certain about the reason for the decline, you should
not increase your investment in stocks simply because their prices have
declined. A careful search for a reason will keep you from catching a
falling knife. The decline of about 20 percent on October 19, 1987, is
usually attributed to the so-called portfolio insurance effect, which required
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many institutional investors to sell part of their holdings as prices fell,
which in turn pushed prices down further. Was this justified? A detailed
examination of the fundamentals may provide a satisfactory answer.

Prices had been going up steadily since the middle of 1982, when
the DJIA soared from below 800 to a high of 2,722 in August 1987, an
increase of 240 percent in five years. While predicting the market is next
to impossible, many investors were feeling uncertain because interest
rates on long-term bonds had increased from around 7.5 percent to 10
percent in a matter of months. At the same time, the market P/E ratio
was hovering around 22 from a low of around 10 in 1982. Generally, the
relationship between interest rates and the P/E ratio is inverse—the two
move in opposite directions—ryet this time around, the P/E ratio was
increasing as interest rates were going up. Until prices suddenly came
crashing down.

Even if you could not predict the downfall of October 1987, you
were probably tempted to start investing aggressively when prices became
reasonable after the downfall. In recognizing that the market was ready
for reinvesting, we have the benefit of hindsight. But history teaches
us that when prices rapidly go down, the probability of finding good
businesses or stocks at lower prices goes up. Buftett invested heavily in
Coca-Cola stock in 1988 in the wake of the 1987 market correction.
Although the stock market in this case recovered in less than two years, it
could have easily taken longer. Just as we cannot foresee a coming crash,
we should not feel comfortable predicting a quick recovery.

A Slow Decline in 1973-1974 and 2008-2009

During 1973-1974, prices declined slowly, from the Dow’s high of 1,057
in 1973 to alow of 577 in 1974—a drop of about 45 percent. In percent-
age terms, the decline in 1973—1974 was more severe than the decline in
1987. Why did this occur, and was it possible to know at various stages if
an opportune time to invest had arrived? Buffett noted in October 1974
that it was time to start investing. Once again, with hindsight, we can
all conclude that late 1974 certainly was a good time to start investing.
However, it seems that most investors had begun to invest earlier than
that. The market P/E ratio at the end of 1973 was already around a
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reasonable 12. How could you have known that you should wait almost
another full year for the P/E ratio to fall to a low of around 7? There is no
way to time the market perfectly. It is extremely difficult to know when
prices have bottomed out. The main lesson that we can learn from the
various bear markets is that it is impossible to develop a general theory
about the causes of bear markets because there are different causes for
every decline. The market in 1973-1974 declined primarily because of
the simultaneous recession and increase in the inflation rate. The Arab
oil embargo in late 1973 did not help matters. Although prices had
declined substantially in 1973, no end to the recession was in sight for
a while.

When the rest of the world was fearful of investing in the stock
market, Buffett invested $10.6 million in Washington Post in the wake
of the market decline. At the time, this amounted to 21 percent all
of Berkshire’s common stock investments in unaffiliated companies. He
writes, “We bought all of our holdings in mid-1973 at a price of not more
than one-fourth of the then per-share business value of the enterprise.”®
‘Washington Post price continued to decline for another year. It illustrates
the point that it is not possible to pick the price bottom perfectly. By
mid-1974, as the recession was finally giving way to optimism, the oil
embargo was lifted, and the Federal Reserve lowered the federal funds
rate from 8 percent to 7.75 percent, and additional rate cuts followed.
The prices finally bounced back.

In 2009, the year of this writing, the Dow has been as low as 7,500,
down from a peak of over 14,000 just 18 months earlier. The United
States, Europe, and Japan have been in serious recessions and growth in
China and India has slowed considerably. The main difference between
the 1973-1974 decline and the current recession is that there is no
increase in inflation and interest rates are low. The Dow rebounded to
about 10,000 by November 2009. Is this a good buying opportunity?
No one can be sure. I personally bought some earlier and am still buying
a little bit, but it is no sure thing that we will see a quick turnaround
to 14,000 again. However, if you have a 10-year investment horizon, it
seems like a good time to buy stocks in your favorite companies, with the
Dow 10,000. Between the third quarter of 2008 and the second quarter
of 2009, Berkshire invested a large sum of about $18 billion in various
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preferred stocks and notes of Goldman Sachs, General Electric, Wrigley,
Dow Chemical, and Swiss Re. In addition, in November 2009, Berk-
shire announced plans to acquire Burlington Northern Santa Fe which
will constitute its largest acquisition ever. These investments seem to have
been influenced, in part, by the market decline.

More on Downside Risk

The best way to avoid financial catastrophe is to understand downside
risk well. If possible, you should completely avoid stocks that have a
large downside risk. Downside risk is not just a default risk for bonds or
bankruptcy risk for stocks; you should also incorporate the risk of a large
decline in a company’s market value owing to adverse developments.
For example, a company investing in mortgage-backed securities may
see a large negative effect on its stock prices if housing prices fall. When
housing prices are going up, stock prices of such companies may also
go up. They may appear to be good buying opportunities, but note that
downside risk is also going up at the same time. As another example,
consider buying stocks on margin. A decline in the stock market may
result in a margin call that may require selling oft the securities at a time
when buying is more desirable. An investor who has thought about the
downside risk carefully is more likely to avoid investing on margin and
avoid ruin in the long run.

Large public corporations do not default often, but sometimes they
do. Some large companies have suddenly gone bankrupt (for example,
Enron and WorldCom), and their stockholders have lost their investments
completely. In early 2007, Bear Stearns’ stock price was $150 per share,
but the company was sold to J.P. Morgan for just $10 per share a year
later. As an investor, you should take this into account. In general, you
should be especially careful in investing in highly leveraged companies.
At least compare their financial leverage with the corresponding industry
leverage, and avoid investing a large percentage of your net worth into
highly leveraged companies.

Earlier, we talked about the risk of inflation that can be serious even
in countries like the United States. The problem with inflation is not
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inflation itself. The problems arise from the unforeseen hardships for
those who are not prepared for a substantial fall in the purchasing power
of their savings or for the economy shedding jobs. Buffett says, “In our
opinion, the real risk an investor must assess is whether his aggregate
after-tax receipts from an investment (including those he receives on
sale) will, over his prospective holding period, give him at least as much
purchasing power as he had to begin with, plus a modest rate of interest
on that initial stake.””

To avoid inflation risk, you can invest in inflation-adjusted Treasury
securities or the so-called TIPs. After all, you are probably not investing
in Treasuries for high returns. You can also avoid some inflation risk by
owning real assets. For example, it makes a lot of sense to own your own
house. If you have a mortgage, a fixed-rate mortgage is better because it
allows you to avoid the large surprises that can result from a variable rate.
In my opinion, you should pay oft your mortgage as soon as possible so
that you have the security of owning your own home (and your monthly
expenses do not include a mortgage payment) in the event you lose your
job. If possible, you should try to acquire some other real estate; maybe
some farmland so that you can live there and grow your own food if things
really go south! Finally, you should not ignore short-term investments
in money markets because they are liquid, and the rates usually adjust as
inflation rises. Overall, safety first and liquidity are good rules that people
often forget when the going is good. Berkshire has always maintained
high liquidity and low financial leverage. Shouldn’t you?

Another downside risk is the decline in the value of the dollar. The
value of the U.S. dollar against other currencies may decline, which may
affect your consumption if you travel abroad. To some extent, you can
avoid this risk by holding some other currencies; Chinese and Euro-
pean money are logical choices in this situation. It is worth summarizing
Buffett’s outline on how to think about risk. He writes!":

Though this risk [in owning stocks] cannot be calculated with engi-

neering precision, it can in some cases be judged with a degree of

accuracy that is useful. The primary factors bearing upon this evalua-
tion are:

1. The certainty with which the long-term economic characteristics
of the business can be evaluated;
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2. The certainty with which management can be evaluated, both
as to its ability to realize the full potential of the business and to
wisely employ its cash flows;

3. The certainty with which management can be counted on to
channel the reward from the business to the shareholders rather
than to itself;

4. The purchase price of the business;

5. The level of taxation and inflation that will be experienced and
that will determine the degree by which an investor’s purchasing-
power return is reduced from his gross return.

These factors will probably strike many analysts as unbearably fuzzy
because they cannot be extracted from a database. But the difticulty
of precisely quantifying these matters is not insuperable and does not
negate their importance. Just as Supreme Court Justice Potter Stewart
found it impossible to formulate a test for obscenity but nevertheless
asserted, “I know it when I see it,” investors—in an inexact but use-
ful way—can “see” the risks inherent in certain investments without
reference to complex equations or price histories.

Conclusions

When you think that there is a large downside risk in investing in a
company, you should be especially vigilant even if expected returns are
high. A highly leveraged balance sheet is one indicator of high downside
risk in a company. Even countries that borrow large amounts of money
are not safe: Russia defaulted on its loans in 1998. If you had invested
in Russian bonds, you would have lost heavily. In particular, Long Term
Capital Management, the largest hedge fund at the time, lost billions
of dollars as a result of the Russian default and almost went bankrupt.
Since even a country the size of Russia can get into trouble, clearly you
should never think of any company as “too large to fail.” By eliminating
or severely limiting your investments in companies with large downside
risks, you should be able to avoid the huge losses emanating from market
volatility. On the other hand, market volatility may cause good compa-
nies’ stock prices to go down in the short run, giving you good buying
opportunities.






Chapter 15

Why Hold Cash:
Liquidity Brings
Opportunities

[K]eep in mind that most of the value of our convertible pre-
ferreds is derived from their fixed-income characteristics. That
means the securities cannot be worth less than the value they
would possess as non-convertible preferreds and may be worth
more because of their conversion options.'

—Warren Buffett

o preserve principal and possibly invest in more profitable oppor-

I tunities later, Buffett keeps a significant portion of Berkshire’s
total assets in cash, short-term government securities, and pre-

ferred stock. Even in adverse situations, these investments generally
safeguard the value of the principal amount. At the end of 2008, Berk-
shire had $24 billion in cash or cash equivalents, or 12 percent of
total assets, in its insurance businesses. It had an additional $27 bil-
lion in fixed-maturity securities, about half of which are in government

securities.
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Liquidity and Opportunities

Beyond safety, there are at least two reasons why Berkshire maintains a
large amount of cash and short-term securities. First, Berkshire can invest
large sums of money quickly whenever a good investment opportunity
arises. An opportunity arose in 2002 when Dynegy needed to sell its
16,600-mile pipeline—the Northern Natural Gas Company—to Berk-
shire for $928 million, a steep discount on the $1.5 billion that Dynegy
had paid only a few months earlier. In many other cases, such as buying
an 80 percent stake in Iscar for $4 billion in 2006, Berkshire made the
deal quickly without going to any banks. Obviously, a high level of cash
is not maintained because it is a good investment per se. It is maintained
and allowed to build up because of paucity of good investment opportu-
nities. You should not feel tempted to invest your cash unless you have
good investment opportunities.

During 2008, Berkshire’s cash and cash equivalent decreased from
$37 billion to $24 billion mainly because Berkshire invested in Wrigley,
Goldman Sachs, and General Electric preferred stocks. Berkshire could
not have made these investments without liquid assets that it could
access quickly. Yet another opportunity arose in 2008 when Constel-
lation Energy was about to go bankrupt. Berkshire was able to invest
$1 billion immediately and made an ofter within the day to acquire the
entire company for $4.7 billion. The deal was struck with a break-up
clause, as such deals are. Subsequently, Constellation received a higher
bid and Berkshire did not compete to acquire the company. However,
the original investment and the break-up fee led to a $1.1 billion profit
to Berkshire.

The second reason for maintaining liquidity is to attract better-
paying—or more profitable—customers. Berkshire can charge higher
premiums than other insurers because it can fulfill large insurance claims
more easily. In the world of insurance, Buffett compares Berkshire with
Fort Knox. No one even thinks about the possibility of a liquidity prob-
lem at Berkshire resulting from large claims. Berkshire was able to pay
$1.5 billion in claims arising from the 2001 terrorist attacks on the World
Trade Center and $3.5 billion in claims from Hurricane Katrina and other
losses in 2005. Indeed, Berkshire probably became a preferred insurer in
the wake of these incidents. Berkshire most likely did not lose anything
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in this event. Morgan Stanley estimated that insurance premium increases
alone would cover the losses from the World Trade Center attack.? This
is the power of liquidity.

These reasons for keeping liquid assets also apply to the average
investor. First, what should you do if the stock market goes down substan-
tially and you find some wonderful investing opportunities? Of course,
you should buy stocks. However, you will miss this opportunity if you
are fully invested in the stock market and do not have cash or cash equiv-
alents ready to invest. Second, what should you do if you need some cash
for an emergency? Once again, it is good to have some cash on hand
so that you do not have to sell your investments at unfavorable prices to
cover unexpected costs.

Berkshire’s Investments in Convertibles

Convertible bonds and preferred stocks are similar to rent-to-own stores,
where you can rent furniture or appliances and then, if you want, pur-
chase the items. Because of convertibility into common stocks, investing
in convertible bonds or preferred stocks may work wonderfully when
the stock price goes up. If the stock price goes down, the capital and
interest payment is generally still safe. Put simply, it is like eating your
cake and, sometimes, having another one later.

The best examples of convertible preferred stock investments by
Berkshire Hathaway include $600 million in Gillette, $700 million in
Salomon, $300 million in Champion International, and $358 million
in U.S. Airways. Clearly, if Buffett had been absolutely convinced that
the common stock prices would increase substantially, he would have
invested in common stocks rather than in convertible preferred stocks.
The investment in Gillette has produced excellent returns, but the others
have been sort of a mixed bag.

A convertible preferred stock pays a dividend at a prespecified rate in
a manner similar to that of a bond. For example, the Gillette convert-
ible preferred stock purchased by Berkshire in 1989 carried a dividend
rate of 8.75 percent. One advantage of receiving dividends instead of
interest is that about half of the dividends received by one corporation
from another corporation are not taxable. So, it makes sense to invest in
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preferred stocks rather than in bonds when the issuer is of sufficiently high
quality.

Soon after Berkshire invested $358 million in 1989, U.S. Airways
got into trouble and, over the next five years, incurred significant losses.
Finally, in 1994, the airline announced that it was deferring the dividend
payment. Based on this and other information, Berkshire decided that
the fair value of the initial investment had declined by 75 percent, and
therefore, the $358 million investment was worth only $89.5 million.
Fortunately, U.S. Air’s operations improved significantly, and Berkshire
recovered its investment.

In the case of Berkshire’s investment in Salomon, Berkshire could
either have taken cash payments of $140 million or received common
shares at $38 per share. In 1995, Berkshire decided to take the $140
million in cash because the Solomon share price was below $38 per
share at the time of maturity of part of the preferred share investment.
If the initial investment had been made in common stocks, the dividend
amount would have been smaller, and Berkshire would have been stuck
with the lower-priced common stock.

Berkshire acquired preferred stock in Gillette in 1989 when Berk-
shire came in as a white knight in response to a takeover bid by R onald O.
Perelman. Such opportunities to be a white knight and ensuing profits
avail only to those who have liquidity. The preferred stock was con-
verted into common stock in 1991, and the common stock continued
to perform well. Without including dividends, Gillette generated a rate
of return of about 14 percent per year from 1991 until it was acquired
by Procter & Gamble in 2005, whereas the S&P 500 index generated a
little over 7 percent per year.

Recent Berkshire Investments:
Wrigley, Goldman Sachs, General Electric,
Swiss Re, and Dow Chemical

During 2008, Berkshire acquired $4.4 billion par amount of 11.45 per-
cent subordinated notes due 2018 of Wrigley. This is straight debt, but
the rate was high because of the turmoil in the credit markets at the time.
Berkshire also acquired $2.1 billion of preferred stock with a dividend
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rate of 5 percent per year and the redemption amount based on future
Wrigley earnings. Thus, if Wrigley does well, Berkshire will share in the
upside while the principal is protected. Buffett continues to follow his
principles as he says, “When you think of a business that’s easy to under-
stand, with favorable long-term economics, and able and trustworthy
management—you think of Wrigley.”

Berkshire also acquired 10 percent cumulative preferred stock of
Goldman Sachs for $5 billion and preferred stock of General Electric for
$3 billion. Once again, there are convertible features attached to these
investments, which are available until 2013. In the case of Goldman Sachs,
if the stock price goes above $115 per share, Berkshire will exercise its
options—in which case, for each dollar beyond $115 per share, Berkshire
will earn $43 million. In the case of General Electric, for each dollar
beyond $22.25 per share, Berkshire will earn $135 million. In March
and April 2009, Berkshire also invested about $6 billion in convertible
preferred shares of Swiss Re and Dow Chemical.

The main lesson we learn from recent Berkshire transactions is that
when there is substantial volatility in a company’s stock or when you are
less confident in the company’s future growth, it may be worth thinking
about forms of investments in which the capital is preserved. You may
not be able to do exactly what Buffett does, but if you have liquidity, lots
of patience, and vigilance, opportunities will find their way to you.

Conclusions

Do not rush to invest in stocks as soon as you have additional cash available
for investing. Be patient and wait for good investment opportunities.
Holding cash or cash equivalents is not just for safety; it can help you
earn more on your investments by enabling you to take advantage of
opportunities that arise with brief windows in which to strike. From
this perspective, keeping some cash or investments in liquid, low-risk
securities may prove to be a high-return proposition in the long run. In
some cases, it might be helpful to invest in convertible preferred stocks
or convertible bonds, as long as you stay with established firms the way
Butftett does.






Chapter 16

Diversification:
How Many Baskets
Should You Hold?

Don’t put all your eggs in one basket.

—Proverb

ut how many baskets should you hold? Diversification is one of
B the most talked about investment concepts. The concept is sim-

ple: “Don’t put all your eggs in one basket.”” Perhaps a more
interesting question is, “How many baskets should you possess, and how
do you decide the number of eggs to be placed in different baskets?”
We use the basics of diversification all the time throughout our day-to-
day lives. When we travel, we usually pack a variety of clothing suited
to different weather conditions because we cannot predict the weather
perfectly. We learn to speak different languages so we can communicate
with others who do not speak our own language. We acquire a variety
of skills to prepare ourselves to earn a living. A person with a diverse

knowledge base finds it easier to deal with the unavoidable ups and downs

of life.
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A diverse knowledge base enhances our understanding of others’
viewpoints and helps us make better decisions. The more difterent things
we have in our repertoires, the more prepared we are for the unexpected.
Thus, we diversify to protect ourselves from uncertainties and unpleasant
situations. You should do the same to protect your wealth.

Diversification

Consider a company that owns two stores, one that sells expensive clothes
and one that sells discounted merchandise. Profit margins are usually
higher for expensive clothes. When the economy is doing well, the
expensive clothing store will yield higher profits, not only because of
profit margins but also because of sales volume. However, when the
economy 1is in a recession, the upscale clothing store may become a
burden. But remember that the company also owns the discount store,
which does well in a recession. The profits from the discount store act
as a cushion during the recession. Without diversification, the company
can incur enough large losses to cause permanent damage to the business.

Investing in stocks is investing in businesses. If you owned shares of
Abercrombie & Fitch stock, your fortunes would be tied to the successes
of that store’s fashionable goods. However, if you also owned Wal-Mart
stock, you would be somewhat protected from the idiosyncratic habits
of the high-fashion teenagers who shop at Abercrombie & Fitch. Own-
ing more than one stock is the first step toward diversification. Beyond
holding Abercrombie & Fitch and Wal-Mart, if you also owned Intel or
IBM, you would be even more diversified.

The basic goal of diversification is to protect your investments from
unpredictable events. Diversification is an insurance policy. When you
do not diversify and put all your funds into the stocks of one or two
outstanding companies, you can easily end up losing a lot of money if
one company faces unforeseen difficulties. If you diversity by investing in
10 outstanding companies, you are likely to see good results even if a few
of those companies do not do well. On the other hand, if you diversify a
lot, you may end up with approximately the same returns as the market.
So, how many stocks should you invest in? Before we can answer this
question, let’s examine what Buffett has done at Berkshire Hathaway.
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How Diversified Is Berkshire Hathaway?

At the end of 2008, out of Berkshire’s total assets of $267 billion,
$55 billion was invested in common stocks of various companies. The
largest investment—g$9.1 billion—was in Coca-Cola. Other large equity
investments included Well Fargo ($9 billion), Procter & Gamble ($5.8 bil-
lion), ConocoPhillips ($4.4 billion), and American Express ($2.8 billion).
Berkshire’s equity investments are concentrated in only a few companies.

‘We should think of diversification on at least two levels—at the level
of the company’s total assets and then at lower levels such as the company’s
equity portfolio. Out of Berkshire’s total assets of $267 billion, only $55
billion or 21 percent are invested in common stocks. This implies that the
company can have a reasonably high level of concentration in its equity
holdings and still be well diversified. In particular, the five largest hold-
ings mentioned here made up more than 50 percent of Berkshire’s equity
portfolio but only 11 percent of its total assets. These seemingly concen-
trated equity holdings are actually not very concentrated, as Berkshire as
a whole is well diversified.

Buftett invested heavily in Coca-Cola in 1989-1999. At the end of
1999, the market value of the Coca-Cola investment alone at $1.7 billion
was 18 percent of Berkshire’s total assets of $9.5 billion. Butffett invested
heavily in Coca-Cola because he was confident in its future. Ten years
later, at the end of 1999, the Coca-Cola investment was worth $11.7
billion. Berkshire made a much smaller investment of $244 million in
2008 in two Irish banks, which went down by 89 percent within the year.
Buftett invested a very large sum in Coca-Cola but only a small amount
in Irish banks. The main lesson is that the lower your confidence in the
future performance of a stock, the less you invest in that stock.

How Many Stocks Should You Hold?

First, if you own assets such as a house and bonds, you shouldn’t worry
much about diversification in your equity portfolio. In my opinion,
if your common stock portfolio consists of less than half of your net
worth, it does not make much sense to hold more than 15 stocks in your
equity portfolio because it is difficult to stay informed about too many
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companies if you have a day job. Second, the more you know about
certain stocks and feel good about them, the more weight you should
give them. In other words, you can concentrate your holdings in the
stocks you have the most reason to be confident about.

