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Pluralitas non est ponenda sine neccesitate.

This book is dedicated to Charlie Munger and Billy Occam, who gave, respectively, to investing and science the idea that the simplest explanation is usually the best.
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Foreword

A Few Personal Things About A Very Private Billionaire




In the annals of investment history the name Warren Buffett towers above all others. He turned an initial stake of $105,000 into a $30 billion fortune, by investing in the stock market. This is an unparalleled feat. Who is this man and what is his obsession with getting and staying rich?

Warren was conceived during the stock market crash of 1929, which nearly bankrupted his father’s investment firm. Like so many children who grew up in a family financially strapped by the Depression, Warren developed an early fixation on money. As a child his favorite toy was a money changer. He carried it everywhere. He was consumed by mathematical calculations about the compounding of dollars. At six, he entered into his first business operation by buying bottles of Coca-Cola, six for a quarter, and selling them for five cents apiece to fellow vacationers at Lake Okoboji, Iowa. He memorized the book A Thousand Ways to Make $1,000 and began saving most of what he made delivering the Washington Post and running a pinball business. Warren was so desperate to make money that in 1938, in the sweltering summer heat of Nebraska, he walked miles to the racetrack where he spent hours on his hands and knees scouring the sawdust-covered floors for discarded racing stubs, hoping to find a winning ticket.

Warren made his first stock market investment at eleven (three shares of Cities Service), and by the time he had graduated from high school, at seventeen, he had amassed the princely sum of $6,000. He made it through college in three years and then applied to MBA programs at both Harvard and Columbia. Harvard said no. Columbia said yes.

Everyone has a defining moment in youth that sets the course for adulthood. For Warren this happened at Columbia during a class taught by the legendary dean of value investing, Benjamin Graham. Warren and Graham had an instant intellectual rapport. “Sparks were flying,” recalls classmate Bill Ruane, now head of the Sequoia Fund. “You could tell then that Warren was someone who was unusual.” As if Graham had lifted a shroud from his eyes, Warren suddenly saw a way to make the money he had dreamed of as a child. Graham would be his guiding light.

After graduating, Warren tried to talk his former teacher into hiring him as an entry-level investment analyst at his Wall Street investment firm. Graham said no. Warren, who had learned well the theory of value investing, responded by offering to work for free. Graham contended that even at that bargain price Warren had overvalued his talents. Warren, however, continued to pester the master and eventually Graham relented and hired him.

Warren worked for the firm until Graham’s retirement in 1956. Then, homesick for his beloved Nebraska, Warren returned to Omaha, where he beat the pavement trying to raise money to form an investment partnership similar to Graham’s. Hounding everyone he knew for money, he gave lectures to investment clubs and even knocked on neighbors’ doors. He finally convinced eight people that he was worth gambling on. With $105,000 of their money, as well as his own, Warren founded Buffett Partnership. Over the next thirteen years, the partnership produced a 30% average annual compounding return. As Warren’s reputation as an investor grew, so did his desire to raise even more money to manage. He would often give potential investors a copy of the partnership’s tax return to show how much he was making his backers. With 100% of his own wealth invested in the partnership, Warren ate his own cooking, as he said. He didn’t do anything with his investors money that he wasn’t willing to do with his own.

By 1969, however, Warren discovered that the raging bull market of the late sixties had produced a vastly overbought, and thus overpriced, stock market. He also saw that in this environment it was impossible to practice the value-oriented investment style that was working so well for him and his partners. Perceiving this, he the new buffettology did something quite unorthodox. Warren informed his partners that because of the overpriced stock market he could not maintain the stellar results he had been providing, and instead of adopting a new investment strategy with which he was uncomfortable, he was closing down the partnership and returning their money. In liquidating the investment partnership Warren gave his investors the option of either cash or shares in the companies in which the partnership held an interest.

One business in which the partnership held a controlling interest was the publically traded textile company Berkshire Hathaway. The partnership had acquired a majority interest in Berkshire in 1967. Once the partnership had control, Warren commandeered Berkshire’s working capital to buy the first of many insurance companies it was to acquire over the next thirty years. After liquidating the partnership in 1969, Warren slyly bought up his partners’ shares in Berkshire, which totaled 27% of the company, then continued to buy more shares on the open market until he personally controlled the company.

