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Preface

At the death of writing this book, and before settling on its final version, I handed the manuscript to a good friend of mine for one last sanity check. David Crowther, the man with the quickest brain I know, duly digested the work and downloaded his observations, one of which was the realization: “My God, Jim. Buffett just knows it all.”

And that’s precisely why I wrote this book.

In my career as a fund manager and equity strategist, the more I read of the theory of investment and the more I progressed to learn about the challenges facing managements in the creation of value—in organizational theory, complexity theory, behavioral psychology, whatever—the more Buffett’s insights into these disciplines leapt out at me from his letters to the shareholders of Berkshire Hathaway.

Whatever I was learning, he already knew. Whatever I was struggling to synthesize into a framework, he had already embedded in a model. What I was just beginning to comprehend, he had already made work.

In this respect, I realized, Warren Buffett did know it all—even though he didn’t always get it right. In order to appreciate this fact, all I had to do was know where to look and then I was able to read his letters differently.

It is in the spirit of my discovery that I present this illumination of Buffett’s model for managing capital and leading people. My intention is to share my experience with a wider audience. Buffett has this model because he has undergone what I argue is an explosion of cognition. Writing about it has enriched me in a similar way: I have had my own explosion and I now view the world through a different lens. If I have done my job, then by the end of this book you will too.

James O’Loughlin
Birkenhead, Cheshire
August 2002
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1
The Real Warren Buffett

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 Buffett1

During his 37-year tenure as chairman and chief executive of Berkshire Hathaway, Warren Buffett has grown the market value of this company at a compound growth rate of over 25% per year.

The consequences of compound growth of such long duration can be difficult to imagine. So let’s put Buffett’s record into a perspective that can be more easily visualized. At birth, my son measured 60cm in length. If he were to grow at the same rate as Buffett has managed to grow the value of Berkshire Hathaway, by the time he is 37 he will be taller than the Empire State Building!

Thus, anyone who had the foresight to invest $10,000 in Berkshire Hathaway when Buffett took charge of the company in 1965 would have seen the value of this stake grow to over $40 million today. Indeed, had anyone invested the same sum with Buffett when he began his professional investing career with the Buffett Partnership nine years earlier, and reinvested in the stock of Berkshire Hathaway when the Partnership was wound up, it would now be worth a staggering $270 million—or something like $500 million before fees.2

By comparison, $10,000 invested in 1965 in the S&P 500, a basket of stocks broadly representative of the largest corporations in America, would today be worth only $144,000—a 9m pygmy to Buffett’s towering colossus.

Buffett has not delivered this performance by being a stock picker. He has done it by being a CEO: by leading people and by managing capital.

Nor was he born to such excellence. He had to learn it. In his early years he made mistakes—plenty of them. He still makes mistakes now. In the 1970s and 1980s, however, Buffett underwent an explosion of cognition in which his model of leadership and capital management emerged.

This is the model that has sustained Berkshire Hathaway’s performance as an operating company, as opposed to the investment vehicle it once was. This is the model that has elevated Buffett above all other CEOs. It is also the model that is made available in this book.

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 that 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.

He has learned the necessity of working with people who have the right mindset. He has uncovered what this is and how to identify it. He has also learned how difficult it is to change behavior in people made of the wrong stuff. Importantly, he has discovered how to attract the one to join Berkshire and how to discourage the other. And he has found a way of fostering enduring loyalty among those who do work for him, of eliciting their compliance with the objectives he sets for Berkshire Hathaway, and of drawing out lasting commitments from his managers to the principles he espouses as a leader.

Buffett has found the instrument of leadership in his own personality: in his belief system, in his attitude toward those who entrust their savings to him, in his honesty, his high-ground ideals, and his fairness. These have become an expression of Berkshire Hathaway’s corporate ideals. Above all, Buffett has learned that people management transcends into personal motivation when the rules of behavior that people are expected to follow are implanted from within, rather than set from above; that compliance and diligence are at their height when these rules are set in sympathy with that small voice that exists inside all of us, which tells us how to behave.

Buffett has found that managerial control comes from letting go—and he adheres to the same philosophy in his management of capital.

Buffett does not believe that the world in which he operates lends itself to the imposition of his will upon it. It only yields itself to those who are prepared, ahead of time, to take advantage of the opportunities that it inevitably throws up, yet that cannot be reliably predicted.