Bulffett studies a large number of companies or stocks, but there are
only 16 major holdings reported in the 2008 Berkshire annual report.
This is probably because it is so difficult to find any outstanding busi-
nesses, much less a great many of them. If Buffett cannot find a large
number of outstanding businesses, it is unlikely that an average investor
could either. The Dow Jones Industrial Average (DJIA) is based on 30
stocks, but its returns, especially over many years, are generally similar
to those of the S&P 500 index, which includes 500 stocks. For several
decades, academic research has shown that most benefits of diversifica-
tion are achieved through holding 20 to 30 stocks in a portfolio. This
evidence has been well known for a few decades and is now widely
discussed in textbooks.!Figure 16.1 shows that once you have 20 to 30
stocks in your portfolio, adding more stocks does very little to reduce
the volatility of the portfolio.?

Benjamin Graham has been explicit on the number of stocks that a
defensive investor should invest in. In outlining various rules for investors,
he says, “There should be adequate though not excessive diversification.
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This might mean a minimum of 10 difterent issues and about a maximum
of 30.”3 Note his mention of a maximum as well as a minimum. Buffett
has clearly avoided excessive diversification. Similarly, John Neft, the
legendary mutual fund manager, places heavy bets on stocks. When he
retired in 1995 after 31 years at the helm of the highly successtul Vanguard
Windsor Fund, his four largest positions accounted for 23 percent of the
portfolio.

Philip Fisher Warns against
Too Much Diversification

Phil Fisher, the acclaimed growth investor, warns that the principles
of diversification are so simple and widely accepted that most investors
embrace diversification to the point of excess. “There is very little chance
of the average investor being influenced to practice insufticient diversi-
fication,” he writes. “Investors have been so oversold on diversification
that fear of having too many eggs in one basket has caused them to put
far too little into companies they thoroughly know and far too much in
others about which they know nothing at all. It never seems to occur to
them, much less to their advisors, that buying a company without hav-
ing sufficient knowledge of it may be even more dangerous than having
inadequate diversification.*

One reason that diversification may not be as important as it initially
seems 1s that many companies are already diversified internally. General
Electric has 12 large divisions that are entirely different businesses ranging
from aircraft engines to refrigerators. Thus, if you own General Electric
stock, it is almost like owning 12 difterent stocks. Essentially, you need
to hold only a few large stocks (such as Microsoft, IBM, and Wal-Mart)
to become well diversified.

Sometimes, experienced investors recommend international diver-
sification. This recommendation should not be overemphasized because
many U.S. companies, including Coca-Cola and McDonalds, earn a
large percentage of their income from their international operations.
Also, it may be more advantageous to invest in global U.S. companies
than to invest in companies outside the United States. Because many
countries have less stringent regulations to protect shareholders, they do
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not offer the same protection as U.S. companies do, creating a riskier
investment portfolio that would defeat the purpose of diversifying in
the first place. Furthermore, by investing in companies in developed
economies, shareholders are more likely to be partnering with a well-
educated, well-trained, superior management team than if they invested
in companies in the developing world. Before you invest in companies
abroad, you should familiarize yourself with the country and its financial
regulations, and not just the companies themselves.

Diversification and ‘“Diworsification”

“If the one basket I owned was Wal-Mart stock, I'd have been delighted
to put all my eggs into it,” argues Peter Lynch, who usually had hundreds
of stocks in his Magellan Fund.”> How do you reconcile his argument
that you should own a limited number of stocks with his documented
practice of owning a large number of stocks? The best answer is provided
by Lynch himself, who says, “In my view, it’s best to own as many stocks
as there are situations in which: (a) you’ve got an edge; and (b) you've
uncovered an exciting prospect that passes all the tests of research. Maybe
that’s a single stock, or maybe it’s a dozen stocks.”®

In a related context, Lynch explains how some profitable compa-
nies often waste money on foolish acquisitions. For example, General
Mills owned Chinese restaurants, Italian restaurants, steak houses, Parker
Brothers toys, Izod shirts, coins, stamps, travel companies, Eddie Bauer
retail outlets, and FootJoy products, many of which it acquired in the
1960s. While each acquisition may have been justified in some way,
General Mills could not manage all the subsidiaries eftectively and suf-
fered financially. Individuals are equally capable of wasting money on
foolish investments. Most people are unlikely to invest efficiently in a
large number of stocks from several industries. In such cases, diversifica-
tion can become “diworsification,” a situation in which diversification
can hurt your returns, rather than protect them. Of course there are
always exceptions. As Lynch himself admits, “Buftett’s Berkshire has
bought everything from candy stores to furniture stores to newspapers,
with spectacular results. Then again, Buffett’s company is devoted to
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Conclusions

By studying the teachings of Graham and Fisher, and taking into account
analyses in modern financial literature and the practices of Buffett, we can
conclude that a prudent investment strategy involves investing in 10 to 30
stocks. The less emphasized, but more important, point demonstrated by
Buffett’s practices is that the more you know about certain stocks that you
have deemed desirable, the more of them you should own. I hold about
40 percent of my equity portfolio in Berkshire Hathaway common stock.






Chapter 17

When to Sell

If you aren’t willing to own a stock for ten years, don’t even think
about owning it for ten minutes.'

—Warren Buffett

typical mutual fund portfolio holds a stock for one to
Atwo years; a turnover of 100 percent is not uncommon.
Not Berkshire Hathaway’s portfolio, though. By examining
Berkshire’s turnover of stocks and the stocks sold, we can learn what

Buffett would recommend about the length of time you should hold a
stock in your portfolio and when you should sell.

Turnover of Berkshire’s Equity Portfolio:
Why Buffett Holds Almost Forever

[ started analyzing Berkshire’s buying and selling of stocks in about 1994.
At the end of 1994, Berkshire’s investment portfolio of $70 billion con-
sisted of $15.2 billion in common stocks. During 1995, Berkshire sold
$1.35 billion in common stocks from its portfolio. In other words, it
turned over about 9 percent of its portfolio. Purchases were $1.46 bil-
lion, slightly in excess of sales. Berkshire’s common stock portfolio grew
to $39.8 billion in 1999, and the turnover from 1994 to 1999 aver-
aged about 10 percent per year. In recent years, Berkshire’s turnover has
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declined to about 5 percent, implying an average holding period of about
20 years.

This analysis does not fully capture Buftett’s strong belief in long-
term investing. Since some of Berkshire’s investments are for short-term
arbitrage, this computation is conservative in reporting the average hold-
ing period. Nevertheless, 10 to 20 years is still a very long holding
period. I can only imagine how few investors have such lengthy holding
periods.

Part of the reason Buffett holds his stocks for such along time must be
that he acquires a considerable amount of knowledge about the company
before he acquires stock in the company. Long-term investments best
serve those who, like Buffett, buy because they know a lot about the
company and have confidence in its long-term prospects. You could
divide your portfolio into permanent, or core, holdings and an “other”
category consisting of stocks you would like to learn more about. With
time and further examination, you eventually decide whether to purchase
more of the stocks in the second category or to sell off the shares you have,
depending on your more educated opinion of the companies’ potential.
Butftett writes, “[W]hen we own portions of outstanding businesses with
outstanding managements, our favorite holding period is forever.”?

Why is it a good thing to hold stocks forever? It is only preferable
when the business is expected to give a satisfactory return forever. Such
stocks, on average, do not come from high-tech or hot industries. This
may sound counterintuitive, but most high-tech businesses do not survive
for a long time. If you invest in high-tech companies, you are likely to
lose more often than when you invest in low-tech. If you invest with
an intention to preserve your capital, you should not invest in high-tech
companies unless you are extremely knowledgeable about the company.
High-tech stocks are extremely volatile and fraught with risk. How about
returns?

People often argue that businesses from everyday, low-tech industries
cannot earn high returns. Buffett has repeatedly proved them wrong.
Businesses perform well even if they are from traditional industries when
they are leaders in their industries and when they are run by owner-
oriented managers. Owner orientation is especially important in this
case because managers must know when not to throw good money
after bad. They must make difficult decisions. If Berkshire Hathaway
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had not been in such good hands in the 1960s, management probably
would have tried to survive in the dying textile business rather than
taking money out of it. Berkshire pulled out of the textile business, while
several other companies stayed in and went bankrupt. In 2009, most
people would agree that one reason General Motors faces such trouble
is that the management never made the right call on hard decisions.
If General Motors had not expanded by buying companies around the
world and starting new brands, it would have given satisfactory returns
to its shareholders. Overall, Buffett’s principles of investing in easy-to-
understand (low-tech) companies with excellent management and then
holding them forever go hand and hand. Together, they produce high
rates of return.

Of course, Buffett does not hold every stock forever. To get a bet-
ter idea of Buffett’s thoughts on when to sell, let’s examine some of
Berkshire’s major sales.

Two Main Reasons to Sell

Buffett has periodically sold Berkshire’s major holdings, including
McDonald’s in 1998, Travelers in 1998, Disney in 1999, Freddie Mac
in 2000, and PetroChina in 2007. The latest reported market values of
these stocks were $1.4 billion, $1.3 billion, $1.5 billion, $3.9 billion, and
$4.0 billion, respectively.

First and foremost, investors should sell when they conclude that
they have made a mistake. Sometimes, tax losses can be balanced against
gains to reduce the overall tax bite. One major mistake, which Buftett
admitted, was the purchase of ConocoPhillips stock from 2006 to 2008
for $7.0 billion. By the end of 2008, the market value of the $7 billion
investment had declined to $4.4 billion, a slide of 33 percent, which was
in line with the drop in the stock market. In 2009, Berkshire sold 16
percent of its ConocoPhillips holdings and reported plans to sell more
in the near future. What remains a mystery to me is the reason for this
purchase. The simple explanation that he was betting that oil prices
would rise is not convincing because oil prices had already gone up
several hundred percent in the prior few years. And Buffett could have
simply bet on oil in the futures market.
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You should sell when the stock price is high in relation to its intrinsic
value. In other words, you should sell when there are better alternatives,
including investing in short-term securities or holding cash. Buffett sold
PetroChina stock in the second half of 2007 for about $4 billion after
its price had gone up eight times since the stock’s acquisition in 2002
and 2003 for $488 million. Some in the press speculated that he sold
PetroChina because he was criticized for investing in it in the first place: It
is alleged that PetroChina supported the Sudanese government’s involve-
ment in genocide against people in the Darfur region. Buffett, denying
this speculation, has said that his decision was based only on price con-
siderations. Both PetroChina and the S&P 500 index declined by about
40 percent over the next 18 months. Buffett’s timing on this sale was
correct from the price point of view.

In 1997, Berkshire sold about 5 percent of its portfolio to increase
bond holdings in relation to stocks. Buftett writes, “Some of the sales
we made during 1997 were aimed at changing our bond-stock ratio
moderately in response to the relative values that we saw in each market,
a realignment we have continued in 1998.% In 2008, Buffett sold partial
holdings in several stocks, including Johnson & Johnson and Procter &
Gamble. I estimate the dollar amount of these sales to be about $5 billion.
Berkshire sold these stocks to fund large purchases in bonds and preferred
stock in Wrigley, Goldman Sachs, and General Electric. Buffett must
have thought that the alternatives were better. Because of psychological
reasons, investors sometimes do not sell when they have to take a loss.
They should think about the sunk-cost fallacy and sell. Overall, if you
know you have made a mistake, or if there are better alternatives, you

should sell.

Why Were McDonald’s and Disney Stocks Sold?

Buffett confessed that he should not have sold McDonald’s stock. Just as
with purchases, it is not possible to time sales perfectly. This is one addi-
tional reason to plan for the long run when buying in the first place. He
wrote in Berkshire’s 1998 annual report, “I need to make a confession
(ugh): The portfolio actions I took in 1998 actually decreased our gain for
the year. In particular, my decision to sell McDonald’s was a very big mis-
take. Overall, you would have been better off last year if I had regularly
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snuck off to the movies during market hours”’* He sold McDonald’s
soon after the Dairy Queen acquisition, which was announced in Octo-
ber 1997 and consummated in January 1998. It is possible that he did
not want to hold both Dairy Queen and a major holding in McDonald’s
because the two compete directly with one another. A critic could argue
that Berkshire was trying to monopolize the fast-food market. Buftett
would like to avoid those speculations to protect his reputation. Simi-
larly, when Berkshire announced its acquisition of Burlington Northern
Santa Fe in November 2009, he sold Berkshire’s $900 million investment
in Union Pacific (2 percent stake in the company) and the company’s
roughly $100 million investment in Norfolk Southern (1 percent stake
in the company). Even if there is no impropriety of any sort, impres-
sions matter, and, if so, why risk reputation at all by holding competitors’
shares? Buftett probably also sold Disney shares for reasons of reputation.

Berkshire sold Disney stock in 1999. There are two potential expla-
nations for this decision. First, he did not seem to like the management at
Disney at the time. Until 1995, Buffett’s longtime friend Tom Murphy
was the chairman of the board and CEO of Capital Cities/ABC Inc.
However, Murphy retired when Disney acquired Capital Cities/ABC.
Berkshire received Disney stock in exchange for its holdings in Capital
Cities/ABC. Buffett has spoken highly of Murphy but has never been as
complimentary of Disney’s follow-up management.

Second, Disney’s executive compensation had been subject to unfa-
vorable publicity on at least two counts. Michael Eisner, Disney’s
chairman of the board, exercised stock options at a profit of about $565
million in 1993, following a profit of $202 million in 1992. Even without
the stock options, Eisner was among the highest-paid executives in the
United States. Furthermore, he had been granted an additional 10-year
contract that would have kept him as chairman and chief executive of the
company through 2006. The compensation issues were hotly debated in
several Disney annual shareholders’ meetings.

Buffett does not believe in extremely high compensation. Hence, it
is likely that he was unhappy with the controversy surrounding Eisner’s
compensation package. Another controversial issue had been the depar-
ture of the company president, Michael Ovitz, who received a $57
million severance package. Overall, it is not a complete surprise that
Buffett decided to sever his association with Disney.
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Why Was Freddie Mac Stock Sold?

In Berkshire’s 2000 annual report, Buftett noted that nearly all Freddie
Mac shares had been sold during the year. Why? He did not elaborate
then. However, with time, we have learned something very interesting
and useful.®> In October 2007, Buffett testified for the government in
its case against Freddie Mac’s former CEQO. Buffett disclosed that he
was troubled in part by a Freddie Mac investment that had nothing
to do with its business. “I follow the old dictum: There’s never just
one cockroach in the kitchen,” Buffett said. He made two observations
in his testimony. First, when executives offer earnings projections and
cannot make the numbers, they start making up numbers. Second, when
companies engage in other activities that seem to be motivated by a need
to make the numbers, investors need to be careful. Freddie Mac was
forecasting earnings growth in the mid-teens; and it appears that Buftett
thought that the company, unable to make the numbers, would engage
in nonproductive activities to make up the numbers. Overall, Buffett was
able to read early warnings of trouble at Freddie Mac. In 2000, Freddie
Mac’s stock price was around $60 per share. It remained between $50
and $70 per share between 2001 and 2006, but in 2009, it was trading
at around $1 per share.

Conclusions

Butftett sells his stock holdings infrequently because he buys only after he
is convinced of their long-term value. One reason to sell is the price of the
stock in relation to alternatives available, including holding cash. Buftett
sold PetroChina for this reason. He sold the Disney holding because
he did not seem to have as much confidence in the new management
as he had in the old management. Once again, this shows that quality
of management is very important to him. Finally, I like the cockroach
theory of earnings manipulation or management behavior that Buftett
described. When you see any signs of improper management behavior or
questionable numbers that make you uncomfortable with the company,
you should sell the stock because if you are picking up on one problem
from the outside, there is likely more wrong with the company on the
inside. There is rarely just one cockroach in the kitchen.



Part Six

MARKET EFFICIENCY

uftett doesn’t think you need to have a high IQ to be successful in
the stock market. Markets are not always efticient. In Chapter 18,

I discuss some of the less commonly covered aspects of the market
efficiency paradigm, and in Chapter 19, I extend the discussion to the
related field of arbitrage and hedge funds.
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Chapter 18

How Efficient Is the
Stock Market?

Essentially, it [Efticient Market Theory] said that analyzing stocks
was useless because all public information about them was appro-
priately reflected in their stock prices. In other words, the market
always knew everything.!

—Warren Buffett

ew people consistently make money betting on horse races. In
F finance terms, the horse racing market is efficient. But is the
stock market efficient?

Some people argue that the stock market is efficient and that you
should not spend any time trying to beat the market averages. On the
other hand, others, including Buffett, argue that the market is not effi-
cient. It is not productive to debate whether the market is efficient; the
important point is to think about the extent to which it is efficient. We
come across many questions in our lives when a simple yes-or-no answer
is not very meaningful. When someone asks, “Am I going to be able to
make a living if I study engineering?” or “Am I going to get a job if
I have a degree in mathematics?” the correct answer is generally “Yes,
of course.”” However, it is more important to know how good a living

you can expect to make if you become an engineer or what kind of job
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you can land if you get a degree in mathematics. In the same manner, a
simple yes or no to the market efficiency question is not worth getting
agitated about. It is more important to know how, when, why, and to
what extent the market is efficient and, especially, how, when, why, and
to what extent it is not efficient.

Can I Make Money in the Stock Market?

Instead of thinking about market efficiency, you should ask, “Can I make
money in the stock market?” Making money in this case means gener-
ating above-average returns. My answer to this all-important question
is “Yes, of course.” If I thought otherwise, I would not be writing this
book, I would not be investing in individual stocks, and I would not be
teaching Buftett’s ideas. But it is also important to recognize that making
money is not effortless. There may be bargains out there, but there is no
free lunch.

As a starting point, consider these two simple questions. They should
help you start thinking about making money in the stock market and
whether you should try to beat the market or whether you are better off
investing your money in an index fund.

1. Do most professional money managers generate above-average
returns in the stock market?

2. Do most individual investors generate above-average returns in the
stock market?

The answer to both questions is no. It has puzzled me for a long
time that most professional money managers can’t beat the S&P 500
index. Among those who can, few do it consistently. Roughly speaking,
this evidence supports market efficiency. You then need to ask, “If most
money managers cannot beat the S&P 500 index, how can I?”

First of all, since most money managers do not beat the market
averages, it should be clear that you should not listen to most money
managers. What does it imply about reading the Wall Street Journal and
Barron’s and watching CNBC? You should read the financial press and
watch TV for facts, for events, for news, for analysis, but not for opinions.
You should listen to only a select few, such as Warren Buffett, John
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Templeton, and Peter Lynch, who have built a preeminent record over
many years. Otherwise, you should tune out when unsolicited advice
from talking heads comes your way.>

Most Academics Favor Market Efficiency

Most academics promote the efficient market theory as the mantra for
investing in the stock market. It does not suggest that intelligent investors
can never beat the market. The main reason academics have internalized
the efficient market theory is that it builds on appealing assumptions
of rationality. But people are often irrational. So, at the very least, be
careful in taking academic advice to heart: Use a pinch of salt. Once
again, the research findings may be interesting to look at, but you do
not have to agree with interpretations that can sometimes be a bit of a
stretch, given the evidence. And the academics do not always agree with
one another; some new academic research now casts doubt on earlier
evidence that the stock market is efficient.® In academia, new ideas are
always welcome and debated vigorously. In a well-known book, Profes-
sors Andrew Lo and A. Craig MacKinlay explain several developments
and argue that financial markets are predictable to some degree but far
from being specimens of inefficiency or irrationality.* It takes convincing
evidence from a variety of research findings before new ideas are widely
accepted.

Even if the market were efficient, there is still no harm in buying
individual stocks using your own knowledge. In an efficient market, you
cannot lose money even if you want to. For example, consider a game in
which your friend tosses a fair coin, and you randomly call heads or tails.
In this game, you will win half the time and lose half the time regardless
of ' what you call. In other words, in a fair game of chance, even if you try
to lose your money, you cannot do so consistently. If the stock market is
efficient, you cannot, on average, lose money even if you want to. You
will incur the cost of trading in terms of brokerage commissions, but as
long as you do not trade often, you will do as well as, or better than,
most money managers. On the other hand, if the market is not efticient,
you can learn from your trades and you may develop the skills necessary
to beat the market.
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Other evidence in the academic literature suggests that academics
still know little about the workings of the stock market. For example,
they have not yet come up with a good definition of risk that works well
in predicting individual stock returns. One problem with reported beta
is that it is only an estimate. True beta could be substantially different
from the estimated beta in various publications such as lalue Line. In
academic parlance, the standard deviation around the estimated beta is
very large. For example, when the reported beta is 1.0, true beta could
easily fall anywhere between 0.5 and 1.5. And, there is generally no way
to tell if an error has been made.

Most evidence in support of market efficiency comes from research
that falls into the category of so-called event studies, which are carefully
done and present some fascinating findings. They often examine perfor-
mance of a portfolio of stocks affer selected events, such as announcements
of earnings and mergers. Many of these studies conclude that after such
an announcement is made, it is generally too late for an average investor
to invest in that stock. Therein lies the rub. These studies should not be
interpreted to imply that you cannot identify stocks that are likely to be
good long-term investments in the first place.

Why do prices deviate from fundamentals? This happens when an
unusual number of buyers or sellers come to the market in a short time,
creating an imbalance. This is a classic example of the effect of supply
and demand on prices. For example, consider a situation when you come
across many houses for sale in your neighborhood. This can happen by
chance alone, with no long-term eftect on the housing prices in the
neighborhood. Prices will then temporarily fall and will remain low
until the number of houses on the market reverts back to normal. The
main point here is that there are frequent imbalances in demand and
supply that cause prices to deviate from their intrinsic values.