Warren wanted this for two reasons. The first was that Berkshire was acquiring insurance companies, which Warren knew would provide him with a pool of money called an investment float—this pool of capital is created by insurance premiums paid into an insurance company. The second reason was taxes. At that time personal income tax rates were much higher than corporate tax rates. By using an insurance company as an investment vehicle, Warren could take advantage of lower corporate tax rates, thus making it easier to accumulate capital. The insurance company also provided him with a method to avoid the little known “accumulated earnings tax,” which was designed to keep people like Warren from hiding from high personal income tax rates by using a corporation as an investment vehicle. Insurance companies are one of the few business operations that are exempt from this tax.

With control of Berkshire’s investment float and protection from high personal income tax rates, Warren used his investment knowledge to grow Berkshire assets and his net worth unhindered by traditional constraints. Because of his stunning performance investing his company’s assets, Berkshire has over the last thirty years seen its book value grow at an average annual rate of 23%, from $19 a share to more than $40,000, and its stock market price increase at an average annual growth rate of 29%, from $13 a share to approximately $70,000.

Warren Buffett’s initial investment in Berkshire Hathaway has grown from approximately $7 million to more than $30 billion. He created this wealth solely through his superior ability to make investment decisions and with his clever use of an insurance company as an investment vehicle. In addition to making him one of the richest people in the world, this also makes him the single greatest investor of all time.









Introduction

How Warren Buffett Turned $105,000 Into $30 Billion




The New Buffettology is the first comprehensive, fully updated, in-depth guide to Warren Buffett’s selective contrarian investment strategy for exploiting bear markets and down stocks, a strategy that has made him the second-richest person on earth. It is the first book to discuss the new direction that this philosophy has taken him, with investments in such companies as H&R Block, Bristol-Myers Squibb, Mueller Industries, Furniture Brands International, Justin Industries, Yum Brands, Johns Manville, Shaw Industries, Liz Claiborne, Nike Inc., Dun & Bradstreet Corp., USG Corp., First Data Corp., HRPT Properties Trust, First Realty Trust, Aegis Realty, and JDN Realty. The New Buffettology is also the first book to explain how Buffett became legendary for taking advantage of bad situations and down markets and how he learned to achieve unheard-of profits with almost zero risk of losing his capital. It is the only book to explain how Buffett uses a selective contrarian investment strategy to make billions, and it is the only book to show readers the mathematical equations that the master uses to determine what to invest in. It is the first book to point out that Warren is only interested in companies that have what he calls a durable competitive advantage working in their favor. Also the question of when and why Warren Buffett sells a stock, something that other writers have missed, will finally be addressed in full. We include a full discussion of how, at the height of the bull market, he engineered the tax-free sale of 17% of his interest in Coca-Cola, at the outlandish price of 167 times Coke’s 1998 earnings. Last, but not least, it is the first book to fully integrate Buffett’s investment methods with the powerful investment research tools that the Internet now offers to individual investors.

The days in which only the superrich had access to privileged financial knowledge has given way to the new Internet-empowered era, in which individual investors have access to unparalleled information resources that rival those of Wall Street’s leading investment houses. The Internet has taken the arcane world of finance and made it accessible to virtually everyone, ushering in a new kind of investment democracy that opens the door for the average investor to produce the results formally available only to insiders. No one elite group now has a monopoly on financial information. The playing field has been leveled with just a few clicks of a mouse.

Though the medium for delivery, the Internet, may be new, the problem of interpreting the information remains. How does one go about turning newfound data access into bankable gold? The New Buffettology is designed to teach you how to decipher and use financial information as if you yourself were Warren Buffett, the world’s greatest and richest investor. Think of this book as a software program for your mind. We will program you to think and invest like Buffett does. A rewarding prospect!