Buffett wants to reduce subjectivity in capital management decisions to a minimum. Correspondingly, he wants to maximize the objectivity that he brings to bear. In the face of a welter of information that would otherwise threaten to overwhelm him, Buffett filters the universe in which he manages capital down to the important and knowable. He wants to make most of his capital management decisions in this realm and it is on the basis of the enlightenment conveyed by what he calls the Circle of Competence that he wants to make all of his capital management decisions.

Oftentimes, this suggests behavior that is deeply unconventional. The emotional consequences of this threaten to distort Buffett’s decision-making process and undo his rationality. Therefore, by putting in the groundwork ahead of time, Buffett ensures that every decision he takes in his management of Berkshire’s capital is taken from a position of utmost psychological security.

The construction of Buffett’s Circle of Competence and the nature of this groundwork are explained at length in this book. The end product allows Buffett to allocate capital where he sees fit, when he sees fit, and at the pace he sees fit. He does so in opportunities that he can qualify as such and is able to evaluate. The accuracy of his cognition is enhanced, his capital management enlightened, and Buffett transports his framework into the art of acting like an owner.

The stock valuation principles that most readers of Warren Buffett crave are in this book. But they have been placed within a framework that makes sense of them for the practitioner. As a professional investor of 20 years’ experience, it is only in writing this work that I found this framework. Prior to this, I too explored Buffett’s approach to investment with the hope of finding the Holy Grail. I was looking in the wrong place and suffered from illusory competence.

It is only when I recognized that a holistic approach was required that I came to appreciate Warren Buffett’s Circle of Competence. Now that I have his framework, I am far closer to Buffett than I ever was when I simply tried to piggyback on his investing style, and I can, at last, put what I know about him into practice as an equity strategist. I have dispelled my illusions.

The financial institution for which I work has found it can do the same. In pursuit of its fiduciary duty of care in the management of other people’s money, it is adopting the framework I have described to extend its investment philosophy and enhance its investment process. This book will provide similar lessons for a wider audience—in particular for corporate managers in their duty of care to their shareholders.

It will explain what Warren Buffett means by saving on behalf of those who place their savings with a manager and elucidate Buffett’s ideals of corporate governance.

The book will illuminate what it means to be an owner; how to use this ideal as an instrument of leadership that leads, rather than drags, kicks, pushes, and corrals; how to attract the right people to the organization; how to effect acquisitions in this regard that do not fail; and how to devise rules of behavior that drive these principles down through an organization at the operational level.

It will elucidate the role of corporate strategy and describe how Buffett prevents prior commitments from becoming blindfolds.

The book will describe Warren Buffett not as a demigod free from error, but as a mortal with human failings. However, it will also inform managers that mistakes need not be tombstones, rather that they can be stepping stones to better decision making.

It will illustrate the psychology and emotion of decision making in order to improve that function. It will also defuse the psychology and emotion of poor decision making.

The book will prescribe a set of rules that a public company can adopt in order to conduct itself according to Buffett’s credo.

It will provide a guide for managers who wish to defy current convention and manage in accordance with reality rather than in its defiance. It will explain how Buffett attracts shareholders who think like owners and how he dissuades those who do not; why he is able to embrace volatility in operating results and how he manages the psychological and emotional consequences of this; how he cultivates the bond of trust that exists between him and his shareholders and how he harvests this to deliver unparalleled returns to them.

Most importantly, whether it be in managing people or in managing capital, this book will show managers how to act like owners. It is a narrative, but it is also a manual of high-ground corporate governance.

Buffett himself advises people to “pick out a few heroes.” “There’s nothing like the right ones,” he says.3 It is in the spirit of this advice that I offer you the real Warren Buffett. A manager of capital. And a leader of people.

A COMPOUNDING MACHINE

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 that’s a pretty good position to be in.

Charlie Munger4

In 1965, when Warren Buffett officially took charge of Berkshire Hathaway, it operated in just a single line of business—the manufacture of textiles—and generated revenues of around $600 million.

Today, it is enormously diverse, with interests that stretch from the conduct of insurance to shoe manufacturing, from the production of flight simulators to vacuum cleaners, and much more in between—including investments in quoted shares on the stock market. Measured by its $60 billion of book value, it is the second largest corporation in America after Exxon Mobil; by its market capitalization of $109 billion, it is the 19th largest in America and 26th in the world. Revenues now amount to over $30 billion and Berkshire employs approximately 112,000 people.

This is a truly massive undertaking. It is also one that Buffett manages out of a small, unassuming office in Omaha, Nebraska, calling on the help of just “13.8”5 other people.

If Buffett maintains the pace he has set at Berkshire Hathaway, his company will absorb the whole of the US economy within the next 34 years. An interesting concept—not least because, at the age of 72, Buffett says that he plans to retire about 10 years after he dies.

