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Note to the Reader [image: ]


The wisdom of Warren Buffett contained in this book will open the door to discovering the investment methodology Warren used to increase the power of compounding, and in the process, obtain vastly superior long-term investment results. Once you see the light, it will shock you in its effectiveness and ease in application—that it can be done, as Warren says, with average intelligence, a willingness to read, and by simply learning to control one’s emotions.






“Nothing beats having a great partner… Charlie and I think pretty much alike. But what it takes me a page to explain, he sums up in a sentence. And his version, moreover, is always more clearly reasoned and also more artfully—some might add bluntly—stated.”

—Warren Buffett

“You have to keep learning if you want to become a great investor, when the world changes, you have to change.”

—Charlie Munger1







This publication contains the opinions and ideas of its authors. It is not a recommendation to purchase or sell the securities of any of the companies or investments herein discussed. It is sold with the understanding that the authors and publisher are not engaged in rendering legal, accounting, investment, or other professional services. Laws vary from state to state and federal laws may apply to a particular transaction, and if the reader requires expert financial or other assistance or legal advice, a competent professional should be consulted. Neither the authors nor the publisher can guarantee the accuracy of the information contained herein. The authors and publisher specifically disclaim any responsibility for any liability, loss, or risk, professional or otherwise, which is incurred as a consequence, directly or indirectly, of the use and application of any of the contents of this book.






CHAPTER ONE Warren Buffett on Making Money and Keeping Money [image: ]







No. 1


“People would be better off if they say I bought a business today, instead of saying I bought a stock today.”1



[image: ]

At the end of the day, owning a stock is really just owning a piece of a business. A company’s ownership interests are broken down into shares. If the company has 100,000 shares outstanding and you buy 10,000 of those shares, you effectively own 10% of that business. How well that company does over the long term will ultimately determine how well you do owning the stock of that business.

Warren offers the following advice to help us think about stocks being a business: “If you’re going to buy a stock… take a yellow pad out and write down the number of shares outstanding, multiply it by the price per stock, which will give you the market value of XX. Then ask yourself—if I had that amount of money would I spend it on buying that business? If your answer is no, then you shouldn’t even be buying a single share of that company.”






No. 2


“Do not take yearly results too seriously.

Instead, focus on four- or five-year averages.”2



[image: ]

A company’s net earnings for any given single year can give you an incomplete picture of what is really going on. Sometimes the picture is too rosy—other times too negative. Warren looks at the company’s earnings for a four- or five-year period. He’s looking for stability—with an upward trend. A company may have an off year earnings-wise. Which will turn shortsighted investors off. That will drive the stock down. If what drove the stock down is a onetime event, it potentially creates an opportunity for the investor. On the other hand, there can be a one-year spike in earnings that will make it look like the company is doing better than it actually is, which could entice the unsuspecting investor into believing a slowly dying business has turned around when it hasn’t.






No. 3


“Change is not what gives you opportunities. What gives you opportunities is other people doing dumb things… And I’d say that over the fifty-eight years we have been running Berkshire there has been an ever-increasing number of people doing dumb things.”3
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Dumb things occur when the shortsightedness of the stock market misprices a company from a long-term economic perspective. Meaning that people get caught up in the moment and ignore the long-term economic advantages of the business. Just listen to the quarterly investors’ call most large companies have—the entire focus is on how well the company will do in the next quarter—with not a word mentioned as to the long-term prospects of the business.

There is a Wall Street maxim that “change”—new transformative technologies—will give rise to new investment opportunities—which is true—but that doesn’t mean those opportunities will end up making you money. According to a 2012 study of the “Internet Boom Years” by the Kauffman Foundation, there were an estimated 400,000 new internet businesses started in the United States between 1995 and 1999. Of those, an estimated 70% went bust within five years. Start-ups will always be a risky business, no matter what the industry.






No. 4


“The real test of whether you’re investing from a value standpoint or not—is if you care about whether the stock market is open tomorrow. If you’re making a good investment, it shouldn’t bother you if they closed down the stock market for five years.”4
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Warren used to get together every other year with a group of investors, who had also studied with Benjamin Graham at Columbia University, and talk about the stock market. A question they liked to ask each other every time they met was this: If you had to go away to a deserted island for ten years, and had to put all your money in just one stock, and leave it there for those ten years, what stock would it be? And why?