In the stock market, demand and supply seem to fall out of bal-
ance frequently. If an influential financial analyst advises his clients to
sell a particular stock, the supply of sellers may outpace the supply
of buyers. Prices can then fall quickly and may go well below what
the fundamentals would suggest. This example can be generalized to
include the effect of any news or disclosure of financial information.
Some investors react to such disclosures optimistically while others react
pessimistically. When one group or the other dominates any particular



How Efficient Is the Stock Market? 181

situation, prices can deviate from the fundamentals.’ This can also hap-
pen for the entire market. In 1987, the so-called portfolio insurance scheme
practiced by mutual fund managers required them to sell more and more
stocks as prices fell. On October 19, 1987, an initial decline of a few
percentage points in the market indexes in the previous few weeks made
portfolio managers sell additional stocks, leading the market to decline
by 23 percent in one day. Investors who understood the circumstances
benefited from the buying opportunity. In general, individual stocks,
rather than the market as a whole, are more likely to afford good invest-
ment opportunities because a smaller dollar amount can affect their prices
considerably.

Recent Evidence on Market Inefficiency

Many recent academic studies have begun to provide evidence that even
within the simple research framework of event studies, the market may
not be efticient. Academic researchers are at a loss to explain why, after
a good earnings report, a company’s stock price continues to move
up—and similarly, after a bad earnings report, why the stock price con-
tinues to move down. This evidence on momentum in prices has also
been documented for other events, such as spin-offs and stock splits.®
The results from other studies show that stocks that have done well in
the recent 6 to 12 months continue to do well during the following
6 to 12 months. Similarly, the evidence suggests that you should avoid
stocks that have been performing poorly in the recent 6 to 12 months.”
Evidence also shows that stocks that underperform over a 5-year period
do well in the following 5-year period and vice versa.® After a rigorous
examination of the data, Professors Louis Chan, Narasimhan Jegadeesh,
and Josef Lakonishok rule out the possibility that market risk, size, and
book-to-market effects can explain momentum in stock prices.” They
conclude that the results suggest a market that responds only gradually
to new information. These results are disturbing to market efficiency
advocates but may give you opportunities to earn superior returns in the
stock market.

For a critical thinker, it is easy to criticize any evidence, including the
evidence on market inefficiency. Some studies find that the market reacts
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slowly (underreacts) to earnings and other announcements. However,
other studies show that the market overreacts to some other types of
announcements. This leads to the conjecture that researchers look for
patterns in historical data, and given enough computer time, they may
conclude that there are patterns where there are none. Essentially, we
should be aware that we use hindsight when we conclude something
from our research findings. Often, we can conclude things about the
past: that the market was undervalued in 1974 or overvalued in 1972,
for instance. Without the benefit of hindsight, can we really tell when
the market is over- or undervalued? Not really. Putting it another way,
there are always enough pundits with bullish and bearish sentiments, and
some of them inevitably end up being correct. Overall, inside academia,
there is an ongoing lively and healthy debate on the extent to which the
markets are efficient and how to measure risk.

Warren Buffett does not say that beating the market is easy. In his
discourse on market efficiency, he concludes, “An investor cannot obtain
superior profits from stocks by simply committing to a specific investment
category or style. He can earn them only by carefully evaluating facts and
continuously exercising discipline.”!’ Buffett makes three main points
about choosing stocks and trying to beat the market.

1. To beat the market, you must invest only in companies about which
you are likely to know more than most participants in the market.
It is a basic principle of most games. If you are not better than
your opponent, you are probably not going to win very often. Like
Bulffett, you should focus on one or more industries that appeal to
you.

2. Buffett has proposed that investors think of making only a lim-
ited number of stock market decisions in their lifetime. Once they
have made those decisions, they should not be allowed to make
any more decisions. If you keep this in mind, you are unlikely to
make many mistakes. To cement this thought, think about the effort
you expended before you bought a house or a computer, before
you decided to attend a particular college or accept a job offer.
Because these decisions are not easy to reverse, most people make
good decisions. If you think of buying a stock as a similarly long-term
commitment, you will make better decisions.
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3. To beat the market, you must learn to ignore its volatility. It is com-
mon for investors to become anxious and sell when stock prices go
down or buy when stock prices go up. But when an investor buys
a stock for the long run after learning about the company, market
volatility will have less of a psychological impact on the investor.
Ignorance may make volatility your enemy, but knowledge makes it
your friend.

Conclusions

Opverall, the stock market can help you make money if you are willing
to put in the time and effort to develop the winning mind-set to learn
to play the game well. Since most people do not put much effort into it,
it is not surprising that most of them do not beat the market averages.
For these people, the markets are efficient. For those who are willing to
do what is necessary to master the game, even if only in small corners of
a single industry, it should be possible to beat the opponent: the market
averages.






Chapter 19

Arbitrage and
Hedge Funds

We will engage in arbitrage from time to time—sometimes on a
large scale—but only when we like the odds.!
— Warren Buffett

he fancy word arbitrage is nothing to be afraid of. An arbitrage is

I nothing more than the simultaneous buying and selling of one or

more securities that are either identical or similar to each other.

Think about stock brokerage firms such as Charles Schwab. Beyond the

brokerage fee, brokers often make a small profit from a transaction when

buying a stock from one client and selling the same stock to another client

because the buying and selling prices are slightly different. Essentially, the

broker plays a little game of arbitraging the profit between the buyer and
the seller.

An arbitrage is not risk-free, because the brokerage firm, like a
wholesaler, carries inventory. Some of the deals that such middlemen
or arbitrageurs put together are more sophisticated than simply holding
inventory. Many hedge funds specialize in similar deals, and from time
to time, Buffett has also engaged in arbitrage deals. There is no reason
for you to be completely averse to them if you understand the risks
involved.

185
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Arbitrage in Merger Deals

One common form of arbitrage that many can take advantage of is merg-
ers. Consider the merger between General Re and Berkshire Hathaway
in 1998 (discussed in Chapter 8). According to the deal, 200 shares of
General Re would be transferred into 21 shares of Berkshire Hathaway,
class B. If there was no uncertainty surrounding the merger, the price
for 200 shares of General Re should be the same as the price of 21 shares
of Berkshire Hathaway, class B. For many months while the merger was
pending, you could have bought 200 shares of General Re for about 5
percent less than the price you would have paid for 21 shares of Berkshire
Hathaway, class B.

Consider another example. In December 1998, Exxon announced
its intention to buy Mobil. The terms of the deal called for Mobil share-
holders to receive 1.32015 Exxon shares for each Mobil share. As late as
May 1999, Mobil shares were trading at around $105, and Exxon shares
were trading at $84. It was about 6 percent cheaper to buy Mobil shares
than to buy Exxon shares. Thus, the way to play that arbitrage was to buy
Mobil shares and simultaneously sell short the Exxon shares. Since the
merger was to take about four months to complete, the investor would
have earned an annualized return of about 18 percent. This is about
twice the average return on the stock market.

Not all announced merger deals are completed, and when a deal
is not completed, the arbitrageur may lose a large percentage of the
investment. Therefore, you should not gamble a large amount in these
transactions, and when a deal seems risky, it is best to avoid it. It appears
that immediately after a failed deal, investors looking for arbitrage oppor-
tunities become more risk-averse, and the expected percentage returns
from such deals increase. This is similar to the situation in the insurance
industry in which insurance premiums tend to go up after a hurricane
or a natural disaster. Not only are the arbitrageurs less willing to invest
their money in such deals, but it also appears that only the more-likely-
to-succeed mergers are brought to the market.

So, a savvy investor should increase, rather than decrease, the money
devoted to such arbitrage activities soon after a failed merger. The pro-
posed $3.1 billion takeover of American Bankers Insurance Group by
Cendant collapsed in 1998 when it was discovered that Cendant had
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engaged in accounting irregularities and fraud and its stock price fell
70 percent. Almost immediately after this failure, the expected returns
from arbitrage deals increased substantially. Another consideration is that
when a number of large mergers are taking place at the same time in the
market, there is not enough money to go around, and expected arbitrage
profits go up.

In some situations, companies such as Berkshire Hathaway can gener-
ate good returns for a short time at a lower risk than an average investor
can. Thus, not only is Berkshire able to generate good returns on its
investing activities in the stock market, but it also generates an overall
superior return partly because of its arbitrage activities. For example,
when a company bids for another company and needs money on short
notice, Berkshire may be able to provide cash quickly in exchange for a
higher-than-normal return.

An Example of a Successful
Arbitrage Deal by Buffett

The following example illustrates that the better you understand the
financial markets, the more likely you are to find arbitrage opportunities.
Here is what Warren Buffett wrote in the 1988 Berkshire annual report:

Some oftbeat opportunities occasionally arise in the arbitrage field.
I participated in one of these when I was 24 and working in New
York for Graham-Newman Corp. Rockwood & Co., a Brooklyn-
based chocolate products company of limited profitability, had adopted
LIFO inventory valuation in 1941 when cocoa was selling for 5 cents
per pound. In 1954 a temporary shortage of cocoa caused the price
to soar to over 60 cents. Consequently Rockwood wished to unload
its valuable inventory—quickly, before the price dropped. But if cocoa
had simply been sold off, the company would have owed tax of close
to 50% on the proceeds.

The 1954 Tax Code came to the rescue. It contained an arcane provi-
sion that eliminated the tax otherwise due on LIFO profits if inventory
was distributed to shareholders as part of a plan reducing the scope of
a corporation’s business. Rockwood decided to terminate one of the
businesses, the sale of cocoa butter, and said 13 million pounds of its
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cocoa bean inventory was attributable to that activity. Accordingly, the
company offered to repurchase its stock in exchange for the cocoa
beans it no longer needed, paying 80 pounds of beans for each share.

For several weeks I busily bought shares, sold beans, and made periodic
stops at Schrodder Trust to exchange stock certificates for warehouse
receipts. The profits were good and my only expense was subway
tokens.?

Long-Term Capital Management: The Story of
a Hedge Fund and Berkshire Hathaway

Consider a famous case that explains why Buffett wanted to purchase a
hedge fund and liquidate it. In September 1998, Berkshire Hathaway pro-
posed acquiring Long-Term Capital Management (LTCM), through a
$4 billion limited partnership comprising Berkshire Hathaway, Goldman
Sachs, and American International Group. Many individual investors
think that hedge funds take large positions but are somehow hedged
against losing money and produce consistently high returns. As the near
bankruptcy of LTCM hedge funds suggests, investing in hedge funds is
not as hedged as you may believe. So what are the important lessons for
an individual investor?

The one distinguishing feature of LTCM was the extent of its lever-
age: about 25 to 1. The fund reportedly had 60,000 trades on its books,
including long securities positions of over $50 billion and short positions
of an equivalent magnitude. The gross notional amounts (total value of
leveraged positions) of the fund’s contracts on futures exchanges exceeded
$500 billion, swap contracts more than $760 billion, and options and
others over $150 billion.

LTCMs size and leverage, as well as its trading strategies, made it vul-
nerable to the extraordinary financial market conditions that emerged
following Russia’s devaluation of the ruble and declaration of a debt
moratorium in August 1998. Russia’s actions sparked a flight to qual-
ity in which investors avoided risk and sought liquidity. As a result, risk
spreads and liquidity premiums rose sharply in markets around the world.
During the single month of August, LTCM suffered losses of $1.8 bil-
lion, bringing the loss of equity for the year to more than 50 percent.
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By September 21, LTCM’s liquidity situation was bleak, and further
unfavorable market movements could have caused it to default in a few
days.?

On the morning of September 23, Berkshire and partners proposed
purchasing LTCM’s portfolio. However, at the same time, a consortium
of 15 firms that were themselves significantly exposed in a default sce-
nario proposed investing in LTCM. While Berkshire’s proposal was to
take over 100 percent of the fund’s equity, the counterproposal allowed
the current principals and investors to keep 10 percent of the equity.
Berkshire’s proposal was rejected. Buffett’s interest in LTCM was not an
isolated event considering his ongoing interest in arbitrage. In July 1998,
Berkshire contributed 90 percent of the capital ($270 million) for the
West End Capital fund (essentially a hedge fund) managed by Mark
Byrne. Overall, to a knowledgeable person, hedge funds may offer risky
but profitable opportunities.

The main lesson from the LTCM episode is that large leverage posi-
tions even in the biggest of funds can lead to bankruptcy, because events
such as the Russian default cannot be planned into any model. At the
time of its near failure, LTCM was the most highly leveraged large hedge
fund reporting to the Commodities Futures Trading Commission. Its
assets were nearly four times the assets of the next largest hedge fund.
The liquidity problems faced by LTCM were compounded by the size
of its positions, as it could not unwind its positions easily.

How, then, could Berkshire benefit from acquiring LTCM? The
basic point to recognize is that in such volatile situations, margin calls
require the leveraged party to liquidate its portfolio at unfavorable prices.
Markets become inefficient. Since Berkshire undoubtedly had enough
liquidity, it would not have had to liquidate LTCM’s positions in a hurry.
In an orderly liquidation over a long time, LTCM would have been much
more profitable. A firm such as Berkshire with excellent liquidity will
probably come across opportunities like this from time to time.

This is also likely to be true for individual investors. When major
exogenous shocks in the market create volatility, prices generally fall
temporarily because investors prefer less risky investments such as invest-
ing in Treasury securities. If you have invested in the stock market, you
will suffer paper losses, but you are less likely to panic if you are not
highly leveraged. If possible, you should take an additional position in
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stocks. When the LTCM saga was in full swing, equity markets also
declined. As an investor, you could have benefited if you had invested
in your favorite companies. We know that Berkshire’s equity holding in
American Express was increased by about 1 million shares during that
period.

Buffett’s interest in LTCM might have come from the fact that the
financial markets were down heavily when the Russian government
defaulted on its debt. Although Berkshire’s bid to acquire the assets of
LTCM was denied, Buffett’s conjecture proved to be correct: LTCM
earned high returns in the months following the crisis. This episode,
once again, shows the importance of investing when others are fearful.
Furthermore, anyone interested in investing in positions that are risky in
the short run had better have a large capital base in case there is sudden
demand for additional capital.

Should You Invest in Hedge Funds or
Private Equity Funds?

It is difficult to create reliable hedge fund indices because hedge funds are
not required to release their performance data publicly. Several indices
are frequently reported in the media, the most popular of which is
CSFB/Tremont Hedge Fund Index and includes data since 1993. If
you ever plan to use them, you should know that there are two seri-
ous problems with most hedge fund indices. First, some of the indices
backfill the data as funds report their historical performance. Funds have
incentives to report only favorable historical data. Second, most analyses
suffer from what is known as survivorship bias: Returns of indices may
include only the currently existing funds, omitting the data from funds
that have gone bankrupt. Burton Malkiel and Atanu Saha examined a
reasonably comprehensive database of hedge fund returns and estimated
the effects of these two biases.* After correcting for biases, they find that
hedge funds have returns lower than commonly supposed. From 1995 to
2003, the hedge fund universe as a whole earned annualized returns of
8.82 percent, versus 12.38 percent for the S&P 500. With additional anal-
ysis, they conclude that hedge funds are extremely risky, as the range of
individual hedge fund returns are far greater than they are for traditional
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asset classes. Professor Andrew Lo—one of the world’s most respected
financial economists—comes to similar conclusions.> He also presents a
detailed analysis of risk, returns, and liquidity of hedge funds.

Private equity and venture capital funds are usually regarded as the
most sophisticated investment vehicles. The funds are generally run by
creative, experienced, and articulate managers who have proven track
records in managing money. They are also very secretive and do not
readily share their performance results. Hence, there is less research on
returns from investing in private equity funds. However, the conclusions
from the best available research suggest that outside investors (those who
do not participate in management) do not earn above-average returns.
Based on voluntary data for the period from 1980 to 2003 provided by
about 2,000 large private equity investors, Ludovic Phalippou and Oliver
Gottschalg found that, on average, net-of-fees annualized performance
is 3 percent below that of the S&P 500 index.® An earlier study by Steve
Kaplan and Antoinette Schoar concluded that the returns are about the
same as those on the S&P 500 index. In addition, the cross-sectional
variation across managers is high.”

On average, there seems to be no advantage in investing in hedge
funds because the returns are not larger than the market indices. A higher
volatility of returns also results in a bigger bite in taxes because taxes are
paid when returns are high but may not be recouped when returns are
low. Finally, the fee structure of hedge funds is not friendly to investors.
In the hedge fund industry, it is common to charge a fee of 2 percent of
the assets under management and 20 percent more of the returns beyond
a certain level. If a fund return is 8 percent per year and the expenses are
about 2 percent, you effectively lose 25 percent of your earnings, and
that does not include the additional amount you would lose when the
hedge funds do well. This management fee structure borders on highway
robbery.

Conclusions

The hedge fund industry is made up of investors who manage highly
leveraged positions and generally either earn extremely high returns or
earn poor returns that often lead them to face bankruptcy. It is not true
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that hedge funds consistently earn high returns and that capital is hedged
from large losses. High leverage does what it is supposed to do: increase
volatility. When losses occur, they are fierce, as illustrated by the LTCM
example. Hedge fund managers do well because of high fees. Investors
in hedge funds do not. There may be some good hedge funds, but it is
close to impossible to identify them. My suggestion is to avoid investing
in hedge funds altogether.



Part Seven

PROFITABILITY AND
ACCOUNTING

standing financial statements are necessary to become a successful

B uffett has often mentioned that studying accounting and under-

investor. In Chapters 20 to 24, I discuss some ideas essential to
understanding Berkshire’s impressive profitability and learning to become
a better investor.

193






Chapter 20

M = Monopoly = Money

monopoly exists when a company controls the entire market for a

specified product or service and when there are significant bar-

riers to entry in that market. We can debate whether Microsoft
or Google have monopolies in their respective markets, but we will cer-
tainly agree that they have large market shares in personal computer
operating systems and Web-based search, respectively. Much has been
written about monopolies and near-monopolies, but one thing is clear:
Almost all of them make good money. There have been large monop-
olies such as Standard Oil and Microsoft and small monopolies such as
tollbooths across bridges. In the minds of investors, the letter M should
stand not only for “money” but also for “monopoly.” So, start searching
for near-monopolies or companies with what Buftett refers to as wide
moats around them.

Widen the Moat

Buftett has often discussed the idea of a moat around a company, which
means an enduring competitive advantage for the company, or a means
of protection to maintain the company’s profitability for a long time. He
fully understands the power of earning superior returns through such
businesses. This is evident in a memo he wrote shortly after September
11, 2001, urging Berkshire managers to remain focused: “What should
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you be doing running your businesses? Just what you always do: Widen
the moat, build enduring competitive advantage.”!

You don’t have to identify and invest in a monopoly in its early stages
of development. For example, Microsoft went public in 1986. You could
have waited five years and bought Microsoft shares in 1991, or you could
have waited another five years and bought in 1996. Only if you had
waited until about 1999—when Microsoft stock was already overvalued,
the company was being scrutinized by the government, and growth was

slowing—would you have been too late to the game to make money.

Profitability of Monopolies

Monopolies make above-average returns—which appeals to common
sense and can easily be supported by data. There is no better contempo-
rary example of a near-monopoly than that of Microsoft. Microsoft has
considerable power to set the prices it charges for several of its products.
The number of people buying a computer is not likely to change much
whether Microsoft charges $199 or $299 for the operating system that
must reside inside most personal computers. Most buyers, whether new
or repeat, prefer the Microsoft operating system because so many con-
sumers already have a compatible system. The same is true for some of
Microsoft’s other products.

How profitable is Microsoft? One way to judge is to compare
Microsoft’s profitability with that of another large computer company.
For illustration purposes, IBM is a reasonable benchmark. Although IBM
has a stake in both the software and hardware segments of the computer
industry, the profitability of its sales revenue and that of assets employed
can still be compared because both companies are in an industry that
requires significant research and development.

Table 20.1 presents the financial highlights for Microsoft and IBM.
The basic metric for comparing the two companies is operating income
as a percentage of revenues or as a percentage of total assets. Over the past
six years for which data are available, Microsoft’s operating income as a
proportion of revenues, or operating margin, on average, was 34 percent.
In comparison, IBM’s operating margin in the same period was only
14 percent. Comparing operating income to total assets ratio across the
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Table 20.1 Profitability Comparisons of IBM and Microsoft

Financial Highlights—IBM

2008 2007 2006 2005 2004 2003
Revenues $103.6  $ 988 $914 §$91.1 $ 963 §$ 89.1
Total assets $120.4  $109.5  $103.2  $105.8 $111.0 $106.0

Operating income $ 159 $ 135 $ 133 §$ 122 §$ 120 $ 109

Operating income

as a percentage

of revenues 153%  13.7%  14.6%  13.4%  125%  12.2%
Operating income

as a percentage
of total assets 132%  123%  129%  11.6%  10.8%  10.3%

Financial Highlights—Microsoft

2008 2007 2006 2005 2004 2003

Revenues $60.4 $51.1 $44.3 $39.8 $36.8 $32.2
Total assets $72.7 $63.2 $69.6 $70.8 $94.4 $81.7
Operating income $24.3 $18.5 $16.5 $14.6 $ 9.0 $ 9.6

Operating income

as a percentage

of revenues 40.2%  36.2%  372%  36.6%  245%  29.7%
Operating income

as a percentage
of total assets 33.4% 29.3% 23.7% 20.6% 9.6% 11.7%

Dollar amounts in billions.

two companies also suggests that Microsoft (21 percent over six years) is
much more profitable than IBM (12 percent over six years).>
Whenever a company creates a near-monopoly or an enduring com-
petitive advantage, it offers a good investment opportunity. In many
situations, it may not be possible to invest in those companies because

they are not traded publicly. For example, De Beers is considered a
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monopoly in diamond mining and distribution, especially in the high-
quality diamond market. However, you cannot invest in De Beers
because it is a privately held company.

A monopoly still needs to be managed well to protect its profitabil-
ity. Because of their high profitability, monopolies attract competition,
and unless the monopolist can maintain its monopoly, profitability will
decline over time. In the drug industry, a company may have a monopoly
on a drug for a particular disease. Whenever a drug is a huge success,
other drug companies start researching in the same area to discover a
similar chemical that is equally or more effective in treating the disease.
Drug prices remain high as long as the company has a monopoly over
the product but decline when competition emerges. Conversely, con-
sider the example (discussed next) of a Berkshire-owned newspaper that
went from losing money in a competitive environment to becoming
highly profitable when the major competitor folded. However, monop-
olies do not last forever. For example, unless newspapers react efticiently
to Internet-based news and advertising, they are likely to face a decline
in their profitability and may even become extinct.

