

  

    
      
    

  




  

    

      

        

          
            	A Few Lessons for Investors and Managers From Warren Buffett
          


          
                    
                    
                


          
            	Peter Bevelin & Warren Buffett
          


          
            	PCA Publishing, Riddler (Jan 2012)
          


          
            	
              

            
          


          
            	Rating:
            	★★★★★
          


          
            	Tags:
            	Wisdom, Financial, Investing, Managerial, Lessons
          


          
            	Wisdomttt Financialttt Investingttt Managerialttt Lessonsttt
          


        

      


      


    


    

      

        Peter Bevelin begins A Few Lessons for Investors and Managers with Warren Buffett’s wisdom, "I am a better investor because I am a businessman and a better businessman because I am an investor." 


        This book is about how managers and investors can increase their chance of success and reduce the chance of harm if managers think more like investors and investors more like businessmen. There are a lot of books about Warren Buffett, but A Few Lessons for Investors and Managers is different. It tells in a short-easy-to-read way about what managers and investors can learn from Buffett. 


        This is a selection of useful and timeless wisdom where Warren Buffett in his own words tells us how to think about business valuation, what is a good and bad business, acquisitions and their traps, yardsticks, compensation issues, how to reduce risk, corporate governance, the importance of trust and the right culture, learning from mistakes, and more. 


        


        About the Author


        Peter Bevelin is one of smartest people around. 


        He’s spent the better part of his life collecting and distilling timeless principles about how we can improve our thinking.
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    "I am a better investor because 
I am a businessman 
and a better businessman 
because I am an investor."


    -Warren E. Buffett


  




  Introduction and Acknowledgments


  Now it is a funny thing about life; if you refuse to accept anything but the best you very often get it.


  — W. Somerset Maugham


  Some managers asked me, "You always talk about the wisdom of Warren Buffett—couldn't you put together a memorandum with some of his key quotes that are useful for us managers?"


  There are a lot of books out there about Warren Buffett but I wanted to do it in a shorter-easy-to-read way.


  So I selected and arranged his words from the annual reports and The Owner's Manual and added some headlines of my own.


  All quotes are from Warren Buffett's Letters to Berkshire Hathaway Shareholders (the year of publication is in parentheses), Copyright © 1971-2010 by Warren E. Buffett. Reprinted by permission of Warren E. Buffett; all rights reserved, An Owner's Manual (explains Berkshire's broad economic principles of operation) or Berkshire Hathaway Code of Business Conduct and Ethics. The bold headlines and bold text are my own words.


  Thanks to Warren Buffett for his kind permission to quote extensively from his work and for his compliments of my memorandum—the foundation for this book. Thank you—you have really enriched my life. Your yearly letter and doses of timeless wisdom always bring sunshine to my day. You represent the very best of wisdom and human qualities.


  I am deeply grateful to Peter Kaufman for his generosity in helping me making the memorandum into a book. Peter doesn't need any lessons — he is one of the best businessmen and human beings I know. I am delighted to partner with him. Many thanks also to Marcus Kaufman.


  Finally, I wish to thank my beloved and amazing wife, Monica, who drew the picture on the cover page (Warren Buffett's comment was "This looks good—as close as I'll ever look to George Clooney").


  Monica, I believe that the best is yet to come.


  

    Peter Bevelin 


  October 2011


  




  One 
What Investing in Financial Assets
 is All About


  Laying out cash today in order to get more cash back in the future


  What return I will get on my cash depends on the price I pay, how much cash I get back, and when I get it back


  Long ago, Ben Graham taught me that "Price is what you pay; value is what you get." (2008)


  This return can then be compared with the expected return from other available opportunities


  Since my return depends on the price I pay compared to what it's worth, I should never pay more than what I get back in value


  What is "investing" if it is not the act of seeking value at least sufficient to justify the amount paid? (1992)


  To do that I need to be able to figure out what a financial asset is worth-how else can I know what kind of return I can expect at a given price?


  We will look at any category of investment, so long as we understand the business we're buying into and believe that price and value may differ significantly. (1990)




  Two 
Valuation


  Follow the cash —it's the only thing I can spend


  In The Theory of Investment Value, written over 50 years ago, John Burr Williams set forth the equation for value, which we condense here: The value of any stock, bond or business today is determined by the cash inflows and outflows — discounted at an appropriate interest rate — that can be expected to occur during the remaining life of the asset. (1992)


  So valued, all financial assets become economic equals


  It applies to outlays for farms, oil royalties, bonds, stocks, lottery tickets, and manufacturing plants. And neither the advent of the steam engine, the harnessing of electricity nor the creation of the automobile changed the formula one iota —nor will the Internet. Just insert the correct numbers, and you can rank the attractiveness of all possible uses of capital throughout the universe. (2000)


  It doesn't matter where the cash comes from —it all spends the same 


  Dollars are dollars whether they are derived from the operation of media properties or of steel mills. (1991)


  The financial asset that has the highest value compared to its price is the one that gives me the highest return


  The investment shown by the discounted-flows-of-cash calculation to be the cheapest is the one that the investor should purchase. (1992)


  Since the future is unknown, value is naturally a rough estimate, not a precise figure


  The calculation of intrinsic value, though, is not so simple. As our definition suggests, intrinsic value is an estimate rather than a precise figure, and it is additionally an estimate that must be changed if interest rates move or forecasts of future cash flows are revised. (An Owner's Manual)


  And fancy computers don't help


  We believe the precision they project is a chimera. In fact, such models can lull decision-makers into a false sense of security and thereby increase their chances of making a really huge mistake. (1996)


  A rough approximation is enough


  Our inability to pinpoint a number doesn't bother us: We would rather be approximately right than precisely wrong. (2010)


  Using precise numbers is, in fact, foolish; working with a range of possibilities is the better approach. (2000)


  Despite its fuzziness, however, intrinsic value is all-important and is the only logical way to evaluate the relative attractiveness of investments and businesses. (1994)




  Three 
The Value of a Business


  A business is similar to a bond but there are some important differences 


  Note that the formula is the same for stocks as for bonds. Even so, there is an important, and difficult to deal with, difference between the two: A bond has a coupon and maturity date that define future cash flows; but in the case of equities, the investment analyst must himself estimate the future "coupons." (1992)


  I say "estimate" because calculations of intrinsic value, though all-important, are necessarily imprecise and often seriously wrong. The more uncertain the future of a business, the more possibility there is that the calculation will be wildly off-base. (2005)


  Furthermore, the quality of management affects the bond coupon only rarely — chiefly when management is so inept or dishonest that payment of interest is suspended. In contrast, the ability of management can dramatically affect the equity "coupons." (1992)


  Book value is almost unrelated to value


  It's per-share intrinsic value, not book value, that counts. Book value is an accounting term that measures the capital, including retained earnings, that has been put into a business. Intrinsic value is a present value estimate of the cash that can be taken out of a business during its remaining life. (1993)


  For example, just before they went bankrupt LTV and Bald win-United published year-end audits showing their book values to be $652 million and $397 million, respectively. Conversely, Belridge Oil was sold to Shell in 1979 for $3.6 billion although its book value was only $177 million. (1987)


  You can gain some insight into the differences between book value and intrinsic value by looking at one form of investment, a college education. Think of the education's cost as its "book value." If this cost is to be accurate, it should include the earnings that were foregone by the student because he chose college rather than a job. (An Owner's Manual)


  For this exercise, we will ignore the important non-economic benefits of an education and focus strictly on its economic value. First, we must estimate the earnings that the graduate will receive over his lifetime and subtract from that figure an estimate of what he would have earned had he lacked his education. That gives us an excess earnings figure, which must then be discounted, at an appropriate interest rate, back to graduation day. The dollar result equals the intrinsic economic value of the education. (An Owner's Manual)


  Some graduates will find that the book value of their education exceeds its intrinsic value, which means that whoever paid for the education didn't get his money's worth. In other cases, the intrinsic value of an education will far exceed its book value, a result that proves capital was wisely deployed. In all cases, what is clear is that book value is meaningless as an indicator of intrinsic value. (An Owner's Manual)


  And so are a lot of other yardsticks


  Common yardsticks such as dividend yield, the ratio of price to earnings or to book value, and even growth rates have nothing to do with valuation except to the extent they provide clues to the amount and timing of cash flows into and from the business. (2000)


  Indeed, growth can destroy value if it requires cash inputs in the early years of a project or enterprise that exceed the discounted value of the cash that those assets will generate in later years... Growth is simply a component—usually a plus, sometimes a minus —in the value equation. (2000)


  When growth rates are under discussion, it will pay you to be suspicious as to why the beginning and terminal years have been selected. If either year was aberrational, any calculation of growth will be distorted.


  In particular, a base year in which earnings were poor can produce a breathtaking, but meaningless, growth rate. (2005)


  Picking a terminal year that is particularly buoyant will also favorably bias a calculation of growth. (2003)


  The investment shown by the discounted-flows-of-cash calculation to be the cheapest is the one that the investor should purchase—irrespective of whether the business grows or doesn't, displays volatility or smoothness in its earnings, or carries a high price or low in relation to its current earnings and book value. (1992)


  Cash flow from a business or "owner earnings" is after capital expenditures


  "Owner earnings"...represent (a) reported earnings plus (b) depreciation, depletion, amortization, and certain other non-cash charges...less (c) the average annual amount of capitalized expenditures for plant and equipment, etc. that the business requires to fully maintain its long-term competitive position and its unit volume. (If the business requires additional working capital to maintain its competitive position and unit volume, the increment also should be included in (c). (1986)


  The tooth fairy doesn't pay for capital expenditures


  All of this points up the absurdity of the "cash flow" numbers that are often set forth in Wall Street reports. These numbers routinely include (a) plus (b)—but do not subtract (c). Most sales brochures of investment bankers also feature deceptive presentations of this kind. These imply that the business being offered is the commercial counterpart of the Pyramids—forever state-of-the-art, never needing to be replaced, improved or refurbished. (1986)


  You shouldn't add (b) without subtracting (c): Though dentists correctly claim that if you ignore your teeth they'll go away, the same is not true for (c). (1986)


  Watch out for optimistic accounting and "accounting maneuvers" 


  The term "earnings" has a precise ring to it. And when an earnings figure is accompanied by an unqualified auditor's certificate, a naive reader might think it comparable in certitude to pi, calculated to dozens of decimal places. In reality, however, earnings can be as pliable as putty when a charlatan heads the company reporting them. Eventually truth will surface, but in the meantime a lot of money can change hands.


  Indeed, some important American fortunes have been created by the monetization of accounting mirages. (1990)


  In the long run, of course, trouble awaits managements that paper over operating problems with accounting maneuvers. Eventually, managements of this kind achieve the same result as the seriously-ill patient who tells his doctor: "I can't afford the operation, but would you accept a small payment to touch up the x-rays?" (1991)


  In the end, alchemy, whether it is metallurgical or financial, fails.


  A base business can not be transformed into a golden business by tricks of accounting or capital structure. The man claiming to be a financial alchemist may become rich. But gullible investors rather than business achievements will usually be the source of his wealth. (1989)


  Watch out for managers who seduce me with fancy predictions


  A few of these managers will prove prophetic—but others will turn out to be congenital optimists, or even charlatans. Unfortunately, it's not easy for investors to know in advance which species they are dealing with. (2000)


  Charlie and I not only don't know today what our businesses will earn next year — we don't even know what they will earn next quarter. (2002)


  The problem arising from lofty predictions is not just that they spread unwarranted optimism. Even more troublesome is the fact that they corrode CEO behavior. Over the years, Charlie and I have observed many instances in which CEOs engaged in uneconomic operating maneuvers so that they could meet earnings targets they had announced. (2000)


  Managers that always promise to "make the numbers" will at some point be tempted to make up the numbers. (2002)


  These accounting shenanigans have a way of snowballing: Once a company moves earnings from one period to another, operating shortfalls that occur thereafter require it to engage in further accounting maneuvers that must be even more "heroic." These can turn fudging into fraud. (More money, it has been noted, has been stolen with the point of a pen than at the point of a gun.) (2000)




  Four 
Return on Tangible Invested Capital
 Reflects the Cash Flow Generating
 Characteristics of the Business


  Any company's level of profitability is determined by three items:


  

    	What its assets earn;


    	What its liabilities cost; and


    	Its utilization of "leverage" — that is, the degree to which its assets are funded by liabilities rather than by equity. (1987)


  


  A business obtains the best financial results possible by managing both sides of its balance sheet well. This means obtaining the highest-possible return on assets and the lowest-possible cost on liabilities. (1987)


  The higher return a business earns on the capital that is invested in the business, the more cash it is producing and the more value is being created


  Our preference would be to reach our goal by directly owning a diversified group of businesses that generate cash and consistently earn above-average returns on capital. (An Owner's Manual)


  The fewer tangible assets needed to operate the business, the more cash is created per invested dollar —at a given return


  Businesses logically are worth far more than net tangible assets when they can be expected to produce earnings on such assets considerably in excess of market rates of return. The capitalized value of this excess return is economic Goodwill. (1983)


  That is true even if the business doesn't grow at all because in a more capital intensive business the cash flows are reduced in order to make investments just to keep the same unit volume and competitive position


  Growth benefits investors only when the business in point can invest at incremental returns that are enticing—in other words, only when each dollar used to finance the growth creates over a dollar of long-term market value. In the case of a low-return business requiring incremental funds, growth hurts the investor. (1992)


  Over time it is hard for my invested money to earn a much better return than the underlying business returns on its invested capital


  If my return over time is a function of the return on invested capital, then what determines this return?


  Return on invested capital is mainly determined by three variables:


  

    	Sales — how many units of products will be sold at what price?


    	Operating costs — how much does it cost to make these products (or deliver the service) and conduct the business?


    	Invested capital — how much capital is needed to conduct the business?


  


  Sales, costs, and capital needs depend largely on business characteristics, demand, competition from similar or substituting products, advantages against competition and their sustainability, cost and capital efficiency, and operational effectiveness in execution.




