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			About the Author

			What works in investing? 

			That is the question Glen Arnold sought to answer in his tenure as professor of investing, drawing on academic insights, great investors’ ideas and his own experiences to teach value investing techniques to students and fund managers in the City of London. Along the way, Glen authored the UK’s bestselling investment book, many other books on value investing and the leading corporate finance textbook.

			In 2013, Glen started a new chapter. Swapping his professorship for the real-world rigours of active investment, he tested his ability to outperform the stock market by investing his own money using the lessons he had learned during his academic career. In doing so, Glen offered full public disclosure of his buy and sell decisions online in a newsletter to followers, sharing each success and struggle along his investment journey.

			Glen’s new adventure saw him become a Berkshire Hathaway shareholder and attend many annual general meetings in Omaha. Elsewhere in the audience – and unbeknown to Glen – was Tom Spain, another UK Buffett enthusiast building his own reputation for fund management by adopting Buffett and Munger’s investment philosophies for his firm, Henry Spain. When several of their other investment choices overlapped, Glen and Tom found themselves attending the same annual general meetings, grilling directors with (polite) questions.

			After eight years investing only his own money, Glen was satisfied that he had proven his ability to outperform the stock market by applying the tested value investment techniques he had taught for many years. In 2022, he started to manage Henry Spain’s UK Value Managed Portfolio Service, focusing on neglected, unloved and underpriced UK shares.

			He is also a director of Zytronic PLC.
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			The Origins of This Book Series

			It all began in 2013, when I took the decision to stop other activities to allow full concentration on stock market investing. This meant giving up a tenured professorship, ceasing teaching in the City of London and, ironically, pulling back sharply on writing books.

			To create a record of the logical process in reaching a decision to select a share, I wrote blogs laying out the analysis on a simple website and made it free to all. It was galvanising to be forced to express clearly and publicly the reasoning behind allocating capital in a particular way. And besides, I needed a way to review, a few months down the line, the rationale for the investments made.

			The blog became popular, and then the investment website ADVFN asked if I would transfer it to their newsletter page. I accepted, and one strand of my writing there became a series of articles about the rationale behind the investment deals of Warren Buffett.

			That’s how it started, but it has since taken on a life of its own. So even though I’m now a professional investor and director of a UK company, I continue to learn from the process of writing down the detail of Buffett’s investments.

			The ‘Why?’ question

			You might think that Warren Buffett has been covered in dozens of published volumes and there is nothing new to say. But having read much of this literature myself, I was left unsatisfied. Other writers address what he invested in and how much he made from it. But I wanted to know why.

			What were the special characteristics of the companies Buffett chose that made them stand out? Was it in the balance-sheet numbers, the profit history, the strategic positioning and/or the qualities of management? I wanted to know the detail. How did Buffett go from step to step in rational investing, from having virtually no money to being very rich?

			Each investment covered in this book required fresh investigation, tapping many sources. The priority was to focus on the analysis of Buffett’s selected companies, which meant very little time spent on his personal life, which has been thoroughly covered elsewhere.

			I hope you enjoy reading how Warren Buffett turned Berkshire Hathaway into the world’s most respected company.1

			Glen Arnold

			2025

			

			
				
					1 Michael Santioli, “They’ve Got Class”, Barron’s, 10 September 2007.

				

			

		

	
		
			Preface

			What to do when a bubble bursts

			This book examines 12 fascinating deals in the wake of the bursting of the 2000 dot-com bubble. Warren Buffett had kept plenty of dry powder during the “irrationally exuberant” era from 1997 to 1999, so he was ready to pick up bargains as they appeared while others, frightened, ran away. As most were rushing for the exit, Buffett became emboldened, growing increasingly “greedy when others were fearful”.

			In the late 1990s, he had renewed his vow to stick to sound value investing principles; to examine business fundamentals and resist the mindset of the speculator. Thus, he found little worth buying. The price of the typical American share had soared so high that people were paying 30 times profits.

			That is, investors – or more often, speculators – were willing to accept an earnings yield of just 3.3% and a dividend yield of merely 1.3% for an average company. Why? Because they were absolutely convinced that earnings growth had rocket boosters: the rise of the digital economy, with ‘dot-com this’ and ‘telecom that’, would see profits quickly doubling, and then quadrupling.

			For some of these companies – the ones only a couple of years old – excited punters would pay ten times sales. That’s right: annual sales, not a multiple of profits – because there weren’t any. They believed that these corporations were destined to become the dominant players in their industries. Webvan would dominate groceries – Walmart didn’t stand a chance against Webvan! Of course, by the end of 2001, Webvan was bankrupt.

			Two-year-old Pets.com would obviously dominate pet supplies, especially after its lavish Super Bowl advertising. Woe betide the old-fashioned brick-and-mortar pet suppliers as everything moved online. But it turned out that not everyone wanted to buy from a website, and Pets.com shut down in 2000.