To facilitate the programming, we have developed a step-by-step approach for teaching you Buffett’s methodology. These steps teach you specific aspects of his investment strategy and how you can use it to grow your wealth—even in a troubled market. We’ll take you through the methodology and financial equations that Warren uses, not only to determine what companies in which to invest, but when to invest in them. Finally we will teach you how Warren determines when to sell an investment.

Simply understanding the types of companies that interest Warren is not enough. You also have to know how to determine the right price to pay. Pay too high a price and it doesn’t matter how great an economic engine the company has working for you. Your investment return is forever moored to poor results. Pay a low enough price for the right business and the riches you earn could win you a coveted place on the cover of Forbes.

Warren likes to think of himself as a business analyst, not a securities analyst, so we’ll show you how he distinguishes an excellent business from a mediocre one. The first part of this book focuses on the qualitative side of the equation. This is where you will learn how Warren identifies the power and quality of a company’s long-term economics. This is also where you come to understand that Warren is only interested in a certain kind of company, and then only when its stock price has dropped to the right low point to make it a good acquisition. We will teach you how Warren determines the soundness of a company’s economic machinery: Can it weather and emerge from the storm that sank the company’s stock price in the first place? You will learn that Warren’s genius lies in his ability to grasp the long-term economic worth of a handful of great businesses and perceive how and when they are sometimes oversold by the stock market—making them bargain buys. You will learn how he turns this knowledge into huge profits.

The second part of the book is quantitative. This is where you will learn the mathematical equations that Warren uses to determine whether a business that has suffered a downturn is selling at a sufficiently low price to make, as Warren calls it, “business sense” to buy in. We will teach you the calculations he uses and how he interprets the numbers. Warren will only invest in a company when he can get it at a low enough price—which he determines by projecting an annual compounding rate of return for the investment. This projected rate of return is determined with a series of calculations that we will teach you. In this part of the book we will show you where to find, and how to use, financial information off the Internet.

To facilitate the number crunching, we incorporate into the book the use of a Texas Instruments BA-35 Solar financial calculator. Thirty years ago these marvelous little wonders didn’t exist, but thanks to the brilliance of Texas Instruments, a world that once belonged exclusively to Wall Street analysts is now accessible and understandable to anyone. So, if you are apprehensive about math, don’t be—we’ve got you covered. In no time at all you’ll be making financial projections like the man himself.

We have also included several case studies incorporating Buffett’s most recent investments and have included a special investment template that you can use to follow his methodology. This will enable you to work through a set of specific questions and calculations to help you obtain Warren’s unique perspective.

In Chapter 16, in addition to showing you Warren’s most recent investments, we also give you the names of his historical investments that, over the last thirty years, have earned him billions. A list worth keeping an eye on.

Those of you who have read the original Buffettology will find The New Buffettology provides a very different, but equally enlightening, perspective on Warren Buffett’s investment methods. We have included and updated the original Buffettology case studies to help you determine whether Warren’s past analysis was on the money. (It was and still is.) We also explore in detail how Internet trading has made Warren’s brand of stock arbitrage—a game once played only by giants—a lucrative venture for even the smallest of investors. While Buffettology focused on Warren’s use of business perspective investing, The New Buffettology takes an in-depth look at how Warren uses the stock market’s pessimistic shortsightedness as a catalyst for investing in some of the great businesses of our time at bargain prices relative to their long-term economic worth.

The foundation of this book is Warren’s writings, lectures, interviews, and conversations. Though both of us have in the past had access to the master investor, he was not involved in the writing of this book. As such, we were free to open as many doors as we thought necessary to teach you his style of selective contrarian investing. We not only delve into stocks that have been reported as official Buffett holdings, but we also explore his rumored purchases that we feel fit his pattern of investing. We want you to have it all, even the bits others might have left out.

You should know that the buying and selling dates of his official stock purchases are approximations based on SEC documents. Warren is known to make quick buys of millions of shares in a couple of days and to instigate buying programs that take weeks to complete. Selling occurs in the same manner. Thus, the exact dates are impossible to pinpoint. All the stock prices reported are current through February 2002, unless we tell you otherwise.