  Five 
Business Characteristics:
 The Great, the Good, and the Gruesome


  Our acquisition preferences run toward businesses that generate cash, not those that consume it. (1980)


  And those are


  The best businesses by far for owners continue to be those that have high returns on capital and that require little incremental investment to grow. (2009)


  A. THE REALLY GREAT BUSINESS


  High returns, a sustainable competitive advantage and obstacles that make it tough for new companies to enter

  


  A truly great business must have an enduring "moat" that protects excellent returns on invested capital. (2007)


  "Moats" — a metaphor for the superiorities they possess that make life difficult for their competitors. (2007)


  Moats can widen or shrink


  Long-term competitive advantage in a stable industry is what we seek in a business. (2007)


  Leadership alone provides no certainties: Witness the shocks some years back at General Motors, IBM and Sears, all of which had enjoyed long periods of seeming invincibility. (1996)


  The dynamics of capitalism guarantee that competitors will repeatedly assault any business "castle" that is earning high returns. Therefore a formidable barrier such as a company's being the low cost producer (GEICO, Costco) or possessing a powerful world-wide brand (Coca-Cola, Gillette, American Express) is essential for sustained success. Business history is filled with "Roman Candles," companies whose moats proved illusory and were soon crossed. (2007)


  One question I always ask myself in appraising a business is how I would like, assuming I had ample capital and skilled personnel, to compete with it. (1983)


  If a business requires a superstar to produce great results, the business itself cannot be deemed great. A medical partnership led by your area's premier brain surgeon may enjoy out-sized and growing earnings, but that tells little about its future. The partnership's moat will go when the surgeon goes. You can count, though, on the moat of the Mayo Clinic to endure, even though you can't name its CEO. (2007)


  A great business has pricing power or the power to raise prices without losing business to a competitor


  An economic franchise arises from a product or service that:


  

    	 Is needed or desired; 


    	 Is thought by its customers to have no close substitute and;  


    	 Is not subject to price regulation. The existence of all three conditions will be demonstrated by a company's ability to regularly price its product or service aggressively and thereby to earn high rates of return on capital. Moreover, franchises can tolerate mismanagement. Inept managers may diminish a franchise's profitability, but they cannot inflict mortal damage. (1991)


  


  The best protection against inflation is a great business


  Such favored business must have two characteristics:


  

    	 An ability to increase prices rather easily (even when product demand is flat and capacity is not fully utilized) without fear of significant loss of either market share or unit volume, and  


    	 An ability to accommodate large dollar volume increases in business (often produced more by inflation than by real growth) with only minor additional investment of capital. (1981)'


  


  As inflation intensifies, more and more companies find that they must spend all funds they generate internally just to maintain their existing physical volume of business. (1980)


  Any unleveraged business that requires some net tangible assets to operate (and almost all do) is hurt by inflation. Businesses needing little in the way of tangible assets simply are hurt the least. (1983)


  The dream business — "sweet" returns


  Let's look at the prototype of a dream business, our own See's Candy. (2007)


  In our See's purchase, Charlie and I had one important insight: We saw that the business had untapped pricing power. (1991)


  At See's, annual sales were 16 million pounds of candy when Blue Chip Stamps purchased the company in 1972... Last year See's sold 31 million pounds, a growth rate of only 2% annually. Yet its durable competitive advantage, built by the See's family over a 50-year period, and strengthened subsequently by Chuck Huggins and Brad Kinstler, has produced extraordinary results for Berkshire. (2007)


  We bought See's for $25 million when its sales were $30 million and Pre-Tax earnings were less than $5 million. The capital then required to conduct the business was $8 million. (Modest seasonal debt was also needed for a few months each year.) Consequently, the company was earning 60% Pre-Tax on invested capital. Two factors helped to minimize the funds required for operations. First, the product was sold for cash, and that eliminated accounts receivable. Second, the production and distribution cycle was short, which minimized inventories. (2007)


  Last year See's sales were $383 million, and Pre-Tax profits were $82 million. The capital now required to run the business is $40 million. This means we have had to reinvest only $32 million since 1972 to handle the modest physical growth —and somewhat immodest financial growth —of the business. In the meantime Pre-Tax earnings have totaled $1.35 billion. All of that, except for the $32 million, has been sent to Berkshire (or, in the early years, to Blue Chip). After paying corporate taxes on the profits, we have used the rest to buy other attractive businesses. (2007)


  Customer goodwill creates economic goodwill


  See's has a one-of-a-kind product "personality" produced by a combination of its candy's delicious taste and moderate price, the company's total control of the distribution process, and the exceptional service provided by store employees. (1986)


  It was not the fair market value of the inventories, receivables or fixed assets that produced the premium rates of return. Rather it was a combination of intangible assets, particularly a pervasive favorable reputation with consumers based upon countless pleasant experiences they have had with both product and personnel. (1983)


  Such a reputation creates a consumer franchise that allows the value of the product to the purchaser, rather than its production cost, to be the major determinant of selling price. Consumer franchises are a prime source of economic Goodwill. (1983)


  A company like See's is a rarity


  There aren't many See's in Corporate America. Typically, companies that increase their earnings from $5 million to $82 million require, say, $400 million or so of capital investment to finance their growth. That's because growing businesses have both working capital needs that increase in proportion to sales growth and significant requirements for fixed asset investments. (2007)


  A company that needs large increases in capital to engender its growth may well prove to be a satisfactory investment. There is, to follow through on our example, nothing shabby about earning $82 million Pre-Tax on $400 million of net tangible assets. But that equation for the owner is vastly different from the See's situation. It's far better to have an ever-increasing stream of earnings with virtually no major capital requirements. Ask Microsoft or Google. (2007)


  B. THE GOOD BUSINESS


  Earn good returns on tangible invested capital


  One example of good, but far from sensational, business economics is our own Flight Safety. This company delivers benefits to its customers that are the equal of those delivered by any business that I know of. It also possesses a durable competitive advantage: Going to any other flight-training provider than the best is like taking the low bid on a surgical procedure. (2007)


  Nevertheless, this business requires a significant reinvestment of earnings if it is to grow. When we purchased Flight Safety in 1996, its Pre-Tax operating earnings were $111 million, and its net investment in fixed assets was $570 million. Since our purchase, depreciation charges have totaled $923 million. But capital expenditures have totaled $1,635 billion, most of that for simulators to match the new airplane models that are constantly being introduced. (A simulator can cost us more than $12 million, and we have 273 of them.) Our fixed assets, after depreciation, now amount to $1,079 billion. Pre-Tax operating earnings in 2007 were $270 million, a gain of $159 million since 1996. That gain gave us a good, but far from See's-like, return on our incremental investment of $509 million. (2007)


  High capital intensity requires high profit margins to achieve a decent return


  At Flight Safety...as much as $3.50 of capital investment is required to produce $1 of annual revenue. With this level of capital intensity, Flight Safety requires very high operating margins in order to obtain reasonable returns on capital, which means that utilization rates are all-important. (2004)


  Consequently, if measured only by economic returns, Flight Safety is an excellent but not extraordinary business. Its put-up-more-to-earn-more experience is that faced by most corporations. (2007)


  C. THE GRUESOME


  Require-a-lot-of-capital-at-a-low-return-business


  The worst sort of business is one that grows rapidly, requires significant capital to engender the growth, and then earns little or no money. Think airlines. Here a durable competitive advantage has proven elusive ever since the days of the Wright Brothers. (2007)


  Asset-heavy businesses generally earn low rates of return—rates that often barely provide enough capital to fund the inflationary needs of the existing business, with nothing left over for real growth, for distribution to owners, or for acquisition of new businesses. (1983)


  A depressing industry equation —undifferentiated products, easy to enter, many competitors and over-capacity


  Businesses in industries with both substantial over-capacity and a "commodity"product (undifferentiated in any customer-important way by factors such as performance, appearance, service support, etc.) are prime candidates for profit troubles. (1982)


  What finally determines levels of long-term profitability in such industries is the ratio of supply-tight to supply-ample years. Frequently that ratio is dismal. (1982)


  If.. .costs and prices are determined by full-bore competition, there is more than ample capacity, and the buyer cares little about whose product or distribution services he uses, industry economics are almost certain to be unexciting. They may well be disastrous. (1982)


  In many industries, differentiation can't be made meaningful


  Hence the constant struggle of every vendor to establish and emphasize special qualities of product or service. This works with candy bars (customers buy by brand name, not by asking for a "two-ounce candy bar") but doesn't work with sugar (how often do you hear, "I'll have a cup of coffee with cream and C & H sugar, please"). (1982)


  Some make money but only if they are the low-cost operator


  When a company is selling a product with commodity-like economic characteristics, being the low-cost producer is all-important. (2000)


  A few producers in such industries may consistently do well if they have a cost advantage that is both wide and sustainable. By definition such exceptions are few, and, in many industries, are non-existent. (1982)


  With superior management, a company may maintain its status as a low-cost operator for a much longer time, but even then unceasingly faces the possibility of competitive attack. And a business, unlike a franchise, can be killed by poor management. (1991)


  Or find a protected niche


  Someone operating in a protected, and usually small, niche can sustain high profitability levels. (1987)


  Or when supply is tight


  When shortages exist...even commodity businesses flourish. (1987)


  But it may take time


  Over-capacity may eventually self-correct, either as capacity shrinks or demand expands. Unfortunately for the participants, such corrections often are long delayed. (1982)


  And it usually doesn't last long


  One of the ironies of capitalism is that most managers in commodity industries abhor shortage conditions—even though those are the only circumstances permitting them good returns. (1987)


  When they finally occur, the rebound to prosperity frequently produces a pervasive enthusiasm for expansion that, within a few years, again creates over-capacity and a new profitless environment. In other words, nothing fails like success. (1982)


  But in some industries, tightness in supply can last a long time


  Sometimes actual growth in demand will outrun forecasted growth for an extended period. In other cases, adding capacity requires very long lead times because complicated manufacturing facilities must be planned and built. (1982)


  Berkshire's unfortunate experience with the textile industry


  The domestic textile industry operates in a commodity business, competing in a world market in which substantial excess capacity exists. Much of the trouble we experienced was attributable, both directly and indirectly, to competition from foreign countries whose workers are paid a small fraction of the U.S. minimum wage. (1985)


  And whatever improvements Berkshire did, competitors did


  Slow capital turnover, coupled with low profit margins on sales, inevitably produces inadequate returns on capital. Obvious approaches to improved profit margins involve differentiation of product, lowered manufacturing costs through more efficient equipment or better utilization of people, redirection toward fabrics enjoying stronger market trends, etc. Our management is diligent in pursuing such objectives. The problem, of course, is that our competitors are just as diligently doing the same thing. (1978)


  Over the years, we had the option of making large capital expenditures in the textile operation that would have allowed us to somewhat reduce variable costs. Each proposal to do so looked like an immediate winner. Measured by standard return-on-investment tests, in fact, these proposals usually promised greater economic benefits than would have resulted from comparable expenditures in our highly-profitable candy and newspaper businesses. (1985)


  I see the immediate but illusory benefits of the cost reductions. I don't see competitive actions and that all the benefits go to the customer


  But the promised benefits from these textile investments were illusory. Many of our competitors, both domestic and foreign, were stepping up to the same kind of expenditures and, once enough companies did so, their reduced costs became the baseline for reduced prices industry wide. Viewed individually, each company's capital investment decision appeared cost-effective and rational; viewed collectively, the decisions neutralized each other and were irrational (just as happens when each person watching a parade decides he can see a little better if he stands on tiptoes). After each round of investment, all the players had more money in the game and returns remained anemic. (1985)


  Thus, we faced a miserable choice: Huge capital investment would have helped to keep our textile business alive, but would have left us with terrible returns on ever-growing amounts of capital. After the investment, moreover, the foreign competition would still have retained a major, continuing advantage in labor costs. A refusal to invest, however, would make us increasingly non-competitive, even measured against domestic textile manufacturers. (1985)


  This devastating outcome for the shareholders indicates what can happen when much brain power and energy are applied to a faulty premise. The situation is suggestive of Samuel Johnson's horse: "A horse that can count to ten is a remarkable horse—not a remarkable mathematician." Likewise, a textile company that allocates capital brilliantly within its industry is a remarkable textile company—but not a remarkable business. (1985)


  An important lesson


  We react with great caution to suggestions that our poor businesses can be restored to satisfactory profitability by major capital expenditures. (The projections will be dazzling and the advocates sincere, but, in the end, major additional investment in a terrible industry usually is about as rewarding as struggling in quicksand.) (An Owner's Manual)


  An important truth


  In a business selling a commodity-type product, it's impossible to be a lot smarter than your dumbest competitor. (1990)


  But what if I buy a gruesome business at a real bargain?


  If you buy a stock at a sufficiently low price, there will usually be some hiccup in the fortunes of the business that gives you a chance to unload at a decent profit, even though the long-term performance of the business may be terrible. I call this the "cigar butt" approach to investing. A cigar butt found on the street that has only one puff left in it may not offer much of a smoke, but the "bargain purchase" will make that puff all profit. (1989)


  Don't confuse "cheap" with a good deal


  Unless you are a liquidator, that kind of approach to buying businesses is foolish. First, the original "bargain" price probably will not turn out to be such a steal after all. In a difficult business, no sooner is one problem solved than another surfaces—never is there just one cockroach in the kitchen. (1989)


  Second, any initial advantage you secure will be quickly eroded by the low return that the business earns. For example, if you buy a business for $8 million that can be sold or liquidated for $10 million and promptly take either course, you can realize a high return. But the investment will disappoint if the business is sold for $10 million in ten years and in the interim has annually earned and distributed only a few percent on cost. Time is the friend of the wonderful business, the enemy of the mediocre. (1989)


  In some businesses, not even brilliant management helps


  I've said many times that when a management with a reputation for brilliance tackles a business with a reputation for bad economics, it is the reputation of the business that remains intact. (1989)


  Good jockeys will do well on good horses, but not on broken-down nags. (1989)


  When an industry's underlying economics are crumbling, talented management may slow the rate of decline. Eventually, though, eroding fundamentals will overwhelm managerial brilliance. (As a wise friend told me long ago, "If you want to get a reputation as a good businessman, be sure to get into a good business.") (2006)


  My conclusion from my own experiences and from much observation of other businesses is that a good managerial record (measured by economic returns) is far more a function of what business boat you get into than it is of how effectively you row (though intelligence and effort help considerably, of course, in any business, good or bad). (1985)


  Should you find yourself in a chronically-leaking boat, energy devoted to changing vessels is likely to be more productive than energy devoted to patching leaks. (1985)


  Turnarounds seldom turn or take longer than I expect


  Both our operating and investment experience cause us to conclude that "turn-arounds" seldom turn, and that the same energies and talent are much better employed in a good business purchased at a fair price than in a poor business purchased at a bargain price. (1979)


  But separate a general and permanent problem from an isolated and correctable problem and temporary setback —assuming it's a great or good business


  Extraordinary business franchises with a localized 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. (1980)


  A great investment opportunity occurs when a marvelous business encounters a one-time huge, but solvable, problem as was the case many years back at both American Express and GEICO. Overall, however, we've done better by avoiding dragons than by slaying them. (1989)


  All earnings are not created equal — Restricted earnings must often be discounted heavily in capital intensive businesses


  In many businesses particularly those that have high asset/profit ratios —inflation causes some or all of the reported earnings to become ersatz. The ersatz portion—let's call these earnings "restricted" — cannot, if the business is to retain its economic position, be distributed as dividends. Were these earnings to be paid out, the business would lose ground in one or more of the following areas: Its ability to maintain its unit volume of sales, its long-term competitive position, its financial strength. No matter how conservative its payout ratio, a company that consistently distributes restricted earnings is destined for oblivion unless equity capital is otherwise infused. (1984)


  Let's turn to the much-more-valued unrestricted variety. These earnings may, with equal feasibility, be retained or distributed. In our opinion, management should choose whichever course makes greater sense for the owners of the business. (1984)