Buffalo News: How Profitability Changed Dramatically

Berkshire Hathaway owns the Buffalo News, a daily newspaper in Buf-
falo, New York, a city known for its blue-collar workers and traditional
industries. When Berkshire bought it for $32.5 million in early 1977,
the Buffalo News was a distant second to the local Courier-Express and was
losing money.? But since October 1982, it has been the only daily major
newspaper serving the Buffalo area. The monopoly came about because
of events that included a long legal battle emanating from action by the
Courier-Express. In early 1982, Charlie Munger wrote, “If the litigation
continues and if the competing paper succeeds in somehow changing
the law as enunciated by the Federal Court of Appeals and in obtain-
ing the kinds of injunctions it is seeking, or if any extended strike shuts
down the Buffalo News, it will probably be forced to cease operations and

liquidate*

However, the Buffalo News persevered, and its victory was
indeed sweet. In 1983, the first full year after the competitor closed, the
$19 million the company earned in operating profits covered the losses

from the previous years with some profit left over.
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Figure 20.1 illustrates the advantage of a monopolistic environment.
Using the available data from 1979 to 1999, I report the profitability
(operating profits as a percentage of total sales) of the Buffalo News in rela-
tion to the profitability of all other non-insurance Berkshire subsidiaries,
including See’s Candies, Nebraska Furniture Mart, and Borsheim’s. The
Buffalo News’s profits jumped significantly in 1983 when it became
the only newspaper in town—when it became close to a monopoly.
In the subsequent five years, profits more than doubled to $41.8 million.
In 1999, the Buffalo News earned more than $55 million on revenues of
$160 million. In general, if you find a company that is likely to increase its
monopolistic stance—or widen its moat—growth in profits will follow,
and you will probably earn a high return on your initial investment.

Dominance Does Not Mean High Profits

When you look for a monopoly, be careful to investigate whether the
company is likely to remain profitable for the foreseeable future. A large
or even dominant company is not always a monopoly or near-monopoly.
General Motors (GM) has been the world’s largest car manufacturer and
currently has annual revenues of about $200 billion, yet it generates
almost no earnings for its shareholders and went bankrupt in 2009. It
has not been earning monopolistic profits for at least 20 years. GM’s
decline illustrates the inevitable: Monopolies do not last forever. Their
allure from an investment point of view diminishes as competition sets
in or growth potential diminishes. Microsoft had lost its appeal as an
investment by 1999 once it was no longer able to expand its business and
profits easily. IBM, once the largest computer company in the world,
was essentially a monopoly from the 1950s to the 1970s, but it appears
to be an average company at best today.

Facing stift competition from the Internet, the New York Times and
many other newspapers in 2009 remain dominant and monopolistic so
far as newspaper circulation is concerned in their region, but most of
them are no longer profitable. Their stock prices have gone down with
their declining profitability. In a span of seven years starting in 2002, the
stock prices of the New York Times Company and Gannett (publisher
of USA Today) have declined by about 90 percent. The Washington Post
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has also suffered, and its stock price trades at about half of its peak price
of a few years back. Some newspapers will transform into profitable
businesses by shrinking in size or investing judiciously, while others will
make bad decisions by throwing good money after bad. For an investor,
it is a time to watch and not to invest in these companies.

In most cases, utilities dominate their local markets and are near-
monopolies. However, these companies’ profitability is often regulated
because they are considered to be natural monopolies; and their returns
to shareholders, while adequate, are not high. Duopolies, or market domi-
nation by two companies, are more frequent than monopolies. Probably,
Coke and Pepsi, Boeing and Airbus, and FedEx and UPS fall in this
category. Often they are highly profitable, but their stock prices are also
high. Hence, returns to investors may not be high. However, in eco-
nomic slowdowns, their prices decline along with the rest of the market.
Then, they offer good opportunities to buy because their profits almost
surely revert back to normal when economies recover.

How to Look for Monopolies

The best way to identify a monopoly is to look around. Generally, smaller
companies in regional markets are somewhat monopolistic. While the
banking sector is slowly becoming competitive, some regional banks
have very little competition. Some resorts, cruise lines, and theme parks
have long-established, well-managed monopolies in their regions. Disney
is likely to earn monopolistic profits in Florida. Carnival Cruise Lines
also has long-established dominance that makes it a near-monopoly. You
can investigate companies that operate toll roads, as many states look
to privatize their toll roads. Monopolies or near-monopolies that are as
large, well-known, or dominant as Microsoft, Intel, and Cisco are not
common. Many other opportunities may be found in less glamorous
industries, such as exporters or regional suppliers for other firms. Every
so often, you may stumble upon a monopoly, and when you do, do not
let it go without a thorough investigation.

Simply because a firm appears to be a monopoly does not necessar-
ily mean that it is a good investment opportunity. You should confirm
your initial impressions by examining the company’s return on assets
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and on equity and, of course, compute its intrinsic value and margin
of safety. You should try to estimate the sustainability of its profitability
for a number of years in the future. Some sports franchises, such as the
Boston Celtics basketball team, used to be publicly traded. There may be
others. Sports franchises often appear to be monopolies in their markets,
although it is not obvious that profitability is sustainable in the same way
that Microsoft’s profitability is sustainable. Sports fans don’t have to go
to the games. When the market punishes the team’s share price because
opponents are punishing the team, you might start thinking of buying
some shares in the company if you think that the team will recover.

Beyond profitability, the price you pay is even more important. The
stock of'a monopoly, such as Microsoft, Intel, or Cisco, generally trades
at a high P/E ratio. Even at a high P/E ratio, shares of a monopoly are
usually not expensive for a long-term investor. Although no definitive
rule exists for choosing a cutoff P/E, I have developed a working rule after
30 years of watching the market. If the P/E multiple is about 200 percent
of the average multiple for the S&P 500, I wait for a decline in the stock
price. In absolute terms, a P/E multiple of 35 is high for me, even for
a firm that seems to be widening its moat or is a near-monopoly. Stock
prices decline periodically for a variety of reasons, including not meeting
analysts’ sales or earnings expectations, bearish reports on an industry, or
fears of interest rate hikes or a recession. For a long-term investor, these
price declines, such as those in early 2009, signal good opportunities for
nvesting.

Do Not Sell a Monopoly in a Hurry

I have met many people who bought Microsoft stock when it was a young
company or its price had dipped for one reason or another. However,
they were quick to take profits when the stock price went up 50 percent
to 100 percent even when there was no competitor on the horizon. More
often than not, it is a mistake to sell your shares in a near-monopoly or
even a growing company once you have become knowledgeable about
the company and its products. Peter Lynch shared his experiences with
owning Philip Morris and Subaru stock, explaining that if the growth
story is still good, one should not sell.> When you think that there is a



M = Monopoly = Money 203

high probability of a competitor’s success, you should sell. The stock may
appear expensive from time to time, and it may not be a good time to
add more shares to your portfolio. But selling is often a mistake because
the price may not come down for a while for you to buy it again, and by
the time it does, you might have lost interest in the stock or no longer
have the funds to reinvest in it.

Periodically, stock prices of a monopoly or a near-monopoly com-
pany go up substantially. If the price does become excessive—say, a
price-to-earnings (P/E) ratio of 50—does it make sense to sell the
stock? The main tool in your arsenal, once again, is your estimate of
the company’s intrinsic value. The P/E ratio is just a shortcut to com-
puting intrinsic value. You should always compute a stock’s intrinsic
value before making a decision. Usually, there comes a time when a
company’s monopolistic edge erodes, which should show up in your
estimated intrinsic value. If you find yourself'in that situation, you should
sell your shares. In recent years, I sold my shares in Washington Post and
Whole Foods when the P/E was very high or I saw that the profitability
was declining. In both these cases, it appeared that company dominance
was slipping. It became too difficult to predict the future, indicating that
it was time to sell.

Conclusions

Standard Oil was a monopoly in the early part of the twentieth cen-
tury. Currently, Microsoft seems to be a near-monopoly, although it
is losing market share. For a long time, all these companies rewarded
their shareholders well until, ultimately and inevitably, competition set
in. Although large and powerful monopolies are not easy to find, many
well-run companies with enduring competitive advantages are excellent
long-run investments if their stock prices are not excessive. Among the
stocks owned by Berkshire, such companies include American Express,
Procter & Gamble, Wal-Mart, Coca-Cola, and Wells Fargo.






Chapter 21

Who Wins in Highly
Competitive Industries?

[W]e believe that [GEICO’s] cost of new business, though defi-
nitely rising, is well below that of the industry. Of even greater
importance, our operating costs for renewal business are the low-
est among broad-based national auto insurers. Both of these
competitive advantages are sustainable. Others may copy our
model, but they will be unable to replicate our economies.'

— Warren Buffett

profitable than its competitors. Retailing is also considered highly
competitive, but Wal-Mart is more profitable than others. What
characteristics are helpful for a company to remain a leader in an industry

Insurance is a highly competitive industry, but GEICO is far more

that may be classified as a commodity business or a highly competitive
business? Let’s try to find some answers by looking at GEICO, Wal-Mart,
and other cutthroat commodity businesses.

Insurance Is a Commodity Business Like Retailing

Wal-Mart clearly dominates the discount retail industry. It is so far ahead
of its competition that it is difficult to tell who is second. Kmart and

205
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Sears together are under one corporate umbrella known as Sears Hold-
ings, considered to be Wal-Mart’s main competitor. Wal-Mart’s annual
revenues are about $400 billion, whereas Sears Holdings’ annual rev-
enues are about $50 billion, only one-eighth of Wal-Mart’s. But it was
not always that way. Both Kmart and Wal-Mart were major retailers
until Wal-Mart pulled into the lead and eventually won the race. Before
Kmart and Wal-Mart became the industry leaders, other dominant retail-
ers included J.C. Penney, Sears, and W.T. Grant. You may not recall W.T.
Grant, which went bankrupt in 1975 because it could not compete with
Kmart effectively. Then Kmart went bankrupt in 2002 because it could
not compete effectively with Wal-Mart. Clearly, other companies are
now trying to take market share away from Wal-Mart. While Sears Hold-
ings is now considered to be Wal-Mart’s main competitor, Target and
Costco also compete with Wal-Mart effectively in clothing and wholesale
markets, respectively. And, internationally, Carrefour and Tesco do very
well against Wal-Mart in some countries. If you are watching Wal-Mart,
you should also watch its competitors.

In many other industries, such as grain processing, gold coin mint-
ing, high-end retailing, long-distance telephone service, home-building
materials, and cars and motorcycles, a few leaders emerge over time as
businesses become commodity businesses. Similar to Wal-Mart’s suc-
cess in retailing, the success of McDonald’s in fast-food restaurants and
GEICO’s success in auto insurance have the same underlying reasons.

Two Main Characteristics of a Leader:
Low Cost and Customer Satisfaction

“We sell for less” and “Satisfaction guaranteed” are two of Wal-Mart’s
slogans that eftectively capture two important principles: low cost and
customer satisfaction. To answer a question in Berkshire’s annual share-
holder meeting in April 2000, Buffett essentially echoed Wal-Mart’s
slogans. He said that GEICO’s sustainable advantages were low oper-
ating costs and high-quality service. Like Wal-Mart’s, the McDonald’s
operating model has been a case study in business schools for a long
time. So far, Burger King, Wendy’s, and many others have been unable
to replace McDonald’s. As long as you know that McDonald’s sells for less
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and its customers are happy, you are likely to earn respectable, if not high,
returns over an extended period by investing in McDonald’s. In Novem-
ber 2009, Berkshire announced the acquisition of Burlington Northern
Santa Fe for $34 billion. The acquisition seems to have been motivated,
at least in part, by the fact that railroads are a more cost-efficient method
of transporting goods than truckers.?

A race for dominance can last a long time, and there is no unique
path to success. In the automobile sector, there were many manufactur-
ers for decades before General Motors, Ford, and Chrysler became the
Big Three. But even in the 1920s and 1930s, it was probably not difti-
cult to discern which one was emerging as the leader: General Motors
was becoming larger and larger by successfully combining Oldsmobile,
Chevrolet, Cadillac, and other manufacturers. In the 1980s, Wal-Mart’s
strategy was different. Wal-Mart did not emphasize buying local retailers.
Instead, it built stores and drove the competition out of the market. Lest
we forget, outstanding managers are invariably the real jewelers behind
developing these jewels. Alfred P. Sloan and Sam Walton were to General
Motors and Wal-Mart, respectively, just as Warren Buffett is to Berkshire
Hathaway.

GEICO, under the leadership of Tony Nicely, focuses on direct mar-
keting to keep costs low. Slowly and surely, it has increased its presence
in the market by advertising and, if necessary, reducing insurance pre-
miums. Typically, as a commodity business adds to its market share, its
per-capita cost to keep its sustainable advantage goes down. Consider,
for instance, advertising costs. A full-page advertisement in the New York
Times does not depend on the size of the insurance company. So, the
cost per customer is smaller for a larger company. A 30-second TV spot
on a Super Bowl Sunday will be cheaper for Wal-Mart for each dollar in
sales than for Kmart. In addition, given its smaller sales revenue, Kmart
may not have as much of a budget for advertising as Wal-Mart. Once a
competitive advantage is established, it is difficult to unseat the leader.

However, watch out for the potential of old dominant players to
become dinosaurs. The main reason Kmart failed was that it started
expanding in unrelated businesses such as do-it-yourself stores (Builders
Square) and drugstores (Payless Drug Stores). Technological changes also
affect the competitive field, especially when a dominant player takes its
competitive advantage for granted. A case in point is IBM, which was
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a leader in the computer industry for years. In the 1980s, when the
personal computer market started to bloom, IBM took it for granted
that it would maintain its leadership position. But that was not to be.

The development of the Internet has taken a toll on Barnes and
Noble’s leadership in the book industry. Amazon.com has emerged as
the leader in revenues from book sales over the Internet. With time,
Amazon.com is increasing its dominance and, hence, its cost advantage.
It is also taking some market share from Wal-Mart. Somehow, someday,
‘Wal-Mart’s dominance will erode, but I can’t predict which competi-
tor will emerge to challenge Wal-Mart. If retailing is in your circle of
competence, you may spot such a candidate early and invest in that
company.

The second important ingredient for success in the commodity busi-
ness is customer service or customer satisfaction. American Express was
not the first credit card company; Diners Club was. But American
Express came from behind, established its name on the strength of its
customer service, and captured market share. Interestingly, VISA then
came from behind and, using a low-cost strategy, became the market
leader. At least for now, VISA, MasterCard, and American Express seem
to be surviving well in this market by difterentiating their products. The
main advantage for American Express is its excellent customer service.
Opverall, it earns about one percentage point more on charges than VISA
and MasterCard. But it is expensive to provide good customer service.
For this reason, you may notice that companies often decide to service
one segment of the market or the other. In credit cards, American Express
prefers to service high-end customers by charging a higher annual fee
and a higher fee to book airline tickets.

Good customer service is one important reason for Berkshire’s suc-
cess in traditional industries. Buffett explains Berkshire’s emphasis on
customer service through the following example: “Our two pipelines,
Kern River and Northern Natural, were both acquired in 2002. A firm
called Mastio ranks pipelines for customer satisfaction. Among the 44
rated, Kern River came in 9th when we purchased it and Northern
ranked 39th. There was work to do. In Mastio’s 2009 report, Kern River
ranked 1st and Natural 3rd. Charlie and I couldn’t be more proud of this
performance.”® In the 2008 American Customer Satisfaction Index sur-
vey conducted by the University of Michigan, GEICO ranks higher than
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it major competitors Allstate, Progressive, and State Farm. It seems that
it 1s neither low cost nor customer service but a combination of the two
that results in the winning strategy for companies in highly competitive
industries.

Just as a company’s cost advantage grows with market share, the
same is true of customer satisfaction. As the number of retail customers
increased, many Wal-Mart stores started to remain open 24 hours a day.
In my neighborhood, Wal-Mart is open 24 hours, whereas Kmart is not.
Longer store hours often reduce costs and leave customers more satistied.

How Do Companies Keep Costs Low?

Companies keep costs low in a variety of ways. Wal-Mart has kept the
company headquarters in the small town of Bentonville, Arkansas. Its
executives share hotel rooms and do not dine at fancy restaurants while
traveling. Even though the largest cost for companies is the cost of goods
sold, cost advantage seems to emanate more from indirect or overhead
costs. For example, have you ever wondered why lunch prices are a
fraction of dinner prices at many fancy restaurants? Restaurants pay a
fixed monthly rent, so if they can serve extra meals, their cost per meal
goes down. Also, even if there are plenty of customers available to nice
restaurants during regular dinner hours, a reduced price can help attract
additional diners earlier in the day. At one of my favorite restaurants
in New Orleans, a fixed-price dinner before 6:30 p.m. is only $19,
whereas the same meal after 6:30 p.m. costs twice as much. Extend-
ing hours of operation also reduces overhead costs and attracts a difterent
set of customers—a mechanism known as price discrimination, in eco-
nomic terms. Airlines that offer reduced prices on afternoon flights or
on nonbusiness days also use this principle to boost their profits.

You may be surprised to know that it is not the high gross margin
that is the driving force behind Wal-Mart’s profitability. Gross margins at
Wal-Mart and Kmart have been similar for years. But Wal-Mart, whose
inventory turnover is much higher than Kmart’s, is known for maintain-
ing a highly sophisticated and technologically advanced system to keep
inventory moving. This system considerably reduces overhead costs per
item sold, which brings about higher profitability.
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Proper use of technology can cut overhead costs substantially. Before
the telephone became ubiquitous, GEICO could not possibly have sold
insurance policies directly to customers. Today, many companies exploit
the Internet and other technologies to operate their businesses in dra-
matically new ways. As an investor, keep your eyes on how technology
is being used to improve a company’s cost structure. You don’t need to
buy the stock of the company that invents a new technology; it may be
easier to find a company that uses that technology eftectively.

There is at least one additional example of a low-cost company
among Berkshire’s subsidiaries. After buying an airplane, Buffett must
have recognized that the plane was sitting idle most of the time. If a
mechanism could be developed to make greater use of the airplane,
overhead costs could be reduced. In 1998, Berkshire bought NetJets, a
company that sells and manages fractionally owned airplanes. In NetJets,
Buftett found a business that adheres to the same cost-reducing princi-
ples that GEICO and Wal-Mart follow even though NetJets caters to the
rich. While there are diftferences across businesses, it is highly likely that
NetJets will grow in time as GEICO did. Most businesses finally face
fierce competition. Survivors follow Wal-Mart’s strategy of low cost and
customer satisfaction.

Conclusions

The next time you visit Wal-Mart, think about other companies that
may be similar. They need not be in the same industry. You should ask,
“Who is like Wal-Mart? Who sells for less than their competitors and
provides customer satistaction like Wal-Mart?” For example, when the
airline industry was deregulated, Southwest Airlines, under the leadership
of Herb Kelleher, emerged as a low-cost provider with good customer
service. It has rewarded its shareholders handsomely.



Chapter 22

Property, Plant,

and Equipment:
Good or Bad?

Warren and I have hated railroads our entire life. They are capital
intensive. . .. [They] have long been a terrible business and have
been lousy for investors.!

—Chatlie Munger

espite what Charlie Munger claimed, from 2006 to 2008,
D Berkshire acquired 70.1 million shares of a U.S. railroad,

Burlington Northern Santa Fe. It is currently one of the largest
Berkshire holdings, with a market value of $5.3 billion at the end of
2008. With the November 3, 2009, Berkshire announcement of a plan
to acquire the remaining shares, Burlington Northern will become a
wholly owned subsidiary in 2010. So, have Buffett and Munger changed
their opinion on investing in capital-intensive companies, or is there more
to it? Even before the Burlington investment, Berkshire often invested
in capital-intensive companies. Buffett had invested in U.S. Airways,
PetroChina, and POSCO (a Korean steel company), all of which are
relatively capital-intensive.
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Capital Intensity

Let’s examine Berkshire’s 10 largest common stock holdings to under-
stand whether Buffett prefers low-capital-intensity companies. In
Table 22.1, T present an analysis of Berkshire’s 10 largest holdings to
understand their levels of capital intensity.

There are only three companies that could easily be classified as
highly capital intensive, with property, plant, and equipment (PPE) as a
share of total assets above 50 percent. These three are Burlington North-
ern Santa Fe, ConocoPhilips, and Tesco. Three out of the 10 (American
Express, U.S. Bancorp, and Wells Fargo) need almost no property, plant,
and equipment, and are clearly on the other extreme. It appears that
Buffett does not prefer to invest in highly capital-intensive companies.
Should we conclude that an average investor should not invest or should

Table 22.1 Berkshire’s Holdings and Their Capital Intensities

Berkshire’s Property, PPE as a
common stock Total assets plant, and percentage of
investments, (TA) of the equipment TA (capital

Company market value® company (PPE) intensity)
American Express $2.8 $126.1 $29 2.3%
Burlington

Northern

Santa Fe 5.3 36.4 30.8 84.6
Coca-Cola 9.1 40.5 8.3 20.5
ConocoPhillips 4.4 142.9 83.9 58.7
Johnson &

Johnson 1.8 84.9 14.4 17.0
Kraft 3.5 63.1 9.9 15.7
Procter & Gamble

Company 5.7 138.2 19.0 13.7
Tesco 1.2 45.0 31.8 70.7
U.S. Bancorp 1.9 265.9 1.8 0.7
Wells Fargo & Co 9.0 1309.6 13.5 1.0

Dollar amounts in billions.
*As of December 31, 2008.
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invest very little in common stocks of high-capital-intensity companies?
The question merits discussion.