We felt that in order to drive home the concepts behind Buffett’s selective contrarian investment style, it would be advantageous to ignore the effects of taxation and inflation. In Buffettology, we explored the tremendous impact that taxation and inflation had on Warren’s investment style. To repeat those concepts would be redundant and only cloud the important principles we are presenting here for the first time.

You should understand that though Warren’s investment methods are fairly simple to grasp, many of them go against basic human intuition and Wall Street wisdom. They are easy to learn, but implementing them can be difficult when the rest of the world seems to be selling when you are about to buy. Those of you who do come to understand Warren’s selective contrarian investment philosophy and develop the ability to implement it will discover an endless stream of wealth, the kind of wealth that can make you one of the richest people in the world.

So grab your calculator, sharpen up a pencil or two, find a clean piece of paper, and start downloading Warren Buffett’s billionaire brilliance for making money in the stock market!

 

Mary Buffett and David Clark

March 2002
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The Answer to Why Warren Doesn’t Play the Stock Market—and How Not Doing So Has Made Him America’s Number One Investor


A fool does not see the same tree that a wise man sees.

—William Blake






Before we bust out of the gate you need to know something important about Warren Buffett. He doesn’t “play” the stock market—at least not in the conventional sense of the word. He is not interested in current investment trends, and he avoids the popular investments of the day. He doesn’t chart stock prices, nor does he partake of the current Wall Street rage known as momentum investing, which dictates that a stock is attractive if its price is rising fast, and unattractive if it is quickly falling. This is the most unusual aspect of his investment philosophy, for throughout his investing life he has made it a point to sidestep every investment mania to sweep the financial world. He happily admits to missing the Internet revolution and the biotech bonanza, and he will tell you with a sly smile and a wily chuckle that he has probably missed all of the big Wall Street plays. Then again, he has managed to turn an initial investment of $105,000 into a fortune that now exceeds $30 billion, solely by investing in the stock market.

Here is the big secret: Warren Buffett got superrich not by playing the stock market but by playing the people and institutions who play the stock market. Warren is the ultimate exploiter of the foolishness that results from other investors’ pessimism and shortsightedness. You see, most people and financial institutions (like mutual funds) play the stock market in search of quick profits. They want the fast buck, the easy dollar, and as a result they have developed investment methods and philosophies that are controlled by shortsightedness. Warren believes that acts of shortsightedness have great potential to unfold into investment foolishness of huge proportions. When this happens, Warren is patiently waiting with Berkshire’s billions, ready to buy into select companies that most people and mutual funds are desperately trying to sell. He can buy fearlessly because he knows which of today’s corporate pariahs the stock market will covet tomorrow.

Warren is able to do this better than anyone else because he has discovered two things that few investors appreciate. The first is that approximately 95% of the people and investment institutions that make up the stock market are what he calls “short-term motivated.” This means that these investors respond to short-term stimuli. On any given day they buy on good news and sell on bad, regardless of a company’s long-term economics. It’s classic herd mentality driven by the sort of reporting you’ll find in the Wall Street Journal on any given morning. As goofy as it sounds, it is the way most people and mutual fund managers invest. The good news—the news that gets them to buy—can be a headline announcing a prospective buyout or a quarterly increase in earnings or a quickly rising stock price. (It may seem insane that people and mutual fund managers would be enthusiastic about a company’s shares simply because they are rising in price, but remember, “momentum investing” is the current rage. As we have said, Warren is not a momentum investor. He considers the approach sheer insanity.)

The bad news that gets these investors to sell can be anything from a major industry recession to missing a quarterly earnings projection by a few cents or a war in the Middle East. Remember that the popular Wall Street investment fad of momentum investing dictates if a stock price is falling, the investor should sell. This means that if stock prices are falling, many mutual funds jump on the bandwagon and start selling just because everyone else is. Like we said, Warren thinks this is madness. On the other hand, it’s the kind of madness that creates the best opportunities.

Warren has realized that an enthusiastic stock price—one that has recently been going up—when coupled with good news about a company, is often enough to push the price of a company’s shares into the stratosphere. This is commonly referred to as the “good news phenomenon.” He has also seen the opposite happen when the situation is reversed. A pessimistic stock price—one that has been going down—when coupled with negative news about a company, will send its stock into a tailspin. This is, of course, the “bad news phenomenon.”

