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"The Real Warren Buffett" by James O' Loughlin is a fascinating book on the Oracle from Omaha. Here is what I learnt from the book: 

"What is institutional imperative?

In Stanton's case, the consistency principle urged him to make a return on his investments. In Buffett's case, it was to preserve his perception of himself. This is entrapment. Both responses are instinctive in managing an enterprise. They are also what distinguished managing from allocating capital. Using the case of Burlington Industries as an example, in 1985 (not without coincidence, the year he closed the textile business.) Buffet was able to present an excellent analysis of the consequences:

In 1964 Burlington had sales of $1.2 billion…{and} made the decision to stick to the textile business. During the 1964-85 period, the company made capital expenditures of about $3 billion…more than $200- per share on that $60 stock. A very large part of the expenditures, I am sure, was devoted to cost improvement and expansion. Given Burlington's basic commitment to stay in textiles, I would also surmise that the company's capital decision were quite rational.

Nevertheless, Burlington has lost sales volume in real dollars and has far lower return on sales and equity now than 20 years ago…the stock now sells…just a little over its $60 price in 1964. Meanwhile the CPI has more than tripled. Therefore, each share commands about one-third the purchasing power it did at the end of 1964… This devastating outcome for shareholders indicates what can happen when much brainpower and energy are applied to a faulty premise.

Warren Buffet was able to pinpoint so clearly where the management of Burlington had gone wrong because, by this time, he had finally come to admit where he had gone wrong with Berkshire Hathaway. He had been acting in the same way, although to a far lesser extent. He had to -the dynamics of the situation had overtaken him. 

Clearly, from the point of view of its owners, Burlington's commitment to the textile industry was a mistake. Equally clearly, that commitment manifested the dynamics of the institutional imperative. It did so in the same way that it had trapped Warren Buffet. Even though logic suggested the opposite, it made Buffet afraid to admit the failure of his strategy, afraid to be inconsistent with a prior commitment (which became part of his definition of self), and afraid to face up to his self-deception.

The wakeup call for Buffet was this: An unseen force, the institutional imperative absorbed energy from those around it, tapping into basic human nature to do so.

What is Cigar Butt Investing?

A cigar found on the street that has only one puff left in it may not offer much of smoke, but the bargain purchase will make that puff all profit. Buffet suggests it was either arrogance or innocence that blinded him to the existence of the imperative.

To an outside observer, it seems that the latter was more likely to have been the cause. Prior to taking over at Berkshire Hathaway, rather than buying and holding stocks for the long term Buffett had rented them. And if his problem in his textiles operations was that, rather than confronting his fear, he chose to run from it - trampling over logic as he did so - this problem was compounded by the fact that he had stuck with the teachings of Ben Graham for too long.

While Graham paid deference to the role played by the future earning power of a business in its stock market valuation, he appraised companies far more in relation to the valuation of the assets on their balance sheets than their ability to create value on an ongoing basis. Buffett's early career was premised on this technique: identifying companies that were statistically cheap compared to the value in their tangible assets, whose prices would rise once other investors caught on to this discrepancy. He refers to this as "cigar butt investing".

However, the problem with this type of investing is that whether the managers of the underlying companies that Buffett rented acted like allocators of capital or not was essentially irrelevant to the highly lucrative game in which he was engaged. He bought stocks when they were oversold and had gotten too cheap, and then simply waited for others to realize this fact. When they did so, and the prices rose to fair value, he bade farewell, serenely oblivious to any dynamics that may have been unfolding within the stocks.

Cigar butt investing relied on Buffett's ability to analyze a still photograph of valuations. Managing an enterprise, in contrast, requires the capacity to produce, direct and act in a streaming video - and one whose storyline is populated by other, human actors playing out animated roles in scenes of strategic decision making, facing the behavioral challenges that these presented and that Buffett was facing, and had faced with Dempster Mills.

Perforce, cigar butt investing did not prepare Warren Buffett for the job of anticipating the imperative and / or managing it. And it predisposed him to escalating his commitment by choosing to own and operate these companies rather than simply renting their stocks, a classic description of entrapment.

Years later, in 1977, Buffett illustrated the drawbacks of his stunted approach to investment analysis: Berkshire Fine Spinning Associates and Hathaway Manufacturing were merged in 1955 to form Berkshire Hathaway Inc. In 1948…they had earning after tax of almost $18 million and employed 10,000 people. In the business world of that period they were economic powerhouse. But, in the decade following the 1955 merger aggregate sales of $595 million produced an aggregate loss for Berkshire Hathaway of $10 million.