  Unrestricted earnings should be retained only when there is a reasonable prospect—backed preferably by historical evidence or, when appropriate, by a thoughtful analysis of the future—that for every dollar retained by the corporation, at least one dollar of market value will be created for owners. This will happen only if the capital retained produces incremental earnings equal to, or above, those generally available to investors. (1984)


  D. OTHER TOUGH BUSINESSES


  I-have-to-be-smart-every-day-business


  Retailing is a tough business... In part, this is because a retailer must stay smart, day after day. Your competitor is always copying and then topping whatever you do. Shoppers are meanwhile beckoned in every conceivable way to try a stream of new merchants. In retailing, to coast is to fail. (1995)


  In contrast to this have-to-be-smart-every-day business, there is what I call the have-to-be-smart-once business. For example, if you were smart enough to buy a network TV station very early in the game, you could put in a shiftless and backward nephew to run things, and the business would still do well for decades. (1995)


  Fast changing industries can also be troublesome—even if I understand their products, it may be close to impossible to judge future competitive position and what can go wrong over time


   Our criterion of "enduring" causes us to rule out companies in industries prone to rapid and continuous change... A moat that must be continuously rebuilt will eventually be no moat at all. (2007)


  In the past, it required no brilliance for people to foresee the fabulous growth that awaited such industries as autos (in 1910), aircraft (in 1930) and television sets (in 1950). But the future then also included competitive dynamics that would decimate almost all of the companies entering those industries. Even the survivors tended to come away bleeding. (2009)


  A business that constantly encounters major change also encounters many chances for major error. Furthermore, economic terrain that is forever shifting violently is ground on which it is difficult to build a fortress-like business franchise. Such a franchise is usually the key to sustained high returns. (1987)


  And this includes technology — a few will make money but many will lose and it's hard to see who does what in advance


  A business that must deal with fast-moving technology is not going to lend itself to reliable evaluations of its long-term economics. (1993)


  At Berkshire, we make no attempt to pick the few winners that will emerge from an ocean of unproven enterprises. We're not smart enough to do that, and we know it. (2000)


  Did we foresee thirty years ago what would transpire in the television-manufacturing or computer industries? Of course not. (Nor did most of the investors and corporate managers who enthusiastically entered those industries.) Why, then, should Charlie and I now think we can predict the future of other rapidly-evolving businesses? (1993)


  Severe change and exceptional returns usually don't go together. Most investors, of course, behave as if just the opposite were true.


  That is, they usually confer the highest price-earnings ratios on exotic sounding businesses that hold out the promise of feverish change.


  That prospect lets investors fantasize about future profitability rather than face today's business realities. For such investor-dreamers, any blind date is preferable to one with the girl next door, no matter how desirable she may be. (1987)


  Just because Charlie and I can clearly see dramatic growth ahead for an industry does not mean we can judge what its profit margins and returns on capital will be as a host of competitors battle for supremacy. At Berkshire we will stick with businesses whose profit picture for decades to come seems reasonably predictable. Even then, we will make plenty of mistakes. (2009)


  Our problem — which we can't solve by studying up —is that we have no insights into which participants in the tech field possess a truly durable competitive advantage. (1999)


  And growth has its limits — no trees grow to the sky


  In a finite world, high growth rates must self-destruct. If the base from which the growth is taking place is tiny, this law may not operate for a time. But when the base balloons, the party ends: A high growth rate eventually forges its own anchor. (1989)


  For a major corporation to predict that its per-share earnings will grow over the long term at, say, 15% annually is to court trouble. That's true


  because a growth rate of that magnitude can only be maintained by a very small percentage of large businesses. Here's a test: Examine the record of, say, the 200 highest earning companies from 1970 or 1980 and tabulate how many have increased per-share earnings by 15% annually since those dates. You will find that only a handful have. I would wager you a very significant sum that fewer than 10 of the 200 most profitable companies in 2000 will attain 15% annual growth in earnings-per-share over the next 20 years. (2000)


  We readily acknowledge that there has been a huge amount of true value created in the past decade by new or young businesses, and that there is much more to come. But value is destroyed, not created, by any business that loses money over its lifetime, no matter how high its interim valuation may get. (2000)


  Our lack of tech insights, we should add, does not distress us. After all, there are a great many business areas in which Charlie and I have no special capital-allocation expertise. For instance, we bring nothing to the table when it comes to evaluating patents, manufacturing processes or geological prospects. So we simply don't get into judgments in those fields. (1999)


  E. THE CORRECT WAY TO LOOK AT ACCOUNTING GOODWILL


  We believe managers and investors alike should view intangible assets from two perspectives: (1983)


  When you evaluate the attractiveness of a business look at the return on net tangible assets


  

    	In analysis of operating results—that is, in evaluating the underlying economics of a business unit-amortization charges should be ignored. What a business can be expected to earn on unleveraged net tangible assets, excluding any charges against earnings for amortization of Goodwill, is the best guide to the economic attractiveness of the operation. It is also the best guide to the current value of the operation's economic Goodwill. (1983)


  Goodwill should not be amortized, but written off when necessary



    	In evaluating the wisdom of business acquisitions, amortization charges should be ignored also. They should be deducted neither from earnings nor from the cost of the business. This means forever viewing purchased Goodwill at its full cost, before any amortization. Furthermore, cost should be defined as including the full intrinsic business value — not just the recorded accounting value — of all consideration given, irrespective of market prices of the securities involved at the time of merger and irrespective of whether pooling treatment was allowed. (1983)


  


  Operations that appear to be winners based upon perspective


  

    	 may pale when viewed from perspective


    	 A good business is not always a good purchase — although it's a good place to look for one. (1983)


  


  We will try to acquire businesses that have excellent operating economics measured by


  

    	and that provide reasonable returns measured by 


    	Accounting consequences will be totally ignored. (1983)


  


  F. WHAT ARE THE KEY FACTORS FOR SUCCESS OR HARM AND HOW PREDICTABLE ARE THEY?


  Let's translate the analysis into a simple question: Does the business have something people need or want now and in the future (demand), that no one else has (competitive advantage) or can copy, take away or get now and in the future (sustainable) and can these advantages be translated into business value?


  Investors should remember that their scorecard is not computed using Olympic-diving methods: Degree-of-difficulty doesn't count. If you are right about a business whose value is largely dependent on a single key factor that is both easy to understand and enduring, the payoff is the same as if you had correctly analyzed an investment alternative characterized by many constantly shifting and complex variables. (1994)


  The truly big investment idea can usually be explained in a short paragraph. (1994)


  Distinguish what matters from what doesn't—Try to figure out the key factors that make the business succeed or fail. A few examples:


  Insurance


  Our main business...is insurance. To understand Berkshire, therefore, it is necessary that you understand how to evaluate an insurance company. The key determinants are:


  

    	 The amount of float that the business generates; 


    	 Its cost; and  


    	 Most critical of all, the long-term outlook for both of these factors. (1999)


  


  The most important ingredient in GEICO's success is rock-bottom operating costs, which set the company apart from literally hundreds of competitors that offer auto insurance. (1986)


  Because of the company's low costs, its policyholders were consistently profitable and unusually loyal. (2010)


  Newspapers


  Within this environment the News has one exceptional strength: its acceptance by the public, a matter measured by the paper's "penetration ratio" — the percentage of households within the community purchasing the paper each day... We believe a paper's penetration ratio to be the best measure of the strength of its franchise. (1983)


  A large and intelligently-utilized news hole...attracts a wide spectrum of readers and thereby boosts penetration. High penetration, in turn, makes a newspaper particularly valuable to retailers since it allows them to talk to the entire community through a single "megaphone." A low-penetration paper is a far less compelling purchase for many advertisers and will eventually suffer in both ad rates and profits. (1989)


  Retail


  We regard the most important measure of retail trends to be units sold per store rather than dollar volume. (1983)


  NFM [Nebraska Furniture Mart] and Borsheim's [Fine Jewelry] follow precisely the same formula for success: 


  

    	 unparalleled depth and breadth of merchandise at one location;  


    	 the lowest operating costs in the business;  


    	 the shrewdest of buying, made possible in part by the huge volumes purchased;  


    	 gross margins, and therefore prices, far below competitors'; and  


    	 friendly personalized service with family members on hand at all times. (1989)


  


  Railroads


  Both of us are enthusiastic about BNSF's future because railroads have major cost and environmental advantages over trucking, their main competitor. Last year BNSF moved each ton of freight it carried a record 500 miles on a single gallon of diesel fuel. That's three times more fuel-efficient than trucking is, which means our railroad owns an important advantage in operating costs. (2010)


  To sum up the great, good and gruesome


  To sum up, think of three types of "savings accounts." The great one pays an extraordinarily high interest rate that will rise as the years pass. The good one pays an attractive rate of interest that will be earned also on deposits that are added. Finally, the gruesome account both pays an inadequate interest rate and requires you to keep adding money at those disappointing returns. (2007)


  Business experience, direct and vicarious, produced my present strong preference for businesses that possess large amounts of enduring Goodwill and that utilize a minimum of tangible assets. (1983)




  Six 
Past Results as a Guide:
 Sometimes Useful and Sometimes Dangerous


  What is "normal" cash flow? How representative is past information? Why was the past the way it was? What factors were responsible for generating past cash flows? Are they present today? What forces can change them?


  The past is useful if it gives me any clues to the future


  In the business world...the rear-view mirror is always clearer than the windshield. (1991)


  It's the windshield through which investors must peer, and that glass is invariably fogged. (2004)


  But it doesn't tell me about the future and the value depends on the future


  If merely looking up past financial data would tell you what the future holds, the Forbes 400 would consist of librarians. (2008)


  The problem is not that what has worked in the past will cease to work in the future. To the contrary, we believe that our formula —the purchase at sensible prices of businesses that have good underlying economics and are run by honest and able people—is certain to produce reasonable success. (1994)


  Future profitability of the industry will be determined by current competitive characteristics, not past ones. Many managers have been slow to recognize this. It's not only generals that prefer to fight the last war. Most business and investment analysis also comes from the rear-view mirror. (1982)


  How a business should be viewed


  The company should be viewed as an unfolding movie, not as a still photograph. Those who focused in the past on only the snapshot of the day sometimes reached erroneous conclusions. (2003)


  What worked before may not work in the future


  While investors and managers must place their feet in the future, their memories and nervous systems often remain plugged into the past. It is much easier for investors to utilize historic p/e ratios or for managers to utilize historic business valuation yardsticks than it is for either group to rethink their premises daily. When change is slow, constant rethinking is actually undesirable; it achieves little and slows response time. But when change is great, yesterday's assumptions can be retained only at great cost. (1981)


  What would happen if my key assumption disappeared from the equation?


  Conditions, environments and circumstances change — industry conditions and technologies change, customers change their behavior and tastes, good times turn to bad times, competition gets tougher and the quality of management deteriorates


  Berkshire's past rates of gains in both book value and business value were achieved under circumstances far different from those that now exist. Anyone ignoring these differences makes the same mistake that a baseball manager would were he to judge the future prospects of a 42-year-old center fielder on the basis of his lifetime batting average. (1988)


  Sometimes the past can be very misleading —the 2008 housing crisis


   Just about all Americans came to believe that house prices would forever rise. That conviction made a borrower's income and cash equity seem unimportant to lenders, who shoveled out money, confident that HPA — house price appreciation—would cure all problems. (2007)


  Salesmen, rating agencies and investors...looked at loss experience over periods when home prices rose only moderately and speculation in houses was negligible. They then made this experience a yardstick for evaluating future losses. They blissfully ignored the fact that house prices had recently skyrocketed, loan practices had deteriorated and many buyers had opted for houses they couldn't afford. In short, universe "past" and universe "current" had very different characteristics. But lenders, government and media largely failed to recognize this allimportant fact. (2008)


  Good times, booms or temporary tailwinds (or lousy competition) can fool me that business or management performance is better than it really is (or vice versa during the opposite)


  Charlie and I pay a great deal of attention to how well our businesses are doing, and we also work to understand the environment in which each business is operating. For example, is one of our businesses enjoying an industry tailwind or is it facing a headwind? Charlie and I need to know exactly which situation prevails and to adjust our expectations accordingly. (An Owner's Manual)


  How do the business and management perform during turbulent or bad times? I can only evaluate real management performance, their character and business characteristics when "the tide goes out"


  What worked before may also have been partly or wholly due to random factors


  Don't think I'm smart when I may be lucky


  There's no reason to do handsprings over 1995's gains. This was a year in which any fool could make a bundle in the stock market. And we did. To paraphrase President Kennedy, a rising tide lifts all yachts. (1995)


  Is it just raining or is the business or management really that good?


  Any investor can chalk up large returns when stocks soar, as they did in 1997. In a bull market, one must avoid the error of the preening duck that quacks boastfully after a torrential rainstorm, thinking that its paddling skills have caused it to rise in the world. A right-thinking duck would instead compare its position after the downpour to that of the other ducks on the pond. (1997)


  Vanishing competitive advantage —the world changes and so do competitors —and sometimes very quickly —environments and business conditions may be permanently changed —the moat disappears or management quality deteriorates


  In the frontispiece to Security Analysis, Ben Graham and Dave Dodd quoted Horace: "Many shall be restored that now are fallen and many shall fall that are now in honor." Fifty-two years after I first read those lines, my appreciation for what they say about business and investments continues to grow. (2001)


  The World Book — changing technology


  World Book continues to dominate the U.S. direct-sales encyclopedia market—and for good reasons. Extraordinarily well-edited and priced at under 5 cents per page, these books are a bargain for youngster and adult alike. (1986)


  Berkshire's most difficult problem is World Book, which operates in an industry beset by increasingly tough competition from CD-ROM and online offerings. (1995)


  Newspapers — less useful for advertisers and lost pricing power


  The industry's staggering returns could be simply explained. For most of the 20th Century, newspapers were the primary source of information for the American public. Whether the subject was sports, finance, or politics, newspapers reigned supreme. Just as important, their ads were the easiest way to find job opportunities or to learn the price of groceries at your town's supermarkets. (2006)


  Advertisers preferred the paper with the most circulation, and readers tended to want the paper with the most ads and news pages. This circularity led to a law of the newspaper jungle: Survival of the Fattest. Thus, when two or more papers existed in a major city (which was almost universally the case a century ago), the one that pulled ahead usually emerged as the stand-alone winner. After competition disappeared, the paper's pricing power in both advertising and circulation was unleashed. Typically, rates for both advertisers and readers would be raised annually—and the profits rolled in. For owners this was economic heaven. (2006)


  Now, however...the number of both print and electronic advertising channels has substantially increased. As a consequence, advertising dollars are more widely dispersed and the pricing power of ad vendors has diminished. (1990)


  Now.. .almost all newspaper owners realize that they are constantly losing ground in the battle for eyeballs. Simply put, if cable and satellite broadcasting, as well as the internet, had come along first, newspapers as we know them probably would never have existed. (2006)