Because of their large investments in property, plant, and equipment,
high-capital-intensity companies are usually slow in responding to mar-
ket forces or changes in the economy. For example, it is very difticult for
an automobile manufacturer to change its current product when a com-
petitor’s product sets a new trend in the market. High-capital-intensity
companies have low variable costs and high fixed costs, which equals
high operational risk. When times are good, profits go up faster than
sales. When times are bad, profits also go down faster than sales. This
cyclicality is further accentuated by financial leverage, which also tends to
be high for high-capital-intensity companies because it is easy to borrow
against property, plant, and equipment.

The combination of operational and financial risks suggests that high-
capital-intensity companies have a higher probability of facing a severe
financial hardship that could threaten their existence. In other words,
the downside risk from investing in their stocks is high—and that is one
good reason to avoid investing in them. If markets viewed risk this way,
stock returns for high-capital-intensity companies would also be high.
But this does not appear to be the case. We can use the Dow Jones
Transportation Index as a proxy for high-capital-intensity companies
because most companies in the index are highly capital intensive. Data
from Dow Jones with dividends included are available only from 1993.
From 1993 until 2008, annualized returns including dividends on the
Dow Jones Transportation Index are 7.1 percent (201 percent over 16
years) versus 8.6 percent (276 percent over 16 years) for the Dow Jones
Industrial Average.

One reason that high-capital-intensity companies do not do well in
the long run may be that they face problems in restructuring themselves
when it may be necessary to do so. Consider an airline. When demand
falls and airplanes are only half full, it 1s difficult to reduce the number
of pilots and the number of airplanes. On the other hand, a low-capital-
intensity company such as American Express can trim the number of
employees rather easily.

Beyond common stock investments, which trade independently,
Berkshire owns several businesses that are in high-capital-intensity indus-
tries, and their common stocks do not trade independently. The utilities
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and energy segment employs $41.6 billion in total assets, of which $28.5
billion or 69 percent is in property, plant, and equipment. FlightSafety,
Iscar, and Marmon are also in high-capital-intensity industries, in which
I estimate that Berkshire has invested more than $10 billion. So, Buffett
doesn’t avoid all high-capital-intensity businesses, and these businesses
seem to have increased in the Berkshire portfolio over the years.

Capital Intensity and Management Quality

‘When do Buftett and Munger think that a high-capital-intensity business
is worth investing in? Let’s go back to airlines because Berkshire was not
very successful with its investment in U.S. Airways. An equally capital-
intensive Southwest Airlines, on the other hand, generated outstanding
returns to its shareholders. What is the difterence between Southwest
and other airlines?

The main difference is that an excellent CEO, Herb Kelleher, was
running Southwest Airlines. Not only did he start the company; he also
maintained a large personal stake in it. In 2009, the company had a market
value of about $8.0 billion, and Kelleher owned about 12 percent of the
common stock, which he has owned since the airline was started in 1971.
He ran Southwest as a low-cost airline during his tenure as CEO and
did not diversify into other businesses. At age 76, Kelleher is still the
chairman of the board, although he has relinquished his CEO position.
When it comes to management, ownership stake, and dedication to the
company, Kelleher is similar to Warren Buftett.

For a high-capital-intensity company to be successful, the quality of
its management is far more important than it is for a low-capital-intensity
company. When times are tough, management of high-capital-intensity
companies needs to hang on and not give in to change for the sake of
change. During recessionary periods, if a high-capital-intensity company
makes a serious mistake, it may find itself in financial straits and may even
face bankruptcy. Many airlines have gone bankrupt over the years, and
some have done so twice. Several railroads and U.S. Steel have gone
bankrupt, at least once. In general, it is easy for high-capital-intensity
companies to invest large sums of money, borrow a lot from creditors,
and compound their chances of getting into trouble during downturns
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or recessions. One solution to this problem is to hold a large stake in the
company, as Berkshire often does.

In 1963, just before Buftett invested heavily in Berkshire Hathaway,
the company’s capital intensity was high, with its net PPE constituting
about 32.5 percent of its total assets.? Ten years later, by the end of 1973,
net PPE was only 1 percent of total assets. In discussing his mistakes
over the prior 25 years, Buffett said, “My first mistake, of course, was
in buying control of Berkshire”> As the company lost money, it was
not easy to quickly withdraw the investments from the mill. Plant assets
needed to be utilized for several more years before the mill could be shut
down. Not only is the process of responding to declining demand slow,
and changing technology troublesome; such adjustments also consume
precious managerial time.

Your temperament may also work against you when you invest in
a high-capital-intensity company. Profitability of high-capital-intensity
companies is highly changeable, so stock prices may periodically drop
significantly. An investor may become nervous and sell the stock in the
high-capital-intensity companies in a down year, when it is the abso-
lutely wrong time to sell. Pessimism in the marketplace may actually be
a good time to buy if the long-term prospects are not affected. Con-
sider the November 2009 Berkshire announcement of the acquisition
of Burlington Northern Santa Fe. While Berkshire purchased the ini-
tial 22 percent stake in Burlington Northern at $78 per share during
20062008, the price had gone up to $114 per share by June 2008 as
the stock market as a whole went up. However, with the market crash of
2008-2009, Burlington Northern’s stock price came down substantially,
and Berkshire made an offer to buy the remaining shares at $100 per
share when the stock was trading at $76 per share. If the market and the
Burlington Northern stock price had not come down, it is unlikely that
Buffett would have made an offer to buy the remainder of the company.
He has reportedly said that $100 per share was the maximum he was
willing to pay.

You should also consider whether the company is in its growth
period. High-capital-intensity companies are even more profitable than
other companies in their growth phase because the overheads are spread
over a larger output. Thus, their stock prices increase rather quickly. You
may recall that steel companies, infrastructure companies, and housing
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companies prospered in a few years leading up to 2007, when the econ-
omy was doing well. They also invested heavily in property, plant, and
equipment because it was easy for them to raise capital. As the economy
slowed down in 2008 and 2009, they were likely to suffer heavily.

Conclusions

For an average investor, it is best to avoid investing in stocks of high-
capital-intensity companies because the downside risk appears high. This
is not to suggest that you should pass on a good opportunity if you
understand a high-capital-intensity company well. It appears that for
such companies, quality of management is even more important than
for other companies. Berkshire’s large recent investment in Burlington
Northern would allow Berkshire and the company management to run
the company more efticiently, and that may be one additional reason that
Buftett decided to invest in the company.



Chapter 23

Key to Success:
ROE and Other Ratios

The best gauge of the success of an enterprise is the percentage
earned on invested capital.’
—Benjamin Graham, David Dodd, and Sidney Cottle

ou are likely to earn a good return on your stock in the long
run only if the underlying business is earning a good return on
its capital. From the shareholders’ perspective, return on equity

(ROE) is usually the best yardstick, as it isolates the returns that belong
to the shareholders from the returns to the enterprise as a whole.

ROE: Underlying Performance of a Business

Buffett often mentions financial ratios when discussing a business’s under-
lying performance. The most important of them all—return on equity
(ROE)—is net income divided by the book value of shareholders’ equity.
Because Costco is a well-run business, I use it as an example to illus-
trate some of the notable aspects of ROE and related issues. Let’s look at
Costco’s ROE:s for the past 12 years in Table 23.1.

Year after year, Costco has produced an ROE in excess of 10 per-
cent, averaging 12.9 percent over the most recent 12 years. Have the
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Table 23.1 Costco’s Consistent Return on Equity and Return of Assets

Interest
expense after

Fiscal Net Shareholders’ Return on Total adjusting for Return on
year income equity equity assets taxes assets
1997 $ 312 $2,468 12.6%  $ 5,476 $46 6.5%
1998 460 2,966 15.5 6,260 29 7.8
1999 397 3,532 11.2 7,505 27 5.6
2000 631 4,240 14.9 8,634 23 7.6
2001 602 4,883 12.3 10,090 19 6.2
2002 700 5,694 12.3 11,620 17 6.2
2003 721 6,555 11.0 13,192 22 5.6
2004 882 7,625 11.6 15,093 22 6.0
2005 1,063 8,881 12.0 16,514 20 6.6
2006 1,103 9,143 12.1 17,495 8 6.3
2007 1,083 8,623 12.6 19,606 38 5.7
2008 1,283 9,192 14.0 20,682 61 6.5

Dollar amounts in millions.

stock returns been about the same? Costco’s fiscal year usually ends at
the end of August, and earnings data are publicly known by November
of the same year. For comparing the 12-year ROEs to stock returns,
we should therefore use the 12 years of stock returns from the end of
November 1996 until the end of November 2008. During this period,
Costco’s stock price (split adjusted) went up from $11.60 to $51.47,
giving annualized returns of 13.2 percent without dividends. With divi-
dends, the annualized returns are about 13.8 percent. Thus, the ROE and
stock returns are close to one another. The annualized growth in earn-
ings per share was similarly 13.6 percent. However, for various reasons,
it may not be the same for other firms and even for Costco for other
periods. For example, returns are aftected by P/E expansion or con-
traction independent of ROE. Overall, an examination of ROE over
an extended period of time should help an investor determine the per-
formance of the underlying business that finally is reflected in stock
returns.
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Since ROE 1s computed from accounting data, you should use it as
a starting point for inferring stock returns, but be careful not to follow
the numbers blindly. As you may know, there are far too many caveats
to consider when you use accounting numbers in complex settings. For
example, when a company purchases its own shares in the market or
pays dividends, book value of equity is reduced and the ROE may tem-
porarily become very high. In general, you should not rely on any one
financial ratio. You should study growth in earnings per share over an
extended period beyond examining the levels of ROE. Any financial
ratio can be meaningless or lead you to misleading inferences under
certain circumstances. Here is an example to illustrate this point.

I analyzed IBM’s 2004 financial data in 2005 and discovered that the
average ROE for the six years that ended in 2004 was 31.5 percent. At first
glance, this seemed to be very good. However, IBM’s growth in earnings
per share (EPS) was pitiful. EPS was $4.25 in 1999 and remained about
the same, except for an increase in 2004 to $4.93. On a compounded
basis, the annual growth rate was only 2.5 percent. If the ROE was 31.5
percent, why did the EPS fail to grow? Where were those earnings used?
With a little more analysis of the financial statements, I discovered the
main reason. The company purchased shares at market prices but issued
them to employees below cost as compensation. For IBM, the net result
was that shareholders’ equity did not grow because some of the earnings
were effectively used for employee compensation and for repurchases. As
the IBM example demonstrates, if earnings are not increasing, you should
determine if the shareholders are getting dividends, if the company is
buying shares back, or if the funds are being used in an unproductive
manner.

When you are not comfortable with the computed ROE and growth
in earnings, you might still ask, “What is the value of the company’s
common stock?” There are usually no easy answers, but you should be
able to find out what is going on by analyzing the financial statement.
Unless you know the answer, avoid investing in that company. This advice
is similar to Buffett’s argument that investors should stay in their circles of
competence. In this case, instead of focusing on the company’s products,
[ am focusing on the company’s accounting output such as earnings. In
the case of IBM, dividends had grown at the rate of 6 percent in recent
years. Using this growth rate and a discount rate of 10 percent, I valued
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IBM at $25 per share, which seemed ridiculous given the stock price of
$90 per share. I did not invest in the stock.?

ROA: Return on Assets

A companion ratio to ROE is return on assets (ROA). The main objec-
tive in computing ROA is to obtain a measure of performance that
is independent of financing. ROA presents performance of all the assets
employed by the company, not just equity. Thus, the denominator is total
assets and the numerator is earnings before interest expenses, adjusted for
taxes. ROA in Table 23.1 is given by net income plus after-tax interest
expense divided by total assets. Also, for simplicity, I use the end-of-the-
year data in both numerator and denominator. Overall conclusions are
similar whether we use the averages or the end-of-the-year numbers.

A comparison of ROA to ROE tells us the extent to which the
company may be using implicit or explicit leverage. Many of the items
in the liabilities section of the balance sheet are non-interest-bearing, so
an examination of interest expense or the balance sheet analysis would
not tell you the extent of financial leverage. For example, there is usually
no explicit interest expense for accounts payable or for float in insurance
companies. For Costco, the important point to note is that because of
implicit use of low-cost liabilities, the average ROE of 12.9 percent is
about twice the average ROA of 6.4 percent. It appears that Costco
has also been able to use non-interest-bearing liabilities such as accounts
payable to accomplish a high ROE from a low ROA.

This discussion on ROE and ROA should make you realize that
knowledge of accounting is your friend in understanding the underly-
ing profitability of the company. The analysis would also help you assess
the quality of management. If management quality is good, the finan-
cial statements are generally easier to understand. You should view the
financial ratios to help you assess the performance of the management
rather than lifeless assets and equity. Ultimately, there are people behind
performance metrics. I have discussed only two of the important ratios,
but that does not mean that these are the most important ratios for each
company. It depends on the business model of the company and what
aspect of the underlying performance you want to better understand.
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You should think about financial ratios carefully in deciding what ratios
to use and how to interpret them. In particular, the main purpose of dig-
ging deeper into financial statements is to finally develop better forecasts
of future earnings and better estimates of intrinsic value.

Buffett and Accounting

Buffett encourages investors to develop a good knowledge of accounting.
In a Berkshire shareholders’ annual meeting, a New York University
MBA student asked Buftett for his advice on how to develop Buffett-like
skills. In his response, Buffett mentioned that the student should take as
many accounting courses as possible. Remember that you are a consumer
and not a preparer of financial information. Act like a detective trying
to understand the company’s business from reading financial statements.
Buffett reads a lot of financial reports; and for him, perhaps, that is like
reading detective novels. As a reader of financial statements, you could
have fun discovering behind-the-curtain stories.

Accounting numbers are based on a large number of estimates, and
hence, they are not really hard numbers. Yet, academic research shows
that long-short investing strategies can often be developed by using
accounting knowledge.’ When you study financial statements, be a skep-
tic. Buffett writes, “Managers thinking about accounting issues should
never forget one of Abraham Lincoln’s favorite riddles: ‘How many legs
does a dog have if you call his tail a leg?” The answer: ‘Four, because
calling a tail a leg does not make it a leg. It behooves managers to
remember that Abe’s right even if an auditor is willing to certify that the
tail is a leg””* Most accounting numbers are reliable, but you must remain
vigilant. Here are some aspects of accounting that you should keep in
mind:

1. Accountants make many assumptions. Every reported number
1s based on assumptions that are different across companies and on
accounting rules that change over time. Here are two examples. First,
if a company owns a building, its reported depreciation expense is
based on assumptions. Second, expected future expenses such as
promised health care benefits to retirees are based on assumptions
about life expectancies and future costs.
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2. Most accounting numbers are historical in nature. When
someone asks you the value of your house, you are likely to give
its current market value. In contrast, most accounting valuations
of property, plant, and equipment are made at their depreciated
amounts. In the case of land, it is never depreciated. Assume that a
company such as General Electric purchased some land for $5 mil-
lion 100 years ago. Even 100 years later, the reported value of the
land on financial statements will be $5 million.

3. Accountants may or may not use market prices for liquid
assets. This practice is confusing because companies have a choice
in selecting accounting methods depending on the declared purpose
and the amounts of stocks and bonds held as investments. Some assets
and liabilities are marked to market while others are not.

4. Accountants are supposed to be conservative. Often they are
indeed conservative, but in many cases they are aggressive. Don'’t
forget that WorldCom accountants were too aggressive to report
high earnings. The approach they used is not difficult to discern.
From 1999 to 2002, WorldCom misclassified $8.1 billion in expenses
as assets.” The amount was so large that when it was detected, the
company went bankrupt. So you should not assume that accountants
are always conservative.

Buffett has often discussed accounting issues in Berkshire’s annual
reports. In general, the better you are at accounting, the better you will be
at understanding financial statements and, by extension, understanding
and valuing companies.

Conclusions

Ultimately, the return on your investments in common stocks will
depend on the underlying return on the capital used in the business,
which can be measured by return on equity and return on assets. Those
returns, when used properly, give rise to growth in earnings per share that
engenders increases in the price of the stock. Thus, it is imperative that
you compute ROE, ROA, and other financial metrics such as growth
in per-share earnings and book value to examine how the underlying
business is performing.



Chapter 24

Accounting Goodwill:
Is It Any Good?

You can live a full and rewarding life without ever thinking
about [accounting] Goodwill.... But, students of investment
and management should understand the nuances of the subject.’

—Warren Buffett

ere is a surprising fact: The accounting Goodwill amount shown
H in financial statements has almost nothing to do with the word
goodwill in everyday use. However, it is often a significant per-
centage of total assets on a company’s balance sheet. To better understand
accounting Goodwill, I present data on Goodwill and other assets for

several well-known companies. I also discuss its implications for you in
evaluating company profitability.

Accounting Goodwill and Its Economic Value

Table 24.1 reports summary balance sheets along with the recent
Goodwill amounts for several well-known companies. Goodwill as a
proportion of total assets for these companies is between 3 percent for
ConocoPhillips and 42 percent for Procter & Gamble. There is no
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apparent association between these percentages and the everyday mean-
ing of the word goodwill. For Microsoft, reported Goodwill of $12 billion
is only 17 percent of its total assets. By contrast, Procter & Gamble’s
Goodwill of $60 billion is 42 percent of its total assets. How, then, should
you analyze the reported Goodwill in financial statements?

Consider Berkshire Hathaway’s $34 billion of reported accounting
Goodwill. Where did it come from? This amount represents the value
given in cash or stock by Berkshire in various acquisitions in excess of
identifiable net assets. For example, Berkshire acquired General Re in
1998 for $22 billion, but General Re had only $7 billion of net assets. The
additional $15 billion Berkshire paid is reported as Goodwill. Similarly,
when Berkshire acquired GEICO in 1996, Berkshire added $1.6 billion
of Goodwill. The total amount of Goodwill of $34 billion derives from
various Berkshire acquisitions over the years. In addition to General
Re and GEICO, Dairy Queen, Executive Jet Aviation, and Iscar Metal
Works have contributed to Berkshire’s Goodwill.

As an investor, you would like to know if the economic value of
accounting Goodwill is worth more or less than the $34 billion for
Berkshire. First, Berkshire did pay $34 billion in cash or stock to acquire
Goodwill. Hence, from an investment point of view, reported Goodwill
is similar to other assets such as property, plant, and equipment. The
objective then should be to analyze the Goodwill and financial statements
to the extent that this asset helps produce earnings.

Goodwill and Earnings

Why did Berkshire acquire GEICO, General Re, and Iscar with acquisi-
tion premiums? The main reason that a premium is paid is the potential
growth in acquired businesses. Buffett expected these companies to grow,
and he paid premiums. Consider GEICO again. GEICO’ revenues
increased from $3 billion in 1996 to $12 billion in 2008, a growth rate
of 12 percent per year. If this growth rate is higher than what was priced
in Goodwill at the time of acquisition, the economic value of Goodwill
is higher than what the financial records show. We do not know what
Buffett expected the growth rate to be at the time of acquisition, but
12 percent is a very good growth rate given that GEICO is in a mature
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industry. Thus, the economic value should be higher than the $1.6 bil-
lion Berkshire paid for the accounting Goodwill. In this case, accounting
Goodwill is like real estate whose value has gone up without having that
increase reflected on the balance sheet.

One should consider whether the CEO of the acquiring company
wanted to increase shareholder value or had another reason for the acqui-
sition. If there appears to be some other motive, such as the CEO’s ego, it
may be best to avoid that company’s stock. At least the value of Goodwill
would be much lower, and in many cases, it may be assumed to be close
to zero. In the case of Berkshire’s CEO, the answer is clear. We know a lot
about Buffett’s historical record in terms of owner orientation, and since
Buftett and Munger effectively own a controlling interest in Berkshire,
they have no incentive to undertake a merger for the sake of increasing
the company’s size or some other perverse reason.

Buffett discusses Goodwill regarding his acquisition of See’s Candies.
“In 1983, See’s earned about $27 million pretax on $11 million of net
operating assets; in 1995, it earned $50 million on only $5 million of net
operating assets. Clearly, See’s economic Goodwill has increased dramat-
ically during the interval rather than decreased.”? As plant assets are used,
their values often decline owing to depreciation. You should not think
of Goodwill in the same manner. The internally generated Goodwill is
not reported on the books. So, how should one think about profitability
and Goodwill?

Goodwill and Profitability of Acquired Businesses

Berkshire’s businesses fall into three main categories: insurance; man-
ufacturing, service, and retailing operations; and finance and financial
products businesses. In this section, I present recent data from the sec-
ond category to show how investors may look at reported accounting
Goodwill to think about future profitability.

Table 24.2 gives the balance sheet of various subsidiaries in Berk-
shire’s manufacturing, service, and retailing businesses, which includes
MiTek, Shaw Industries, NetJets, McLane, and other companies. At
the end of 2008, the equity in this group was $30,779 million, and
net income for the year was $2,283 million. For simplicity, using the
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Table 24.2 Berkshire’s Manufacturing, Service, and Retailing Operations

Balance Sheet, 12/31/08

Assets Liabilities and Equity
Cash and equivalents $ 2,497 Notes payable $ 2,212
Accounts and notes Other current liabilities 8,087
receivable 5,047
Inventory 7,500 Total current liabilities 8,103
Goodwill and other Deferred taxes 2,786
intangibles 16,515
Fixed assets 16,338 Term debt and other
liabilities 6,033
Otbher assets 1,531 Equity 30,779
$49,897 $49,897

Dollar amounts in millions.

year-end data, the return on equity (ROE) (2,283/30,779) was 7.4
percent.

Successtul investing 1s about looking ahead. Think about what Berk-
shire’s future incremental rate of return might be. A simple approach is
to imaginatively fast-forward several years when Berkshire subsidiaries in
this sector will be twice their current size and earn twice their current
profits. In other words, consider the situation, maybe in 10 years, when
net income will be double, or $4,566 million. To generate the additional
net income, total assets need not be twice the initial amount because
the Goodwill part of total assets does not have to be purchased again.
Some funds may have to be spent to maintain the Goodwill, but it is
hard to believe that the amount needed would be twice the initial sum.
This is because expenses for advertising or research and development
that are required to maintain Goodwill are subtracted from revenues in
computing net income.