Warren has discovered that in both situations the underlying long-term economics of the company’s business is often totally ignored. The short-term mentality of the stock market sometimes grossly overvalues a company, just as it sometimes grossly undervalues a company.

The second foundation of Warren’s success lies in his understanding that, over time, it is the real long-term economic value of a business that ultimately levels the playing field and properly values a company. Warren has found that overvalued businesses are eventually revalued downward, thus making their shareholders poorer. This means that any popular investment of its day can often end up in the dumps, costing its shareholders their fortunes rather than earning them a bundle. The bursting of the dotcom bubble is the perfect example of this popular here-today, gone-tomorrow scenario.

Warren came to realize that undervalued businesses with strong long-term economics are eventually revalued upward, making their shareholders richer. This means that today’s stock market undesirable can turn out to be tomorrow’s shining star. A perfect example of this phenomenon is when the insurance industry suffered a recession in 2000 that halved insurance stock prices. During this recession Allstate, the auto insurance giant, was trading at $19 a share and Berkshire Hathaway, Warren’s company, traded as low as $40,800 a share. One year later Allstate was trading close to $40 a share and Berkshire popped up to $70,000, giving investors who bought these stocks during the recession quick one-year returns of 75% or better.

What has made Warren superrich is his genius for seeing that the short-term market mentality that dominates the stock market periodically grossly undervalues great businesses. He has figured out that the stock market will sometimes overreact to bad news about a great business and oversell its stock, making it a bargain from a long-term economic point of view. (Remember, as we said earlier, the vast majority of people and institutions like mutual funds sell shares on bad news.) When this happens, Warren goes into the market and buys as many shares as he can, knowing that over time the long-term economics of the business will eventually correct the negative situation and return the stock’s price to more profitable ground.

The stock market buys on good news and sells on bad. Warren buys on bad news. This is why he made sure to miss the good-news bull markets in such popular industries as the Internet, computers, biotechnology, cellular telephones, and dozens of others that have seduced investors through the years with promises of riches. He shops when the stocks are unpopular and the prices are cheap—when short-tem gloom and doom fog Wall Street’s eyes from seeing the real long-term economic value of great businesses.

Key Point[image: arrow] Speculating in good-news bull markets is something that Warren leaves to the other guys. It’s not his game. He never owned stock in Yahoo!, Priceline, Amazon.com, Lucent, CMGI, or any of the other high-tech companies of the Internet boom. Warren’s game is to avoid the popular, to wait for short-term bad news to drive down the price of a fantastic business, then jump on it, buying as many shares as possible. As Warren once said, “The most common cause of low stock prices is pessimism—sometimes widespread, sometimes specific to a company or industry…. We [Berkshire Hathaway] like pessimism because of the stock prices it produces.” Pessimism, not optimism, is the fountain that produced all of Warren’s fantastic wealth.

What You Should Have Learned from this Chapter


	Warren is not interested in popular investments of the day.

	Warren has discovered that the vast majority of stock market investors, including mutual funds, are short-term oriented; they buy on good news and sell on bad.

	The short-term stock market mentality sometimes grossly undervalues the long- term prospects of a great business.

	Warren likes to buy on bad news.

	Warren’s genius lies in his ability to grasp other people’s ignorance about the long-term economic worth of certain businesses.
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How Warren Makes Good Profits Out of Bad News About a Company


“You know Wall Street,” Warren tried to reassure me. “People don’t think in a long-term way there.”