By 1934 the operation had been reduced to two mills and net worth had shrunk to $22 million, from $53 million at the time of the merger. So much for single year snapshots as adequate portrayal of a business. In time he came to admit the error of his ways to his shareholders: It must be noted that your Chairman, always a quick study, required only 20 years to recognize how important it was to buy good business. In the interim, I searched for "bargains" - and had the misfortune to fund some. My punishment was an education in the economics of short-line farm implement manufactures, third place department stores, and New England textile manufactures.

He continued: Keynes identified my problem: "The difficulty lies not in the new ideas but in escaping from the same old ones". My escape was long delayed, in part because most of what I had been taught by the same teacher had been (and continues to be) so extraordinarily valuable. But the pain of admitting the discord in the fact that the teachings of his were not complete, and that both he and Graham had been, if anything, naïve in their assessment of value, would have been intense: enough to distract Buffet from the recognition that value creation can be a durable, ongoing process and could be found in companies that are not necessarily balance-sheet cheap.

Evidently, by 1977 when he told the snapshot story Buffet was learning. But he had still not quite got it. The institutional imperative, which inadvertently he had accurately described (had he but known it), was still invisible to him, and its mechanism - of preferring what he preferred to believe and failing to escape from this - was also not within his comprehension. It stemmed not from "venality or stupidity", as he would call it, but from a lack of understanding of human nature and awareness of this in himself.

Now that he was a manager, if he was to sustain the performance he had enjoyed as an investor, Buffett would have to recognize these faults for what they were and correct for them. That is not to say that Berkshire Hathaway, the wider enterprise, was struggling; it wasn't. Buffett's biggest mistakes during this period were what he calls his errors of omission: his failure to buy, and retain, outstanding franchise stocks when they were truly cheap in the great bear markets of the 1970s. This would have compounded Berkshire's value at a materially higher rate. Nevertheless, he was funneling the excess cash from other investments---principally National Indemnity into other cheap stocks and, as these subsequently appreciated in value, Berkshire's value rose with them. In comparison, he counts his mistakes of commission, getting stuck in textiles being the major one, as "relatively few" in number.

On beating the index:

The behavior of the index is not always logical, Buffett knew that he would not be able to outperform it every year, and now this risk presented itself more than ever. With that in mind, in 1967 he reduced his target of beating the Dow from ten percentage points annually to five percentage points (or by growing the value of existing assets under management by 9% per annum, whichever was the larger).

How do Buffett / Munger go about investing?

Today, except for the principle of requiring a margin of safety in the valuation of a company before investing in it, Buffet has completely abandoned his mentor's method of valuing stocks. Instead, he looks for value in enduring franchises - value that companies create, for instance, by dint of their ingenuity, service, brand, marketing, managerial competence, inherent profitability, and ability to exploit growth opportunities. Above all, he looks for value in their capacity to like owners, the totality of which requires reference to the capital they employ on their balance sheets, but the products of which cannot necessarily be guessed by reference to that.

Munger's approach meant analyzing the factors shaping the future economics of a company: the orientation of management with respect to the company's shareholders, their quality and corporate culture, for instance, and the competitive characteristics of the industry - in fact, the very same kettle of fish that Buffet faced as a manager. Charlie Munger is in the habit of inverting problems. He tends to ask what might go wrong, rather than what might go right, and concentrates his efforts on determining where mistakes might be made - particularly in the (mis) management of otherwise impregnable franchises. Munger infected Buffett with the same habit and eventually this would pay off. By analyzing his own mistakes, recognizing those of others, and relating these to the challenge contained in managing Berkshire Hathaway as a streaming video, Buffet's explosion of cognition would come.

The first rule is that you can't really know anything if you just remember isolated facts and try and bang them back. If the facts don't hang together on a latticework of theory, you don't have them in a usable form. Munger constructs his latticework of theory out of models drawn from the fields of mathematics, biology, chemistry, physics, economics, probability theory, evolutionary theory, and behavioral psychology - to name a few of the principal ones. (In total they number 100 or so, although a handful carry most of the freight). He uses these as a filter through which he passes his observation of the world around him, and he interprets everything in their light. Each analytical problem, hypothesis, all information pertaining to an issue, any experience, or data, everything is dissected for rules, laws, relationships, illuminations, or rejections that may reside in one or more of these models.

They furnish a representation of his universe, ordering, cleansing, and enhancing his cognition. For Munger, this filtering is the process that transforms knowledge into wisdom. Once he recognized the limitations of his own cognitive apparatus - but more prevalently its limitations in others - Warren Buffett's vision of capital allocation was infused with insight. He already had the facts: As a manager, you can't just tell people what to do and expect them to do it. You have to find some other way, some other form of leadership. They have to be motivated personally to do it.