			Buffett was out of step with the zeitgeist. Indeed, we see that while companies with two minutes of trading history saw climbing shares, shareholders were demoting Berkshire Hathaway. Its shares fell  from over $80,000 in March 1999 to $40,800 less than a year later. That’s before the dot-com crash – the Nasdaq Composite peaked on 10 March 2000. 

			Buffett and his approach were old hat, they said. After all, he had long freely admitted that he was unable to analyse these new companies with their whizz-bang tech. He was out of touch, intellectually unfit for the new era, they claimed.

			Figure A Berkshire Hathaway ‘A’ share price 1998–2000 ($)
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			Source: www.ADVFN.com

			But was he? There are principles of investment that have stood the test of time through many an up and down, enthusiasms and moments of despair. He and Munger looked at those well-rooted ideas again as they planned the next stage of Berkshire’s growth. And it worked. While dot-coms fell by the thousand, in the next two and half decades, one share in Berkshire Hathaway moved from $40,800 to $699,000 (see Figure B). So much for the image of two out-of-touch old men playing an out-of-date game.

			Figure B Berkshire Hathaway ‘A’ share price March 2000–2025 ($)
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			Source: www.ADVFN.com

			Recognising an irrationality

			Before looking at the key elements of investing, we’ll examine Buffett’s argument that share buyers were being overoptimistic regarding future returns, reported in a November 1999 Fortune Magazine article.2 The basic point he was making was that people buying equities in 1999 were “expecting far too much”.3 This came from a man who rarely comments publicly on the general level of stock prices; it was just that extreme valuations stirred an instinct within him to warn folk about the dangers.

			While Buffett always says that he has no idea where the market will go in the next week, month or year, he does emphasise that markets can behave in ways that “are not linked to value”.4 He referenced a July 1999 survey of investors: those least experienced (less than five years) expected capital returns on equities of more than 22.6% per year on average over a decade. Those who had already been investing for more than two decades were anticipating a much lower figure of 12.9%.

			Buffett wrote that even the experienced investors were to be disappointed: “[W]e can’t come even remotely close to that 12.9%.”5 The after-tax profit of the average US company as a percentage of gross domestic product (GDP) had been fairly consistently in the 4–6.5% range since 1951. In the late 1990s, the annual figures were just shy of 6%. So ‘investors’ might expect growth in profits of 12.9% annually, but corporations were only making 6% of GDP:

			When you begin to expect the growth of a component factor to forever outpace that of the aggregate, you get into certain mathematical problems. In my opinion, you have to be wildly optimistic to believe that corporate profit as a percentage of GDP can, for any sustained period, hold much above 6%.6

			There are two forces working against that:

			
					Competition among companies: If current competitors or potential entrants to the industry observe incumbents achieving extraordinarily high returns, they will jump in to take market share. Eventually, prices and returns will fall.

					Political objection – and corrective action – to corporate investors eating an ever-growing portion of the American economic pie: If they take more, then workers and/or consumers will get less.

			

			More reasonable working assumptions were 3% real GDP growth and 2% inflation; thus, nominal GDP grows by around 5%:

			If GDP grows at 5% … the aggregate value of equities is not going to grow a whole lot more. Yes, you can add on a bit for dividends [but] … You cannot expect to forever realise a 12% annual increase – much less 22% – in the valuation of American business if its profitability is growing only 5%. The inescapable fact is that the value of an asset, whatever its character cannot over the long term grow faster than its earnings do.7

			Buffett also pointed out that future returns are always influenced by current valuations. In 1998, the profits of S&P 500 companies totalled $334 billion and the market value of those same firms added up to $10 trillion. Furthermore, US equity investors paid around $100 billion a year to brokers and investment managers, and for advice:

			In other words, investors are dissipating almost a third of everything that the Fortune 500 is earning for them … [to] ‘helpers’ … investors are reaping less than a $250bn return on their $10trn investment. In my view, that’s slim pickings.8

			So, what could the investors of 1999 expect from equities? The most probable return, Buffett said, was 6% before stripping out an assumed 2% inflation – thus, a 4% annual real-terms return. “And if 4% is wrong, I believe that the percentage is just as likely to be less as more.”9

			And it’s not as though you could escape Buffett’s logic by picking the winning sectors. This was tried many times before when a revolutionary technology came along, transforming society but often offering poor returns to shareholders. Take automobiles: there were over 2,000 American producers in the early part of the 20th century. By the 1990s, this was down to three – “themselves no lollapaloozas for investors”,10 according to Buffett.