—Personal History, Katharine Graham






Warren practices a selective contrarian investment strategy. A contrarian investment strategy is one in which the investor is motivated to invest by a falling stock price. Contrarian investors invest in what other investors find unattractive, thereby ensuring a low price, which will hopefully equate to huge profits once the company’s fortunes, and stock price, recover. Warren believes that just because a company’s stock price is in the dumps is not in itself reason enough to invest in a company. He is interested only when the company has exceptional business economics working in its favor and a contrarian stock price. He has found that attractive pricing of these exceptional companies is the result of the stock market’s pessimistic shortsightedness. His basic investment philosophy is contrarian in nature, with the caveat that the companies be exceptional businesses that possess what he calls a durable competitive advantage, a topic we shall explore in greater detail later on. Warren’s philosophy requires the investor to go against the basic human instinct to make a quick buck. It also requires that the investor have loaded into his or her brain the software that will help determine what a company with great economics working in its favor looks like and when it is selling at an attractive price.


Contrarian Investment Strategy Versus Selective Contrarian Investment Strategy

In a contrarian investment strategy, the investor buys stocks that have recently performed poorly and have fallen out of favor with investors. This strategy is based on the stock research of Eugene Fama and Kenneth French, who figured out that buying companies that have had their stock prices beaten down in the two previous years are likely to give investors an above-average return over the next two years. This strategy focuses on falling stock prices and pays little mind to the underlying economics of the companies. With the traditional contrarian investment strategy investors don’t discriminate between price-competitive-type businesses and companies that possess a durable competitive advantage. So long as the share price has recently fallen, the stock is a candidate for purchase.

A selective contrarian investment strategy—Warren’s approach—dictates that investors buy shares only when a company has a durable competitive advantage, and only when its stock price has been beaten down by a shortsighted market, to the extent that it makes business sense to purchase the entire company. This strategy differs from the traditional contrarian investment strategy in that it targets specific companies that have an identifiable durable competitive advantage over their competitors and are selling at a price that a private business owner would find attractive. (Don’t worry if this is cloudy. We’ll fill in the blanks later on.)



Key Point[image: arrow] To be like Warren one has to know what to buy and when to buy it. What to buy? An exceptional business with a durable competitive advantage working in its favor. When? When the stock market’s pessimistic shortsightedness has driven the price of its shares into the dumps.

Pessimistic shortsightedness and the bad-news phenomenon are what create Warren’s buying opportunities. If the vast majority of the stock market did not suffer from occasional pessimistic shortsightedness, Warren Buffett would never have had the opportunity to buy some of the world’s greatest businesses at discount prices. He could never have made his 2000 purchase of 8% of H&R Block for approximately $28 a share or the much discussed 1974 purchase of 1.7 million shares of the Washington Post Company for approximately $6.14 a share. H&R Block now trades at approximately $60 a share and the Post now trades at approximately $500 a share. His pretax rate of return on his H&R Block purchase, after one year, was approximately 41%, and his total pretax return on the Post purchase, after twenty-seven years, is approximately 8,468%, which equates to a pretax annual compounding rate of return of approximately 17.8%. Not too shabby.

It was the stock market pessimism of 2000 and 2001 that allowed Warren to make investments in such companies as Justin Industries, Yum Brands, Johns Manville, Shaw Industries, Liz Claiborne, Nike Inc., Dun & Bradstreet Corp., USG Corp., First Data Corp., and as mentioned H&R Block—investments that we’ll fully explore later.

Warren also discovered early on in his career that the vast majority of those who buy and sell stocks, from Internet day traders (who have the attention span of gnats—professional day traders make an average forty-four trades a day, about one trade every nine minutes) to mutual fund managers (who cater to a shortsighted public), are only interested in making a quick buck. Yes, many pay lip service to the importance of long-term investing, but in truth they are stuck on making fast money.

Warren found that no matter how intelligent most people are, the nature of the beast ultimately controls their investment decisions. Take mutual fund managers. If you talk to them, they will tell you that they are under great pressure to produce the highest yearly results possible. This is because mutual funds are marketed to a public that is only interested in investing in funds that earn top performance ratings in any given year. Imagine a mutual fund manager telling his or her marketing team that their fund ranked in the bottom 10% for performance out of all the mutual funds in America. Do you think the marketing team would jump up and down with joy and drop a few million bucks on advertising to let the world know that their fund ranked in the bottom 10%? No. More likely, our underperforming fund manager would be out of a job and some promising young hotshot would take over.

