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			Book Abstract

			MAIN IDEA

			Warren Buffett has served for 37 years as chairman and chief executive of Berkshire Hathaway. During that time, the company’s market value has grown from $600 million to $109 billion – a compound growth rate of 25% per year. (If Berkshire were to continue that rate of growth for the next 34 years, it would absorb the entire U.S. economy). Today, Berkshire generates annual revenues of $30 billion and employs 112,000 people.

			So what is it Warren Buffett is doing differently (and better) than everyone else? This is more than being a good stock picker and investor. Instead, Warren Buffett acts like a CEO who owns the company. He has developed a framework which allows him to do three specific tasks exceptionally well:
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			The challenge, therefore, in emulating the accomplishments of Warren Buffett and Berkshire Hathaway is not to become better at assembling a stock portfolio but to become a better CEO.

			“Capital markets offer a sophisticated arena in which to emulate Warren Buffett who, with a personal fortune of $37 billion, is currently the second richest man in America behind Bill Gates. They also offer a thousand opportunities to make the mistakes that will ground your compound returns in the average and stunt your growth. Buffett was, and is, able to identify opportunity. He has been, and is, able to circumvent most errors of decision making, and to learn from those he does make. He has combined this into a form of leadership that allows him free expression of his talent. And he has endowed managers within Berkshire Hathaway who also allocate capital with the ability to do so on a similarly informed basis. Warren Buffett appreciates the challenges of attempting to act like an owner of an enterprise when functioning as its manager. He has discovered the difficulties of getting Berkshire’s subsidiary managers to act like owners too. The end product allows Buffett to allocate capital where he sees fit, when he sees fit, and at the pace he sees fit. As Buffet says: ‘When returns are ordinary, an earn-more-by-putting-up-more 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’. He recognizes that ‘if retained earnings are employed in an unproductive manner, the economics of Berkshire will deteriorate very quickly’. His focus in the allocation of capital therefore revolves around this reality. Ideally, he would prefer to find opportunities to reinvest Berkshire’s excess capital in existing b usinesses. The key to Buffett’s ability to compound is his ability to harvest the cash from cash-generative businesses and reinvest this elsewhere.”

			– James O’Loughlin

			About the Author

			JAMES O’LOUGHLIN is investment manager and head of global equity strategy for the Co-operative Insurance Society, one of the largest insurance companies in the U.K. with more than $36 billion of assets under management. A graduate of the University of Manchester, Mr. O’Loughlin has been a professional investor since 1983.

			The Web site for this book is at www.therealwarrenbuffett.com.

			Important Note About This Ebook

			This is a summary and not a critique or a review of the book. It does not offer judgement or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.

			Summary of The Real Warren Buffett (James O’Loughlin)

			1. Act like the owner of the entire business

			Managers act differently from owners. There are a different set of priorities and disciplines at work. The key to Warren Buffett’s success with Berkshire Hathaway, however, has always been that he acts and makes decisions consistent with an owner’s perspective rather than trying to apply a manager’s viewpoint. That frees him to act efficiently rather than with one ear listening to what the analysts and commentators are saying.

			Business owners and business managers look at the world differently. They have a completely divergent set of interests and responsibilities. To be more specific:

			
					Motivation.Business owners are interested in growing the value of their business over the longer term. By contrast, business managers are mainly interested in increasing the stock price and market valuation of the company. This is reflected in the fact many managers have bonuses, options and compensation packages which are linked directly to the stock price of the company.


					Time frame.Business owners intend to own their business indefinitely. Therefore, they are perfectly happy to forgo short-term earnings in order to build long-term competitiveness. Business managers, on the other hand, are usually reluctant to do anything which will not bear fruit for a number of years.


					Accounting procedures and policies.Many managers view generally accepted accounting procedures as an obstacle to be overcome as they seek to dress up results for public view. Business owners don’t let accounting consequences influence their operating decisions, but view the accounting procedures as a standard to be met.


					Performance criteria.Managers evaluate their performance in terms of earnings-per-share and consistency of the gains made in that area. Business owners try and maximize the growth of the intrinsic value of the business – as reflected in year-to-year growth in earnings-on-equity-capital-employed.


					Performance targetsManagers frequently commit to short-term targets like: “To increase the company’s stock price by 15% in the next year or so”. By contrast, business owners judge performance over a much longer time period. They understand there is considerable volatility which will adversely impact on one year every now and then, so they judge a performance record over the space of much longer periods of time.