Warren’s answer in 1982 was Capital Cities Communications—a company that owned TV and radio stations, run by the highly talented CEO Tom Murphy. Warren’s reasoning: Tom was a great manager, tight with money, and the company earned high returns on equity and had the best profit margins in the TV broadcasting business.

In March of 1985 Murphy merged Capital Cities with the television media giant ABC. Warren bought 20 million shares in the newly merged entity for $517 million to help Murphy finance the deal. Ten years later, in July 1995, Murphy sold Capital Cities/ABC to Disney for $19 billion, with Warren receiving $2.46 billion in cash and Disney stock for his 20 million shares. This gave Warren a pretax profit of $1.88 billion on his original investment, and a pretax average annual compounding rate of return of 16.8% for the ten years he held his Capital Cities/ABC stock.






No. 5


“You’ve got to understand accounting.

You’ve got to. It’s got to be like a language to you.”5
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For Warren, accounting is the language of business—it has the power to unlock the true story behind a company’s financial health. It allows him to decipher a company’s financial statement—the income statement and balance sheet—and create a clear and concise narrative for the business. The financial statement will help him figure out if the company has a durable competitive advantage and what its intrinsic value is relative to the price of its stock—whether its stock is a bargain or if it’s overpriced. To be a successful investor at Warren’s level you absolutely need to be fluent in the language of accounting.

Please note: If you haven’t had a course on accounting, we wrote a very simple—easy to understand—book for investors on how Warren uses accounting to interpret a company’s financial statements. It’s called Warren Buffett and the Interpretation of Financial Statements.






No. 6


“People basically have three options, short-term cash, which is an option for doing something later on, long-term bonds, and long-term stocks. And stocks are cheaper than bonds.”6
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Cash: Holding cash is usually a horrible investment because inflation slowly erodes your purchasing power, so every day your cash is arguably worth less and less. This loss can be offset by what the cash will earn in interest sitting in short-term CDs and US Treasuries or a bank account or a money market fund. For Warren cash is a store of value, waiting to be deployed into a business at the right price. If Warren can’t find the right price, he’ll sit on cash, all invested in short-term US Treasuries. Why short-term? Because if he held long-term Treasuries, and interest rates jump up, the long-term Treasuries would drop in value. This is what happened to Silicon Valley Bank—the bank bought long-term Treasuries and interest rates went up. The long-term Treasuries lost so much value the bank became insolvent.

Bonds: Rising interest rates is one of the problems of holding long-term bonds. The other is that you’re locked into a low interest rate for ten, twenty, thirty years, depending on the maturity of the bond. Warren put it this way: “If you buy a thirty-year bond today with a yield of 2%, you are paying fifty times earnings, for an investment where the earnings can’t go up for thirty years. Now, if somebody said I want to sell you a stock where the earnings can’t go up for thirty years, you wouldn’t think it’s a very good investment.” Why? If inflation is running at 5% a year, you are arguably losing 3% a year on your investment (5% − 2% = 3%).

Stocks: This is where it gets interesting. Warren realized that some businesses have exceptional economics working in their favor that will cause the company’s intrinsic value to increase over time. The common stock of these amazing companies can be viewed as a kind of equity bond that has an increasing rate of interest (earnings) attached to it. When Berkshire started buying Coca-Cola stock in 1988 (adjusted for splits) it had earnings of $0.18 a share and was growing its per share earnings at a rate of approximately 15% a year. Berkshire paid approximately $3.24 a share, which equated to a P/E ratio of 18, way too high for the likes of Benjamin Graham—the Dean of Wall Street and Warren’s early mentor. But Warren could see something that Graham couldn’t: the long-term economics of the business made it a bargain at a P/E of 18. He recognized Coca-Cola’s stock/equity as a kind of bond, which was paying an initial rate of return of 5.55% ($0.18 ÷ $3.24 = 5.55%), which would continue to increase as Coke’s per share earnings continued to grow by a combination of increased sales, share buybacks, and general inflation. And that, over several years, the stock market would continue to advance Coke’s share price, as the company’s per share earnings continued to grow.