Commitments to business manifest their own dynamics, divorced from their original conception, aggregated around self-interest. · The psychological needs of the people for whom managers' work can threaten to change the way companies are managed on their behalf.

The streaming video companies in which Buffet would henceforth invest also faced with same problems as he had experienced - in man management, in the dynamics of self-interest and growth versus the interest of the owners, and in dealing with the expectations of shareholders whose motivation was subject to imperatives of their own. 

The most profound statement that Warren Buffett had made with regard to the edge that Berkshire Hathway has over other companies does not pertain to how he values stocks. Nor is it contained within a piece of advice about investing. It is this: "We do have a few advantages, perhaps the greatest being that we don't have a strategic plan". "Leadership," he continues, "is the weapon that provides strategic impact," demanding "the articulation of an argument so compelling that other people see its merits and are prepared to act on it." He does, of course, have a very clear goal, which is to grow the value of Berkshire Hathway at a rate of 15% per annum over the long term. But he has no preconceived notion of how he is going to achieve this, and provides no specific route for his employees to follow:

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 win and the personal characteristics of managers with whom we wish to associate - and then hope we get lucky in finding the two in combination.

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

Owner's Manual:

If he specifically distills this memo anywhere in concentrated form, he does so in what he calls the company's Owner's Manual. Its main principles are the following:

1.
Although our form is corporate, our attitude is partnership. Charlie Munger and I think of our shareholders as owner-partners, and as ourselves as managing partners. We do not view the company itself as the ultimate owner of our business assets but instead view the company as a conduit through which our shareholders own the assets. 

2.
We do not measure the economic significance of Berkshire by its size; we measure by per-share progress. The size of our paychecks or our offices will never be related to the size of Berkshire's balance sheet. 

3.
A managerial 'wish list' will not be filled at shareholder expense. We will only do with your money what we would do with our own, weighing fully the values you can obtain by diversifying through direct purchases in the stock market. 

4.
We feel noble intentions should be checked periodically against results. We test the wisdom of retaining earnings by assessing whether retention, over time, delivers shareholders at least $1 of market value for each $1 retained. 

5.
We will be candid in our reporting to you, emphasizing the pluses and minuses important in appraising business value. Our guideline is to tell you the business facts that we would want to know if our positions were reversed. We owe you no less. 

One problem with controls is that when people perceive of themselves performing the desirable monitored behavior, they tend to attribute the behavior not to their own natural preference for it but to the coercive presence of the controls. As a consequence, they come to view themselves as less interested in the desirable conduct for its own sake and they are more likely to engage in the undesirable action whenever controls cannot detect the conduct.

Just as you think better if you array knowledge on a bunch of models that are basically answers to the question Why, Why, Why, if you always tell people why, they'll understand it better, they'll consider it more important and they'll be more likely to comply.

The boids

We are surrounded by evidence of the antithesis of Buffett's managerial model - command and control - and hence of his apparent recklessness in not adhering to it. As Mitch Resnick points out: 

When we see neat rows of corn in a field, we assume correctly that the corn was planted by the farmer. 

When we watch a ballet, we assume correctly that the movements of the dancers were planned by a choreographer. 

When we participate in social systems, such as families and school classrooms, we often find that power and authority are centralized, often excessively so. 

For instance, when we consider the behavior of a colony of ants, or a flock of birds, we tend also to believe that this complex pattern of behavior is the product of centralized control - an ant general or a lead bird. In fact, this behavior is determined by the interaction between the agents, each of which behaves according to a simple set of rules. 

The science behind this principle traces its roots back to a computer simulating developed in 1987 by Craig Reynolds. The simulation consists of a collection of autonomous agents - the boids - in an environment with obstacles. In addition to the basic laws of physics, each boid follows three simple rules:

1.
Try to maintain a minimum distance from all other boids and objects. 

2.
Try to match speed with neighboring boids. 

3.
Try to move forward to the center of the mass of boids in your neighborhood. 

Remarkably, when the simulation is run, the boids exhibit the very life like behavior of flying in flocks. Their behavior emerges from their interaction. They self-organize. They do not require the existence of a grand plan or a central manager to function efficiently. They produce a symphony without a conductor.

They flock even though there is no rule explicitly telling them to do so. Craig Reynolds showed with his boids that complex behavior can be ordained by simple rules, minimum specifications of conduct for each agent. In the same way that Reynolds designed three simple rules governing the behavior of the boids, in imposing external rules of behavior for his managers, Buffett designs his in minimum form.

We never greet good work by raising the bar!