  Valuations must change when expectations change


  A few years ago the conventional wisdom held that a newspaper, television or magazine property would forever increase its earnings at 6% or so annually and would do so without the employment of additional capital, for the reason that depreciation charges would roughly match capital expenditures and working capital requirements would be minor. Therefore, reported earnings (before amortization of intangibles) were also freely-distributable earnings, which meant that ownership of a media property could be construed as akin to owning a perpetual annuity set to grow at 6% a year. Say, next, that a discount rate of 10% was used to determine the present value of that earnings stream. One could then calculate that it was appropriate to pay a whopping $25 million for a property with current after-tax earnings of $1 million [1/0.1-0.06], (1991) '


  Now change the assumption and posit that the $1 million represents "normal earning power" and that earnings will bob around this figure cyclically. A "bob-around" pattern is indeed the lot of most businesses, whose income stream grows only if their owners are willing to commit more capital (usually in the form of retained earnings). Under our revised assumption, $1 million of earnings, discounted by the same 10%, translates to a $10 million valuation. Thus a seemingly modest shift in assumptions reduce the property's valuation to 10 times after-tax earnings. (1991)


  The Dexter Case—high labor content, products that can easily be shipped in and increased competition from low-wage countries


  We promptly jumped at the chance last year to acquire Dexter Shoe of Dexter, Maine which manufactures popular-priced men's and women's shoes... It is one of the best-managed companies Charlie and I have seen in our business lifetimes...the domestic shoe industry is generally thought to be unable to compete with imports from low-wage countries. But someone forgot to tell this to the ingenious managements of Dexter and H. H. Brown and to their skilled labor forces, which together make the U.S. plants of both companies highly competitive against all comers. (1993)


  I made an even worse mistake when I said "yes" to Dexter, a shoe business I bought in 1993 for $433 million in Berkshire stock (25,203 shares of A). What I had assessed as durable competitive advantage vanished within a few years. But that's just the beginning: By using Berkshire stock, I compounded this error hugely. That move made the cost to Berkshire shareholders not $400 million, but rather $3.5 billion. In essence, I gave away 1.6% of a wonderful business —one now valued at $220 billion — to buy a worthless business. (2008)


  But even a great business change over time but not the reason why people buy their products or use their services


  Obviously all businesses change to some extent. Today, See's is different in many ways from what it was in 1972 when we bought it: It offers a different assortment of candy, employs different machinery and sells through different distribution channels. But the reasons why people today buy boxed chocolates, and why they buy them from us rather than from someone else, are virtually unchanged from what they were in the 1920s when the See family was building the business. Moreover, these motivations are not likely to change over the next 20 years, or even 50. (1996)


  There are always opportunities to improve a business


  Experience...indicates that the best business returns are usually achieved by companies that are doing something quite similar today to what they were doing five or ten years ago. That is no argument for managerial complacency. Businesses always have opportunities to improve service, product lines, manufacturing techniques, and the like, and obviously these opportunities should be seized. (1987)


  Our managers have produced extraordinary results by doing rather ordinary things—but doing them exceptionally well. Our managers protect their franchises, they control costs, they search for new products and markets that build on their existing strengths and they don't get diverted. They work exceptionally hard at the details of their businesses, and it shows. (1987)


  And improvements include preserving and widening the moat


   Every day, in countless ways, the competitive position of each of our businesses grows either weaker or stronger. If we are delighting customers, eliminating unnecessary costs and improving our products and services, we gain strength. But if we treat customers with indifference or tolerate bloat, our businesses will wither. On a daily basis, the effects of our actions are imperceptible; cumulatively, though, their consequences are enormous. When our long-term competitive position improves as a result of these almost unnoticeable actions, we describe the phenomenon as "widening the moat." (2005)


  Has the competitive advantage been made stronger and more durable?


  And doing that is essential if we are to have the kind of business we want a decade or two from now. We always, of course, hope to earn more money in the short-term. But when short-term and long-term conflict, widening the moat must take precedence. If a management makes bad decisions in order to hit short-term earnings targets, and consequently gets behind the eight-ball in terms of costs, customer satisfaction or brand strength, no amount of subsequent brilliance will overcome the damage that has been inflicted. Take a look at the dilemmas of managers in the auto and airline industries today as they struggle with the huge problems handed them by their predecessors. Charlie is fond of quoting Ben Franklin's "An ounce of prevention is worth a pound of cure." But sometimes no amount of cure will overcome the mistakes of the past. (2005)

  


  




  Seven 
The Importance of Trustworthy
 and
 Talented Management


  Stick to proven management with a lot of integrity, talent and passion


  After some other mistakes, I learned to go into business only with people whom I like, trust, and admire. (1989)


  We do not wish to join with managers who lack admirable qualities, no matter how attractive the prospects of their business. We've never succeeded in making a good deal with a bad person. (1989)


  Culture counts


  Culture, more than rule books, determines how an organization behaves. (2010, Memo to Berkshire Hathaway Managers)


  Existing cultures are hard to change so avoid situations where I have to change people


  Management changes, like marital changes, are painful, time-consuming and chancy. (1987)


  One doesn't need an MBA to be talented


  Berkshire's CEOs come in many forms. Some have MBAs; others never finished college. Some use budgets and are by-the-book types; others operate by the seat of their pants. Our team resembles a baseball squad composed of all-stars having vastly different batting styles. Changes in our line-up are seldom required. (2010)


  Susan (Jacques) came to Borsheims 25 years ago as a $4-an-hour saleswoman. Though she lacked a managerial background, I did not hesitate to make her CEO in 1994. She's smart, she loves the business, and she loves her associates. That beats having an MBA degree any time. (An aside: Charlie and I are not big fans of resumes. Instead, we focus on brains, passion and integrity.) (2007)


  Our experience with newly-minted MBAs has not been that great. Their academic records always look terrific and the candidates always know just what to say; but too often they are short on personal commitment to the company and general business savvy. It's difficult to teach a new dog old tricks. (1988)


  We do not remove superstars from our line-up merely because they have attained a specified age... Superb managers are too scarce a resource to be discarded simply because a cake gets crowded with candles. (1988)


  What management does with the cash is very important


  There is a...more subjective, element to an intrinsic value calculation that can be either positive or negative: The efficacy with which retained earnings will be deployed in the future... Some companies will turn these retained dollars into fifty-cent pieces, others into two-dollar bills. (2010)


  The lack of skill that many CEOs have at capital allocation is no small matter: After ten years on the job, a CEO whose company annually retains earnings equal to 10% of net worth will have been responsible for the deployment of more than 60% of all the capital at work in the business. CEOs who recognize their lack of capital-allocation skills (which not all do) will often try to compensate by turning to their staffs, management consultants, or investment bankers. Charlie and I have frequently observed the consequences of such "help." On balance, we feel it is more likely to accentuate the capital-allocation problem than to solve it. (1987)


  This "what-will-they-do-with-the-money" factor must always be evaluated along with the "what-do-we-have-now"calculation in order for us, or anybody, to arrive at a sensible estimate of a company's intrinsic value. That's because an outside investor stands by helplessly as management reinvests his share of the company's earnings. If a CEO can be expected to do this job well, the reinvestment prospects add to the company's current value; if the CEO's talents or motives are suspect, today's value must be discounted. The difference in outcome can be huge. (2010)


  If earnings have been unwisely retained, it is likely that managers, too, have been unwisely retained. (1984)


  Focus on the three questions that truly count


  

    	First, does the company have the right CEO? 


    	Second, is he/ she overreaching in terms of compensation? 


    	Third, are proposed acquisitions more likely to create or destroy per-share value? (2004)


  




  Eight 
The Importance of
 Clear Yardsticks to Judge 
Management Performance


  From the start, Charlie and I have believed in having a rational and unbending standard for measuring what we have — or have not — accomplished. (2009)


  Charlie and I believe that those entrusted with handling the funds of others should establish performance goals at the onset of their stewardship. Lacking such standards, managements are tempted to shoot the arrow of performance and then paint the bull's-eye around wherever it lands. (2010)


  Don't automatically be impressed by higher earnings


  While an increase in earnings from $8 million to $72 million sounds terrific - and usually is - you should not automatically assume that to be the case. You must first make sure that earnings were not severely depressed in the base year. If they were instead substantial in relation to capital employed, an even more important point must be examined: how much additional capital was required to produce the additional earnings? (1985)


  When returns on capital are ordinary, an earn-more-by-putting-up-more record is no great managerial achievement. You can get the same result personally while operating from your rocking chair. Just quadruple the capital you commit to a savings account and you will quadruple your earnings. You would hardly expect hosannas for that particular accomplishment. (1985)


  When things don't work some change the yardstick


  Yardsticks seldom are discarded while yielding favorable readings. But when results deteriorate, most managers favor disposition of the yardstick rather than disposition of the manager. (1982)


  To managers faced with such deterioration, a more flexible measurement system often suggests itself: Just shoot the arrow of business performance into a blank canvas and then carefully draw the bullseye around the implanted arrow. (1982)


  Beware of those who explain away bad results by using "except for"


   In any business, insurance or otherwise, "except for" should be excised from the lexicon. If you are going to play the game, you must count the runs scored against you in all nine innings. Any manager who consistently says "except for" and then reports on the lessons he has learned from his mistakes may be missing the only important lesson— namely, that the real mistake is not the act, but the actor. (1985)


  Or blaming it on their long-term focus


  If plantings made confidently are repeatedly followed by disappointing harvests, something is wrong with the farmer. (Or perhaps with the farm: Investors should understand that for certain companies, and even for some industries, there simply is no good long-term strategy.) Just as you should be suspicious of managers who pump up short-term earnings by accounting maneuvers, asset sales and the like, so also should you be suspicious of those managers who fail to deliver for extended periods and blame it on their long-term focus. (Even Alice, after listening to the Queen lecture her about "jam tomorrow," finally insisted, "It must come sometimes to jam today.") (1992)




  Nine 
Corporate Governance


  The Board's most important job is to pick the right person to run the business and evaluate their performance


  This means that directors must get rid of a manager who is mediocre or worse, no matter how like-able he may be. (2002)


  And intervene when managers do things contrary to the interest of the owners


  If able but greedy managers over-reach and try to dip too deeply into the shareholders' pockets, directors must slap their hands. (1993)


  Key criteria for choosing directors


  In selecting a new director, we were guided by our long-standing criteria, which are that board members be owner-oriented, business-savvy, interested and truly independent. (2006)


  The rarest of these qualities is business savvy... Many people who are smart, articulate and admired have no real understanding of business. That's no sin; they may shine elsewhere. But they don't belong on corporate boards. (2003)


  It is not prominence or diversity that counts but business judgment


  Too often, directors are selected simply because they are prominent or add diversity to the board. That practice is a mistake. Furthermore, mistakes in selecting directors are particularly serious because appointments are so hard to undo: The pleasant but vacuous director need never worry about job security. (1993)


  Charlie and I believe our four criteria are essential if directors are to do their job —which, by law, is to faithfully represent owners. Yet these criteria are usually ignored. Instead, consultants and CEOs seeking board candidates will often say, "We're looking for a woman," or "a Hispanic," or "someone from abroad," or what have you. It sometimes sounds as if the mission is to stock Noah's ark. Over the years I've been queried many times about potential directors and have yet to hear anyone ask, "Does he think like an intelligent owner?" (2006)


  The questions I instead get would sound ridiculous to someone seeking candidates for, say, a football team, or an arbitration panel or a military command. In those cases, the selectors would look for people who had the specific talents and attitudes that were required for a specialized job. At Berkshire, we are in the specialized activity of running a business well, and therefore we seek business judgment. (2006)


  True independence


  True independence—meaning the willingness to challenge a forceful CEO when something is wrong or foolish—is an enormously valuable trait in a director. It is also rare. The place to look for it is among highgrade people whose interests are in line with those of rank-and-file shareholders — and are in line in a very big way. (2003)


  Jesus understood the calibration of independence...In Matthew 6:21 He observed: "For where your treasure is, there will your heart be also." (2004)


  We will select directors who have huge and true ownership interests (that is, stock that they or their family have purchased, not been given by Berkshire or received via options), expecting those interests to influence their actions to a degree that dwarfs other considerations such as prestige and board fees. (2002)


  Most of our directors have a major portion of their net worth invested in the company. We eat our own cooking. (An Owner's Manual)


  Basically, we want the behavior of our directors to be driven by the effect their decisions will have on their family's net worth, not by their compensation. That's the equation for Charlie and me as managers, and we think it's the right one for Berkshire directors as well. (2002)


  The bottom line for our directors: You win, they win big; you lose, they lose big. Our approach might be called owner-capitalism. We know of no better way to engender true independence. (2003)


  They may look independent when they are not


  Many directors who are now deemed independent by various authorities and observers are far from that, relying heavily as they do on directors' fees to maintain their standard of living. These payments, which come in many forms, often range between $150,000 and $250,000 annually, compensation that may approach or even exceed all other income of the "independent" director. (2006)


  A director whose moderate income is heavily dependent on directors' fees —and who hopes mightily to be invited to join other boards in order to earn more fees—is highly unlikely to offend a CEO or fellow directors, who in a major way will determine his reputation in corporate circles. (2002)


  A board may be a legal creation but it is a social animal


  It's almost impossible...in a boardroom populated by well-mannered people, to raise the question of whether the CEO should be replaced. It's equally awkward to question a proposed acquisition that has been endorsed by the CEO, particularly when his inside staff and outside advisors are present and unanimously support his decision. (They wouldn't be in the room if they didn't.) (2002)


  These "social" difficulties argue for outside directors regularly meeting without the CEO — a reform that is being instituted and that I enthusiastically endorse. (2002)




  Ten 
Owners and Management


  If Charlie and I were to go into a small venture with a few partners, we would seek individuals in sync with us, knowing that common goals and a shared destiny make for a happy business "marriage" between owners and managers. Scaling up to giant size doesn't change that truth. (2009)


  At Berkshire, managers can focus on running their businesses: They are not subjected to meetings at headquarters nor financing worries nor Wall Street harassment... Our trust is in people rather than process. A "hire well, manage little" code suits both them and me. (2010)


  Just follow the Golden Rule


  Most of our managers are independently wealthy, and it's therefore up to us to create a climate that encourages them to choose working with Berkshire over golfing or fishing. This leaves us needing to treat them fairly and in the manner that we would wish to be treated if our positions were reversed. (An Owner's Manual)


  Though "working" means nothing to me financially, I love doing it at Berkshire for some simple reasons; It gives me a sense of achievement, a freedom to act as I see fit and an opportunity to interact daily with people I like and trust. Why should our managers — accomplished artists at what they do—see things differently? (1999)


  And how can I hold someone responsible if I tell them what to do?