Clearly, Berkshire Hathaway is a compounding machine. How is it constructed?

Buffett’s long-stated objective has been to grow the value of Berkshire at a rate of 15% per year, measured over the long term. Since Buffett attests “the absolute most that owners of a business, in the aggregate, can get out of it in the end—between now and Judgment Day—is what that business earns over time,” he knows that he can only grow Berkshire’s value to the extent that the cash that can be taken out of it exceeds the amount put into it.6 So in order to construct a compounding machine he must do two things.

First, he has to own and operate high-return businesses; that is, those that generate substantially more cash than is required to maintain their respective competitive positions.

Second, he has to find opportunities to reinvest their excess cash at high rates of return so that he can keep the cash machine running. As Buffett says:

When returns on capital 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.7

He recognizes that “if retained earnings… are employed in an unproductive manner, the economics of Berkshire will deteriorate very quickly.”8

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 businesses—so he wants to own businesses with ample opportunities to grow—but, if this is not the case, he has to find others that possess the desired characteristics.

The key to Buffett’s ability to compound is his ability to harvest the cash from cash-generative businesses and reinvest this elsewhere. As much as Buffett has to be skillful in the reinvestment of this cash in capital management, crucially, he has to be careful that it continues to be generated long into the future, which is more a challenge of leadership. If ever the harvest failed, Berkshire Hathaway would cease to compound. It would not grow its value at a rate of 25% per annum, nor at 15% either. It would, instead, be average.

Buffett’s bank

Berkshire Hathaway’s insurance operations are crucial components of Buffett’s compounding machine. As a centerpiece to a cash-generating model, these are ideal because insurance companies take cash in before they pay it out. Additionally the industry, which is fragmented, offers ample opportunities for individual players to grow.

If an insurance company can price its policies in such a way that it retains more money from them than it pays out as claims, then the cost of its float is zero. Essentially, that makes it an interest-free loan. And if it can do this on a consistent basis, its access to this free loan becomes permanent. This is Warren Buffett’s bank.

In the 33 years since he entered the insurance business, Buffett has grown Berkshire’s float at a compound annual rate of around 25%. He has given himself the option of reinvesting this either in the insurance industry to produce yet more float, or in instruments that yield returns significantly higher than its cost. And, vitally in this regard, the average cost of Berkshire’s float over this period, contrary to the impression that Munger gives above, has been very close to zero.9

This is remarkable, and explains why Berkshire’s float is the rocket fuel for Buffett’s compounding machine.10 To remain rocket fuel, however, it has to be free or, if not, generated at least at low cost. If Buffett’s underwriting were unprofitable, Berkshire’s float would transition from fuel to an expensive and low-margin cargo.

Often, conditions in the insurance industry do not allow Buffett to reinvest in it with the prospect of generating cheap float. However, he embraces the volatility in results in his insurance operations and is happy to invest their float elsewhere—either in the acquisition of controlling interests in other companies, or in the acquisition of stakes in companies quoted on the stock market.

When he does the latter, Buffett looks for companies that are also cash generative, and that present opportunities to reinvest at high rates of return, although he still has to buy these at prices allowing him to earn a commensurately high rate of return on his investment.

In spite of the fact that he is more famous for this activity—investing in a highly select, that is, nondiversified, portfolio of stocks, often in enormous size—he does, however, have a preference for outright purchases. This often requires him to pay a premium for the privilege of complete control, but with the ownership of the enterprise comes the ownership of its cash flow.

Importantly, if Buffett owns the cash flow, he gets to harvest it and sow it elsewhere if he so chooses. Indeed, the only stipulation he makes of the management of the companies that he acquires is that they send their excess cash—or the money left over after they have attended to maintaining and growing their businesses—to him in Omaha. Apart from that, they are left completely to their own devices. Buffett even allows them to define what they mean by “excess cash.”

Naturally, in order to compound the value of his investments in the companies he acquires outright, Buffett also has to price them accordingly. In addition to this, to ensure that they continue to produce a healthy crop of cash, he has to ensure that they continue to perform well long after he has acquired them. For the diverse interests that Buffett has assembled under Berkshire Hathaway, this is an enormous challenge.

The pace at which Buffett reinvests the cash from his insurance and other subsidiary companies can vary from the frenetic when prices are right to the slothful when they are not. He may invest a trickle. Often he will commit a waterfall—often, and unusually, in a single target. In between times, he may do nothing, just sit on cash or other low-return assets. The lumpiness that this approach induces in Berkshire’s operating results is of no concern to Buffett, but it is also the case that he has no pre-determined idea of where he will invest Berkshire’s excess cash. He simply allows the price/value equation in those industries that he feels he understands to do this for him.