			Similarly, airlines have offered a great societal boon, but “the money that had been made since the dawn of aviation by all of this country’s airline companies was zero”.11 Then there was the enthusiasm for radios, and then televisions and so on … Sector after sector becomes commoditised unless the players have a moat preventing rivals from entering the industry, putting pressure on prices charged to customers:

			The key to investing is not assessing how much an industry is going to affect society, or how much it will grow, but rather determining the competitive advantage of any given company and, above all, the durability of that advantage. The products or services that have wide, sustainable moats around them are the ones that deliver rewards to investors.12

			So, what are the fundamentals we should focus on?

			In his 2000 letter to shareholders, Buffett set out the absolute basics by relating to them a simple story – a fable written 2,600 years ago by Aesop, which tells us that “a bird in the hand is worth two in the bush”. Buffett said you must answer three questions:

			
					How certain are you that there are indeed birds in the bush?

					When will they emerge and how many will there be?

					What is the risk-free interest rate (which we consider to be the yield on long-term U.S. bonds)?13

			

			Could you be at all certain of what was in Webvan’s or Pets.com’s bush in 1999? By endeavouring to answer these three questions for only those companies where the information is within reasonable bounds of certainty, we can estimate a range of possible values and therefore “the maximum number of the birds you now possess that should be offered for it”.14

			This principle can be applied across a range of assets, from farms and oil royalties to bonds, stocks and manufacturing plants. The arrival of the Internet has not changed this iron rule; just as the advent of the steam engine or electricity or the automobile did not change it. “Just insert the correct numbers, and you can rank the attractiveness of all possible uses of capital throughout the universe.”15

			Metrics commonly used – such as dividend yield, price-earnings ratio (PER) and book value – “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”.16

			Rapid growth in revenue – as we have seen with countless tech companies and other stock market darlings – can actually destroy value in circumstances where cash is being used at such a prodigious rate in the early years of an enterprise that any future cash inflows (after being discounted) are dwarfed by the amount put in.

			Market commentators and investment managers who glibly refer to ‘growth’ and ‘value’ styles as contrasting approaches to investment are displaying their ignorance, not their sophistication. Growth is simply a component – usually a plus, sometimes a minus – in the value equation.17

			Of course, it’s hard work – and it requires good business knowledge – to figure out a reasonable estimate of current birds in the bush and when that flock (cash) might emerge. Buffett advises us not even to attempt at precision here:

			Using precise numbers is, in fact, foolish; working with a range of possibilities is the better approach. Usually, the range must be so wide that no useful conclusion can be reached. Occasionally, though, even very conservative estimates about the future emergence of birds reveal that the price quoted is startlingly low in relation to value. (Let’s call this phenomenon the IBT – Inefficient Bush Theory).18

			Boom and bust

			Much of the time, we have to accept that we can’t form any conviction about the birds to emerge. This failure to form a conclusion is more likely with young businesses or in rapidly changing industries:

			In cases of this sort, any capital commitment must be labelled speculative. Now, speculation – in which the focus is not on what an asset will produce but rather on what the next fellow will pay for it – is neither illegal, immoral nor un-American. But it is not a game in which Charlie and I wish to play. We bring nothing to the party, so why should we expect to take anything home?19

			The problem for share buyers in 1999/2000 was that they had experienced a long bull run, and:

			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.20

			There was a horde of speculators who put huge valuations on businesses that were almost certain to offer modest or no value. “It was as if some virus, racing wildly among investment professionals as well as amateurs, induced hallucinations in which the values of stocks in certain sectors became decoupled from the values of the businesses that underlay them.”21 Promoters were merchandising birdless bushes, putting money in their own pockets along the way. “[A] pin lies in wait,” wrote Buffett of this bubble.22

			So, what do you do in these circumstances?

			First, don’t participate in the insanity; don’t attempt to pick the winners from a vast collection of unproven businesses. Buffett and Munger insist that they are not smart enough to figure out which young firms will succeed. They restrict themselves only to those cases in which they have reasonable confidence as to how many birds are in the bush and when they will emerge.

			This does not mean they can precisely predict future cash flows – hence their insistence on building in a margin of safety by keeping their estimates at the conservative end. 

			Furthermore, they only look at industries that are subject to few surprises – and certainly those where conceivable surprises will not wreck the business. “Even so, we make many mistakes: I’m the fellow, remember, who thought he understood the future economics of trading stamps, textiles, shoes and second-tier department stores.”23

			Thus, when the stock market was going through a wild time with excess enthusiasm, Buffett and Munger looked to bushes elsewhere – places where entire businesses were available to buy. Even so, given the generally high prices for businesses during this period, they were not expecting to achieve anything more than “reasonable returns”24 from any such purchase. It would be far better for them to be buying when capital markets were constrained and when business owners were pessimistic; but that is not the environment they were faced with at the beginning of the 21st century, so they had to adapt to the times.