Don’t believe it? Ask people you know why they chose to invest in a particular mutual fund and they’ll more than likely tell you it was because the fund was ranked a top performer. The nature of the mutual fund beast influences a lot of smart people into playing a short-term game with billions in capital. No matter what a fund manager’s personal convictions may be, producing the best short-term results possible is the way to keep the job.


The Shortsightedness of the Mutual Fund Beast

A number of years ago the authors were having dinner with a middle-aged mutual fund manager who oversaw tens of billions of dollars for the money management division of a large West Coast bank. He brought along an enormous book that contained a brief analysis of over two thousand different companies that he and his fellow analysts followed. They called it their “investment universe.” At his invitation we thumbed through the book and found a company that we knew Warren had been buying, Capital Cities Communications. Capital Cities was a television and radio broadcasting company run by Tom Murphy, a management genius with a keen eye for the bottom line. Warren loved this company and once said that if he were stranded on a deserted island for ten years and had to put all his money into just one investment, it would be Capital Cities. Definitely a strong vote of confidence.

Our friend also had a list of the stocks his fund had purchased. As we read through the list, we noticed that he didn’t own any Capital Cities. We quickly pointed this out and told him that Warren had recently been buying it. He said that he knew it was a great company but he didn’t own it because he didn’t think the stock price would do much over the next six months. We told him that was insane. That it was a fantastic long-term investment selling at a great price. He told us that he was under great pressure to produce the highest quarterly results possible. If he couldn’t beat his competitors’ returns quarterly, his clients would take their money elsewhere, which meant that he would lose his job, his Porsche, and the income to send his son to Harvard. (Sounds grim, doesn’t it?)

Our mutual fund manager felt he couldn’t buy a single share of Capital Cities for his fund, even though he knew it was a great investment, because he wasn’t sure that it was going to go up in price over the next six months. This is the nature of the mutual fund beast: it caters to the short-term-oriented mutual-fund-buying public. If it doesn’t, money flows out the door and down the street to the fund that produces better short-term results.

(In case you are wondering, Capital Cities eventually merged with the ABC television network, which eventually merged with entertainment giant Disney, making Warren billions in the process. Good things do come to those who have patience and foresight.)



Warren also discovered that investors who get caught up playing a short-term game have a very human reaction when they hear bad news about a company in which they own shares—they sell them. To make the big bucks in the short-term game the investor has to be one of the first to get in on the stock before it moves up, and one of the first to get out before it moves down. Having access to the most up-to-date information available is of utmost importance. A good earnings report and the stock price moves up. A bad earnings report and it moves down. It doesn’t matter if all indications are that earnings will improve in a year or two. All that anybody is interested in is what is going to happen today. If things look great this week, people will buy the stock, and if they look bad next week, they’ll sell it. This is why mutual funds are notorious for having such high rates of investment turnover. They get in and out of a lot of different stocks in the hope of beating the other guys to earn the all-important Top Fund of the Year title.

This “bad-news phenomenon”—the selling of shares on bad news—goes on every day. Watch any nightly business report on television and you’ll see that after any negative news on a company is announced, the price of its shares drop. If the news is truly terrible, the shares will drop like a rock. As we said, it’s the nature of the beast.

Bad news means falling share prices, and bad news means that Warren’s eyes light up. To Warren, the shortsightedness of the stock market, when combined with the bad-news phenomenon, is the gift that keeps on giving. This one-two punch has produced one great buying opportunity after another for him, year after year, decade after decade, to the happy tune of $30 billion.

Key Point[image: arrow] In an investment world dictated by shortsighted investment goals, where the human emotions of optimism and pessimism control investors’ buy and sell decisions, it is shortsighted pessimism that creates Warren’s buying opportunity.


How Mr. Market Helped Warren Get Rich

When Benjamin Graham (Warren’s mentor) was teaching Warren about the shortsightedness of the stock market, he asked Warren to imagine that he owned and operated a wonderful and stable little business with an equal partner by the name of Mr. Market.