The nature of Buffett’s compounding machine is such that, apart from a 10 cent dividend paid to shareholders in 1969 (he must have gone to the bathroom during the board meeting, he tells me), thus far he has not returned a single cent of the profits that Berkshire generates to its shareholders, either in the form of dividends or share repurchases.11 Instead, by degree, he has invested 100% of the company’s capital back into the enterprise.

A RECIPE FOR FAILURE

One of the greatest tragedies of life is the murder of a beautiful theory by a gang of brutal facts.

Benjamin Franklin

The laws of physics dictate that bumblebees should not be capable of flight. In proportion to their body mass, the surface area of their wings is too small and they beat them too rapidly to generate sufficient thrust to impart the required lift. So in theory, bumblebees should flail rather than fly.

The same is true of Warren Buffett’s machine. As found in the base rate probabilities expressed in the field, the laws of finance dictate that Berkshire Hathaway should suffer from chronic underperformance.

Taken individually, the base rate probabilities of failure in the ventures in which it is engaged are stacked against it. Compounded as they are in Buffett’s chosen corporate form, the odds against success are hugely magnified. As a publicly quoted corporate entity, with all that this implies in the way in which management of public companies has come to be practiced, Berkshire Hathaway should never get off the ground.

Clearly, like the bumblebee, it does fly. And its performance packs a sting! This is the enigma of Warren Buffett.

Consider the empirical evidence:

[image: image] The insurance industry is attractive in theory only. In practice, insurance companies, as a rule, do not possess the underwriting discipline required to generate low-cost float. And such is the commodity-like nature of this business that slack pricing often ruins the profitability of every player in the game, preventing even disciplined underwriters from reinvesting in the business on a sound basis.

[image: image] Highly diversified firms are notoriously inefficient. At a human level they are difficult to manage and it is not readily apparent which divisions deserve to be funded and which do not—a process in which capital gets dissipated.

[image: image] Putting such a firm together by acquisition is sheer madness. The majority of mergers and acquisitions fail to deliver on the expectations of those who engineer them. Prices paid are generally too high, the integration of the entities involved normally backfires, and capital value is destroyed in the process.

[image: image] Reinvesting 100% of a company’s cash in the enterprise is an exercise fraught with risk. In a competitive environment, managements face an enormous challenge to add value over and above that which their shareholders could earn elsewhere, to all of the cash their businesses generate. In fact, at the margin, managements generally earn the highest return on cash by giving it back to their shareholders.

[image: image] Leaving managers to their own devices can be dangerous: They habitually attend to their own selfish interests rather than complying with the objectives set by the owners that employ them.

[image: image] Investing in the stock market is a losing proposition. In the sense that it discounts all known information into prices, it is efficient. Therefore, it should not be in the compass of one man to find stocks that do not fully reflect their attractive fundamentals in their valuations. Nor should he be able to do this on a consistent basis.

[image: image] Holding cash and other low-return assets acts as a dead weight when the target returns of a firm are substantially higher.

The fact is, Warren Buffett has chosen as a key component of his machine a business with lousy ex post economics. Yet he relies on his insurance companies—which operate in a business typically profligate in the destruction of profitability and therefore prone to the generation of high-cost float—to act as bankers to his machine. He further relies on this industry for the bulk of his reinvestment opportunities, even when its fortunes are hostage to the actions of its dumbest players.

Around these he has wrapped an eclectic mix of subsidiary companies that have very little in common, creating a far-flung empire, the operating performance of which is vital to the returns he makes on his investments in it and in which the proper definition of excess capital is of paramount importance when “conglomerate” is still a dirty word in finance.

Overseeing these disparate entities is a cadre of lieutenants whose efforts Buffett must orient toward a single goal defined by him, and not by their own self-interest. Yet he leaves these people largely to their own devices, exposing the interests of Berkshire Hathaway to the weaknesses of human nature.

Alarmingly, he grows this empire by acquisition when acquisitions fail. It should not be possible for him to get these at prices yielding an appropriate return on his investment and he should not be able to align the interests of his new employees with the objectives of their new parent.

Otherwise he picks stocks, taking very large bets in a game that ordinarily condemns its adherents to mediocrity.

In between times, he sits on cash and other low-return assets until the right opportunity, which could be years in the making, presents itself. This would tax the discipline of any mortal and should seriously impair his ability to compound at 15%.