			Given the expectation of a US stock market offering low future returns because it was so highly priced right from the start, how is it that Buffett and Munger achieved extraordinary returns? Answering that question is the focus of this book.

			First, they held on to wonderful companies bought in the previous third of a century, led by excellent managers and in good strategic positions. Second, they found some brilliant companies selling at reasonable prices in the aftermath of the bubble. It is those discoveries, the rationales behind the investments and outcomes that we’ll look at in this book.

			What this book covers

			We start with MidAmerican Energy, later renamed Berkshire Hathaway Energy. At the time, Buffett observers scratched their heads when they saw him buying a utility of all things, with neither exceptional balance-sheet strength nor high returns on equity. After all, it was constrained by regulators allowing only 10–12% per annum on money invested in much of its business. But Buffett could see a way of making it pay. And indeed it has, increasing its value by at least 18 times the $5 billion paid. These days, annual earnings are around $2–4 billion.

			This is also a story of three remarkable people, each of whom was to have a profound impact on Berkshire Hathaway. Greg Abel, a Canadian, joined MidAmerican as a 29-year-old accountant in 1992 to sort out its systems. He quickly proved to be an adept manager of people with a keen strategic mind and rose through the ranks accordingly. He is now CEO of Berkshire Hathaway and has been named as Buffett’s successor with respect to the non-insurance operating business.

			Walter Scott Jr, a childhood friend of Buffett, went on to become CEO of fabled Omaha construction company Peter Kiewit Sons’ Inc. Later, he gave wise counsel as a board member of Berkshire. Scott had spotted MidAmerican’s potential nine years before Berkshire bought into it and was instrumental in guiding its future.

			David Sokol, as a young man in 1991, took hold of a troubled small energy producer – the forerunner of MidAmerican – and guided it for two decades, applying his special brand of astute management, shrewd acquisitions and even shrewder post-merger integration. After buying MidAmerican, Buffett thought so highly of Sokol that he called on him to restore the fortunes of a couple of other Berkshire business, Johns Manville and NetJets. He became Buffett’s ‘Mr Fixit’.

			CORT, the largest furniture rental company in America, is one of those investments that didn’t work out so well for Buffett. Despite being the biggest player in the country and being led by an excellent team of managers, it suffered from operating in an industry that afforded little to no pricing power. There is a high degree of rivalry in the sector, low barriers to entry and plenty of alternatives to renting furniture. The business boat that the managers were rowing was not one of the best.

			Moody’s was a brilliant Buffett investment: thus far, the shares he bought have risen twentyfold. It is one of three leading global credit rating firms. These oligopolists maintain very good margins and returns on capital employed because an issuer of, say, a corporate bond generally feels compelled to employ the services of at least one of them to assess its ability to repay the debt. Moody’s is an example of a ‘moat’ business, meaning that it had a great deal of protection for its economic franchise ‘castle’. It’s extraordinarily difficulty for a potential new entrant to build the requisite capability, reputation and name recognition to serve the same market. This is also an example of that very rare thing: an ‘inevitable’ – companies that dominate their fields for an investment lifetime. They have such enormous competitive strengths that they will still be great companies 25 or 30 years from now.

			H&R Block has a strong economic franchise, as the dominant name for calculating and submitting Americans’ annual tax returns. The key feature of H&R Block on which Buffett focused was the power of customer recognition: it had a very significant ‘share of mind’ as the largest player in the business, with a presence in just about every town and 16 million regular clients. If Americans thought about the chore of doing a tax return, they most likely also thought about H&R Block. Buffett has almost tripled Berkshire’s money devoted to this investment so far.

			Shaw Industries is the world’s biggest floor covering manufacturer. During the first few years under Berkshire’s ownership, it produced high profits and return on capital employed, taking advantage of its lowest-cost producer status. But when the Great Recession struck in 2008, profits were hard hit. The company eventually recovered, but doubt persists as to whether the $2.42 billion paid for it in 2001 was within a reasonable range. Did such a sum allow for a good margin of safety?

			Star Furniture was the third company mentioned to Buffett when he asked Irv Blumkin of Nebraska Furniture Mart, “Are there any more like you at home?” – meaning excellently run furniture stores that dominated their regions. Berkshire had bought the second on the list, R. C. Willey, in 1995; and, after bagging Star, he sought to complete the trio by acquiring outstanding retailer, Jordan’s Furniture – a New England chain with the highest sales per square foot for any US furniture store and a legendary reputation for brilliant advertising and in-store entertainment. This was accomplished in 2000.