  Charlie and I mainly attend to capital allocation and the care and feeding of our key managers. Most of these managers are happiest when they are left alone to run their businesses, and that is customarily just how we leave them. That puts them in charge of all operating decisions and of dispatching the excess cash they generate to headquarters. (An Owner's Manual)


  Often I get a better management result through decentralization and non-control


  Your company is run on the principle of centralization of financial decisions at the top (the very top, it might be added), and rather extreme delegation of operating authority to a number of key managers at the individual company or business unit level. (1979)


  This approach produces an occasional major mistake that might have been eliminated or minimized through closer operating controls. But it also eliminates large layers of costs and dramatically speeds decision-making. Because everyone has a great deal to do, a very great deal gets done. (1979)


  Our managers are totally in charge of their personal schedules. Second, we give each a simple mission: Just run your business as if:


  

    	You own 100% of it; 


    	 It is the only asset in the world that you and your family have or will ever have; and 


    	 You can't sell or merge it for at least a century. As a corollary, we tell them they should not let any of their decisions be affected even slightly by accounting considerations. We want our managers to think about what counts, not how it will be counted. (1998)


  


  At Berkshire, we believe in Charlie's dictum — "Just tell me the bad news; the good news will take care of itself" — and that is the behavior we expect of our managers when they are reporting to us. (1995)




  Eleven 
Management Compensation:
 I Get What I Reward For


  Management and owners should have the same interest


  What is best for their owners is not necessarily best for the managers.


  Fortunately Charlie and I have both total job security and financial interests that are identical with those of our shareholders. (1989)


  Work with people who make money with owners and not off them


  We have no interest in large salaries or options or other means of gaining an "edge" over you. We want to make money only when our partners do and in exactly the same proportion. (An Owner's Manual)


  Since I have a huge percentage of my net worth committed for life to Berkshire shares — and since the company will issue me neither restricted shares nor stock options—my gain-loss equation will always match that of all other owners. (1993)


  There should be no rights without responsibilities and no carrots without sticks


  The people who make the decisions should be accountable for the consequences and face both the downside as well as the upside


  In our book, alignment means being a partner in both directions, not just on the upside. Many "alignment" plans flunk this basic test, being artful forms of "heads I win, tails you lose." (1994)


  CEOs and, in many cases, directors have long benefitted from over-sized financial carrots; some meaningful sticks now need to be part of their employment picture as well. (2009)


  Make sure incentives are tied to the same variables that determine value for owners


  At both General Re and its Cologne subsidiary, incentive compensation plans are now directly tied to the variables of float growth and cost of float, the same variables that determine value for owners. (1999)


  And tied to the result of the area the manager is responsible for and can impact


  When we use incentives...they are always tied to the operating results for which a given CEO has authority. We issue no lottery tickets that carry payoffs unrelated to business performance. (2006)


  We compensate Ralph Schey based upon the results of Scott Fetzer rather than those of Berkshire. What could make more sense, since he's responsible for one operation but not the other? A cash bonus or a stock option tied to the fortunes of Berkshire would provide totally capricious rewards to Ralph. He could, for example, be hitting home runs at Scott Fetzer while Charlie and I rang up mistakes at Berkshire, thereby negating his efforts many times over. Conversely, why should option profits or bonuses be heaped upon Ralph if good things are occurring in other parts of Berkshire but Scott Fetzer is lagging? (1994)


  Arrangements that pay off in capricious ways, unrelated to a manager's personal accomplishments, may well be welcomed by certain managers. Who, after all, refuses a free lottery ticket? But such arrangements are wasteful to the company and cause the manager to lose focus on what should be his real areas of concern. Additionally, irrational behavior at the parent may well encourage imitative behavior at subsidiaries. (1994)


  The rewards can be large


  In setting compensation, we like to hold out the promise of large carrots, but make sure their delivery is tied directly to results in the area that a manager controls. (1994)


  We do not put a cap on bonuses, and the potential for rewards is not hierarchical. The manager of a relatively small unit can earn far more than the manager of a larger unit if results indicate he should. We believe, further, that such factors as seniority and age should not effect incentive compensation (though they sometimes influence basic compensation). A 20-year-old who can hit .300 is as valuable as a 40-year-old performing as well. (1985)


  There are many ways to structure a good incentive system


  At Berkshire, we want to have compensation policies that are both easy to understand and in sync with what we wish our associates to accomplish. (1999)


  "Performance"...is defined in different ways depending upon the underlying economics of the business: In some our managers enjoy tailwinds not of their own making, in others they fight unavoidable headwinds. (1985)


  Berkshire employs many different incentive arrangements, with their terms depending on such elements as the economic potential or capital intensity of a CEO's business. Whatever the compensation arrangement, though, I try to keep it both simple and fair. (2006)


  When capital invested in an operation is significant, we also both charge managers a high rate for incremental capital they employ and credit them at an equally high rate for capital they release. (1994)


  The product of this money's-not-free approach is definitely visible at Scott Fetzer. 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 is symmetrical: If incremental investment yields sub-standard 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. (1994)


  A distinguishing characteristic of H. H. Brown is one of the most unusual compensation systems I've encountered — but one that warms my heart: A number of key managers are paid an annual salary of $7,800, to which is added a designated percentage of the profits of the company after these are reduced by a charge for capital employed. These managers therefore truly stand in the shoes of owners. (1991)


  The GEICO plan exemplifies Berkshire's incentive compensation principles: Goals should be


  

    	Tailored to the economics of the specific operating business; 


    	Simple in character so that the degree to which they are being realized can be easily measured; and 


    	Directly related to the daily activities of plan participants. (1996)


  


  Options don't mean alignment of interests and especially not ill-designed ones —and may even lead to more risk taking


  Ironically, the rhetoric about options frequently describes them as desirable because they put managers and owners in the same financial boat. In reality, the boats are far different. No owner has ever escaped the burden of capital costs, whereas a holder of a fixed-price option bears no capital costs at all. An owner must weigh upside potential against downside risk; an option holder has no downside. (1985)


  Managers regularly engineer ten-year, fixed-price options for themselves and associates that, first, totally ignore the fact that retained earnings automatically build value and, second, ignore the carrying cost of capital. As a result, these managers end up profiting much as they would have had they had an option on that savings account that was automatically building up in value. (1985)


  If Fred Futile, CEO of Stagnant, Inc., receives a bundle of...[ten-year options]- let's say enough to give him an option on 1% of the company — his self-interest is clear: He should skip dividends entirely and instead use all of the company's earnings to repurchase stock. (2005)


  Let's assume that under Fred's leadership Stagnant lives up to its name. In each of the ten years after the option grant, it earns $1 billion on $10 billion of net worth, which initially comes to $10 per share on the 100 million shares then outstanding. Fred eschews dividends and regularly uses all earnings to repurchase shares. If the stock constantly sells at ten times earnings per share, it will have appreciated 158% by the end of the option period. That's because repurchases would reduce the number of shares to 38.7 million by that time, and earnings per share would thereby increase to $25.80. (2005)


  Simply by withholding earnings from owners, Fred gets very rich, making a cool $158 million, despite the business itself improving not at all. Astonishingly, Fred could have made more than $100 million if Stagnant's earnings had declined by 20% during the ten-year period. Fred can also get a splendid result for himself by paying no dividends and deploying the earnings he withholds from shareholders into a variety of disappointing projects and acquisitions. Even if these initiatives deliver a paltry 5% return, Fred will still make a bundle. Specifically—with Stagnant's p/e ratio remaining unchanged at ten— Fred's option will deliver him $63 million. Meanwhile, his shareholders will wonder what happened to the "alignment of interests" that was supposed to occur when Fred was issued options. (2005)


  Options can be appropriate under some circumstances if they are structured right


  They should be awarded only to those managers with overall responsibility. Managers with limited areas of responsibility should have incentives that pay off in relation to results under their control. (1985)


  Second, options should be structured carefully. Absent special factors, they should have built into them a retained-earnings or carrying-cost factor. Equally important, they should be priced realistically...options should be priced at true business value. (1985)




  Twelve 
Mergers and Acquisitions:
 Dumb Acquisitions Cost Owners 
Far More Than Most Other Things


  The type of businesses Berkshire looks for


  Charlie and I look for companies that have


  

    	a business we understand; 


    	favorable long-term economics; 


    	able and trustworthy management; and 


    	a sensible price tag. (2007)


  


  The art of investing in public companies successfully is little different from the art of successfully acquiring subsidiaries. In each case you simply want to acquire, at a sensible price, a business with excellent economics and able, honest management. Thereafter, you need only monitor whether these qualities are being preserved. (1996)


  Berkshire's acquisition criteria


  We are eager to hear from principals or their representatives about businesses that meet all of the following criteria:


  

    	 Large purchases (at least $75 million of Pre-Tax earnings unless the business will fit into one of our existing units),

    


    	Demonstrated consistent earning power (future projections are of no interest to us, nor are "turnaround" situations),
    


    	Businesses earning good returns on equity while employing little or no debt,

    


    	Management in place (we can't supply it),


    


    	Simple businesses (if there's lots of technology, we won't understand it),


    


    	An offering price (we don't want to waste our time or that of the seller by talking, even preliminary, about a transaction when price is unknown). (2010)


    


  


  Accounting consequences do not influence our operating or capital allocation decisions. When acquisition costs are similar, we much prefer to purchase $2 of earnings that is not report-able by us under standard accounting principles than to purchase $1 of earnings that is report-able. (An Owner's Manual)


  Berkshire's acquisition technique


  Our acquisition technique at Berkshire is simplicity itself: We answer the phone. (2000)


  We do have a few advantages, perhaps the greatest being that we don't have a strategic plan. Thus we feel no need to proceed in an ordained direction (a course leading almost invariably to silly purchase prices) but can instead simply decide what makes sense for our owners. (1995)


  What is the best use of my cash? Do I want to invest my cash into this business at this price today or is there something else I would rather do with my cash?


  In doing that, we always mentally compare any move we are contemplating with dozens of other opportunities open to us... Our practice of making this comparison —acquisitions against passive investments—is a discipline that managers focused simply on expansion seldom use. (1995)


  The Scott Fetzer purchase illustrates our somewhat haphazard approach to acquisitions. We have no master strategy, no corporate planners delivering us insights about socioeconomic trends, and no staff to investigate a multitude of ideas presented by promoters and intermediaries. Instead, we simply hope that something sensible comes along—and, when it does, we act. (1985)


  If our success were to depend upon insights we developed through plant inspections, Berkshire would be in big trouble. Rather, in considering an acquisition, we attempt to evaluate the economic characteristics of the business —its competitive strengths and weaknesses —and the quality of the people we will be joining. (1986)


  Acquisitions are only made if they increase the value


  Charlie and I are interested only in acquisitions that we believe will raise the per-share intrinsic value of Berkshire's stock. (An Owner's Manual)


  Our acquisition decisions will be aimed at maximizing real economic benefits, not at maximizing either managerial domain or reported numbers for accounting purposes. (In the long run, managements stressing accounting appearance over economic substance usually achieve little of either.) (1981)


  But not all acquisitions are in the best interest of the owners


  Motivation 1: The thrill of action


  Leaders, business or otherwise, seldom are deficient in animal spirits and often relish increased activity and challenge. At Berkshire, the corporate pulse never beats faster than when an acquisition is in prospect. (1981)


  In many of these acquisitions, managerial intellect wilted in competition with managerial adrenaline. The thrill of the chase blinded the pursuers to the consequences of the catch. Pascal's observation seems apt: "It has struck me that all men's misfortunes spring from the single cause that they are unable to stay quietly in one room." (1982)


  Don't confuse activity with accomplishment


  A...serious problem occurs when the management of a great company gets sidetracked and neglects its wonderful base business while purchasing other businesses that are so-so or worse... Loss of focus is what most worries Charlie and me when we contemplate investing in businesses that in general look outstanding. All too often, we've seen value stagnate in the presence of hubris or of boredom that caused the attention of managers to wander. (1996)


  I can't resist repeating a tale told me last year by a corporate executive. The business he grew up in was a fine one, with a long-time record of leadership in its industry. Its main product, however, was distressingly glamorless. So several decades ago, the company hired a management consultant who —naturally —advised diversification, the then-current fad. ("Focus" was not yet in style.) Before long, the company acquired a number of businesses, each after the consulting firm had gone through a long —and expensive — acquisition study. And the outcome? Said the executive sadly, "When we started, we were getting 100% of our earnings from the original business. After ten years, we were getting 150%." (1995)


  Motivation 2: Size and status (larger empire but poorer citizens)


   Most organizations, business or otherwise, measure themselves, are measured by others, and compensate their managers far more by the yardstick of size than by any other yardstick. (1981)


  The sad fact is that most major acquisitions display an egregious imbalance: They are a bonanza for the shareholders of the acquiree; they increase the income and status of the acquirer's management; and they are a honey pot for the investment bankers and other professionals on both sides. But, alas, they usually reduce the wealth of the acquirer's shareholders, often to a substantial extent. That happens because the acquirer typically gives up more intrinsic value than it receives. (1994)


  Our long-term economic goal...is to maximize Berkshire's average annual rate of gain in intrinsic business value on a per-share basis. We do not measure the economic significance or performance of Berkshire by its size; we measure by per-share progress. (An Owner's Manual)


  Motivation 3: Overconfidence (especially after recent success)


   Many managements apparently were overexposed in impressionable childhood years to the story in which the imprisoned handsome prince is released from a toad's body by a kiss from a beautiful princess. Consequently, they are certain their managerial kiss will do wonders for the profitability of Company Target). (1981)


  Absent that rosy view, why else should the shareholders of company A want to own an interest in B at a takeover cost that is two times the market price they'd pay if they made direct purchases on their own? In other words investors can always buy toads at the going price for toads. If investors instead bankroll princesses who wish to pay double for the right to kiss the toad, those kisses better pack some real dynamite. We've observed many kisses, but very few miracles. Nevertheless, many managerial princesses remain serenely confident about the future potency of their kisses, even after their corporate backyards are knee-deep in unresponsive toads. (1981)


  And many synergies are only illusory


  In some mergers there truly are major synergies — though often times the acquirer pays too much to obtain them — but at other times the cost and revenue benefits that are projected prove illusory. (1997)


  Issuing new shares to make an acquisition = Selling a part of the company


  If Company A announces that it will issue shares to merge with Company B, the process is customarily described as "Company A to Acquire Company B", or "B Sells to A". Clearer thinking about the matter would result if a more awkward but more accurate description were used: "Part of A sold to acquire B", or "Owners of B to receive part of A in exchange for their properties." (1982)


  In a trade, what you are giving is just as important as what you are getting. (1982)


  If


  

    	Your family owns a 120-acre farm and 


    	You invite a neighbor with 60 acres of comparable land to merge his farm into an equal partnership —with you to be managing partner, then 


    	Your managerial domain will have grown to 180 acres but you will have permanently shrunk by 25% your family's ownership interest in both acreage and crops. (1982)


  


  Owners unfairly lose if their managers deliberately sell assets for 80C that in fact are worth $1. (An Owner's Manual)