So how did Warren’s investment in Coca-Cola do? He invested $1.3 billion in Coke in 1988. Over the last thirty-six years (2024), his investment has grown to be worth $24.4 billion, and that doesn’t even include all the dividends it received over the last thirty-six years. From a dividend perspective, in 1989, Coca-Cola paid Berkshire $31 million in dividends; by 2024 Coca-Cola had grown its dividend payout to Berkshire to $736 million a year. Over the last thirty-six years Coca-Cola has paid to Berkshire a total of $11.5 billion in dividends. Giving Warren a total return of $35.9 billion, which equates to a 2,661% total return on his original 1988 investment. Things really do go better with a Coke, including Warren’s money.






No. 7


“Stocks are going to outperform the 30-year Treasury bond, and they’re going to outperform Treasury bills. They’re going to outperform that money you stuck under your mattress.”7
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The S&P 500 index—which represents 500 of the top publicly traded companies in America—turned in an average annual rate of return of 11.2% for the last ten years. For the last twenty years the S&P 500 has turned in an average annual performance of 9%. In 2024 the thirty-year Treasury bond pays an annual rate of return of 4.37%; the one-year Treasury bill pays 5%; and on the cash stuck under your mattress—nothing.

Warren believes that if you don’t know what you are doing when it comes to investments, then you are much better off investing in an S&P 500 ETF (exchange-traded fund). In fact, in Warren’s will he has directed his trustee to invest 90% of his wife’s inheritance in a low-cost S&P 500 ETF and the remaining 10% in short-term government bonds. You can buy an S&P 500 ETF through any online brokerage firm.






No. 8


“The best thing to do if you’ve got a wonderful private business is just keep it. It’s going to be worth more next year and the year after. So, there’s no reason to sell a wonderful business except for some kind of extraneous factors.”8



[image: ]

This same thing can be said if you, as an individual investor, own shares in a wonderful publicly traded company with a durable competitive advantage. The underlying business of Coca-Cola, Apple, and American Express is going to be worth more next year and the year after. Their stock price might gyrate with all kinds of stock market mania, but the underlying value of these businesses will continue to grow. If you buy into these companies in a down market, at a bargain price, you are good to go for the long ride. It’s how many of the early investors in Berkshire ended up billionaires—it took them fifty years to get there—but the multimillionaires started popping up after just ten years.

There are times when one has to sell their ownership interests in one of these wonderful businesses—kids have to go to college—you want to buy a beach house—inheritance taxes have to be paid. With a privately held company, it might be that there is no family member to follow in the owner/manager’s footsteps, or after five generations of ownership there are dozens of owners who aren’t working in the company and simply want to cash out. Whatever the reason, one should never sell a wonderful private business so you can go invest in a not-so-wonderful publicly traded one. Which—believe it or not—happens all the time.






No. 9


“I don’t advocate extreme frugality. I mean, there are choices and there are advantages to spending money for your family when it’s young and giving them various forms of enjoyment or education.”9
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The cult of “Warren & Charlie” is a cost-conscious crowd, as are its two heroes. But some in the cult go to such extremes that they deny themselves and their families some of the great joys of having money. One has to live under one’s means in order to save, but whether you live another 5% or 10% under your means every year is not going to make that much difference in the size of your pot of gold at the end of your rainbow. But the joy you have had with your family and the education you give your kids will bring you smiles to the end of your days. So, take the kids to Disneyland, live in a nice house that is within your means, and invest in your children’s education; all three will pay big dividends for many years to come.

But as you travel through life, just keep in the back of your mind this cost-conscious quote that is often attributed to Charlie: “The cheaper coach seats on a plane always arrive at the same time as the first-class seats.”






No. 10


“I try to invest in businesses that are so wonderful that an idiot can run them. Because sooner or later, one will.”10
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Warren’s wonderful, idiotproof business is a company with a durable competitive advantage, which has underlying economics so good that even a moron manager can run it and get great results. What usually makes these super businesses idiotproof is that the company has been making the same products or providing the same services for the last hundred years.