			Buffett also likes to collect the best in jewellery retailing. He had already bought Borsheims and Helzberg Diamond Shops, and it was Bob Helzberg who persuaded Buffett that Ben Bridge Jeweler was great at what it did and would be a perfect fit for Berkshire Hathaway. Its culture of prudent growth, reputation for integrity and highly competent managers were right up Buffett’s street. On the other side, Helzberg told the Bridge family that Buffett was a quality guy to do business with, and that Berkshire had proven to be a wonderful home for dozens of other family-owned businesses dealing with similar dilemmas to those faced by the Bridge family.

			Justin Boot, the world’s largest cowboy boot maker, and Acme Brick, the most recognised brand of brick in the US (and the biggest seller), came as a package to Berkshire as the two parts of a famous Fort Worth, Texas, firm. Buffett was delighted to bring both of them into the fold. Justin Boot had the Old West heritage (dating back to 1879) that boot buyers love, as well as a reputation for quality; and there was an increasing trend for non-riders to wear boots of a certain style. Acme Brick has strong economic franchise castles surrounded by 250-mile moats around its plants, because it becomes too costly to transport bricks at greater distances.

			The Benjamin Moore case study describes a rare instance of Warren Buffett becoming so annoyed with the direction of a company that he sacked the chief executive. He was concerned that reputations were about to be trashed – Benjamin Moore’s and his own. While that story is interesting, it should not distract us from the overall success of this $1 billion investment. Benjamin Moore makes premium-quality paints and can charge premium prices, producing large amounts of cash for Berkshire Hathaway.

			CTB International makes boring, utilitarian products for bargain-hunting farmers (for rearing chickens and pigs, and for moving and storing grain – it uses plenty of galvanised steel). It’s not exactly an industry that sets the pulse racing; there is very slow technological change and no real excitement. But CTB is a low-cost producer making decent profits, and Buffett was able to buy it at a PER of only ten. It took less than eight years for CTB to return everything Berkshire had paid for it and since then, it has pumped out cash for Buffett to invest elsewhere. It just goes to show that an intense focus on a single market segment can bring great rewards.

			How this book is structured

			The book is organised into 12 case studies. You can dip in to learn about particular deals that pique your interest if you wish, but I would encourage you to read it chronologically to achieve an understanding of how Buffett developed as an investor.
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			Investment 1: MidAmerican (renamed Berkshire Hathaway Energy in 2014)

			Summary of the deal

			
				
					
					
				
				
					
							
							Deal

						
							
							MidAmerican/Berkshire Hathaway Energy

						
					

					
							
							Time

						
							
							2000–2006 + 2024

						
					

					
							
							Price paid 

						
							
							$5bn + $1bn

						
					

					
							
							Quantity

						
							
							Initially: 76% of the equity

							Today: 100%

						
					

					
							
							Sale price

						
							
							Still held

						
					

					
							
							Profit

						
							
							Profits after tax generated and reinvested in first 25 years: $42bn. 

							Earnings after tax are now $2bn–$4bn pa.

						
					

					
							
							Berkshire Hathaway in 2000

						
							
							Share price: $40,800–$80,000

							Book value: $61.724bn

							Per share book value: $40,442

						
					

				
			

			The small company that grew into MidAmerican Energy was in danger of complete failure when a brilliant management team took over in 1991. They built it into a $5.8 billion company that Warren Buffett was glad to be able to buy into.25 That $5.8 billion is now valued at around $90 billion; and billions of dollars still flow in each year from electricity production, from the distribution of natural gas and from wind turbines and nuclear power stations.

			Back in 1999, the announcement of the deal took many of us by surprise. We had grown used to seeing Buffett invest in net current asset value (NCAV) investments – that is, Benjamin Graham-type investments with strong balance sheets (although there were far fewer of them in the latter part of the 20th century due to prices being high and Berkshire’s sheer size, meaning that it needed larger deals to move the needle). And we were used to seeing Buffett – strongly influenced by Charlie Munger – buying larger businesses with robust economic franchises producing enduring high rates of return on capital employed. In 1999, to our shock, he announced he was going to buy a utility, of all things, with neither exceptional balance-sheet strength nor high returns on equity. Furthermore, MidAmerican was constrained in most areas of its business by regulators allowing only 10%–12% per annum on money invested.

			We scratched our heads as we parsed Buffett’s words on the subject to understand his logic. It slowly dawned on us that he hadn’t lost his marbles: the deal made perfect sense. When you have billions to invest, you will be unable to find NCAV companies in anything like the volume needed; and when both the stock market and the private market for businesses are in an extraordinary bubble – with buyers often paying 30, 40 or even 50 times annual earnings for good economic franchise businesses – you cannot go on investing as before.

			Sure, he could invest the billions in government bonds, waiting for the equity market to calm down – but where’s the fun in that?