Mr. Market had an interesting personality trait that some days allowed him to see only the wonderful things about the business. This, of course, made him wildly enthusiastic about the world and the business’s prospects. On other days he couldn’t see past the negative aspects of the business, which, of course, made him overly pessimistic about the world and the immediate future of the business.

Mr. Market also had another quirk. Every morning he tried to sell you his interest in the business. On days he was wildly enthusiastic about the immediate future of the business, he asked for a high selling price. On doom-and-gloom days, when he was overly pessimistic about the immediate future of the business, he quoted you a low selling price hoping that you would be foolish enough to take the troubled company off his hands.

One other thing. Mr. Market doesn’t mind if you don’t pay any attention to him. He shows up to work every day—rain, sleet, or snow—ready and willing to sell you his half of the business, the price depending entirely on his mood. You are free to ignore him or take him up on his offer. Regardless of what you do, he will be back tomorrow with a new quote.

If you think that the long-term prospects for the business are good and would like to own the entire business, when do you take Mr. Market up on his offer? When he is wildly enthusiastic and quoting you a really high price? Or when he feels pessimistic and quotes you a very low price? Obviously you buy when Mr. Market is feeling pessimistic about the immediate future of the business, because that’s when you would get the best price.

Graham added one more twist. He taught Warren that Mr. Market was there to benefit him, not to guide him. You should be interested only in the price that Mr. Market is quoting you, not in his thoughts on what the business is worth. In fact, listening to his erratic thinking could be financially disastrous to you. Either you will become overly enthusiastic about the business and pay too much for it, or you become overly pessimistic and miss taking advantage of Mr. Market’s insanely low selling price.

Warren says that, to this day, he still likes to imagine himself being in business with Mr. Market. To his delight he has found that Mr. Market still has his eye on the short term and is still manic-depressive about what businesses are worth.



Is your appetite whetted? It should be. Before we jump to the next chapter we’ll let you in on one of Warren’s best-kept secrets. He figured out that some, but not all, companies have what he calls a “durable competitive advantage” that creates an economic engine powerful enough to pull these companies’ stock price out of almost any kind of bad-news mud that the shortsighted stock market can get them stuck in. He has developed specific criteria to help him identify those businesses. When these businesses are hit with bad news and the pessimistic shortsighted bias of most investors hammers their stock price, he steps in and buys like crazy. This is where he implements his selective contrarian investment strategy. Warren made his big money by investing in these types of companies. They are the Holy Grail of his success, and we predict that they will be the next great love of your investment life as well.

What You Should Have Learned from this Chapter


	Warren practices a selective contrarian investment strategy.

	Warren recognizes that everyone from mutual fund managers to Internet day traders are stuck playing the short-term game. It is the nature of the stock market.

	The bad-news phenomenon goes on constantly—people sell on bad news.

	Companies that have a durable competitive advantage have the economic power to pull themselves out of most bad-news situations.

	Warren made all his big money investing in companies that possess a durable competitive advantage.
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How Warren Exploits the Market’s Shortsightedness




What are the characteristics of the kinds of businesses Warren wants to invest in? After more than forty-five years of actively investing in common stocks, Warren has discovered that to take advantage of the stock market’s pessimistic shortsightedness, he must invest in companies whose economics will allow them to survive and prosper beyond the negative news that creates a great buying situation.

To do this Warren has to make sure that the company in which he is investing is not only an intrinsically sound enterprise, but also has the economic ability to excel and earn fantastic profits. Warren isn’t interested in the traditional contrarian investor approach of bottom picking. He’s interested in using the market’s pessimistic shortsightedness to give him the opportunity to own some of America’s greatest business enterprises at bargain prices. Only by selectively picking the cream of the crop is he able to ensure that over time the company’s share price will not only fully recover, but continue upward. It is nothing for Warren to see a dramatic increase in the value of one of these great businesses after he buys in. In the case of Geico he saw a 5,230% increase in value. With the Washington Post he did even better, all told a 8,468% increase in value. He bought into these companies at a time when all of Wall Street was running from them as if they had the plague. Then he held on to them, because they were fantastic companies that had the type of business economics working in their favor that over time would make him tremendously wealthy.
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