For this illustration, I make the reasonable assumption that no
additional amount in Goodwill will be needed for growth. Ignor-
ing Goodwill, additional assets needed are $49,898 million minus
$16,515 million, or $33,383 million. If the liabilities amounts equal
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those in 2008 ($19,118), the new equity needed would be $14,265
million. The incremental return on equity of $14,265 million would
be $2,283/$14,265, or 16 percent. This would be a very good return
indeed. If you had ignored the special aspect of Goodwill, you would
have incorrectly assessed ROE to be only 7.4 percent as computed ear-
lier. I repeat that in all such predictions, we make many assumptions, and
one should always keep that in mind. Overall, if a company is likely to
grow and has good management, you may compute the rate of return
without reported Goodwill. You may then use your projected numbers
to compute the company’s intrinsic value.

Conclusions

Reported Goodwill in financial statements relates only to acquisitions
and is the amount paid above the net tangible assets acquired. If a com-
pany after being acquired continues to grow in revenues with the same
level of profit margin, the return on equity will also grow because
no additional investment in Goodwill is generally needed. Account-
ing Goodwill is indeed a valuable asset in well-managed companies. In
computing return on equity and intrinsic value, you should, therefore,
pay special attention to Goodwill.



Part Eight

PSYCHOLOGY

uffett has often mentioned that it is difticult to predict the market
B in the short run because market participants are not all rational.
You will be a better investor if you are able to deal with the
market’s ups and downs. In Chapters 25 and 26, I discuss important
ideas from psychology to help you better understand the markets and

yourself.
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Chapter 25

How Much Psychology
Should You Know?

The dumbest reason in the world to buy a stock is because it’s

going up.!
— Warren Buffett

any investors make dumb decisions by chasing stock prices.
M Do you? If so, what can you do about it? We will get better

answers by studying psychology than by boning up on finance
alone. The fascinating field of psychology is no longer limited to human
behavior in social settings. In recent years, behavioral finance has shed
light on the psychology of stock prices and financial decisions by market
participants. Essentially, two main forces affect stock prices in the market:
the fundamentals of the company and human behavior. Both forces have
a role to play. However, a combined knowledge of the two should make
a more powerful foundation for making intelligent decisions in the stock
market than relying on fundamentals alone. Since a long discussion of
psychology will take us away from our main goal of becoming better
investors, only issues that are important from an investing point of view
will be covered here.
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Herding and You

You do not need a degree in psychology to understand that in the short
run, the price of a stock can deviate substantially from its basic value
because market participants may betray a herd instinct in their behavior.
This is probably the most important concept that you need to know
about market psychology. When people do not understand a company
well, they follow the crowd: They chase the winners and dump the losers
indiscriminately.

Because of this herd mentality, individual stocks—and the entire
market—may go up or down dramatically. Herding stems from greed
or fear. When interest rates rise or when there are fears that an impor-
tant country’s economy will falter, world markets react substantially. It
is extremely difficult to time the market or to forecast events that make
markets move dramatically. The lesson to learn is that when the market
does go down significantly, prime buying opportunities may surface.

Do you know whether you have the herding instinct? It’s a good
idea to find that out if you can. The most common phenomenon I
have observed is that people feel like buying a stock when its price has
recently gone up or when the market has gone up. If you do so with-
out evaluating the company, you are probably herding. Do you evaluate
the price increase in a logical manner? You are probably not herding
if you compute a stock’s intrinsic value before you make a buy or sell
decision.

Investors often extrapolate evidence from recent trends and then
decide to buy or sell. If it were easy to pick stocks based on recent price
trends alone, most mutual fund managers would be able to beat the
market indices. But most of them don’t. For every trend that continues,
there is probably another one that does not. Consider two leaders in the
personal computer industry in the late 1990s: Dell and Compaq (now
Hewlett Packard). By 1998, Dell’s stock price had gone up by several
hundred percent, a trend that continued for two more years. How about
Compaq? Like Dell, Compaq had a tremendous run until 1998, but
in 1999, its price went down by 50 percent. Both stocks belonged to
the same industry and faced similar macroeconomic environments. If
you had bought Compaq instead of Dell, you would have regretted your
decision. You were more likely to have chosen the better stock if you had
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tried to identify the fundamental reasons behind the successes of Dell and
Compagq. By 1998, Compagq, in an untested strategy, was pushing into
IBM’s mainframe territory by acquiring Digital. Given the uncertainty,
a high price for Compaq was not justified.

Investors herd often and in some cases create market euphoria. In the
late 1990s, everyone bought high-tech stocks. The tech-heavy NASDAQ
index peaked at 5,048 on March 10, 2000. Investors were herding. One
interesting point to note is that many investors who thought themselves
to be independent of the herd mentality avoided high-tech stocks but
bought other stocks. During this period, most non-high-tech stocks also
became expensive. For example, Coca-Cola traded at $80 per share at
a price-to-earnings (P/E) ratio of about 50. What could explain this
high price other than herding? It is indeed difficult to avoid herding;
even those who thought they were not herding were in fact also herding
by buying non-high-tech stocks such as Coca-Cola. They all suffered
later in 2000 and in following years. If you bought Berkshire Hathaway
stock—for which the price went down during the same period—you
were not herding. (I did buy some additional Berkshire stock.) In the
early- to mid-2000s, people bought homes. They were herding. Many
others who thought that they were not herding bought stocks. They did
not know it, but they were also herding, as stock prices were also high.
All asset prices were in a bubble. Most investors suftered in the downturn
in 2008.

The best antidote to herding lies in knowledge and in focusing on the
long run. Buffett’s suggestion of buying only what you know may help
you avoid following the herd. In addition, concentrate on fundamentals.
Peter Lynch has captured this idea in the chapter “Earnings, Earnings,
Earnings” in his book One Up on Wall Street. He explains, “What you're
asking here is what makes a company valuable, and why it will be more
valuable tomorrow than it is today. There are many theories, but to
me, it always comes down to earnings and assets. Especially earnings.”?
Reading Peter Lynch or Warren Buffett was a good start for me, but
not enough. I understood them better only after I delved into learning
behavioral finance and evaluating my decisions. And it took me several
years to understand that [ had a herd mentality. To avoid herding, I try to
zero in on the long term. Follow Plato’s centuries-old wisdom: “Know

thyself”
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Examine Your Buying and Selling Patterns

How can you determine how you make decisions? My approach is to
write down my reasons for buying and selling a stock immediately after
I make a decision. If I don’t do this, I find that I’'m not honest with
myself later. With the benefit of hindsight, I can always try to justify my
choices—which prevents me from understanding myself and improving
my decision-making abilities. After a few years of this practice, I came
to understand many of my habits. Talking with others, I have realized
that many of my weaknesses are common. I saw that I was much more
influenced by price movements than I thought I was. I got excited to
buy when a merger was announced, when a product was launched, when
the dollar-yen exchange rate changed, or when an ineffective CEO left
a company.

In the short run, whenever my decisions proved to be correct, I
found myself talking about them. I paid less attention to my incorrect
decisions (Kmart!). I also realized that my long-run results were usually
not related to what happened to the stock price right after I bought the
stock. But [ was paying more attention to the stock immediately after
I had purchased it, when I should have been paying more attention to
the stock before purchasing. 1 do that now. Although I always believed
in the importance of earnings and assets, I did not understand their full
significance in my decision making until I started writing. I learned the
value of looking at a long historical record of performance.

In addition to writing down your decisions and analyzing them later,
you may try other techniques to learn more about your decision making.
For example, you may separate all the months the market went up from
the months the market went down. From your broker’s statements, you
can find out whether you were a net buyer or a net seller during various
months. If you were a net buyer during the months the stock market
declined, you are more likely to be a contrarian. But if you were a net
buyer when the stock market did well, you may have a herd mentality.

If you delay your decisions when the market is going up or down,
you might want to analyze your buying and selling patterns in the months
following the period when the market moves up or down. A simple anal-
ysis like this can tell you a lot about yourself. You could also redesign
this approach to suit your needs. For example, you can examine whether
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you buy low P/E stocks or high P/E stocks. The most telling informa-
tion about your behavior would come from identifying the events that
trigger a decision, because a decision is not something you dream up
from nothing. You should know the principal variables that trigger your
decision. Are you motivated by the market, the evening news, a friend’s
recommendation, or something else? A good investor should know who
he or she is. Self-reflection can be challenging but very rewarding to an
investor.

Can You Change Yourself?

To benefit from the market’s gyrations, you need not only to understand
the basics of market psychology and yourself but also to find out whether
you can change. If you find it difficult to change, then understanding mar-
ket psychology or yourself may not be enough. Consider the following
example. Say you acknowledge that if you drive after drinking alcohol
at a party, you increase your chances of having an auto accident. It is
also important to know, though, whether you can change your behavior
and control drinking. If you cannot change your behavior at the party
by refusing to drink, are you willing to change your behavior after the
party? Can you leave your car at your friend’s place and take a taxi home?
It is one thing to know the right thing to doj; it is another to change
your behavior. Benjamin Graham puts this succinctly: “It is easy for us
to tell you not to speculate; the hard thing will be for you to follow this
advice

Buftett has often mentioned that different people are wired differ-
ently. For example, he has jokingly said that he would have been an
animal’s lunch if he had been born a few hundred years ago, implying
that his skills are more suited to the modern world. The main message
is that it is not easy to change. After reading Buffett’s partnership letters
from 1958 to 1969, his annual letters to shareholders from 1970 to 2008,
and many of his articles, I find that Buftett has altered very little in his
approach to business and investing. The good thing about his consistent
behavior and decision making is that we can learn from his investing
practices. This does not mean that one can change easily and follow his
principles. Even after years of scouring Buftett’s writings and going to the
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annual shareholder meetings, I look at stock prices several times during
the day. I sometimes buy or sell stocks without analyzing them as well as I
should, and I occasionally trade options. But I have changed somewhat. I
have certainly realized that it takes me a long time to change. This seems
to be a common phenomenon.

How Psychology May Help You

In his highly celebrated book The Alchemy of Finance, George Soros points
out that the outcomes in social sciences such as economics arrive from
a different process than the processes in natural sciences.* In natural sci-
ences, one set of facts follows another without interference. The scientist
does not influence the process. Specifically, nothing the scientist does will
turn base metals into gold.

Now, to consider the financial markets, let’s use an example similar
to the one Soros cites. Assume that under reasonable conditions, Widget
Company’s stock price should be about 20 times its earnings per share. If
the company’s earnings per share go up from $0.80 to $1, its stock price
should go up from $16 to $20 per share. If all market participants act
rationally, the price may go up to $20 and stay there. However, financial
market participants do not all behave rationally. As market participants
observe stock prices going up after earnings increase, more buyers may
come in and the price may climb higher than $20. The final price will
depend on the availability of money, participants’ experiences with other
investments, and perhaps even weather (because their moods may vary
with the weather). The main point is that the relation between earnings
and prices in the short run depends on participants’ perceptions and
actions, not on fundamentals alone.

But the story does not end here. Let’s say that the stock price goes
up to $30. The company’s management may evaluate the stock price and
conclude that it is, at that point, overvalued. The company may then use
its stock as a currency to buy another company or to issue new shares
at this higher price, which generates more cash for the company. This
action may indeed push the intrinsic value of the company’s stock from
$20 per share to a higher price. On the other hand, if the managers pay
a high price for acquisitions, there may not be any gain in intrinsic value
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and there may actually be a loss. The managers’ behavior may determine
whether the company becomes successful or wastes the newly acquired
resources. The final outcome is generally not easy to predict, but it is
useful to think in terms of possible outcomes and to take into account
both fundamentals and psychology.

In January 2000, a relatively new but successful Internet company,
America Online (AOL), announced that it was buying the established
publisher and media giant Time Warner. Based on the trading prices
of the two companies at the time, the combined market value would
be $350 billion. In April 2009, the combined market value was only
$30 billion. In this transaction, AOL used its overvalued stock as a
currency to purchase Time Warner. The combined firm was not as
successful as merger plans had anticipated, but had AOL not engaged in
the acquisition, it might not have survived as a viable company at all.

Prices do not follow fundamentals alone, because investors often
want to get rich quickly when the market is rising (greed), and they
want to protect their investment value when the market is falling (fear).
In a rising market, initial price changes may lead to further price changes
as investors pour in, which then makes the market overvalued. On the
other hand, when prices are falling, more sellers come to the market to
protect their investments and the market becomes undervalued. Nobel
Laureate George Akerlof and Robert Shiller describe this phenomenon
as price-to-price feedback leading to a vicious circle of prices going up
or going down for a while.’

Market trends leading to bubbles and busts do not last forever; they
finally reverse. There are several implications for an average investor. First,
a bubble (overvaluation) usually starts in one sector of the economy and
then spreads. In the late 1990s, the bubble took shape in the high-tech
industry; and in the mid-2000s, the housing industry led the charge.
Second, relative valuations may often not be a good guide for investing.
After the initial rise of the high-tech stock prices during the Internet
bubble, most other stocks also became overvalued. As I noted earlier,
even Coca-Cola was trading at a 50 P/E in the late 1990s. Third, it
seems impossible (at least to me) to tell how long a bubble or bear market
will last. Finally, to take advantage of these bubbles or bear markets, you
should buy or sell a stock only after you have objectively computed its
intrinsic value as described earlier in Chapter 5.
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How to Think about Psychological Biases

Many psychological studies show that the human decision-making
process is imperfect. In particular, individuals deviate from economic
rationality. For example, they make different choices depending on how
a given problem is presented to them. Individuals are also known to vio-
late several principles of statistical theory (for example, Bayes’ theorem)
in predicting uncertain outcomes.

However, simply because some investors place a lot of weight on
psychological factors and less weight on fundamentals doesn’t mean we
should get carried away with the idea that the financial markets are crazy.
We do not know whether trading by one group of irrational investors,
on average, cancels out trading by another group. In general, if both
optimists and pessimists trade in the market, there may not be any desta-
bilizing effect. It is difficult to find a smoking gun that links psychological
forces in individuals to mispricing in the marketplace. While it is beyond
the scope of this book to examine various models in psychology, it is
appropriate to discuss some of the relevant issues. In general, when you
read a psychological explanation of movements in the market, evaluate
it rationally just as you would evaluate a salesperson’s pitch of a product.

Let’s start with the so-called overconfidence bias. Overconfident
people have a tendency to overestimate their skills. Those who think
that they can drive well even after drinking the whole night are simply
overconfident in their abilities. I want to use overconfidence as an exam-
ple to show that, in my opinion, overconfidence in stock-picking ability
does not necessarily mean that a person will pick wrong stocks and lose
a lot in the stock market. Take the following thought experiment as an
example.

First, imagine a situation where a person thinks that he can pick
undervalued stocks but does not have the ability. Even if he does not
have a superior ability, he will not necessarily underperform the market.
Without any ability to pick undervalued stocks, he will essentially pick
stocks randomly as a monkey would. Some stocks will underperform
the market, and others will outperform the market. Overall, even in the
absence of superior stock-picking ability, he will do just fine—that is,
his performance will match the market’s performance.
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Now consider another person who is also overconfident but has some
ability nonetheless. Not all his picks may do well, but more than five out
of ten will, because of his ability. Assume that he picks 10 stocks that he
is (over)confident about. Since he has some skill, he will outperform the
market on average. The result will depend on his overall ability to find
undervalued stocks, not on his level of confidence in them. On average,
if you are able to pinpoint undervalued stocks, it does not matter whether
you are highly confident or not so confident. Thus, the overconfidence
bias by itself is not a bad human characteristic in picking stocks.

In some situations, biases may indeed be destructive. One common
bias that I also have is that of not selling a stock at a loss. But if you
believe that the stock is overvalued, then you should sell even if the
current price is below your cost and you have to take a loss. Professor
Terrance Odean examined trading records for 10,000 accounts at a large
discount brokerage house and found that investors are reluctant to realize
their losses, which may be one reason for their underperformance relative
to the market.® Consider another bias or misperception: comparing the
stock market to a casino. If you believe that you can do well in gambling at
a casino, you are more likely to be wrong than right. The stock market
for you becomes a casino when you try to time the short-term price
movements. In that case, your beliefs may lead you to trade excessively,
and trading costs will harm your performance.” Similarly, if you are
betting in the options or futures markets, you may lose because time
is not on your side, and you are probably playing against the house.
Everyone has biases. However, you need to think about how biases may
affect your behavior and whether that behavior is harmful.

Where do these biases come from? While they probably have their
roots in factors such as genes or geography, let’s just consider one source:
you and your own experiences. If you lived in Seattle and saw scores of
software engineers becoming millionaires from working for Microsoft,
you would have lined up at a local university to become a software
engineer. You may have disregarded the possibility that you did not have
suitable skills to become a good software engineer. Maybe you should
have gone to law school instead. Similarly, if you lived in Fayetteville,
near Wal-Mart’s headquarters, you would have given your left hand to
work for Wal-Mart when it was growing fast.
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Why do people believe that a trend in prices will continue? Probably
because of their own experiences with a wide variety of charts since
childhood, they naturally see patterns even when there are none. In most
charts, whether they depict per-capita income, number of cars produced
each year, or consumer prices, there is a noticeable trend. In most charts
that I have come across in my life, there is an upward trend. Given this
vast experience, when we observe a price chart, we intuitively imagine
a trend even when there is none.

Likewise, why do investors flock to investing with previously suc-
cessful mutual funds when it is well known that past successes generally
do not predict the future? Once again, they are probably reacting on the
basis of their experiences with patterns in life in general. A successful
surgeon continues to be successful, a good manager remains a2 good man-
ager and may even get better with age, a good artist continues to be a
good artist, and a good researcher continues to be a good researcher. But,
this pattern does not apply to most mutual fund managers because the
luck factor looms large.® Overall, most of us do not have enough knowl-
edge of the right variety to think independently all the time. We form
biases because we extrapolate knowledge from past to future or from
one field to another. However, if you read widely and learn from others’
experiences beyond your own, you should be able to reduce your biases.

Some Important Questions for You to Consider

The purpose of understanding psychology is to reduce the irrational
component in your decision making.” To apply psychology in your stock
buying and selling decisions, the first thing you should explore is your
primary reason for making that decision. Consider a situation in which
you decide to buy a stock because the stock’s P/E ratio is low. Knowing
the primary reason for your decision, you should ask yourself, “Is buying
a low P/E stock rational?” There is plenty of evidence in the literature
to suggest that in the long run, buying a low P/E stock results in higher-
than-average returns. Thus, your motivation appears rational. You may
have follow-up questions: “Why is the P/E low?” or “What percentage
of low P/E stocks actually outperforms the market within three years?”
or “How long should I hold a stock after I buy a low P/E stock?” Because
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you realize that you are not very patient, you may not like the answer
that you should hold a stock for three to five years, and you may decide
not to invest in low P/E stocks.

In any case, systematic thinking will help you determine what you
know or do not know and overcome your psychological biases. When
you do not know the answer, you need to make a judgment call. In
the case of buying a low P/E stock, you might find that one possible
reason for the low P/E is that the earnings are temporarily high. It may
not always be possible to gauge the extent to which earnings are tem-
porarily high, and you may have to make a judgment call based on your
knowledge of available financial data. In estimating the intrinsic value
of Burlington Northern Santa Fe earlier, I entertained this possibility
because the economy was doing well until 2007. But I am unable to tell
the extent to which earnings may decrease in 2010 or 2011. In computing
intrinsic value, we have to make estimates or judgment calls. Ultimately,
everyone has to make judgment calls, but following a systematic approach
will help you know when you are making a judgment call.

Consider a company that has an excellent product line and whose
stock you are thinking of buying. You will probably examine the histori-
cal sales growth or past price patterns. You will also look at the company’s
fundamentals and management; but finally, you will have to make a judg-
ment call. You might conclude that you do not know enough about the
company’s prospects but that the price looks attractive based on what
you know. In other words, you do not have enough confidence in your
decision. You may decide to invest only a small amount of money in the
stock and revisit the information set after a few months.

Your ultimate question should always be “Is this rational based on
all that I know?” On average, if you go through a set of basic questions
about the stock and psychology, you should do well in the stock market.
Of course, in the process of learning about yourself, if you conclude that
you are likely to make irrational choices more often than not, maybe you
should stay away from the stock market. In that case, your situation may
be similar to someone who knows the dangers of excessive drinking but
cannot help but drink when he visits a bar. He should learn not to go
near a bar. Overall, knowledge of fundamentals should help you estimate
the company’s long-term future, and knowledge of psychology should
help you inject rationality into your decisions.
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Conclusions

Everyone has opinions and psychological biases. However, people may
not know their own biases. The more you know about your psycho-
logical biases, the better you can function in the volatile stock market.
The entire market may be influenced by psychological reasons, not by
fundamental reasons alone. From an investment perspective, the bot-
tom line is that the market will continue to fluctuate and give you
solid opportunities every so often. Value in the long run is determined
by fundamentals, while short-term gyrations reflect market participants’
psychological weaknesses, such as herding. Knowledge is the best anti-
dote to making wrong decisions. If you are a long-term investor, the
rational thing to do is to make decisions based on long-term fundamentals
of the business.



Chapter 26

How to Learn
from Mistakes

What we learn from history is that people don’t learn from
history.!
— Warren Buffett

oth Warren Buftett and Charlie Munger believe in learning from
B mistakes. During Berkshire’s 1997 annual meeting, Munger said
that in the past, Berkshire board members have discussed their
mistakes to learn from them. Members brought up one or two important
mistakes they had made in their careers. Most of us find it easy to talk
about our successes but difficult to talk about our mistakes, and often we

attribute our mistakes to bad luck.

Mistakes versus Bad Luck

We should differentiate mistakes from bad outcomes or bad luck. A bad
outcome, for example, was the drop in the stock price of Johnson &
Johnson when Tylenol was found to be laced with poison and several
consumers died.? If you had owned Johnson & Johnson stock then, it
was bad luck, not a mistake. When Salomon Brothers got into trouble in
1991, Berkshire Hathaway suffered financially, and Buffett also suffered
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personally when he took over as the CEO of Salomon to sort out the
problems. The scandal at Salomon that led to Buffett’s involvement was
a rare event, and so there was very little to learn from it. It was almost
impossible to predict the Salomon scandal. It was simply bad luck.