Buffett eschews managements’ “best” use of capital and invests 100% of the cash at his disposal back into the enterprise.

In the process, he refuses to adhere to at least one modern managerial tenet, which is to incentivize key management personnel at Berkshire with stock options. Yet he has experienced no motivational shortfall from this.

Buffett has also flouted three of Wall Street’s unwritten laws of corporate governance. He has refused to establish a forecast for Berkshire’s earnings growth; he has not provided its investors with the game plan that might achieve such a forecast; and he has spurned the delivery of the linear stream of results that might illuminate either of these two and on which most CEOs have come to rely in conducting their relationship with the stock market. In theory, Buffett’s abrogation of the norms of “investor relations” should constrain the valuation placed on Berkshire Hathaway’s shares. In practice, it has been more efficiently priced than any other major, publicly quoted stock in the US, and Buffett’s refusal to govern Berkshire according to the demands of Wall Street has failed to put a dent in the superlative total shareholder returns that he has delivered through time.

And he does all of this virtually single-handed, geographically far removed from the business hubs of America.

THE EVOLUTION OF WARREN BUFFETT

Warren E. Buffett had a fascination with investing from early childhood, making his first stock purchase at the age of 11. However, it was not until he discovered the teachings of Benjamin Graham that he took the first step toward becoming the Warren Buffett we know today.

Buffett was just 19 when he first read The Intelligent Investor, Graham’s seminal text on equity valuation (in which he laid out the revolutionary concept of bringing mathematical discipline to bear on the analysis of a company’s stock market valuation). The book had a profound effect on Buffett. Hitherto, he had paid little or no attention to the fundamentals underpinning the value of the shares in which he was dealing. Instead he studied charts of their stock prices, read “all the technical stuff,” and listened out for tips,12 and his results from doing so were distinctly average. “[Prior to reading Graham], I had been investing with my glands instead of my head,” he was later to say.13

Subsequently, Buffett got to study investment analysis under Graham at Columbia University. After graduating in 1951, he returned to Omaha where he quickly earned himself a reputation as an astute stock picker working for his father’s firm of brokers, Buffett-Falk and Co., and thence back to New York to work for Graham at his investment partnership, Graham-Newman.14

For those attuned to Graham’s principles, this was the golden era of investing. The “science” that Graham taught was new and the market highly inefficient. Bargains were available in large number if you only knew how to identify them. The young Warren Buffett did.

Beginning in 1951 my performance improved. No, I hadn’t changed my diet or taken up exercise. The only new ingredient was Ben’s ideas. Quite simply, a few hours spent at the feet of the master proved far more valuable to me than had ten years of supposedly original thinking.15

Buffett’s personal fortune grew apace over the next five years and, in addition to using some of this money as an initial stake, he was able to attract other investors on the strength of his reputation, so that he could set up an investment vehicle known as the Buffett Partnership.

A metamorphosis

Under the aegis of the Partnership, and in sole control, Buffett began to broaden his canvas. In 1961 he took control of a manufacturer of farm and windmill tools called Dempster Mills Manufacturing and installed himself as chairman. Two years later he was to sell the company, but while in residence Buffett extracted cash from Dempster to fund other investments for the Partnership. A nascent model took its first, faltering steps—faltering because Buffett found managing to be far more difficult than investing.

Thereafter, he entered into the same relationship with Berkshire Hathaway, a manufacturer of textiles based in New England. Only this time, it would be far more durable: Buffett the investor metamorphosed into Buffett the manager and investor.

While attempting to fix the business, Buffett rationed Berkshire’s use of capital and funneled the excess into more conventional stock market investments and other outright acquisitions. One of these was the float-rich insurance company National Indemnity, which Buffett also used as a source of funds for investing elsewhere; his lasting involvement with the insurance industry had begun.

By now, however, he had picked up a confidant and adviser to his activities. That man was Charlie Munger, a lawyer friend from the West Coast. Munger had little time for the conservative nature of Graham’s valuation techniques and, instead, preached that value could be found in a company’s enduring earnings potential. Naturally, this meant assessing the ability of management to create enduring value. So Buffett found himself asking the same questions of prospective investments as he did of himself as a manager of Berkshire Hathaway.

Munger’s advice would prove timely. Inexorably, as
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* Quotes used in this text from the Outstanding Investor Digest are not to be reproduced without permission from the Outstanding Investor Digest Inc., 295 Greenwich Street, Box 282, New York, NY 1007, tel. 212 025 3885, www.OID.com.


* The views expressed in this book are my own and should not be interpreted as necessarily representing those of the C.I.S. or of my colleagues.
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