  Understand the true value of what I give up


  I have been in dozens of board meetings in which acquisitions have been deliberated, often with the directors being instructed by high-priced investment bankers (are there any other kind?). Invariably, the bankers give the board a detailed assessment of the value of the company being purchased, with emphasis on why it is worth far more than its market price. In more than fifty years of board memberships, however, never have I heard the investment bankers (or management!) discuss the true value of what is being given. When a deal involved the issuance of the acquirer's stock, they simply used market value to measure the cost. They did this even though they would have argued that the acquirer's stock price was woefully inadequate — absolutely no indicator of its real value — had a takeover bid for the acquirer instead been the subject up for discussion. (2009)


  I will end up poorer if I give up more than what I get


  If shares of a prospective acquirer are selling below their intrinsic value, it's impossible for that buyer to make a sensible deal in an all-stock deal. You simply can't exchange an undervalued stock for a fully-valued one without hurting your shareholders. (2009)


  Under such circumstances, a marvelous business purchased at a fair sales price becomes a terrible buy. For gold valued as gold cannot be purchased intelligently through the utilization of gold —or even silver — valued as lead. (1982)


  Gillette's acquisition of Duracell cost Gillette shareholders billions of dollars, a loss never made visible by conventional accounting. Quite simply, what Gillette received in business value in this acquisition was not equivalent to what it gave up. (2005)


  Managers and directors might sharpen their thinking by asking themselves if they would sell 100% of their business on the same basis they are being asked to sell part of it. And if it isn't smart to sell all on such a basis, they should ask themselves why it is smart to sell a portion. (1982)


  We will issue common stock only when we receive as much in business value as we give. This rule applies to all forms of issuance—not only mergers or public stock offerings, but stock-for-debt swaps, stock options, and convertible securities as well. (An Owner's Manual)


  But some do it any way — a great deal for management and a lousy deal for owners


  If...the thirst for size and action is strong enough, the acquirer's manager will find ample rationalizations for such a value-destroying issuance of stock. Friendly investment bankers will reassure him as to the soundness of his actions. (1982)


  Its CEO now runs a company twice as large as his original domain, in a world where size tends to correlate with both prestige and compensation. (2009)


  When stock is the currency being contemplated in an acquisition and when directors are hearing from an advisor, it appears to me that there is only one way to get a rational and balanced discussion. Directors should hire a second advisor to make the case against the proposed acquisition, with its fee contingent on the deal not going through. Absent this drastic remedy, our recommendation in respect to the use of advisors remains: "Don't ask the barber whether you need a haircut." (2009)


  And any price is rationalized


  While deals often fail in practice, they never fail in projections. (1982)


  Of one thing, however, be certain: If a CEO is enthused about a particularly foolish acquisition, both his internal staff and his outside advisors will come up with whatever projections are needed to justify his stance. Only in fairy tales are emperors told that they are naked. (1997)


  Don't close my eyes to information I don't like - look for evidence that will tell me that the deal may not be so good after all


  Beware of projections from sellers or brokers


  We believe most deals do damage to the shareholders of the acquiring company. Too often, the. words from HMS Pinafore apply: "Things are seldom what they seem, skim milk masquerades as cream." Specifically, sellers and their representatives invariably present financial projections having more entertainment value than educational value. (1995)


  Don't try to make money betting on rosy scenarios


  Only in the sales presentations of investment banks do earnings move forever upward. (2000)


  Be suspicious of companies that trumpet earnings projections and growth expectations. Businesses seldom operate in a tranquil, no surprise environment, and earnings simply don't advance smoothly (except, of course, in the offering books of investment bankers). (2002)


  Forecasts often do more harm than good since they offer a false precision and thereby give me a false sense of confidence


   Executives may devote themselves to pursuing acquisition possibilities with investment bankers, utilizing an auction process that has become standardized. In this exercise the bankers prepare a "book"... What's particularly entertaining in these books is the precision with which earnings are projected for many years ahead. If you ask the author-banker, however, what his own firm will earn next month, he will go into a protective crouch and tell you that business and markets are far too uncertain for him to venture a forecast. (1999)


  When they make these offerings, investment bankers display their humorous side: They dispense income and balance sheet projections extending five or more years into the future for companies they barely had heard of a few months earlier. If you are shown such schedules, I suggest that you join in the fun: Ask the investment banker for the one-year budgets that his own firm prepared as the last few years began and then compare these with what actually happened. (1989)


  Don't believe you know more about the value of the business than the seller


  In any case, why potential buyers even look at projections prepared by sellers baffles me. Charlie and I never give them a glance, but instead keep in mind the story of the man with an ailing horse. Visiting the vet, he said: "Can you help me? Sometimes my horse walks just fine and sometimes he limps." The vet's reply was pointed: "No problem—when he's walking fine, sell him." (1995)


  At Berkshire, we have all the difficulties in perceiving the future that other acquisition-minded companies do. Like they also, we face the inherent problem that the seller of a business practically always knows far more about it than the buyer and also picks the time of sale —a time when the business is likely to be walking "just fine." (1995)


  Why do they sell? Do they love the business more than the money?


   We find it meaningful when an owner cares about whom he sells to. We like to do business with someone who loves his company, not just the money that a sale will bring him (though we certainly understand why he likes that as well). When this emotional attachment exists, it signals that important qualities will likely be found within the business: Honest accounting, pride of product, respect for customers, and a loyal group of associates having a strong sense of direction. (2000)


  The reverse is apt to be true, also. When an owner auctions off his business, exhibiting a total lack of interest in what follows, you will frequently find that it has been dressed up for sale, particularly when the seller is a "financial owner." And if owners behave with little regard for their business and its people, their conduct will often contaminate attitudes and practices throughout the company. (2000)




  Thirteen 
A Few Management Issues


  A. BE HONEST AND TRUSTWORTHY AND SELECT PEOPLE YOU CAN TRUST


  Don't hire and work with people who have to be told to be honest, nice and trustworthy. Hire and work with talented, honest, nice and trustworthy people


  Charlie and I know that the right players will make almost any team manager look good. We subscribe to the philosophy of Ogilvy & Mather's founding genius, David Ogilvy: "If each of us hires people who are smaller than we are, we shall become a company of dwarfs. But, if each of us hires people who are bigger than we are, we shall become a company of giants." (1986)


  Protect the reputation


  The priority is that all of us continue to zealously guard Berkshire's reputation. We can't be perfect but we can try to be. As I've said in these memos for more than 25 years: "We can afford to lose money—even a lot of money. But we can't afford to lose reputation—even a shred of reputation." (2010, Memo to Berkshire Hathaway Managers)


  Sometimes your associates will say "Everybody else is doing it." This rationale is almost always a bad one if it is the main justification for a business action. It is totally unacceptable when evaluating a moral decision. Whenever somebody offers that phrase as a rationale, in effect they are saying that they can't come up with a good reason. If anyone gives this explanation, tell them to try using it with a reporter or a judge and see how far it gets them. (2010, Memo to Berkshire Hathaway Managers)


  Code of business conduct and ethics the Berkshire Hathaway way


   The Company is proud of the values with which it conducts business. It has and will continue to uphold the highest levels of business ethics and personal integrity in all types of transactions and interactions. (Berkshire Hathaway Code of Business Conduct and Ethics)


  When in doubt, remember Warren Buffett's rule of thumb


  I want employees to ask themselves whether they are willing to have any contemplated act appear the next day on the front page of their local paper —to be read by their spouses, children and friends —with the reporting done by an informed and critical reporter. (Berkshire Hathaway Code of Business Conduct and Ethics)


  If you see anything whose propriety or legality causes you to hesitate, be sure to give me a call. However, it's very likely that if a given course of action evokes such hesitation, it's too close to the line and should be abandoned. There's plenty of money to be made in the center of the court. If it's questionable whether some action is close to the line, just assume it is outside and forget it. (2010, Memo to Berkshire Hathaway Managers)


  B. MANAGEMENT AND COST EFFICIENCY


  There is no connection between high corporate costs and good performance


  At some companies, corporate expense runs 10% or more of operating earnings. The tithing that operations thus makes to headquarters not only hurts earnings, but more importantly slashes capital values. If the business that spends 10% on headquarters' costs achieves earnings at its operating levels identical to those achieved by the business that incurs costs of only 1%, shareholders of the first enterprise suffer a 9% loss in the value of their holdings simply because of corporate overhead. Charlie and I have observed no correlation between high corporate costs and good corporate performance. In fact, we see the simpler, low-cost operation as more likely to operate effectively than its bureaucratic brethren. (1992)


  Our experience has been that the manager of an already high-cost operation frequently is uncommonly resourceful in finding new ways to add to overhead, while the manager of a tightly-run operation usually continues to find additional methods to curtail costs, even when his costs are already well below those of his competitors. (1978)


  Size seems to make many organizations slow-thinking, resistant to change and smug. In Churchill's words: "We shape our buildings, and afterwards our buildings shape us." (2006)


  That wisdom applies to businesses as well. Bureaucratic procedures beget more bureaucracy, and imperial corporate palaces induce imperious behavior. (2010)


  We would rather suffer the visible costs of a few bad decisions than incur the many invisible costs that come from decisions made too slowly — or not at all—because of a stifling bureaucracy. (2009)


  A compact organization lets all of us spend our time managing the business rather than managing each other. (1982)


  Be careful to avoid over-staffing when times are good—it may also have imitating and dangerous consequences


  Thirty years ago Tom Murphy, then CEO of Cap Cities, drove this point home to me with a hypothetical tale about an employee who asked his boss for permission to hire an assistant. The employee assumed that adding $20,000 to the annual payroll would be inconsequential. But his boss told him the proposal should be evaluated as a $3 million decision, given that an additional person would probably cost at least that amount over his lifetime, factoring in raises, benefits and other expenses (more people, more toilet paper). And unless the company fell on very hard times, the employee added would be unlikely to be dismissed, however marginal his contribution to the business. (2004)


  Good or bad times — be cost-efficient and do what makes sense


  Charlie and I do not believe in flexible operating budgets, as in "Non-direct expenses can be X if revenues are Y, but must be reduced if revenues are Y-5%." Should we really cut our news hole at the Buffalo News, or the quality of product and service at See's, simply because profits are down during a given year or quarter? Or, conversely, should we add a staff economist, a corporate strategist, an institutional advertising campaign or something else that does Berkshire no good simply because the money currently is rolling in? (1987)


  That makes no sense to us. We neither understand the adding of unneeded people or activities because profits are booming, nor the cutting of essential people or activities because profitability is shrinking. That kind of yo-yo approach is neither business-like nor humane. Our goal is to do what makes sense for Berkshire's customers and employees at all times, and never to add the unneeded. (1987)


  Do what makes sense — not how it is reported


  Charlie and I, however, like any proposition that makes compelling mathematical sense, regardless of its effect on reported earnings. (2000)


  C. COMMUNICATION


  With owners


  When Charlie and I read reports, we have no interest in pictures of personnel, plants or products... We're very suspicious of accounting methodology that is vague or unclear, since too often that means management wishes to hide something. And we don't want to read messages that a public relations department or consultant has turned out. Instead, we expect a company's CEO to explain in his or her own words what's happening. (2000)


  What needs to be reported is data.. .that helps financially-literate readers answer three key questions:


  

    	Approximately how much is this company worth? 


    	What is the likelihood that it can meet its future obligations? and 


    	How good a job are its managers doing, given the hand they have been dealt? (1988)


  


  At Berkshire, full reporting means giving you the information that we would wish you to give to us if our positions were reversed. What Charlie and I would want under that circumstance would be all the important facts about current operations as well as the CEO's frank view of the long-term economic characteristics of the business. We would expect both a lot of financial details and a discussion of any significant data we would need to interpret what was presented. (2000)


  Accounting numbers...are the language of business and as such are of enormous help to anyone evaluating the worth of a business and tracking its progress. Charlie and I would be lost without these numbers: They invariably are the starting point for us in evaluating our own businesses and those of others. Managers and owners need to remember, however, that accounting is but an aid to business thinking, never a substitute for it. (1986)


  We try to give you in the annual report the numbers and other information that really matter. (An Owner's Manual)


  Our guideline is to tell you the business facts that we would want to know if our positions were reversed. We also believe candor benefits us as managers: The CEO who misleads others in public may eventually mislead himself in private. (An Owner's Manual)


  On rumors


  You should understand that we simply don't comment in any way on rumors, whether they are true or false. If we were to deny the incorrect reports and refuse comment on the correct ones, we would in effect be commenting on all. (1987)




  Fourteen 
How to Reduce Risk:


  Prevention is Better Than Cure


  We define risk, using dictionary terms, as "the possibility of loss or injury." (1993)


  Charlie and I detest taking even small risks unless we feel we are being adequately compensated for doing so. (2003)


  Charlie and I believe that a CEO must not delegate risk control. It's simply too important... If he's incapable of handling that job, he should look for other employment. And if he fails at it—with the government thereupon required to step in with funds or guarantees — the financial consequences for him and his board should be severe. (2009)


  A. EASY DOES IT


  In both business and investments it is usually far more profitable to simply stick with the easy and obvious than it is to resolve the difficult. (1989)


  One of the best ways to avoid trouble is to keep it simple


  The most elusive of human goals — keeping things simple and remembering what you set out to do. (1982)


  The reasons for Ralph's [Schey, CEO of Scott Fetzer] 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 handle the basics well and not get diverted. That's precisely Ralph's formula. He establishes the right goals and never forgets what he set out to do. (1994)


  Stay with simple propositions


  Last year Mid-American wrote off a major investment in a zinc recovery project that was initiated in 1998 and became operational in 2002. Large quantities of zinc are present in the brine produced by our California geothermal operations, and we believed we could profitably extract the metal. For many months, it appeared that commercially-viable recoveries were imminent. But in mining, just as in oil exploration, prospects have a way of "teasing" their developers, and every time one problem was solved, another popped up. In September, we threw in the towel. (2004)


  Our failure here illustrates the importance of a guideline — stay with simple propositions—that we usually apply in investments as well as operations. If only one variable is key to a decision, and the variable has a 90% chance of going your way, the chance for a successful outcome is obviously 90%. But if ten independent variables need to break favorably for a successful result, and each has a 90% probability of success, the likelihood of having a winner is only 35%. In our zinc venture, we solved most of the problems. But one proved intractable, and that was one too many. Since a chain is no stronger than its weakest link, it makes sense to look for —if you'll excuse an oxymoron — mono-linked chains. (2004)


  It is comforting to be in a business where some mistakes can be made and yet a quite satisfactory overall performance can be achieved... One of the lessons your management has learned—and, unfortunately, sometimes re-leamed—is the importance of being in businesses where tailwinds prevail rather than headwinds. (1977)


  We'll stick...with the easy cases. Why search for a needle buried in a haystack when one is sitting in plain sight? (1993)


  And I only need a handful of ideas


  An investor needs to do very few things right as long as he or she avoids big mistakes. (1992)


  It is better to just try to avoid the really dumb things —what really can hurt me —than try to be very smart


  Just as is the case in investing, insurers produce outstanding long-term results primarily by avoiding dumb decisions, rather than by making brilliant ones. (2001)


  Make it easy for myself—don't swim against the tide


  After 25 years of buying and supervising a great variety of businesses, Charlie and I have not learned how to solve difficult business problems. What we have learned is to avoid them. To the extent we have been successful, it is because we concentrated on identifying one-foot hurdles that we could step over rather than because we acquired any ability to clear seven-footers. (1989)


  Charlie and I decided long ago that in an investment lifetime it's just too hard to make hundreds of smart decisions. That judgment became ever more compelling as Berkshire's capital mushroomed and the universe of investments that could significantly affect our results shrank dramatically. Therefore, we adopted a strategy that required our being smart—and not too smart at that—only a very few times. Indeed, we'll now settle for one good idea a year. (1993)


  Study harm so I know what to avoid


  Our Vice Chairman, Charlie Munger, has always emphasized the study of mistakes rather than successes, both in business and other aspects of life. He does so in the spirit of the man who said: "All I want to know is where I'm going to die so I'll never go there." (1985)


  Charlie and I avoid businesses whose futures we can't evaluate, no matter how exciting their products may be. (2009)


  Predicting the long-term economics of companies that operate in fast-changing industries is simply far beyond our perimeter...we just stick with what we understand. (1999)


  Deal with what has a real impact


  A fat wallet...is the enemy of superior investment results. And Berkshire now has a net worth of $11.9 billion compared to about $22 million when Charlie and I began to manage the company. Though there are as many good businesses as ever, it is useless for us to make purchases that are inconsequential in relation to Berkshire's capital. (As Charlie regularly reminds me, "If something is not worth doing at all, it's not worth doing well.") (1994)


  We continue...to need "elephants" in order for us to use Berkshire's flood of incoming cash. Charlie and I must therefore ignore the pursuit of mice and focus our acquisition efforts on much bigger game. (2006)


  B. MINIMIZE THE CHANCE THAT I MAKE A BAD DEAL


   Know where I have an edge and buy with a safety margin


  Buy a great or good business I can understand, which is cheap.