			

			As a result of these mindsets, business managers and business owners will often make decisions that are quite different. Warren Buffett has an excellent track record of making decisions which are consistent with the owner’s viewpoint. In addition, he encourages the managers of the various businesses owned by Berkshire to do the same. Buffett also teaches his shareholders to think like owners as well. That allows him to make sound decisions based on logic rather than being forced into making not-so-good decisions on the back of a need for expediency. Plus, by acting like an owner, Warren Buffett can be entirely consistent rather than chasing the “strategy-du-jour”.

			As a business owner, Warren Buffett has succeeded in building Berskshire Hathaway into an impressive cash generating machine. The cash which is generated in two ways is then allocated to three basic areas:
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			Notably, building such an entity as Berkshire takes an enormous amount of discipline. There are periods when the cash flow in will be small, and other periods when the cash flow is enormous. Similarly, there are extended periods when no suitable investments are available, and Berkshire simply sits on its cash reserves. This generates returns that are lumpy rather than forecastable. In addition, there must be the confidence the company will be able to invest its capital at some advantageous stage in the future rather than pay it out as a dividend to Berkshire’s stockholders. If Warren Buffett was acting as the manager of the business rather than as its owner, Berkshire Hathaway would not be in any sort of position to generate the exceptional returns it has achieved.

			“We’re only responsible for two functions. First, it’s our job to keep able people who are already rich motivated to keep working at things they don’t need to do for financial reasons. It’s that simple. Secondly, we have to allocate capital.”

			– Warren Buffett

			“We’re like the hedgehog that knows one big thing. If you generate float at 3% per annum and buy businesses that earn 13% per annum with the proceeds of the float, we have actually figured out that’s a pretty good position to be in.”

			– Charlie Munger, long-time confidant and adviser to Warren Buffett and vice chairman of the board of directors of Berkshire Hathaway

			“Charlie and I don’t consider ourselves to be richer or poorer based on what the stock does. We do feel richer or poorer based on what the business does. We look at the business as to how much we’re worth, not the stock price – because the stock price doesn’t mean a thing to us.”

			– Warren Buffett

			“As Ben Graham said, ‘In the long run, the market is a weighting machine – in the short run, a voting machine’. I have always found it easier to evaluate weights dictated by fundamentals than votes by psychology. While investors and managers must place their feet in the future, their memories and nervous systems often remain plugged into the past.”

			– Warren Buffett

			2. Lead and motivate able people

			Warren Buffett does not believe in exercising hands-on involvement in the management of the businesses acquired by Berkshire Hathaway. Instead, he finds businesses which are already well managed and leaves those people in place with a minimum of interference. He motivates and inspires those managers to continue growing their own businesses utilizing all the resources of Berkshire. He cultivates a huge degree of trust because of his principles and personal integrity.

			As evidence of Warren Buffett’s hands-off approach, Berkshire Hathaway operates with a head office consisting of 13.8 people – thirteen full-time employees and one who works four days a week. That is quite a unique achievement for a multi-billion-dollar company which employs more than 112,000 people. It’s also a perfect illustration that Warren Buffett’s approach is to lead people rather than force them into compliance.

			So how, exactly, does Warren Buffett lead and motivate the people who work for companies owned and operated by Berkshire Hathaway? He follows four basic principles:
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			Encourage each to act as an owner

			Most businesses (whether they are aware of it or not) have an “institutional imperative” under which there is a gulf between the managers of the business and the owners of the business. The operating managers are emotionally tied to their industries. This emotional attachment then colors and influences how they allocate capital in the future. Specifically, a manager’s first preference with spare capital will be to reinvest it in their business, irrespective of whether or not that has the potential to generate good returns. This is known as “throwing good money after bad”.

			Business owners, by contrast, are more interested in taking capital and applying it where it will earn the greatest yields, even if that means in another entirely different line of business. Their objective is purely and simply to maximize their returns – not to maintain existing jobs, nor to remain in business in a certain area or any of the other pressures managers sometimes feel.

			Warren Buffett gives the managers of Berkshire’s subsidiaries complete autonomy. He selects them carefully in the first place so Buffett is confident the businesses are being well managed. To encourage each manager to think and act more like a business owner, Buffett has each subsidiary send its excess capital to Berkshire for allocation where it makes the most sense. In this way, there is a dynamic balance struck between acting as a manager of a business and making capital allocations like a business owner. Warren Buffett also acts as a sounding board for the CEOs of each subsidiary company, injecting a healthy reality check into everything they do.