Buffett says, "We never greet good work by raising the bar. In other words, if you are doing a good job with the cards dealt to you in your particular industry, and thereby earn a bonus, next year Buffett will not make it harder for you. Buffett's managers have everything to gain by moving forward at top speed, but nothing to lose by standstill (if standing still is already excellent). The CEO who resets hurdle rates when they are exceeded runs the risk of encouraging managers who have this year's bonus "in the bag" to hold some back for next year, and those who do not to destroy results this year so that a bonus may be earned next, when year-on-year results are measured.

Franchises can tolerate mis-management

He knew he would be selling a product that could not be differentiated from the offerings of his competitors, that those competitors were numerous, and that barriers to entry existed only to those without capital. He knew, therefore, that at best the returns on capital employed in this business would be low. Attempts to stay ahead of the curve, say by investing in state-of-the-art plant and machinery, would
grant temporary reprieve but, in the long term, the benefits of these kinds expenditure would fail to stick to Berkshire's ribs. Instead, because of competitive pressures, they would be passed on to consumers in the form of lower prices and higher quality. The law of the economic jungle is that high returns on capital revert to the mean. Unless a business is characterized by sustainable competitive advantage, observes Buffett, it "earns exceptional profits only if it is the low-cost operator or if supply of its products or service is tight.

What he found was that these unattractive business economics are not susceptible to a cure by even the most skilled of managers. He says: My conclusion from my own experiences and from much observation of other business is that a good managerial record (measured by economic returns) is far more a function of what business boat you get into than it is of how effectively you row.

Warren Buffett has sought out durable competitive advantage in companies that occupy competitive positions of a certain type. Buffett's definition of the term "franchise" describes a company that offers a product or service that: "(1) is needed or desired; (2) is thought by its customers to have no close substitute; and (3) is not subject to price regulation."

Since they are "virtually certain to possess enormous competitive strength ten or twenty years from now," companies that occupy such franchises are generally thought to be the ones that Buffett looks to own and invest in. And they possess the quality of last resort to which Buffett is attracted. "Franchises Can tolerate mis-management. Inept managers may diminish a franchisee's profitability, but they cannot inflict mortal damage."

Warren Buffett has found that sustainable competitive advantage can also be found in the combination of two factors: permanently low-cost offerings and managerial excellence that is baked into a corporate service culture.

Buffett owns and operates franchises because human nature is associated with the right personality types because human nature is resistant to change; he swings only at fat pitches because the market is generally efficient; he buys only good business because "when a management with a reputation for brilliance tackles a business with a reputation for bad economics, it is the reputation of the business that remains intact, and he structures his acquisition in a particular fashion because successful mergers are difficult to effect. By imposing these operating restriction on himself, Buffett is admitting to the significant base rate probability of failure should he behave any differently.

Insurance: Warren Buffett's Bank

It is the anonymity of the crowd that allows insurance companies to coalesce in the downside of the industry's cycle (even those that recognize that they are fooling themselves in ascribing higher value to business under threat of being taken away than it actually warrants). This instinctive behavior - instinctive because it is evolutionarily sound, if not economically logical - is more powerful when: · Peer perceptions of ability are important (about which, handily Buffett does not care: "I keep an internal score card. If I do something that others don't like but I feel good about, I'm happy. If others praise something I've done, but I'm not satisfied, I feel unhappy.) · The willingness to admit errors in judgments to peers is a factor (which, it just so happens, is the inverse of Buffett's attitude to oversights: " Of course, it is necessary to dig deep into our history to find illustrations of …. mistakes …. sometimes as deep as two or three months back")· One's willingness to take a risk is modified by the prospect of looking stupid if the decision goes against you (which Warren Buffett, not unsurprisingly, is content to risk: Charlie and I are willing to look foolish as long we don't feel we have acted foolishly.

I'm smart in spots- but I stay around those spots We don't have a master plan. Charlie and I don't sit around and strategize or talk about the future of various industries or anything of that sort. It just doesn't happen. We simply try to survey the whole financial field and look for things that we understand, where we think they have a durable competitive advantage, where we like the management and where the price is sensible. Thomas J. Watson Sr. of IBM followed the same rule: "I'm no genius," he said. "I'm smart in spots- but I stay around those spots. "The finding may seem unfair," he says, "but in both business and investments it is usually far more profitable to simply stick with the easy and the obvious than it is to resolve the difficult."

Thinking backward forces objectivity

The mental habit of thinking backward forces objectivity. One of the ways you think a thing through backward is you take your initial assumption and say, Let's try and disprove it. He continues: For example, if you were hired by the World Bank to help India, it would be very helpful to determine the three best ways to increase man-years of misery in India - and, then, turn around and avoid those ways. So think it backward as well as forward. It's a trick that works in algebra and it's a trick that works in life. If you don't you'll never be a really good thinker.