  Though the mathematical calculations required to evaluate equities are not difficult, an analyst—even one who is experienced and intelligent — can easily go wrong in estimating future "coupons." At Berkshire, we attempt to deal with this problem in two ways. (1992)


  Stick to what I understand and where I have a talent and forget about things I don't


  First, we try to stick to businesses we believe we understand. That means they must be relatively simple and stable in character. If a business is complex or subject to constant change, we're not smart enough to predict future cash flows. Incidentally, that shortcoming doesn't bother us. What counts for most people in investing is not how much they know, but rather how realistically they define what they don't know. (1992)


  Do I understand the company's product, the nature of its competition and what can go wrong over time?


  How can I estimate a range of values for something I don't understand? How do I know if I buy cheap if I can't value the asset?


  Know what I can do and can't do and know what I know and don't know — those that don't do this are dangerous


  If we have a strength, it is in recognizing when we are operating well within our circle of competence and when we are approaching the perimeter. (1999)


  Am I smart enough to know what I don't know?


  Intelligent investing is not complex, though that is far from saying that it is easy. What an investor needs is the ability to correctly evaluate selected businesses. Note that word "selected": You don't have to be an expert on every company, or even many. You only have to be able to evaluate companies within your circle of competence. The size of that circle is not very important; knowing its boundaries, however, is vital. (1996)


  Buy with a safety margin —get more value than I'm paying


  Second, and equally important, we insist on a margin of safety in our purchase price. If we calculate the value of a common stock to be only slightly higher than its price, we're not interested in buying. We believe this margin-of-safety principle, so strongly emphasized by Ben Graham, to be the cornerstone of investment success. (1992)


  Surprises and accidents happen —unexpectedly and randomly


   Occasionally...the unthinkable happens. Who would have guessed, for example, that a major earthquake could occur in Charleston, S.C.? (It struck in 1886, registered an estimated 6.6 on the Richter scale, and caused 60 deaths.) And who could have imagined that our country's most serious quake would occur at New Madrid, Missouri, which suffered an estimated 8.7 shocker in 1812. (1992)


  Obviously, we can never precisely predict the timing of cash flows in and out of a business or their exact amount. We try, therefore, to keep our estimates conservative and to focus on industries where business surprises are unlikely to wreak havoc on owners. (2000)


  What may "kill me" is often what I least expect


  How can I lose here? How hurt can I be? First focus on what I can lose before looking at what I can make —and if I can't judge what can go wrong — stay away!


  In pricing property coverages.. .we had looked to the past and taken into account only costs we might expect to incur from windstorm, fire, explosion and earthquake. But what will be the largest insured property loss in history (after adding related business-interruption claims) originated from none of these forces. In short, all of us in the industry made a fundamental underwriting mistake by focusing on experience, rather than exposure, thereby assuming a huge terrorism risk for which we received no premium. (2001)


  Is the gain/loss ratio favorable and consequential? Do I gain a lot if I'm right and lose little if I'm wrong?


  How bad are the consequences if I'm wrong?


  If we can't tolerate a possible consequence, remote though it may be, we steer clear of planting its seeds. That is why we don't borrow big amounts and why we make sure that our super-cat business losses, large though the maximums may sound, will not put a major dent in Berkshire's intrinsic value. (1996)


  Some guidelines on how to win in insurance, which applies to other areas as well


  The winners are those that unfailingly stick to three key principles:


  

    	They accept only those risks that they are able to properly evaluate (staying within their circle of competence) and that, after they have evaluated all relevant factors including remote loss scenarios, carry the expectancy of profit. These insurers ignore market-share considerations and are sanguine about losing business to competitors that are offering foolish prices or policy conditions.

    


    	They limit the business they accept in a manner that guarantees they will suffer no aggregation of losses from a single event or from related events that will threaten their solvency. They ceaselessly search for possible correlation among seemingly-unrelated risks.

    


    	They avoid business involving moral risk: No matter what the rate, trying to write good contracts with bad people doesn't work. While most policyholders and clients are honorable and ethical, doing business with the few exceptions is usually expensive, sometimes extraordinarily so.(2001)

    


  


  We would never issue a policy that lacked a cap. (2000)


  C. CONDITIONS AND ENVIRONMENT WHERE I HAVE THE LARGEST CHANCE OF FINDING A GOOD DEAL-AND A WARNING DURING GOOD TIMES


  Euphoria is my enemy


  When investing, pessimism is your friend, euphoria the enemy. (2009)


  Assets are often cheapest when it looks darkest


  The most common cause of low prices is pessimism—some times pervasive, some times specific to a company or industry. We want to do business in such an environment, not because we like pessimism but because we like the prices it produces. It's optimism that is the enemy of the rational buyer. (1990)


  Commentators today often talk of "great uncertainty." But think back, for example, to December 6,1941, October 18,1987 and September 10, 2001. No matter how serene today may be, tomorrow is always uncertain. (2010)


  We have usually made our best purchases when apprehensions about some macro event were at a peak. Fear is the foe of the faddist, but the friend of the fundamentalist. (1994)


  Investors should remember that excitement and expenses are their enemies. And if they insist on trying to time their participation in equities, they should try to be fearful when others are greedy and greedy when others are fearful. (2004)


  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's required is thinking rather than polling. (1990)


  Big opportunities come infrequently. When it's raining gold, reach for a bucket, not a thimble. (2009)


  The most common beginning of disaster is often a false sense of security


  Good times and optimism can sometimes be my worst enemy


   Speculation is most dangerous when it looks easiest. (2000)


  After a long period of good times and good experiences I feel falsely secure and confident and forget about risk and danger


  I become overly optimistic and overconfident, relax my standards and forget history, and the fact that most industries and corporate performance move in cycles (some more than others)


  Borrowers who shouldn't have borrowed were being financed by lenders who shouldn't have lent


  To begin with, the need for meaningful down payments was frequently ignored. Sometimes fakery was involved... Moreover, impossible-to-meet monthly payments were being agreed to by borrowers who signed up because they had nothing to lose. The resulting mortgages were usually packaged ("securitized") and sold by Wall Street firms to unsuspecting investors. This chain of folly had to end badly, and it did. (2008)


  I never see the good times ending —until it's too late


  Lenders happily made loans that borrowers couldn't repay out of their incomes, and borrowers just as happily signed up to meet those payments. Both parties counted on "house-price appreciation" to make this otherwise impossible arrangement work. It was Scarlett O'Hara all over again: "I'll think about it tomorrow." (2008)


  Believing the risk is low when the danger is greatest


  Experience...is a highly useful starting point in underwriting most coverages...at certain times, however, using experience as a guide to pricing is not only useless, but actually dangerous. Late in a bull market, for example, large losses from directors and officers liability insurance ("D&O") are likely to be relatively rare. When stocks are rising, there are a scarcity of targets to sue, and both questionable accounting and management chicanery often go undetected. At that juncture, experience on high-limit D&O may look great. (2001)


  But that's just when exposure is likely to be exploding, by way of ridiculous public offerings, earnings manipulation, chain-letter-like stock promotions and a potpourri of other unsavory activities. When stocks fall, these sins surface, hammering investors with losses that can run into the hundreds of billions. (2001)


  I don't know how much risk I am being exposed to until "the tide goes out"


  As house prices fall, a huge amount of financial folly is being exposed. You only learn who has been swimming naked when the tide goes out— and what we are witnessing at some of our largest financial institutions is an ugly sight. (2007)


  We all think we are invulnerable but don't fly too close to the sun


   Nothing sedates rationality like large doses of effortless money. After a heady experience of that kind, normally sensible people drift into behavior akin to that of Cinderella at the ball. They know that overstaying the festivities — that is, continuing to speculate in companies that have gigantic valuations relative to the cash they are likely to generate in the future—will eventually bring on pumpkins and mice. But they nevertheless hate to miss a single minute of what is one helluva party. Therefore, the giddy participants all plan to leave just seconds before midnight. There's a problem, though: They are dancing in a room in which the clocks have no hands. (2000)


  I believe I'm making money —until I shake my head


  No one knows with any precision what amount will be required to pay the claims we inherited. Medical malpractice insurance is a "long-tail" line, meaning that claims often take many years to settle. In addition, there are other losses that have occurred, but that we won't even hear about for some time. One thing, though, we have learned — the hard way —after many years in the business: Surprises in insurance are far from symmetrical. You are lucky if you get one that is pleasant for every ten that go the other way. Too often, however, insurers react to looming loss problems with optimism. They behave like the fellow in a switchblade fight who, after his opponent has taken a mighty swipe at his throat, exclaimed, "You never touched me." His adversary's reply: "Just wait until you try to shake your head." (2005)


  Every generation has to get his own head chopped off in its own way — throughout history there have always been bubbles and busts —yet they take us by surprise every time


  The less the prudence with which others conduct their affairs, the greater the prudence with which we should conduct our own affairs. (1988)


  Patience is a virtue and it helps keep me out of trouble


  If we are to hit the bull's-eye, we will need markets that allow the purchase of businesses and securities on sensible terms. Right now, markets are difficult, but they can—and will —change in unexpected ways and at unexpected times. In the meantime, we'll try to resist the temptation to do something marginal simply because we are long on cash. There's no use running if you're on the wrong road. (1993)


  We can be very patient. (No matter how great the talent or effort, some things just take time: You can't produce a baby in one month by getting nine women pregnant.) (1985)


  In the search, we adopt the same attitude one might find appropriate in looking for a spouse: It pays to be active, interested and open-minded, but it does not pay to be in a hurry. (1992)


  Inactivity can sometimes be very intelligent


  In allocating capital, activity does not correlate with achievement. Indeed, in the fields of investments and acquisitions, frenetic behavior is often counterproductive. (1998)


  D. BE CONSERVATIVE WITH DEBT


   Financial strength gives me staying power and more options


  I can get in a lot of trouble with leverage


  We are not interested in incurring any significant debt at Berkshire for acquisitions or operating purposes. (2005)


  We use debt sparingly and, when we do borrow, we attempt to structure our loans on a long-term fixed-rate basis. (An Owner's Manual)


  We opt for Polonius (slightly restated): "Neither a short-term borrower nor a long-term lender be." (1979)


  We will reject interesting opportunities rather than over-leverage our balance sheet. This conservatism has penalized our results but it is the only behavior that leaves us comfortable, considering our fiduciary obligations to policyholders, lenders and the many equity holders who have committed unusually large portions of their net worth to our care. (An Owner's Manual)


  Unquestionably, some people have become very rich through the use of borrowed money. However, that's also been a way to get very poor. When leverage works, it magnifies your gains. Your spouse thinks you're clever, and your neighbors get envious. But leverage is addictive. Once having profited from its wonders, very few people retreat to more conservative practices. (2010)


  Leverage often produces a zero — even for smart people


  Over the years, a number of very smart people have learned the hard way that a long string of impressive numbers multiplied by a single zero always equals zero. That is not an equation whose effects I would like to experience personally, and I would like even less to be responsible for imposing its penalties upon others. (2005)


  To finish first, I must first finish.