			“The workings of the institutional imperative are as follows: (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 the available time, corporate projects or acquisitions will materialize to soak up additional 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.”

			– Warren Buffett

			“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.”

			– Warren Buffett

			Have no strategic plan

			Warren Buffett candidly admits he has no strategic plan for Berkshire. Instead, he happily states his entire approach to business is to “take capital and move it into businesses that make sense”. Or put differently, the real business of Berkshire is the allocation of capital rather than writing insurance policies, selling candy, training airline pilots or any of the rest of the activities of Berkshire’s subsidiaries.

			Why is the absence of a strategic plan such a good idea?

			
					This enables Berkshire to avoid the pitfalls of the institutional imperative.

					It allows Berkshire to respond to the realities of the marketplace rather than trying to superimpose some predetermined plan over the top of it.

					It encourages managers to act more like business owners than as corporate leaders.

					Berkshire’s future is not shaped by the company’s past, historical preferences or corporate structure.

					It encourages the managers of Berkshire subsidiaries to use their best judgement rather than fall in with some grand corporate plan.“We do have a few advantages, perhaps the greatest being that we don’t have a strategic plan. At Berkshire, we have no view of the future that dictates what business or industries we will enter. We prefer instead to focus on the economic characteristics of businesses that we wish to own and the personal characteristics of managers with whom we wish to associate – and then hope we get lucky in finding the two in combination.”
– Warren Buffett
“The numbers posted by Berkshire Hathaway have not come from some master plan we concocted in 1965. In a general way, we knew then what we hoped to accomplish but had no idea what specific opportunities might make it possible. Today, we remain similarly unstructured: Over time, we expect to improve our figures but have no road map to tell us how that will come about. We can expand the business into any areas we like – our scope is not circumscribed by history, structure or concept.”
– Warren Buffett


			

			In the absence of a strategic plan, Warren Buffett motivates the managers of Berkshire’s subsidiary companies by:

			
					Providing them with an owner’s manual – which succinctly explains the importance of them acting like owners rather than managers.

					Being available and reachable – so any managers can talk through concerns or challenges.

					Leaving most operational decisions up to the individual managers – and requiring them to check with Warren Buffett only if they are contemplating large capital expenditures or changes in post-retirement benefits for employees.

					Employing a compensation system that provides substantial rewards based on return on capital – so the managers do well if they increase return on capital and lose their bonus if this measure deteriorates. Managers are also rewarded handsomely for sending to Buffett any excess cash that cannot be advantageously used in growing their business.

					Avoiding the temptation to reward exceptional work by raising the bar in the future.

					Encouraging integrity – by suggesting each business manager should not do anything they would be embarrassed to have printed in the daily newspaper.“He has a way of motivating you. He trusts you so much that you just want to perform.”
– Bill Child, R.C. Willey Home Furnishings
“Our contribution to See’s Candies has been limited to leaving it alone. When we bought it, it already had a wonderful culture, a wonderful trademark and a wonderful reputation. Our contribution was not screwing it up. There are a lot of people who would have bought it and would have screwed it up. They would have thought that headquarters knows best.”
– Charlie Munger
“I try to make every shareholder proud. I feel very obligated to try to do that. I don’t want to run a company that you read bad things about in the newspaper.”
– Al Ueltschi, FlightSafety International


			

			Make acquisitions work

			Berkshire has grown appreciably because Warren Buffett excels at making acquisitions which work well for both sides of the transaction. This is quite a rarity in the business world, since acquisitions usually have a poor track record of success in creating added value for the acquirer. So what is it Warren Buffett does differently when it comes to making acquisitions?

			Quite simply, Buffett will only

			
					The business has fundamentally good economics – it is presently well run, employs an understandable business model, is currently generating a profit and is delivering such exceptional service to its customers the business has become a “franchise”.

					The business has good management – who are interested in staying with the business and growing it more in the future. And these must be people Warren Buffett trusts at a personal level.

					The business must be offered at a price it makes sense to pay – and that is directly related to the enduring dynamics of the industry in which it operates.