Good Vs Bad business

I've heard Warren say since very early in his life that the differences between a good business and a bad one is that a good business throws up one easy decision after another, whereas a bad one gives you horrible choices - decision that are extremely hard to make. For example, it's not hard for us to decide whether or not we want to open a See's store in a new shopping center in California. It's going to succeed. 

Do not compromise on RoE just because the stock is available cheap

Buffett set himself a 15% RoE target in light of the fact that the long-term average return on equity in the U.S is around 12%. This is the stable frequency, the truth. It follows that the long-term return from equities is around the same. Over a long enough period of time, the return an investor can earn from an equity should equate to the return that a manager can earn on it - another truth. "If the business earns 6% on capital over 40 years and you hold it for 40 years, you're not going to make much different return than a 6% return - even if you originally buy it at a huge discount," says Munger, echoing Buffett's point. So Buffett's 15% goal was not one that was picked out of thin air.

I revised my strategy and tried to buy good business at fair prices rather than fair business at good prices.

Embrace volatility

Charlie and I have always preferred a lumpy 15% return to a smooth 12% return. Buffett suggests that a manager's capital allocation record should be judged over a period of five years, at a minimum. Equally, he would never entertain the idea of committing to an annual value creation target. He recognizes that the fermentation process that is a business cannot be controlled to the nth degree. The stream of cash that it produces is naturally irregular. It has to be because it is reacting with, and to, a world that is naturally complex and inherently unpredictable. Buffett has amassed his results by waiting for opportunities to pop up into his strike zone.

First conclusion bias

Charles Darwin used to say that whenever he ran into something that contradicted a conclusion he cherished, he was obliged to write the new finding down within 30 minutes. Otherwise his mind would work to reject the discordant information, much as the body rejects transplants. This is "an automatic tendency in psychology," says Munger," often called first conclusion bias." The problem with this complex form of the first conclusion bias is that it abducts allocators of capital away from their Circle of competence. Buffett observes:

About 99% of American management thinks that if they're wonderful at doing one thing they'll be wonderful at doing something else. They're like duck in a pond when it's raining - they're going up in the world. They start thinking they they are the ones that are causing themselves to rise. So they go over to some place where it isn't raining and they sit there on the ground. But nothing happens. Then they usually fire their number two in command or hire a consultant. They very seldom see that what really happens is that they have left their circle of competence.

Nothing sedates rationality

"Nothing sedates rationality," observes Buffett, "like large doses of effortless money." He notes: If others claim predictive skill in fast-changing industries - and seem to have their claims validated by the behavior of the stock market - we neither envy nor emulate them. Instead, we just stick with what we understand. If we stray, we will have done so inadvertently, not because we got restless and substituted hope for rationality. 

Except for….

Recounting a story he was told by one of the ex-chairman of General Re, for instance, Buffett notes: Every year his managers told him that "except for the Florida hurricane" or "except for Mid-western tornadoes," they would have had terrific year. Finally he called the group together and suggested that they form a new operation - the Except-For Insurance Company - in which they would henceforth place all of the business that they wouldn't want to count. In any business, insurance or otherwise, "except for" should be excised from the lexicon. If you are going to play the game, you must count the runs scored against you in all nine innings. Any manager who consistently say "except for" and then reports on the lessons he learned from his mistakes may be missing the only important lesson - namely, that the real mistake is not the act, but the actor [emphasis added].

Bias of illusory competence

"Instead of focusing on what business will do in the years ahead, many prestigious money managers now focus on what they expect other money managers to do in the days ahead," observes Buffett. Besides, the market may actually be right; it is efficient. Perhaps other people know something I don't? And we've got blue sky dreaming, which psychologists have also found can persuade people to defer to the possible in preference to the probable. Notes Buffett: The propensity to gamble is always increased by a large prize versus a small entry fee, no matter how poor the true odds may be. That's why Las Vegas casinos advertise big jackpots and why state lotteries headline big prizes.

Thus investors "usually confer the highest price-earnings ratios on exotic-sounding businesses that hold out the promise of feverish change. That prospect lets investors fantasize about future profitability rather than face today's business realities." They lose sight of the odds. They have become the casino investors. Nevertheless, their excess optimism, another bias of illusory competence, persuades them that they, to the exclusion of all others, will overcome the odds that are stacked against them. Buffett noted in 2000.

In companies that have gigantic valuations relative to the cash they are likely to generate in the future, [people] hate to miss a single minute of what is one helluva party. Therefore, the giddy participants all plan to leave just seconds before midnight." 

Happy reading