			So, Buffett looked around for businesses that had been rejected by the market as boring or slow-moving, just as millions of speculators rushed into the ‘industries of tomorrow’, investing in everything from telecommunications companies and Internet infrastructure firms to the dotcoms willing to sell you anything online. Those were the places to be, according to the excited ones; not the steady-as-you-go utilities doing the same thing this year as they did two years ago. And why buy into a firm where returns were capped at 10%–12% – it isn’t going to grow much from there, is it?

			Buffett thought differently. Compared with puffed-up valuations elsewhere which heightened the risk of a large negative return when the bubble burst, a virtually certain 10%–12% income was fine. Especially if you could keep repeating the trick by ploughing back profits – or even sending across fresh capital from Berkshire as it flowed in from insurance and other businesses.

			That said, it’s interesting to note that for the first 25 years of Berkshire’s control, MidAmerican paid not a cent in dividends on common stock and made no share buybacks. This was unusual, as most Berkshire subsidiaries were channelling large amounts towards Omaha for investment elsewhere. Buffett thought that the opportunities to reinvest in MidAmerican were so great that it made more sense to tell managers to keep going: to invest to create yet more long-term value. No doubt, one day it would be cash generative for Berkshire; but only when the return on the marginal dollar was poor relative to other companies that Berkshire could apply it to.

			A tale of four Berkshire people

			The MidAmerican deal brought together four people who were each to make a tremendous contribution to the development of Berkshire Hathaway. Remarkably, three of them were born in Omaha, attending local schools. The fourth – Canadian Greg Abel – is now CEO of Berkshire Hathaway. He is very wealthy to boot – not bad for someone who joined the MidAmerican Energy business (then called CalEnergy) as a 29-year-old accountant in 1992 to sort out its internal accounting.

			Walter Scott Jr was born into a working-class Omaha family in 1931, the year after Buffett, and they became friends in their teenage years. I’m not sure if that was before or after they were chasing after the same girl, Carolyn Falk. Scott won her over and eventually married her; “Unfortunately, the best man won,” Buffett would joke years later.26 But that did not prevent a lifetime of affection, respect and admiration between the two men.

			Scott spent the majority of his career working for fabled Omaha construction company Peter Kiewit Sons’ Inc. He rose to CEO and chairman in his 40s and occupied an office on the floor below Buffett’s in Kiewit Plaza. They saw each other frequently – a relationship nurtured by other bonds between the two families. Scott also contributed his wise counsel as a board member of Berkshire from 1988.

			Scott had spotted the potential of MidAmerican nine years before Berkshire bought into it (he had been prompted to look at it by our fourth person, David Sokol), and he was subsequently instrumental in guiding its fortunes. “You cannot find a better model for a citizen than Walter Scott,” Buffett told the Omaha World-Herald in 2021, in response to the news of Scott’s death. “He was basically a builder, whether he was building Kiewit and physical things or building his vision of Omaha or Nebraska. He was nonstop.” During his lifetime he amassed a family net worth of around $4 billion, using it for many good causes.

			Sokol took hold of a troubled small energy producer as a young man in 1991 and guided it for two decades, applying his special brand of clever, rational management to day-to-day operations, shrewd acquisitions and even shrewder post-merger streamlining. When he joined, the market capitalisation was under $250 million; by the time he had finished, the company was making six to seven times that in after-tax profits year in, year out. Buffett thought so highly of Sokol that he called on him to go in and restore the fortunes of a couple of other Berkshire business, Johns Manville and NetJets (see Vol 3), when they were floundering. He became Buffett’s ‘Mr Fixit’. It was even rumoured that he might succeed Buffett himself – at least with regard to the non-insurance operations.

			Of course, the remaining musketeer is Warren himself.

			The origins of MidAmerican Energy

			The first thing to note is that the original MidAmerican Energy was a really boring company, doing little more than generating electricity in Iowa. Year after year, this heavily regulated business churned out profits, but it was not exactly dynamic.

			The really interesting company, with the energetic managers, was the one that in 1998 bought MidAmerican, promptly adopted that name for itself and then moved its headquarters to Iowa. That company was CalEnergy, run by Sokol and Abel. We can learn much from the steps taken by Sokol and his team to grow first CalEnergy and then the expanded organisation once MidAmerican was absorbed.

			The story begins back in 1971, when Charles T Condy created California Energy Co as a small consulting firm offering advice to geothermal power production companies. Then the energy crisis struck. As oil prices soared, the US put more emphasis on developing alternatives. This led to the passage of legislation in the late 1970s which incentivised utilities to buy some power from small independent producers.27

			Condy seized this opportunity by moving into the production of electricity using steam from geothermal pipes. Thus began a decade of pumping in $625 million of shareholders’28 and debtholders’ money to drill 98 wells and install nine turbine generators in the Mojave Desert. Losses accumulated until finally, in 1989, the nine sites could produce 240 megawatts (MW) – enough for around 240,000 households – to sell to Southern California Edison under a 30-year contract.29 Thus, the speculative loss-maker turned into a $10.3 million profit-maker in 1989.