			

			
			
			
			
			
			Harness the dynamics of insurance

			
			
					A good float – there is a considerable delay between when premiums are collected and when claims are paid out.

					Easy access to distribution channels – meaning huge volumes of new business can easily be written when the industry is in an upbeat mood.

					Insurance is a behavioral business – meaning a disciplined approach can generate sizeable profits.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			Accept mistakes will occur

			
			
			
					The company missed out on the gains which were achieved by technology stocks in the latter part of the 1990s. This meant Berkshire underperformed the S&P until the tech bubble burst. (Warren Buffett refuses to invest in any technology companies because he does not understand this field.)

					The terrorist attack of September 11, 2001 exposed problems with the underwriting practices of one of Berkshire’s subsidiary companies, General Re. As a result, Berkshire reported a $2.3 billion charge in its accounts as a “guess” of its probable liability for future claims. Further, a closer examination of General Re’s business showed the company had systematically failed to adequately price into its policies several more contingent liabilities.

					Berkshire invested in Salomon Inc. just before the company was almost brought to its knees by the dishonest actions of one of its employees placing false bids for bonds at U.S. Treasury auctions.

					In the mid- to late-1980s, Buffett positioned Berkshire’s equity portfolio into stocks that would appreciate in the event of substantial inflation. The anticipated inflation never materialized in the broader economy, meaning Berkshire’s equity portfolio missed the benefits of the bull market which ran for most of the 1980s and 1990s.

					Berkshire’s acquisition of Guinness (the company’s first foray into non U.S. stocks) ended in disappointment and the subsequent sale of the stock.

			

			
			
			
			
			
			Be candid and up-front about mistakes

			
			
			
			
			
			
			
			
			
			
			
			
			
			Learn and move on

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Warren Buffett acquires knowledge and establishes factual truths – by studying the laws of business economics, understanding human nature and coming back to the basic definition and equation of value. In practice, this means Buffett will only look at companies where he feels confident he understands what they do, how they deliver value and what their cost structures are.

					Buffett challenges his conclusions by inverting them – that is, by taking his assumptions and trying to disprove them. Working backwards in this manner forces more objectivity into the discussion and provides a healthy reality check.

					He takes feedback to make corrections in his thinking – by analyzing where he previously made mistakes and errors of judgement. In this way, Buffett progressively learns to eliminate erroneous thinking from his future considerations.

			

			
			
			
					Warren Buffett treats even the smallest Berkshire shareholder as his equal partner – so that way he feels no emotional pressure to do something he feels uncomfortable about because stockholders feel anxious.

					He aims to be debt free – so investment decisions do not need to be made from a banker’s perspective.

					Buffett always tries to build in a margin of safety – between what he is willing to pay and what he considers to be the true intrinsic value of any investment.

					Warren Buffett maintains an even emotional balance – so decisions aren’t made in the hope some train of occurrences will combine to generate a sizable return on an investment.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Business decisions always look easy in hindsight – because there is a natural human tendency to view what has happened as inevitable and to pick out only those warning signs which were correct. However, good investment decisions require foresight. Therefore, a person should never over-estimate their ability to predict the future. It is quite literally unknowable.

					Humans have a strong bias towards supporting their first conclusion – and only seeking out the evidence that supports that conclusion. To avoid this, Buffett forces himself to confront the facts, regardless of whether they fit neatly with the theory put forward or not. He constantly reminds himself nobody can know the unknowable.

					Post mortems of bad decisions will teach far more than basking in the glory of good decisions – because bad decisions will show up problems in logic or sticking to the wrong beliefs. With this in mind, Buffett systematically analyzes investments which go wrong to try and identify the faulty logic which led to the decision to invest.

					Decisions made under conditions of uncertainty are of necessity subjective – and therefore Buffett regularly takes the opportunity to consult with people who have no emotional ties or history with an industry. In this way, he calibrates his own business judgements and tries to stay away from convincing himself he knows the unknowable.

					Facing today’s business realities is far more important than fantasizing about future profitabilies – and therefore capital investment decisions should never be made on the strength of interest shown in a stock. Instead of finding a popular stock, Buffett concentrates on identifying stocks which offer good value.

					Not to try and manage his business to the expectations of analysts – because that will encourage accounting sleights-of-hand and other smoke-and-mirrors tricks. Instead, Buffett is honest and candid in his discussions with his stockholders. This helps them have confidence in what to expect in the future.
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