It is also not a mistake when you consciously decide not to do
something that turns out to be good luck. For example, if you do not
participate in your oftice lottery pool and the pool wins a mega-million-
dollar jackpot, you have not made a mistake. Although a close friend of
Bill Gates, Buffett is said to have bought only 100 shares of Microsoft.
Was Buftett mistaken in not investing more in Microsoft stock? No.
Buffett has consciously decided not to invest outside the circles of his
competence.

Nor did Buffett buy shares in Fannie Mae in the mid-1980s before
the stock did very well. In one of Berkshire’s annual meetings, he said that
not buying Fannie Mae was a mistake. Buffett knows a lot about financial
companies and felt he should have known that, ultimately, Fannie Mae
was likely to be successful. From 2006 to 2008, Berkshire invested more
than $7 billion in ConocoPhillips stock when oil and gas prices were near
their peak. The stock price subsequently dropped by 50 percent. In the
2009 annual meeting, Buffett mentioned that buying the ConocoPhillips
stock was a major mistake.

Learning from Mistakes

In 1965, Buffett took control of Berkshire Hathaway. On different occa-
sions, he has mentioned that it was a mistake. He knew that the prospects
of textile manufacturing were unpromising, but he bought it because the
stock price looked cut rate. (He may have also bought it for its cash flows.)
He learned, I believe, that reasonable growth prospects are important.
He also seems to avoid high-capital-intensity businesses since then unless
he is in a position to influence managerial decisions by holding a large
stake in the company.

We often make mistakes because we do not think systematically about
our decisions. Michael Mauboussin, chief investment strategist at Legg
Mason, recommends creating a list to concentrate on steps needed to
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make a good decision.> On many occasions, I have asked my friends if
they had made a mistake by not investing in Berkshire. Some of them
answered yes. However, when I ask them what they have learned from
that mistake, they usually draw a blank. Making mistakes is not a bad
thing, not learning from them is. My usual suggestion to my friends is
to examine whether Berkshire is still a good stock. If Buffett has been so
good in the past, should we have some confidence that he will produce at
least reasonably good results in the future? This sequence of questioning
led me to continue to invest in Berkshire. In early 2009, I bought more
of Berkshire stock when the class B shares were trading at around $2,500
per share.

Learning from investment mistakes is easier when you are already
somewhat knowledgeable about the industry in which you invest. For
example, if you know something about retailing and you invest in Target
or Wal-Mart, you will have the opportunity to learn from your invest-
ments. In the late 1990s, I invested in Kmart because the stock looked
cheap and I was expecting the company to grow. However, I suffered
significant losses. I should have visited the stores more frequently to
examine the quality of customer service and the availability of prod-
ucts. Later, I also learned that Kmart’s low inventory turnover ratio was
one indication that the company was not doing well. This mistake has
nudged me to become better in using financial ratios. My knowledge in
accounting and finance has helped me in this regard. Thus, expertise and
learning from mistakes go hand in hand. This is one additional reason
that investors should invest in their circles of competence.

The first step in learning from mistakes is to acknowledge that a
mistake was made and by itself, making mistakes is not a bad thing.* To
avoid future mistakes, [ write down my errors in the privacy of my home.
Second, I write potential reasons for my mistakes. Once I have analyzed
the reasons, I take the third hard step of talking about my mistakes to my
friends. I even hang the now-worthless Kmart share certificate on my
office wall. I used to buy and sell frequently after reading an article in the
Wall Street Journal or Barron’s. But now, through this constant writing and
evaluation process, I am much less likely to buy or sell on a whim. Most
of my holdings are now long-term holdings. Whenever I feel like selling
my long-term holdings of Berkshire Hathaway, Wal-Mart de Mexico,
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and American Express, I go back to the reasons I bought them in the
first place and evaluate current conditions.

Mistakes of Commission and Mistakes of Omission

Berkshire Hathaway purchased 200 million shares of Coca-Cola for about
$6.50 per share (split-adjusted) in the late 1980s. During the Internet
bubble period in early 1998, the Coca-Cola stock price was $85 per
share, which, by most valuation metrics, was overvalued. For example,
the P/E ratio was over 50. Buffett has subsequently hinted that not selling
Berkshire’s Coca-Cola stock was a mistake. By 2003, the stock price had
fallen to $40, and in early 2009, it was still trading at around $45 per
share. We don’t know why Buffett did not sell the stock, but we can
speculate and possibly learn from this episode.

First, Buffett was a director on the Coca-Cola board of directors. Any
director would find it difficult to sell a huge position in the company
stock. Buffett resigned from his directorship in 2006 after 17 years on the
board. Second, it is possible that when a company has significant cash
flows as Berkshire does, even people like Buffett may not be attentive to
the price of an investment. After all, the idea in long-term investing is
not to focus on the day-to-day price. Finally, it is worth mentioning that
if Buftett had sold the Coca-Cola stock at close to its peak, say in 1999
or 2000, and invested the after-tax proceeds in the market index, the
losses by 2009 would have been about the same. This is a good example
to think about when you look at your own mistakes; the main lesson
probably is that you should sell a stock when it is clearly overvalued. I
also do not know why Buffett bought ConocoPhillips stock and then
sold it. My guess is that he realized that because of high volatility in oil
prices, oil company stock prices are speculative in nature.

Buftett has often talked about mistakes of omission—the investments
that should have been made but were not made. In one instance, he
discussed not buying Wal-Mart stock, which was in his circle of compe-
tence. It was not a high-tech company, and it was growing successtully
in the U.S. Midwest where his hometown of Omaha is located. I think
it would help us all if we learned to evaluate our mistakes not only of
commission but also of omission.
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Conclusions

Everyone makes mistakes, and bad luck strikes everywhere. There is not
much you can do about bad luck except to diversify and shy away from
huge risks. When you do make mistakes, take the time to ponder them
and find ways to avoid making the same ones again.






Part Nine

CORPORATE
GOVERNANCE

ow does Buffett successfully manage a large conglomerate?
When you think about investing in the stock market, you
should also consider the quality of corporate governance prac-

tices at the firm. In Chapters 27 through 30, I review several principles
that Buffett has adopted in running Berkshire Hathaway.
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Chapter 27

Dividends: Do They
Make Sense in This
Day and Age?

[D]ividend policy is irrelevant for the determination of market
prices, given investment policy.’
—Merton Miller and Franco Modigliani

T he practice of paying regular dividends is a long-standing puz-
zle. In a well-known article, two Nobel laureates in economics,
Franco Modigliani and Merton Miller, wrote that a company’s
value does not depend on its dividend policy; rather, value depends on
how the company invests its resources. After all, dividends are equivalent
to transferring shareholders’ money from their accounts with the com-
pany to their personal accounts. When a company pays a dividend, its

share price drops by almost the same amount as the dividend.

Berkshire Does Not Pay Dividends

Buffett seems to agree with academic thought on the topic of dividends.
Berkshire Hathaway has not paid any dividends for the past 42 years. MIT
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professor and Goldman Sachs partner Fischer Black argued that because
of the U.S. double-taxation structure where corporations first pay taxes
on earnings and then individuals again pay taxes on dividends, both
corporations and individuals should prefer no dividends.? Corporations
should only return earnings to their shareholders as cash dividends when
they do not have projects with reasonable rates of return and their own
share prices are high. If the share price is low, they should repurchase
their own shares.

Consider Citigroup, a large financial institution with a market cap-
italization of about $200 billion in late 2007. Its common stock was
among the highest dividend-yielding stocks, paying stockholders 7 per-
cent. During 2007, the stock price declined by over 40 percent because
the company suftered losses of about $10 billion in its housing-related
investments. In the wake of Citigroup’s decline, CEO Charles Prince had
to resign. To regain its financial strength, Citigroup issued $7.5 billion of
convertible securities, yielding 11 percent to the Abu Dhabi Investment
Authority. By any yardstick, 11 percent is high, in light of the fact that
the going rate of interest on 10-year Treasury notes at the time was only
4.25 percent and the 30-year mortgage rate, about 5.8 percent.

Although Citigroup’ stock price had declined and the company was
forced to raise funds, it continued to pay almost $10 billion a year in
dividends. It was obvious that Citigroup needed cash in a hurry: The
market did not think highly of Citigroup’s financial strength because of
the huge losses it had incurred. Why did Citigroup not cut its dividends
immediately when it was obviously in serious financial trouble? Some
have argued that once a company starts paying a dividend, the market
expects the company to pay the dividend at regular intervals forever.
This argument may have some justification in normal circumstances,
but the logic is questionable in this case. Since the company already
indicated that it was in financial trouble and needed to raise funds by
issuing preferred stock, a dividend cut would have been a more logical
choice than raising equity. While Citigroup is an extreme example (and
it finally cut its dividend), it is common for corporations to raise equity
and pay dividends at the same time. Such cases are often examples of
poor financial management.

Receiving regular dividends is costly to you. First, if you own shares
in your name, you receive checks every quarter that you then have to
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take to the bank, spending time on this chore. Depositing of dividends
can be made automatic if you own shares in a brokerage account, but
many people prefer to hold shares themselves because they are safer that
way. Second, you have to spend more time and effort keeping track of
your dividends for tax purposes. Finally, you have to pay taxes on these
dividends, often at a rate higher than the capital gains tax rate. If some
shareholders need regular infusions of cash, it is not clear that what they
receive in dividends is the right amount for them. Shareholders can easily
sell a few shares if they need cash. Also, shareholders can decide which
shares to sell to minimize their tax burden. Perhaps some intermediaries
and consultants who give advice on dividends earn fees, and that may
be one reason most companies continue to pay regular dividends in this
day and age.

So what should you look for in a dividend policy? A regular dividend
payment from a company that generates regular free cash flows but does
not have growth opportunities indicates a company with self-disciplined
management. In academic finance, this is known as the monitoring role
of dividends. Because of the commitment to pay regular dividends, such
companies are less likely to waste resources and are good candidates for
further analysis. Costco started in 1983 and used its cash flows for growth
until 1994, when it started paying dividends. It was a good company to
invest in before it paid any dividends and also after it started paying reg-
ular dividends. If you had focused only on dividend-paying companies,
you would have not invested in Costco or for that matter in Berkshire
Hathaway.

A regular dividend payment by itself is not a strong enough variable
to characterize a company as a good investment. When a company paying
regular dividends also raises funds in the financial markets and the bal-
ance sheet is not strong, you should be careful about investing in its stock.
Dividend payment is just one possible use of free cash flows. What is most
important is your comfort level with a company’s usage of its free cash
flows. Companies have many choices other than paying dividends: They
can undertake new projects, repurchase their own shares, and invest in
financial assets. If you are not comfortable with management decisions on
its usage of cash flows, especially its investment policy, you should not buy
the stock in the first place. If a company has excess cash without a reason-
able probability of profitable new projects, it can do what Microsoft did.
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Microsoft and a Special Dividend

Microsoft’s policy presents a good example of what a company can peri-
odically do with excess cash. It is clear that Microsoft has been highly
profitable (see Table 27.1). Instead of paying regular dividends, the com-
pany repurchases its own shares. By repurchasing its own shares, Microsoft
is effectively returning cash to its shareholders without making them
liable for additional taxes. Second, Microsoft does not have to repur-
chase its shares very often; it does so only periodically when it has excess
cash and the stock price is low.

By the end of 2002, Microsoft was in an enviable financial posi-
tion with about $70 billion in cash and short-term investments. It was
increasingly being criticized for not paying cash to its shareholders. In
2003, Microsoft paid its very first cash dividend: $857 million, or about
10 percent of its current earnings. Why did Microsoft start paying a

Table 27.1 Microsoft’s Earnings and Return of Funds (Dividends and Share
Repurchases) to Shareholders

Dividends Total
Fiscal Repurchase of paid to returned to
year Earnings own shares shareholders shareholders
1996 $ 2,195 $ 1,344 $ 1,344
1997 3,454 3,010 3,010
1998 4,490 2,631 2,631
1999 7,785 2,850 2,850
2000 9,421 4,896 4,896
2001 7,346 6,074 6,074
2002 5,355 6,069 6,069
2003 7,531 6,486 $ 857 7,343
2004 8,168 3,383 1,729 5,112
2005 12,254 8,057 36,112 44,169
2006 12,599 19,207 3,545 22,752
2007 14,065 27,575 3,805 31,380
19962007 $94,663 $91,582 $46,048 $137,630

Dollar amounts in millions.
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regular cash dividend? The motive is uncertain, but Microsoft may have
done so in response to demands from the media. The initiation of cash
dividends certainly helped reduce criticism. The amount of the regular
dividend is not large relative to Microsoft’s earnings or its cash and short-
term investments. In 2005, the company used $44 billion to repurchase
shares and to pay a one-time dividend in excess of $36 billion. In recent
years, I have not seen any criticism of Microsoft for its dividend policy.
Maybe the main reason for a regular dividend payment is the misguided
perception among many investors that dividends are always good for

shareholders.

Conclusions

In most cases, companies pay regular dividends simply because it has
been a long-standing corporate practice. There are no strong reasons to
support paying regular dividends, however, especially when the balance
sheet is not strong. Instead of focusing on the dividend policy, you should
spend more time analyzing the sources and uses of a company’s cash flows,
which ultimately determine the stock price.






Chapter 28

Should You Invest in
Companies That

Repurchase Their
Own Shares?

Companies in which we have our largest investments have all
engaged in significant stock repurchases at times when wide
discrepancies existed between price and value.!

— Warren Buffett

hen a publicly traded company buys its own shares, the

S g / outcome 1s a smaller number of shareholders owning the
business. Through repurchases, the company may signal

that its shares are undervalued. Repurchases are also a tax-free method
to return cash to shareholders. The academic literature supports the view
that companies repurchasing their own shares are frequently underval-
ued. In an article in the Journal of Business published by the University
of Chicago, Amy Dittmar concludes, “Firms repurchase stock to take

advantage of potential undervaluation.”?
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Share Repurchasing Is Good News

Suppose you and John jointly own a tract of ancestral land. You divide it
into two equal parts for farming purposes. Each of you can farm whatever
you want and keep the outputs. In his piece of land, John cultivates
cotton. You use it for sugarcane. After several years, John proposes to
buy your piece of the land at an attractive price. Whether you sell or
not, it should be immediately clear that his cotton farming is doing well.
Through his desire to increase his landholding, he has revealed to you
that he is in a profitable business. Share repurchasing is similar.

Investors can infer that a company that repurchases its shares fre-
quently is unlikely to waste free cash flow in unproductive acquisitions.
Consider the case of Coca-Cola, which has had significant free cash
flows in recent decades. In 1982, it acquired Columbia Pictures. The
Columbia acquisition did not work out and was sold in 1989. Buftett
explained, “Corporate acquisition programs almost never do as well and,
in a discouragingly large number of cases, fail to get anything close to
$1 of value of each $1 expended.”® Coca-Cola subsequently decided to
invest its cash flows in itself by purchasing some of the shares back. From
1989 to 1999, the number of the company’s common shares outstand-
ing decreased from 2.79 billion to 2.49 billion—a drop of 11 percent,
or about 1 percent per year. At current prices, this amounts to about
$1 billion annually.

Share Repurchases by Companies in Which
Berkshire Has Invested

In Table 28.1, I examine the repurchase practices of some Berkshire
holdings. These data are for the five-year period from 2004 to 2008.
The five companies listed in Table 28.1 invested 34 percent to
76 percent of their net income in purchasing their own shares back.
If their management quality had not been excellent, the managers
would probably have used the cash to expand their empires by invest-
ing in other, potentially less profitable, projects. Washington Post, Wells
Fargo, and Moody’s have engaged in repurchase practices. In the case
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Table 28.1 Buffett Likes Companies Buying Their Own Shares

Repurchases as

Net income Repurchases a percentage of

Company (2004-2008) (2004-2008) net income
Coca-Cola $26,587 $ 9,164 34%
American Express 17,597 13,314 76
Anheuser-Busch 9,907 6,518 66
Burlington

Northern Santa Fe 8,153 4,317 53
Kraft 13,848 7,602 55

Dollar amounts in millions.

of Washington Post, the company made a significant investment in
Kaplan, a commercial training company, and did not buy back shares
in 2004 and 2005. However, it reverted to a share repurchase program in
2006.

Buftett writes:

By making repurchases, when a company’s market value is well below
its business value, management clearly demonstrates that it is given to
actions that enhance the wealth of shareholders, rather than to actions
that expand management’s domain but that do nothing for (or even
harm) shareholders.*

He continues:

Investors should pay more for a business that is lodged in the hands
of a manager with demonstrated pro-shareholder leanings than for
one in the hands of a self-interested manager marching to a difterent
drummer.®

Sometimes, share repurchases can boost reported earnings because
the number of shares go down due to repurchasing. Before investing in
a company that is repurchasing its own shares, you should investigate the
company fundamentals and its management quality.
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Why Doesn’t Berkshire Repurchase Its Own Shares?

In early 2000, when Berkshire Hathaway class A common stock was
trading at about $40,000 per share, down from a high of $81,000 per
share, many articles in the popular press suggested that Berkshire should
consider repurchasing its own shares. Given what Buffett has expressed,
it seemed to be a reasonable suggestion because the stock price was
barely above its book value of $38,000 per share. The annual letter
to Berkshire shareholders was widely anticipated, and when it finally
appeared on March 11, 2000, it further clarified Buffett’s thinking on
share repurchases:

There is only one combination of facts that makes it advisable for
a company to repurchase its shares: First, the company has available
funds—cash plus sensible borrowing capacity—beyond the near-term
needs of the business and, second, finds its stock selling in the market
below its intrinsic value, conservatively-calculated.®

If profitable investment opportunities exist, then management should
not repurchase the company shares even when the price is attractive. This
is probably one reason Buftett did not choose to repurchase Berkshire
shares. Of course, even Buffett admits that he has made mistakes in the
past, for which he has criticized himself: “At certain times in the past, I
have erred in not making repurchases. My appraisal of Berkshire’s value
was then too conservative or I was too enthused about some alternative
use of funds.” Investors should also consider the potential value added.
Buffett continues, “A repurchase of, say, 2% of a company’s shares at
a 25% discount from per-share intrinsic value produces only a 1/2%
gain in that value at most.” Thus, when management reputation is well
established, as in Butffett’s case, the advantage in repurchasing may not be
substantial. Buffett further emphasizes his interest in shareholder wealth:
“Please be clear about one point: We will never make purchases with
the intention of stemming a decline in Berkshire’s price. Rather we will
make them if and when we believe that they represent an attractive use of
the Company’s money.”” Overall, if a company purchases its own shares
on a regular basis and its fundamentals appear sound, you should consider
buying shares in the company.
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Conclusions

When a company buys its own shares and you have confidence in the
quality of that company’s management, chances are that the stock is
undervalued, and you should expect the stock price to rise over time.
On the other hand, if the repurchase of stocks seems to be motivated by
a desire to reduce the number of shares and, hence, increase earnings per
share, you should avoid investing in the company.






Chapter 29

Corporate Governance:
Employees, Directors,

and CEOQOs

Warren Buffett’s annual salary for 2008 was $100,000 and his

total compensation was $175,000.
—Berkshire Hathaway Proxy Statement, 2009

arren Buffett has often remarked that he loves to run Berk-

g g / shire Hathaway. Why? It is certainly not his $100,000 salary
that motivates him in his roles as Berkshire Hathaway’s

CEO and chairman of the board. One necessary ingredient to ensure the
success of any organization is to have motivated employees and top man-

agement. This chapter explains the salient features of Buffett’s thinking
on how to motivate employees, directors, and CEOs.

Employee Compensation at Berkshire

In 1996, Berkshire acquired the auto insurer GEICO. Immediately after
the purchase, a focused compensation plan was put in place. Examining
this simple but effective change by Buffett gives us insight into practices
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designed to motivate employees. The objective of the compensation
plan was to keep employees focused on those aspects of the business that
are under their control and that have an impact on profitability. Buftett
writes, “At GEICO, the bonuses received by dozens of top executives
are based upon two key variables: (1) growth in voluntary auto policies;
and (2) underwriting profitability on seasoned auto business. Everyone at
GEICO knows what counts.”!

When a compensation plan is that simple and focused, dramatic
results ensue. The following reflection by Buffett provides us with a set
of principles in this regard:

Berkshire’s incentive compensation principles: Goals should be (1) tai-
lored to the economies of the specific operating system; (2) simple in
character so that the degree to which they are being realized can be
easily measured; and (3) directly related to the daily activities of plan
participants.’

Buftfett also argues that compensation plans should encourage a high
return on capital employed, not just a high level of profits, because it
may be easy to increase the level of profits by simply increasing the
amount of capital employed. In addition, the cost of capital must be taken
into account. Recall Berkshire’s highly successtul subsidiary Scott Fetzer
Company (discussed in Chapter 13) with Ralph Schey as its manager.
Buftett explains how Schey’s bonus plan gives him incentives to increase
the profitability of capital employed.

Writes Buffett:

If Ralph can employ incremental funds at good returns, it pays him to
do so: His bonus increases when earnings on additional capital exceed
a meaningful hurdle charge. But our bonus calculation 1s symmetrical:
If incremental investment yields substandard returns, the shortfall is
costly to Ralph as well as to Berkshire. The consequence of this two-
way arrangement is that it pays Ralph—and pays him well—to send

to Omaha any cash he can’t advantageously use in his business.’

Note that it is not sufficient to reward managers only if performance
is better than expected; managers should also receive incentives to avoid
losses. This concept of symmetrical incentives is rare in practice. One
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consequence of the rarity of symmetrical incentive systems is that, when
possible, managers manipulate accounting numbers to report higher
numbers, in order to earn higher bonuses. However, these managers
also attempt to report larger losses in years when they do not expect to
earn bonuses.* When you study a company’s incentive contracts, look
for symmetrical incentive plans.