			Condy was looking to repeat the trick of profitably generating power from natural steam elsewhere in California and the Pacific Northwest, and then beyond. But there was a problem: cash was low, debts high. While net assets were a mere $42 million, liabilities were $260 million.

			And suspicions arose that the ship was not being run tightly – for example, Bloomberg reported that Condy was spending $2.5 million per year on a Falcon 20 jet, a Bentley and 15 other luxury cars for top executives;30 and the company was involved in numerous ‘legal brawls’. Short sellers came calling and the shares fell. This is where Scott and Sokol enter the story.

			Scott and Sokol take control

			In the late 1980s, Walter Scott – the second most renowned business leader in Omaha – saw limited opportunities to grow Kiewit’s construction and mining operations: interest rates were high and potential clients were postponing projects. Furthermore, the cyclical slumps in these sectors made for a rollercoaster ride.

			So, he started to add energy and telecommunications to the portfolio. “The issue was that we made more money than we could utilise within the contracting business. I was put into a position of finding good projects and rationally utilizing the company’s capital,” recalled Scott.31

			Energy diversification was to be achieved through CalEnergy. Explained Scott:

			I decided to get into the energy business without any preconceived ideas about what was involved or how complicated it might be; the only thing I knew about the energy business was that it seemed potentially lucrative, so it was worth looking into.32

			It was a 36-year-old Sokol who pitched the idea of buying into CalEnergy to Scott in 1991.

			Back in 1984, Sokol – a civil engineering graduate from the University of Nebraska, Omaha – had been asked, aged 27, to run startup biomass company Ogden Projects:

			I could not have been more excited to have the opportunity to start a business from the ground up … Ogden Products, Inc, and the parent was Ogden Corporation which provided venture capital … Soon, we went from a dozen employees to more than a thousand … creating considerable value for Ogden Corporation.33

			The waste-to-energy plant organisation Sokol created became a public company on the NYSE valued at over $1 billion in less than six years – very impressive.

			Right at the beginning of the journey building Ogden Projects, Sokol met Scott. The first energy plant, in Tulsa, had a very limited budget and the bank would only provide financing if the build contractor was creditworthy. Kiewit’s solid reputation was naturally attractive, so Sokol called Kiewit HQ in Omaha and asked to speak with the CEO: “Luckily, I was put through.”34

			Sokol and Scott met the next day and a deal was completed ten days later. Said Sokol:

			I told Walter the honest truth that I had limited capital for the project, and that I wasn’t trying to be arrogant, but I needed a firm price and a firm completion date. Walter said he wasn’t sure if he could get the project done with the amount I offered but that he was willing to try.35

			They made a ‘gentleman’s agreement’ whereby if the project was under budget, Kiewit would pay half the difference back to Ogden; but if it came in over budget, Scott would “take care of it”. They also sealed another deal with that handshake: if Ogden decided to build any more plants, Kiewit would be first-choice contractor.

			When the project completed under budget and ahead of schedule, Sokol was mightily pleased to receive an envelope containing a cheque from Scott, confirming that he was dealing with a man of integrity. They built 11 more plants together. Sokol said that Scott represented all of the business virtues he believed in: “[T]o value hard work and know you’ll be recognised in

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
				
					
					
					
					
					
				
				
					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
							
						
							
							
						
							
							
						
					

				
			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
					Cost advantage: “Because the lack of competition has not provided incentives for upgrades, many utility companies are operating older, technologically outdated power plants at relatively high cost. CalEnergy has continuously invested in new, advanced facilities and technological improvements to existing facilities, allowing us to generate electricity at a lower, more competitive price.”48

					Knowledge advantage: “Our experience in countries that already have undergone privatisation prepares us to do business in other markets where private power is just beginning … Northern Electric purchases almost all [its] electricity from other generating concerns.”49

					Diversification advantage: “Our acquisition of three natural gas-fired cogeneration plants in New York, Texas and Pennsylvania along with the construction of our gas-fired Viking facility in the UK and our hydroelectric plant in the Philippines … continues CalEnergy’s geographical and fuel diversification.”50 Diversification into adjacent industries such as gas pipelines reduced risk further.

					Financial firepower: This element really took off after Berkshire Hathaway pumped in billions of equity capital and $1.7 billion of debt capital. Furthermore, being part of the AAA-rated Berkshire, with its diversified cash flows, brought the ability to borrow externally at very good rates. As well as massive organic investment, such as billions into wind turbines, MidAmerican bought more large companies.