Here are some of the “hundred years” idiotproof companies in which Warren has made big investments in the past: Coca-Cola Company, Wells Fargo Bank, American Express, Bank of America, Swiss Re, Wrigley’s Gum, Kraft Foods, Moody’s, BNSF Railway, and Mitsubishi Corporation—all of which have been selling the same products or providing the same services for the last hundred years! Warren subscribes to the “three generations rule”—if three generations of your family have been buying the same product or service, the odds are very good that the next three generations of your family will as well. The Nabisco Oreo cookie is over a hundred years old, and a hundred years from today, a glass of milk and an Oreo cookie will still be putting a smile on children’s faces all over the world.






No. 11


“There is always trouble coming.”11
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And trouble to Warren means opportunity. But he has a very unique view. Other investors are attempting to predict when the trouble will happen. Warren is just waiting for it to happen, so he can take advantage of the lower stock prices. He might have to wait several years between “trouble”-created buying opportunities. This is where the “temperament” and “patience” come into play—you need the “temperament” to be “patient” enough to be able to wait for the “trouble” to show up. Trouble does eventually show up, and with it, lower stock prices. Sometimes the trouble brings down the stock prices of even the best of companies. Here are just a few of the really big “trouble” events in the last forty years that killed stock prices and presented Warren with potential buying opportunities:


	
Black Monday (October 19, 1987): The Dow Jones Industrial Average (DJIA) plunged 22.6%, the largest single-day percentage decline in its history. The crash was triggered by a combination of factors, including program trading, rising interest rates, and fears of inflation.

	
Gulf War (1990–1991): Kuwait was invaded by Iraq in 1990, which disrupted the oil market, sending oil prices upward and setting off fears of a global recession. The DJIA fell 17% between July and October 1990.

	
Dot-com bubble burst (2000–2002): The dot-com bubble was caused by excessive speculation in technology stocks. When it burst it caused a 78% decline in the Nasdaq Composite Index between March 2000 and October 2002.

	
September 11 attacks (2001): When al-Qaeda attacked the Twin Towers in NYC on September 11, 2001, there was an immediate decline in the stock market—the DJIA falling 14% in one week.

	
Housing market crash (2007–2009): An overheated housing market, fueled by subprime mortgages and loose lending practices, caused homeowners to start to default on their mortgages. The defaults negatively impacted several trillion dollars in mortgage bonds, which led to the worst stock market crash since the Great Depression. The DJIA fell 54% between October 2007 and March 2009.

	
Lehman Brothers collapse (September 15, 2008): The 158-year-old Wall Street investment bank Lehman Brothers, as a result of defaulting on mortgage bonds, filed for bankruptcy, which led to panic in the entire global financial system.

	
European sovereign debt crisis (2010–2012): Fears that Greece would default on its sovereign debt led to a decline in the European stock market.

	
Japan earthquake and tsunami (2011): The devastating earthquake and tsunami in Japan destroyed coastlines and severely damaged nuclear power plants, which caused a panic in the Japanese stock market.

	
Brexit (2016): The United Kingdom leaving the European Union caused a decline in the exchange value of the British pound and a sell-off in stock markets around the world.

	
COVID-19 pandemic (2020): The global pandemic caused worldwide shutdowns and economic uncertainty, which led to a stock market crash in March 2020, when the S&P 500 fell nearly 34%.








No. 12


“The best thing that happens to us is when a great company gets into temporary trouble… We want to buy them when they’re on the operating table.”12



[image: ]

One of the first companies that Warren bought that was having temporary troubles was Berkshire Hathaway itself. Berkshire’s textile business was experiencing a cyclical recession (Warren considers a cyclical recession to be a temporary problem), and Berkshire’s stock was in the doldrums, trading at $12.50 a share vs. a per share book value of $19. Warren bought Berkshire stock as an undervalue play, with the initial intention of selling it when Berkshire came out of the cyclical recession. Instead, he ended up buying enough Berkshire stock to take control of the company, and then used the company’s working capital to buy far more profitable businesses.

Similar “temporary trouble” buying opportunities played out with Warren’s purchases of American Express during its salad oil scandal in 1963 (which involved executives at Allied Crude Vegetable Oil Company using fake collateral in a loan from American Express); with GEICO in 1976, when it almost went into insolvency; with R. J. Reynolds Industries (the tobacco company) in 1982, when it experienced trouble over government regulation, lawsuits, and a recession; and Coca-Cola in 1988, when it suffered decline in its stock price due to the New Coke debacle (the company tried to change the flavor of Coke) and the “Black Monday” stock market sell-off (Warren considers market “panic” sell-offs as a temporary problem). So, whenever you see some great business experiencing “a temporary problem” that is killing its stock price, you can bet you’ll also find Warren sniffing around for a bargain buy.