  The fundamental principle of auto racing is that to finish first, you must first finish. That dictum is equally applicable to business and guides our every action at Berkshire. (2010)


  Make sure I can handle even the worst conditions


  We do not wish it to be only likely that we can meet our obligations; we wish that to be certain. Thus we adhere to policies —both in regard to debt and all other matters — that will allow us to achieve acceptable long-term results under extraordinarily adverse conditions, rather than optimal results under a normal range of conditions. (1987)


  Huge debt, we were told, would cause operating managers to focus their efforts as never before, much as a dagger mounted on the steering wheel of a car could be expected to make its driver proceed with intensified care. We'll acknowledge that such an attention-getter would produce a very alert driver. But another certain consequence would be a deadly— and unnecessary — accident if the car hit even the tiniest pothole or sliver of ice. The roads of business are riddled with potholes; a plan that requires dodging them all is a plan for disaster. (1990)


  Having ready cash reserves helps me to sleep well


  Companies with large debts often assume that these obligations can be refinanced as they mature. That assumption is usually valid. Occasionally, though, either because of company-specific problems or a worldwide shortage of credit, maturities must actually be met by payment. For that, only cash will do the job. Borrowers then learn that credit is like oxygen. When either is abundant, its presence goes unnoticed. When either is missing, that's all that is noticed. Even a short absence of credit can bring a company to its knees. (2010)


  Never count on the kindness of strangers


  We will never become dependent on the kindness of strangers. Too-big-to-fail is not a fallback position at Berkshire. Instead, we will always arrange our affairs so that any requirements for cash we may conceivably have will be dwarfed by our own liquidity. Moreover, that liquidity will be constantly refreshed by a gusher of earnings from our many and diverse businesses. (2009)


  By being so cautious in respect to leverage, we penalize our returns by a minor amount. Having loads of liquidity, though, lets us sleep well. (2010)


  Having plenty of cash around also gives me opportunities —especially in times of turmoil or when others are scared


  Our basic principle is that if you want to shoot rare, fast-moving elephants, you should always carry a loaded gun. (1987)


  The most attractive opportunities may present themselves at a time when credit is extremely expensive—or even unavailable. At such a time we want to have plenty of financial firepower. (1980)


  Tight money conditions, which translate into high costs for liabilities, will create the best opportunities for acquisitions, and cheap money will cause assets to be bid to the sky. (1987)


  During the episodes of financial chaos that occasionally erupt in our economy, we will be equipped both financially and emotionally to play offense while others scramble for survival. That's what allowed us to invest $15.6 billion in 25 days of panic following the Lehman bankruptcy in 2008. (2010)


  In order for cash to be "ready" it must be safe


  We keep our cash largely in U.S. Treasury bills and avoid other short-term securities yielding a few more basis points, a policy we adhered to long before the frailties of commercial paper and money market funds became apparent in September 2008. We agree with investment writer Ray DeVoe's observation, "More money has been lost reaching for yield than at the point of a gun." At Berkshire, we don't rely on bank lines, and we don't enter into contracts that could require postings of collateral except for amounts that are tiny in relation to our liquid assets. (2010)


  Don't risk what I have and need to gain something I don't need or to avoid something that doesn't matter


  Charlie and I have no interest in any activity that could pose the slightest threat to Berkshire's well-being. (2010)


  The financial calculus that Charlie and I employ would never permit our trading a good night's sleep for a shot at a few extra percentage points of return. I've never believed in risking what my family and friends have and need in order to pursue what they don't have and don't need. (An Owner's Manual)


  Lending money to subsidiaries


  You may wonder why we borrow money while sitting on a mountain of cash. It's because of our "every tub on its own bottom" philosophy. We believe that any subsidiary lending money should pay an appropriate rate for the funds needed to carry its receivables and should not be subsidized by its parent. Otherwise, having a rich daddy can lead to sloppy decisions. (2003)


  E. DISTRUST BIASED ADVICE


  All investment advice that glitters is not gold


  In the securities business, whatever can be sold will be sold. (1996)


  What seems to be too good to be true often is


  People who expect to earn 10% annually from equities during this century — envisioning that 2% of that will come from dividends and 8% from price appreciation — are implicitly forecasting a level of about 24,000,000 on the Dow by 2100. If your adviser talks to you about double digit returns from equities, explain this math to him —not that it will faze him. Many helpers are apparently direct descendants of the queen in Alice in Wonderland, who said: "Why, sometimes I've believed as many as six impossible things before breakfast." Beware the glib helper who fills your head with fantasies while he fills his pockets with fees. (2007)


  Don't listen to people who offer me free money


  When someone with experience proposes a deal to someone with money, too often the fellow with money ends up with the experience, and the fellow with experience ends up with the money. (2006)


  Or offer complex investment techniques


  Techniques shrouded in mystery clearly have value to the purveyor of investment advice. After all, what witch doctor has ever achieved fame and fortune by simply advising "Take two aspirins"? (1987)


  What is good for the broker may not be good for me


  One of the ironies of the stock market is the emphasis on activity. Brokers, using terms such as "marketability" and "liquidity", sing the praises of companies with high share turnover (those who cannot fill your pocket will confidently fill your ear). But investors should understand that what is good for the croupier is not good for the customer. (1983)


  Consultants are afraid of offending the hand that feeds them


  Overreaching by CEOs greatly accelerated in the 1990s as compensation packages gained by the most avaricious- a title for which there was vigorous competition — were promptly replicated elsewhere. The couriers for this epidemic of greed were usually consultants and human relations departments, which had no trouble perceiving who buttered their bread. As one compensation consultant commented: "There are two classes of clients you don't want to offend —actual and potential." (2003)


  I can't resist mentioning that our compensation arrangement with Ralph Schey was worked out in about five minutes, immediately upon our purchase of Scott Fetzer and without the "help" of lawyers or compensation consultants. This arrangement embodies a few very simple ideas — not the kind of terms favored by consultants who cannot easily send a large bill unless they have established that you have a large problem (and one, of course, that requires an annual review). (1994)


  Even independent accountants are dependent


  Clearly the attitude of disrespect that many executives have today for accurate reporting is a business disgrace. And auditors, as we have already suggested, have done little on the positive side. Though auditors should regard the investing public as their client, they tend to kowtow instead to the managers who choose them and dole out their pay. ("Whose bread I eat, his song I sing.") (1998)


  F. AVOID MINDLESS IMITATION AND DON'T BE CAUGHT UP IN THE LATEST FADS AND FASHIONS


  Don't fall into the managerial trap of "the institutional imperative"


   The tendency of executives to mindlessly imitate the behavior of their peers, no matter how foolish it may be to do so. (1990)


  The same happens in the market


  As happens in Wall Street all too often, what the wise do in the beginning, fools do in the end. (1989)


  Smart managers don't always make rational decisions


  For example: (1) As if governed by Newton's First Law of Motion, an institution will resist any change in its current direction; (2) Just as work expands to fill available time, corporate projects or acquisitions will materialize to soak up available funds; (3) Any business craving of the leader, however foolish, will be quickly supported by detailed rate-of-return and strategic studies prepared by his troops; and (4) The behavior of peer companies, whether they are expanding, acquiring, setting executive compensation or whatever, will be mindlessly imitated. (1989)


  After making some expensive mistakes because I ignored the power of the imperative, I have tried to organize and manage Berkshire in ways that minimize its influence. Furthermore, Charlie and I have attempted to concentrate our investments in companies that appear alert to the problem. (1989)


  "I'd rather be wrong in a group than right by myself."


  Most managers have very little incentive to make the intelligent-but-with-some-chance-of-looking-like-an-idiot decision. Their personal gain/ loss ratio is all too obvious: If an unconventional decision works out well, they get a pat on the back and, if it works out poorly, they get a pink slip. (Failing conventionally is the route to go; as a group, lemmings may have a rotten image, but no individual lemming has ever received bad press.) (1984)


  We are willing to look foolish as long as we don't feel we have acted foolishly. (1989)


  G. IMITATION DRIVEN BY THE FEAR OF LOSING BUSINESS


  An example from the insurance world


  The urgings of Wall Street, pressures from the agency force and brokers, or simply a refusal by a testosterone-driven CEO to accept shrinking volumes has led too many insurers to write business at inadequate prices. "The other guy is doing it so we must as well" spells trouble in any business, but none more so than insurance. (2010)


  At bottom, a sound insurance operation requires four disciplines:


  

    	 An understanding of all exposures that might cause a policy to incur losses; 


    	A conservative evaluation of the likelihood of any exposure actually causing a loss and the probable cost if it does; 


    	The setting of a premium that will deliver a profit, on average, after both prospective loss costs and operating expenses are covered; and 


    	The willingness to walk away if the appropriate premium can't be obtained. Many insurers pass the first three tests and flunk the fourth. (2010)


  


  Most managers hate to lose business


  As markets loosen and rates become inadequate, we again will face the challenge of philosophically accepting reduced volume. Unusual managerial discipline will be required, as it runs counter to normal institutional behavior to let the other fellow take away business—even at foolish prices. (1977)


  We hear a great many insurance managers talk about being willing to reduce volume in order to underwrite profitably, but we find that very few actually do so. (1979)


  Don't worship volume over profitability


  General Re was overly-competitive in going after, and retaining, business. While all concerned may intend to underwrite with care, it is nonetheless difficult for able, hard-driving professionals to curb their urge to prevail over competitors. If "winning," however, is equated with market share rather than profits, trouble awaits. "No" must be an important part of any underwriter's vocabulary. (2001)


  We set no volume goals in our insurance business generally...as virtually any volume can be achieved if profitability standards are ignored. (1971)


  If business makes sense, do it, if not walk away


  The saying, "a fool and his money are soon invited everywhere," applies in spades in reinsurance, and we actually reject more than 98% of the business we are offered. (1992)


  The fear of missing out


  There is a fear factor at work, in that a shrinking business usually leads to lay-offs. To avoid pink slips, employees will rationalize inadequate pricing, telling themselves that poorly-priced business must be tolerated in order to keep the organization intact and the distribution system happy. If this course isn't followed, these employees will argue, the company will not participate in the recovery that they invariably feel is just around the corner. (2004)


  No layoffs


  It is our policy not to lay off people because of the large fluctuations in work load produced by such voluntary volume changes. We would rather have some slack in the organization from time to time than keep everyone terribly busy writing business on which we are going to lose money. (1979)


  This no-lay-off practice is in our self-interest. Employees who fear that large lay-offs will accompany sizable reductions in premium volume will understandably produce scads of business through thick and thin (mostly thin). (1986)


  H. PAY NO ATTENTION TO ECONOMIC FORECASTING


  We make no attempt to predict how security markets will behave; successfully forecasting short term stock price movements is something we think neither we nor anyone else can do. (1978)


  We believe that short-term forecasts of stock or bond prices are useless. The forecasts may tell you a great deal about the forecaster; they tell you nothing about the future. (1980)


  We will continue to ignore political and economic forecasts, which are an expensive distraction for many investors and businessmen. Thirty’ years ago, no one could have foreseen the huge expansion of the Vietnam War, wage and price controls, two oil shocks, the resignation of a president, the dissolution of the Soviet Union, a one-day drop in the Dow of 508 points, or treasury’ bill yields fluctuating between 2.8% and 17.4%. (1994)


  A different set of major shocks is sure to occur in the next 30 years... If we can identify businesses similar to those we have purchased in the past, external surprises will have little effect on our long-term results. (1994)


  I should note that the cemetery for seers has a huge section set aside for macro forecasters. (2003)


  So what should I do?


  We try to price, rather than time, purchases. In our view, it is folly to forego buying shares in an outstanding business whose long-term future is predictable, because of short-term worries about an economy or a stock market that we know to be unpredictable. Why scrap an informed decision because of an uninformed guess? (1994)


  I. HAVE THE RIGHT MENTAL ATTITUDE TOWARD MARKET FLUCTUATIONS


  Evaluate the facts that count and be disciplined


  An investor will succeed by coupling good business judgment with an ability to insulate his thoughts and behavior from the super-contagious emotions that swirl about the marketplace. In my own efforts to stay insulated, I have found it highly useful to keep Ben's Mr. Market concept firmly in mind. (1987)


  Imagine market quotations as coming from a remarkably accommodating fellow named Mr. Market who is your partner in a private business. Without fail, Mr. Market appears daily and names a price at which he will either buy your interest or sell you his. (1987)


  Mr. Market has some emotional problems


  At times he feels euphoric and can see only the favorable factors affecting the business. When in that mood, he names a very high buy-sell price... At other times he is depressed and can see nothing but trouble ahead for both the business and the world. On these occasions he will name a very low price. (1987)


  He doesn't mind being ignored


  If his quotation is uninteresting to you today, he will be back with a new one tomorrow. Transactions are strictly at your option. Under these conditions, the more manic-depressive his behavior, the better for you. (1987)


  But never forget —he is there to serve me, not to guide me


  It is his pocketbook, not his wisdom, that you will find useful. If he shows up some day in a particularly foolish mood, you are free to either ignore him or to take advantage of him, but it will be disastrous if you fall under his influence. (1987)


  Following Ben's teachings, Charlie and I let our marketable equities tell us by their operating results—not by their daily, or even yearly, price quotations —whether our investments are successful. The market may ignore business success for a while, but eventually will confirm it. (1987)


  As Ben Graham said: "In the short-run, the market is a voting machine — reflecting a voter-registration test that requires only money, not intelligence or emotional stability —but in the long-run, the market is a weighing machine." (1993)




  Fifteen 
Sometimes Mistakes Are Made


  These errors came about because I misjudged either the competitive strength of the business I was purchasing or the future economics of the industry in which it operated. I try to look out ten or twenty years when making an acquisition, but sometimes my eyesight has been poor. (2010)


  Do postmortems on my dumb decisions


  Agonizing over errors is a mistake. But acknowledging and analyzing them can be useful, though that practice is rare in corporate boardrooms. There, Charlie and I have almost never witnessed a candid postmortem of a failed decision, particularly one involving an acquisition. A notable exception to this never-look-back approach is that of The Washington Post Company, which unfailingly and objectively reviews its acquisitions three years after they are made. Elsewhere, triumphs are trumpeted, but dumb decisions either get no follow-up or are rationalized. (2000)


  Then learn from them but it is better to try to learn from others' mistakes


  The trick is to learn most lessons from the experiences of others. Managers who have learned much from personal experience in the past usually are destined to learn much from personal experience in the future. (1985)


  Accept and adapt to the world as it really is


  No amount of wishful thinking will make reality go away however painful it is


  I ignored Comte's advice —"the intellect should be the servant of the heart, but not its slave"—and believed what I preferred to believe. (1985)


  But I don't want to think about distant problems or prevent future threats


  So far, most politicians in both parties have followed Charlie Brown's advice: "No problem is so big that it can't be run away from." (1984)


  But don't suck my thumb when I should act


  During 2008.. .1 made some errors of omission, sucking my thumb when new facts came in that should have caused me to re-examine my thinking and promptly take action. (2008)


  Why, you might ask, didn't I recognize the...facts before September 11th? The answer, sadly, is that I did —but I didn't convert thought into action. I violated the Noah rule: Predicting rain doesn't count; building arks does. I consequently let Berkshire operate with a dangerous level of risk—at General Re in particular. I'm sorry to say that much risk for which we haven't been compensated remains on our books, but it is running off by the day. (2001)


  Attack growing problems early


  When a problem exists, whether in personnel or in business operations, the time to act is now. (2005)


  The mild degree of caution that we exercised was an improper response to the world unfolding about us. You do not adequately protect yourself by being half awake while others are sleeping. (1979)


  Prevention is always better than cure


  This is a scenario to which much attention should be given now rather than after the fact. The time to have considered — and improved — the reliability of New Orleans' levees was before Katrina. (2005)


  When I make a mistake in my original purchase, or the business, its competitive position or management permanently deteriorates, get out


   The most important thing to do when you find yourself in a hole is to stop digging. (1990)


  Adapt and change my view when the facts and circumstances change


  Admit I was wrong and change course — It is never a good idea to catch "get-evenitis" — I don't have to make it back the way I lost it


  We wrote our USAir investment down to $89.5 million, 25 cents on the dollar at year end 1994. This valuation reflects both a possibility that our preferred will have its value fully or largely restored and an opposite possibility that the stock will eventually become worthless. Whatever the outcome, we will heed a prime rule of investing: You don't have to make it back the way that you lost it. (1994)


  Decisions should be based on the present and where I want to be. Not where I've been.


  Once we knew that the General Re merger would definitely take place, we asked the company to dispose of the equities that it held...General Re subsequently eliminated its positions in about 250 common stocks, incurring $935 million of taxes in the process. This "clean sweep" approach reflects a basic principle that Charlie and I employ in business and investing: We don't back into decisions. (1998)


  A Final word - Think like a businessman


  In what I think is by far the best book on investing ever written -"The Intelligent Investor", by Ben Graham - the last section of the last chapter begins with, "Investment is most intelligent when it is most businesslike." (This section is called "A Final Word", and it is appropriately titled.) (1984)


  In all things success depends on previous preparation, and without such previous preparation there is sure to be failure.


  - Confucius
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