					Acquisition integration: Because the team set out to acquire energy companies, and because it was so well led and experienced in post-acquisition integration, it was able to avoid or ameliorate many of the common pitfalls of mergers, such as culture clashes or misunderstanding of the acquired business.

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
				
					
					
					
					
					
				
				
					
							
							
						
							
							
						
							
							
						
					

				
				
					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

				
			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					the preferred holders participated in dividends and other distributions to common shareholders as if the stock were common shares;

					the preferred stock was convertible into common shares on a one-for-one basis, as adjusted for splits, combinations, reclassifications and other capital changes; and

					upon liquidation, the preferred holders ranked equally with the shareholders of common stock.

			

			
			
			
			
			
			
				
					
					
					
					
					
					
					
				
				
					
							
							
						
							
							
						
							
							
						
							
							
							
						
							
							
							
						
							
							
							
						
							
							
						
					

				
				
					
							
							
						
							
							
							
						
							
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
							
							
						
					

					
							
							
						
							
							
							
							
						
							
							
						
							
							
						
							
							
						
							
					

					
							
							
						
							
							
							
							
						
							
							
						
							
							
						
							
							
							
						
					

					
							
							
						
							
							
							
							
						
							
							
						
							
							
						
							
					

					
							
							
						
							
							
							
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
							
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

					
							
							
						
							
							
							
							
							
							
						
							
					

				
			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					MidAmerican Energy: Pretty well the original MidAmerican (without CalEnergy), with 89% of its sales in Iowa, serving nearly 700,000 electric customers.

					Northern Electric: A UK-based electricity company with over 1.6 million customers.

					CalEnergy Generative: An electricity producer in the US and other countries.

					HomeServices: At the time, the second-largest residential real estate brokerage firm in the US. It seems so out of place in an energy utility company, but it remains there to this day (still in second place). MidAmerican bought it in 1998 as a way of gaining access to new home buyers in need of utilities – a ‘cross-selling’ move. As well as brokerage services, it offered mortgage origination, title services, insurance, warranties and maintenance in 12 states. It was mostly Midwestern focused back in 2000, with 1,670 employees plus 6,600 associates (independent contractors). In the 2020s, it has over 40,000 real estate agents and more than 50,000 franchisees working in two-thirds of US states; and in a good year, it makes over $380 million after tax – so it’s a substantial company in its own right. Ron Peltier, who built up the business through acquisitions and organic growth, sent financial reports directly to Buffett on the sixth of each month. What he said of Buffett is illuminating, especially considering how many companies are in the Berkshire family: “If you talk with him, he could probably cite you chapter and verse of our past year.”76

			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
				
					
					
					
					
					
					
					
					
					
					
				
				
					
							
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

				
				
					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
					

					
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
						
							
							
					

					
							
							
						
							
							
						
					

					
							
							
						
							
							
						
							
							
							
							
						
							
							
						
							
							
							
							
						
							
					

					
							
							
						
							
							
						
							
							
							
							
						
							
							
						
							
							
							
							
						
							
					

					
							
							
						
							
							
						
							
							
							
							
						
							
							
						
							
							
							
							
						
							
					

				
			

			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
			
					In investing, you do not have to stick forever to one approach. When Berkshire Hathaway was small, it made sense to hold a collection of tiny NCAV investments, plus a few strong economic franchise businesses. As it grew, an increasing proportion of its capital went to wonderful companies selling at a fair price, rather than those cheap relative to balance sheet or historical earnings. But when the cash to be allocated became much greater than the opportunities available in the NCAV and economic franchise arenas, the marginal dollar was sent to earn an acceptable return in utilities. Of course, this can be spiced up by buying into utilities when they are cheap, when others are selling them off. 

					Putting your trust in a few people who seem worthy of that trust is a good way to make money in business (and, more widely, a good way to live). Buffett said that all major decisions at MidAmerican were unanimous, in that the four key people agreed. And Buffett completely trusted the other three to make all of the other decisions without him. That level of trust and freedom is often reciprocated with great loyalty, effort and a desire to ‘make Warren proud’.

					Merging one company with another is very difficult to get right. Having senior managers who acknowledge the difficulties, who limit the number of deals so that each has sufficient attention and who carefully plan post-merger integration is vital. Sokol, Scott and Abel knew the pitfalls and thus emphasised careful planning and imposed strict rejection criteria for many merger opportunities that did not offer assured shareholder value.

					Be a ‘buyer of first resort’. Over time, Buffett built a reputation for being a ‘good owner’ – he placed great faith in the extant managers; gave them freedom to grow the business if good returns were available on each extra dollar committed; praised their efforts; was supportive with fresh injections of capital if justified; and was a font of wisdom on business matters. This reputation encouraged many company owners and CEOs to prefer Berkshire Hathaway as their home, rather than be controlled by uncaring, interfering, ill-informed Wall Street financiers. 
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