No. 13


“It’s an easy game, if you can control your emotions. If you’re a young investor, and you can sort of stand back and value stocks as businesses and invest when things are very cheap, no matter what anybody is saying, and perhaps, if you wish, sell when people get terribly enthused, it is really not a very tough intellectual game.”13



[image: ]

We really like this quote because it sums up exactly what Warren is doing and why he is so successful. Learn how to value businesses. Ignore the news on the economy. Buy when investors are pessimistic, and things are cheap. And sell them, if you wish, when people become enthusiastic about stocks again. Learning to control your emotions is a process that takes time. To repeat Warren’s favorite mantra one more time: “Be fearful when others are greedy, and greedy when others are fearful.






CHAPTER TWO Warren Buffett on the Importance of a Company with a Durable Competitive Advantage [image: ]







No. 14


“I was originally taught by Graham to invest in companies that were quantitively cheap—I call it a cigar butt approach to buying stocks—you walk down the street looking for used cigar butts that have a few puffs left in them. I did that for years—it was a mistake… It’s much easier to make money buying a wonderful business at a fair price than a fair business at a wonderful price.”1



[image: ]

Benjamin Graham taught Warren to put a value on a company, and to buy it if it was selling at a discount to that value. Graham called the “discount” his “margin of safety”—he believed it protected him from loss. Once the company rose to its “intrinsic value,” Graham would sell it. And if it didn’t rise in value within three years, he would sell it anyway. Graham made no call on the long-term economics of the business. He wasn’t interested.

In the bull market of the late 1960s these kinds of Graham “value” plays started drying up. It was during this time that Warren, with the help of Charlie, started realizing that certain companies possessed a “long-term durable competitive advantage” that created a kind of “perpetual growth in value” that made their owners fabulously wealthy the longer they held the stock. These companies never sell at prices that Graham would have found alluring, but they do occasionally sell in bear markets at prices that Warren considers fair, given their excellent long-term economics.






No. 15


“The products or services that have wide, sustainable moats around them are the ones that deliver rewards to investors.”2
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Warren went through a sort of evolution in his efforts to describe the economic nature of the “excellent business.” In his early days he described these as businesses that had a “consumer monopoly,” meaning that when consumers wanted that kind of product or service they only thought of that company. Then he started to describe them as “businesses that owned a piece of the consumer’s mind,” again referring to thinking of a particular product or service when the need arose. He’d say “Disney” owns a piece of the consumers’ minds.

Later, Warren explained an excellent business as being one with products or services that had a “wide, sustainable moat around them,” meaning that a brand name and the underlying economics of the business protected the company from competitors. And finally, he used the phrase a company with a “durable competitive advantage” to explain what an excellent business looks like. The “durable competitive advantage” is the wide moat. The trick is to be able to identify a company with a durable competitive advantage, and then buy it at a price that makes business sense. It’s a two-part equation. (We discuss Warren’s methods for valuing a business later, in chapters five, ten, and eighteen.)






No. 16


“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.”3
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In Warren’s world, having a “competitive advantage” means having some economic advantage your competitors don’t have. Being “durable” means that the business has staying power and is not susceptible to erosion by competition.

Companies with a “durable competitive advantage” come in an assortment of flavors: (1) There are companies that provide “unique services” and create a kind of brand loyalty that makes it hard to compete with them. Examples would be Amazon, Google, American Express, and eBay. (2) Companies that are the “low-cost seller”—these are usually “volume sellers.” They have lower operating costs, which allow them to charge cheaper prices and still maintain their profit margins. The cheaper prices create customer loyalty—in the way of returning customers, who generate lots of “sales volume.” Examples would be the retail giants Costco and Nebraska Furniture Mart. (3) Companies with “strong brands”—products that create customer loyalty that makes it very difficult for a competitor to enter their market. Warren thinks of a recognizable brand name as owning a piece of the consumer’s mind. Coca-Cola and Apple are two perfect examples of this phenomenon.
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