Buffett summarizes his overall management philosophy:

At Berkshire, our managers will continue to earn extraordinary returns
from what appear to be ordinary businesses. As a first step, these man-
agers will look for ways to deploy their earnings advantageously in their
businesses. What is left, they will send to Charlie and me. We then will
try to use those funds in ways that build per-share intrinsic value. Our
goal will be to acquire either part or all of businesses that we believe
we understand, that have good, sustainable underlying economics, and
that are run by managers whom we like, admire and trust.®

Buftett’s philosophy suggests that people, rather than the type of
industry, are behind extraordinary results. Berkshire gets extraordi-
nary results from its subsidiaries, which range from auto insurance
to honest-to-goodness traditional businesses, because Berkshire creates
compensation plans tailored to those specific businesses. Unlike prac-
tices in most large corporations, compensation plans at Berkshire are not
linked to Berkshire’s overall performance.

Compensation for Directors and Executive Officers

Berkshire’s program for compensating its directors also differs from com-
pensation programs at most public companies. Berkshire pays nominal
amounts to the directors to attend board meetings. A director who is
not an employee or a spouse of an employee receives a fee of only $900
for each meeting attended in person, and $300 for participating in any
meeting conducted by telephone. In comparison, directors in large cor-
porations are frequently paid more than $100,000 in cash compensation
and $200,000 in total compensation. Furthermore, the Berkshire Com-
pensation Committee has established a policy that neither the profitability
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of Berkshire Hathaway nor the market value of its stock is considered in
the compensation of any executive officer. Under the committee’s com-
pensation policy, Berkshire does not grant stock options to executive
officers.

How does Berkshire attract outstanding directors? The key seems
to be that, in identifying potential directors, Buftett looks for indi-
viduals who are “owner-oriented, business savvy, interested, and truly

independent.”®

The last criterion, “truly independent,” requires some
elaboration. It is easy for a board member to meet the independence
criteria set up by the National Association of Securities Dealers or other
institutions. But for Buffett, what matters is “true independence.” For
example, suppose a university professor is appointed as a director of a
publicly traded company and receives compensation of $100,000. Since
the income derived from his board membership is likely to be a sub-
stantial portion of his or her total income, the company CEO can exert
significant influence on that board member. According to Buffett, this
board member cannot be considered truly independent. Most Berkshire
board members are accomplished, wealthy business leaders who are likely
to be “truly independent,” by Buftett’s standards. They are also owner-
oriented, as Buffett explains, “Most of our directors have a major portion
of their net worth invested in the company. We eat our own cooking.”’

There is one caveat: When all directors think similarly, they may
ignore new ideas that often come from outsiders, such as professors or
entrepreneurs. In other words, a corporate board in which most members
have similar backgrounds may fall victim to what is known as groupthink;
they may try to minimize conflict and reach consensus without critically
analyzing and evaluating ideas.

What Is Wrong with Compensation
through Stock Options?

To motivate senior executives, many companies award stock options
to top managers and CEOs. About stock options, Buffett has writ-
ten, “Though options, if properly structured, can be an appropriate,
and even ideal, way to compensate and motivate top managers, they are
more often wildly capricious in their distributions of rewards, inefficient
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as motivators, and inordinately expensive for shareholders.”® If the stock
price increases after stock options are awarded, the value of stock options
also increases. In most cases, the potential benefits to the executives are
huge. It is not uncommon for some CEOs to reap millions or even hun-
dreds of millions of dollars through stock options. However, when the
stock price declines, the executives do not suffer much by way of direct
monetary losses. From the shareholders’ point of view, this is just not
fair. Buffett believes that executives should participate in both the upside
and the downside of stock price movements, just as the shareholders do.”
For this reason, executives should be encouraged to own shares in the
company.

When General Re, a large reinsurance company, was acquired by
Berkshire Hathaway, Buffett changed General Re’s compensation plan.
In a special meeting of shareholders held to vote on the merger, which
I attended, Buffett stated that he preferred to change the current plan
at General Re, even though it would cost about a billion dollars to
immediately vest the substantial benefits under existing plans.

In evaluating a company’s prospects, an investor should look into
executive compensation plans. Greedy executives prefer stock options
over other forms of payments. Given the incentive structure arising from
the existence of stock options, managers are more likely to care for their
own interests, potentially at substantial cost to the shareholders. They
also tend to care more about the short run rather than the long run; as
stock options generally have a limited time to maturity.

CEOs often abuse the stock-option compensation system. David
Yermack, a professor of finance at New York University, finds that the
timing of stock options frequently coincides with movements in a com-
pany’s stock prices.'” At the end of 2007, 165 companies were under
investigation in a wide-ranging federal probe of stock-option grants and
practices. It appears that CEOs frequently receive stock-option awards
shortly before favorable corporate news. Thus, CEOs benefit, but at the
expense of shareholders. Evidence also suggests that managers, generally
speaking, announce bad news prior to option grant dates and good news
after.!!

For example, Cendant Corporation’s stock price declined dramat-
ically during 1998 for many reasons, including an accounting scandal.
When Cendant’s stock price dropped, a large portion of CEO Henry
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Silverman’s 25.8 million stock options, originally priced between $17
and $31 a share, were repriced to $9.81—well under the then-current
Cendant stock price of $15 per share. Silverman earned $63.9 million in
1998 and had about $400 million in the pipeline. It did not matter to him
that the stock price declined. And, of course, he would have earned a
large sum if the stock price had gone up. Wow! Heads I win, tails you lose.
Not only did shareholders suffer because of the price decline; they suf-
fered even more when the company’s executives were handsomely paid.

How to Identify Good CEOs or Other
Senior Managers

At Berkshire annual meetings, Warren Buftett sometimes mentions that
he would forgo a profitable opportunity if pursuing it meant forging a
partnership with someone whom he did not trust. In other words, if you
are suspicious of the CEO, you should not invest in that company’s stock.
When investing for the long run, the quality of management—including
integrity—is more important than current profitability, because prof-
itability can’t be sustained if management quality is poor. Here are a few
signs of a good CEQ, based on Buffett’s thoughts.

First and foremost, track record matters a lot. To the best of my
knowledge, all Berkshire subsidiary CEOs have a proven track record in
their respective companies or in the same industry. Buffett is unlikely to
hire a person from one industry to run a company in another industry.
This coincides with his principle of staying in your circle of competence.
Maybe this was one reason why Robert Nardelli was not successful at
Home Depot. In 2000, he became CEO of Home Depot after suc-
cessfully running General Electric’s mines and locomotive businesses,
but Nardelli lacked retail experience. In 2007, he was asked to resign
from Home Depot—only to be appointed as the Chrysler CEO several
months later! In 2009, when Chrysler filed for bankruptcy, he agreed to
resign from his position by the end of the bankruptcy case.

Second, CEO compensation should be examined for abuse. Noth-
ing is wrong with paying CEOs well, but to pay them exorbitantly may
indicate a lax corporate governance culture. At Home Depot, Nardelli’s
problems probably started with the fact that he was from a different
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industry but that he had also negotiated a generous compensation con-
tract. He had access to several corporate jets and other expensive benefits,
for which he was criticized. Nardelli’s compensation was so well designed
that when he left Home Depot, he received a $210 million severance
package, despite presiding over a 40 percent decline in the company’s
stock price. Highly paid CEOs also create a money-minded culture in
the organization. Such CEOs do not command respect from employ-
ees, and when companies fall on hard times, they cannot possibly lead
effectively. Such organizations are not likely to do well for shareholders
in the long run.

Third, a CEO should have a conceptual framework that he or she can
articulate well. You should listen carefully to a CEO’s answers at public
meetings or conference calls (all analyst conference calls are now open
to the public). For example, if a CEO expands the company into a new
business in which he or she lacks expertise, how does he or she explain
this decision? You should examine the explanation carefully. Buffett also
pays attention when CEQOs forecast earnings: “We are suspicious of those
CEOs who regularly claim they do know the future—and we become
downright incredulous if they consistently reach their declared targets.
Managers that always promise to ‘make the numbers’ will at some point
be tempted to make up the numbers’!? It may not be possible to avoid
all companies that make forecasts, because most do. But avoid investing
in companies for which CEOs claim to regularly accomplish seemingly
impossible targets.

Fourth, you should read the company chairman’s annual letters (fre-
quently co-signed by the CEO) to the shareholders from several years.
If letters generally offer excuses for weak results, you should certainly
be suspicious of the quality of the management. In many of these let-
ters, success is often attributed to management efforts, but failures are
attributed to exogenous reasons, such as the weather or China’s product
dumping. Do you want to partner with company managers who have a
habit of making excuses and avoiding responsibility?

Fifth, you should attend annual shareholder meetings. It gives you a
unique opportunity to evaluate the company’s managers by examining
their responses to shareholder questions.'® You may not learn more about
company financials as they are already reflected in company financials.
However, your objective should be to learn more about management
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attitude toward shareholders, which you certainly do in these meetings.
You can develop a sense of whether you trust the management or not.
Buffett and Munger have often emphasized the importance of trust and
have mentioned that they would not invest in a company if they did not
trust its management. To show his trust in various company manage-
ments, Buffett transferred his voting rights at different points in time in
American Express, Washington Post, and Salomon Inc. to their respective
management.

Last and probably overarching, a very high level of integrity among
company employees and the CEO is important. When Bill Gates was
asked what he admired most about Warren Butftett, he replied, “With
Warren, there are a lot of things you could pick, ... his integrity is
an example for the world”'* At various Berkshire annual shareholder
meetings, a video clip of Buffett’s 1991 testimony to Congress is shown
to the shareholders to explain the company philosophy. At the time,
Butftett was chairman of the investment banking firm Salomon, Inc. He
told Congress that a letter was sent to all Salomon employees to obey
all laws and to behave as if they were never ashamed of their actions.
Buffett wrote to the employees, “Lose money for the firm and I will
be understanding; Lose a shred of reputation for the firm and I will be
ruthless.”!> Clearly, money is important but money alone must not be
the main driving force for a CEO. Integrity is more important for the
long-term survival of a company.

With some thought, you should be able to judge the quality and
integrity of a company’s CEO. These six points do not by any means
constitute an exhaustive list to study company management. For exam-
ple, I would rather invest with CEOs who do not lead an extravagant
lifestyle. I am not claiming that identifying shareowner-oriented CEOs,
like Warren Buftett, is easy. However, an investor should make sincere
efforts in that direction. After all, you only need to find a few outstanding
CEOs to be successtul investor. It is indeed worth the trouble.

Conclusions

As an investor, you should look for companies in which CEOs own a
significant interest in the company’s stock and do not receive excessive
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compensation from the company, especially through stock options. If
the top management is owner-oriented, fairly compensated, and has
well-thought-out incentive plans, the consequences are likely to be trans-
mitted down the ranks. All employees are then motivated to work hard,
and the company will probably produce extraordinary results, just as

Berkshire does.






Chapter 30

Large Shareholders:
They Are Your Friends

Warren Buftett owns 26.91% of the shares in Berkshire Hathaway.
—Berkshire Hathaway Proxy Statement, 2009

arren Buffett is the largest Berkshire Hathaway shareholder

N g / and effectively controls the company. Similarly, Wal-Mart

1s controlled by the Walton family, Charles Schwab Inc. is

controlled by Charles Schwab, America Online (AOL) was controlled by

Steve Case for a long time, Starbucks is controlled by Howard Schultz,

Amazon.com is controlled by Jeftrey Bezos, Oracle is controlled by Larry

Ellison, and Dell is controlled by Michael Dell. All these companies
performed very well for 10 to 20 years or longer.

Founder Control Matters

While you may have missed joining the successful entrepreneurs just
listed, plenty of others are likely to come to your attention if you keep
looking for them. As an investor, you should investigate family-controlled
or individually controlled companies for potential investment—they are
usually well-managed and friendly to shareholders, especially when the
founding CEO is still in charge. In a well-known study, Ron Anderson
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of American University and David Reeb of Temple University show
that, among all firms in the S&P 500, family firms perform better than
nonfamily firms.! Additional research shows that when the founder CEO
is in charge, performance is even better. Why might this be the case?

Although Buffett did not establish Berkshire Hathaway, he has been
a director since 1965 and its chairman of the board since 1970, and so,
for all practical purposes, he is the founder. As CEO, he has worked hard
and made a lot of money for Berkshire’s shareholders. For an investor,
it 1s clearly important to consider whether the firm will continue to
do well after the initial success under a founding CEO. Since long-term
successful entrepreneurs or founders are proud of their accomplishments,
they have a strong desire for the firm to continue to perform well. It is
personal for them. Just as most people would like their families to be
successful, their universities to become prominent, and their children to
be the best they can be, the founder of a company would like a long and
successful life for the firm.

A passionate manager or business owner does not become satisfied
simply because a goal is reached. Each success paves the way for achieving
bigger goals. A successful high school football coach wants to become a
college coach, and so on. Thus, you are typically in good hands when
you invest with successful entrepreneurs, even if you invest with them
after some success has already been reflected in the stock price. If you
had invested in Wal-Mart in 1982, by which time it had been listed for
10 years on the New York Stock Exchange, you would have earned
phenomenal returns—more than 1,000 percent over the next 10 years.
Of course, you should do your company-specific analysis no matter when
you invest.

During the second, third, or fourth generation, a family-controlled
company may not be as successful as it was under the original
entrepreneur. Motorola and Hewlett-Packard, now more than two
generations old, have faced intermittent troubles. While both are still
world-class companies, their recent performances have not equaled their
early performances. Similarly, Henry Ford’s and E. I. DuPont’s legacies
of entrepreneurship have not been duplicated, even though the families
continue to maintain substantial interest in these companies. Thus, as an
investor, you should investigate the company more thoroughly when the
founding CEO is no longer influential.
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In the S&P 500 universe, many companies are run by their founders.
Anderson and Reeb found that founding families are involved in about
one-third of the S&P 500 firms and own about 18 percent of the out-
standing equity of these companies. Keep in mind that the stock prices
of these companies fluctuate greatly; they are bid up very high in some
years and pushed down substantially in other years. In part, this hap-
pens because owner-managers do not pay as much attention to the stock
prices as hired managers do. But by the same logic, owner-managers are
also not likely to engage in earnings management to manipulate stock
prices. Overall, with other factors held constant, you are unlikely to go
wrong if you invest in companies run by their founders.

A controlling interest is important to an owner-oriented manager
because he or she cannot be influenced by corporate raiders in case the
stock price goes down. Instead, he or she can remain focused on the
long run. If so, a controlling interest in the hands of one or a few is
beneficial to all shareholders.? A controlling interest is often maintained
by a dual-class stock structure in which one class of shares has a higher
voting power per unit of economic or cash flow rights. In Berkshire’s
case, class A stock has 30 times the economic interest per share of class
B stock but has 200 times the voting power. Berkshire has announced a
50:1 stock split for its class B shares effective from a yet-to-be-announced
date in 2010. Class A shares will not be split. Because Warren Buffett
and Charlie Munger together effectively have a controlling interest in
the company, they do not worry about an unfriendly takeover.

Google Inc. also has a dual-class common stock structure. CEO Eric
Schmidt, Sergey Brin, and Larry Page together hold about 22 percent
of the shares, but they control about 66 percent of the voting power.
In 2004, when Google went public with a dual-class structure, several
articles in the popular press criticized the company. Investors would have
earned several hundred percent returns in a few years if they had ignored
the criticism and invested in Google’s stock.

Conclusions

Large shareholders in a company are likely to monitor the company’s
management in a way that is not possible when the shareholding is
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more dispersed. Similarly, CEOs with large shareholdings are likely to be
shareholder friendly. Unless Warren Buffett decides to run for a political
office, your money is generally safer in his hands, or in the hands of other
entrepreneur-owner-managers, than with the hired managers who run
the vast majority of other companies.



Conclusion

B = Baseball = Buffett

arren Buffett frequently uses sports analogies to explain

g g / the game of investing. In this conclusion, I follow Buftett’s

refreshing simile between sports and investing to explain

the key features for success in investing. In the appendix that follows this
chapter, I present a short summary of the book.

When we play baseball—or, really, any sport—what motivates us?
What about when we play bridge? What motivates us then? Is there a
single most important principle that makes us better at any game, includ-
ing the game of investing? If I have to point to a single characteristic, I
would say that the survival instinct, which has been thoroughly explained
in The Selfish Gene and earlier in The Origin of Species, leads players to
victory more than anything else.! The survival instinct can be thought of
as the mind-set to win. Once we see a game with this winning mind-set,
the rest of our behavior follows naturally to put us in the best possible
position to emerge victorious.

Don’t Lose Money

The mind-set to win is the overarching principle that applies to life,
sports, and investing. Other rules are generally derivatives of this funda-
mental notion. Let’s start with baseball. Everyone has been told, “Keep
your eyes on the ball.” If your objective is to win the game and you have
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completely internalized the idea that you want to win, then your mind
shuts out other thoughts, and you see the ball as clearly as possible. You
automatically keep your eyes on the ball. Your body naturally reacts in
a coordinated motion that may surprise you. This is because you have
developed a mind-set to win. Furthermore, suppose you lose a game by
hitting a fly ball that is caught just short of the fence, and you realize that
you lost because you lacked the physical strength to drive the ball out of
the park. If you have internalized the fundamental principle, you will be
motivated to go to the gym and add the necessary muscle.

Let’s apply the same ideas to winning in the stock market. Since the
stock market is all about money, you win by earning good returns on
your investments. At the very least, you don’t want to lose the money
you originally invested, the principal. Buffett puts it slightly differently,
but the philosophy is the same. He says, “Rule number 1: Don’t lose
money.”?

Thinking in terms of not losing and winning at the same time gives rise
to most of the ideas that have been discussed in this book. When you plan
to invest, you should look at Buftett’s rule on not losing money and ask
the question, “What are the chances that I will lose money?” By trying to
decide the probability of losing, you are automatically beginning to think
in terms of value investing, at a very basic level. If you find that you are still
losing because you don’t know enough about value investing, you will
be motivated to learn more. Later, to win big or earn very high returns,
you will start to take a harder look at the growth potential of companies
and eventually grasp the principles of growth investing. At this point, by
following the two principles of being careful not to lose and trying to
win, you will learn to combine value investing with growth investing as
I have discussed in this book. This is what I call Buffett investing.

Once you develop the mind-set to win, your subconscious will guide
you to other rules for your success. You may indeed produce super-
size returns just as Warren Buffett has. Buftett does not simply practice
value plus growth investing but has a large repertoire. He participates in
the market through judicious use of financial products such as options,
futures, and swaps. He also manages one of the largest companies in
the world with operations in the insurance, retail, manufacturing, util-
ities, and financial services sectors. He has developed a psychological
bent that allows him to look at market movements objectively. For all
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these reasons, I call him a renaissance investor. Perhaps that should be
your final goal: to become a renaissance investor. The good thing is that
winning in the game of investing does not require a high IQ or magical
mantras. Overall, once you decide you want to succeed, you will.

Stay in Your Circle of Competence

In the context of mind-set to win, one question has always appealed to
me: “How do you beat world chess champion Bobby Fischer?”® Yes, it
is a bit of a trick question. If you want to beat Bobby Fischer, you don’t
play chess with him. You find a game that you can win. Picking up the
baseball analogy, assume that despite all your eftorts, you still can’t hit.
Then you are playing the wrong game. You should find a new game, a
game that you can win. If you are tall, maybe you should try basketball;
if you have good endurance, maybe you should run a marathon.
Finding the right game is extremely relevant to investing. If the high-
tech industry is not where you can win, then don’t invest in it. Buffett
does not invest in high-tech. Find an industry where you can win, and
invest there. If you can’t figure out how a company will probably shape
up in 10 years, don’t invest in it; find a company that you understand so
you can project its likely future. You don’t have to play every sport, and
you don’t have to have an opinion on every stock. In other words, the
fundamental principle will keep you inside your circle of competence, an
investing rule that Buftett has often discussed. In the booklet Batting, Babe
Ruth wrote a simple rule for winning in baseball: “Learn not to swing
at bad balls.” Similarly, you should invest only when you understand the
company and only when the market price is favorable in relation to the
stock’s intrinsic value. It is important to be patient. You wait and wait and
wait for a fat pitch or a good stock, and when it comes, you swing away.

Find Good People

In sports, managers make key decisions, such as which prospects to draft
and which coaches to hire. Effectively, high-quality management is a
prerequisite to success—as Michael Lewis shows in his story of the gen-
eral manager Billy Beane and his highly successful baseball team Oakland
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A’s, despite limited financial resources in Moneyball.* The same is true in
investing. Buftett has emphasized the importance of management com-
petence and integrity above other metrics in explaining his success. If
you want to win in the game of investing, you should look for managers
who have proven to be outstanding at running companies. Berkshire
Hathaway is one such company I found. When you find outstanding
people like Buffett, buy shares in their companies. If they head up money
management firms, invest with them. Good luck!



Appendix

A Summary of the Book

arren Buffett is a genius in the same league as Benjamin

Franklin, Ernest Hemingway, and Henry Ford. Their ideas

are simple to understand, but their successes are difficult

to duplicate. However, geniuses abide by certain principles that we can

learn from. In this book, I have tried to explain the principles that I

believe Buftett follows. This appendix provides a succinct summary.

Table A.1 Summary of Warren Buftett’s Investment Principles

Principle

Explanation

(i) Develop a Mind-Set to Win

(i) Stick with Value Investing

(i) Combine Growth Investing
with Value Investing

You play a game because it’s fun and even
exhilarating when you win. You will win
often when you play to your strengths. In
the stock market game, this means staying
within your circle of competence.

Examine historical records, price-to-
earnings ratios (P/E), and other financial
measures.

Management with integrity and
competence is the key to growth. Make
sure the quality of a company’s
management is outstanding.

(continued)
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Table A.1 Continued

APPENDIX

Principle

Explanation

(iv) Maintain Low Risk

(v) Act Rationally

(vi) Do Not Pay a High Price

(vil) Find Good People

Low debt level. Reread (ii). Learn some
accounting to look for possible hidden
risks.

Knowledge is the best antidote to
irrationality. Know the company’s
business, and project what the company
will look like in 10 years.

Estimate a company’s intrinsic value by
learning about the company’s business.
Invest only when the price is low
compared with the intrinsic value.

Try to find and invest with outstanding
people like Warren Buffett; they treat the
shareholders’ interests as their own.
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