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        This book is about the fictitious Seeker, who has known a lot of misery, and his visit to the “Library of Wisdom” where he meets another fictitious character – the Librarian- along with Warren Buffett and Charles Munger. The Seeker learns how to make better decisions to help his children avoid doing the dumb things he has done. For instance, he learns from Buffett and Munger the best way to prevent trouble is to avoid it altogether by learning what works and what does not. They do so in the spirit of the anonymous man who said: “All I want to know is where I’m going to die so I’ll never go there.” 


        Additionally, the book provides examples of pure folly and some lessons on how to make fewer dumb mistakes than other people. And then how to fix mistakes faster, should you make them. The major lesson is “ignorance removal” and the notion that decision-making is not about making brilliant decision, but avoiding terrible ones. 


        This is not a book for those who like complexities or advanced math – rather it’s for those who love efficiency, simplicity and common sense or judgment – hallmarks of Buffett and Munger. Like Einstein, both have a remarkable ability to eliminate folly and superficiality and get directly to the heart of things. 


        As with Poor Charlie’s Almanack, Seeking Wisdom, A Few Lessons and The Most Important Thing, net proceeds from sales of All I Want To Know Is Where I’m Going To Die So I’ll Never Go There will be donated to charitable, non-profit organizations.
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  INTRODUCTION


  “Outside science, it is amazing how little impact there can be from a powerful idea…Everyone’s experience is that you teach only what a reader almost knows, and that seldom.”


  - Charles T. Munger


  On and off during the last five years I have been writing on a memo for myself (I have found this to be an excellent way to learn and pass the time) in the form of a discussion/dialogue between four characters. It’s a story about the fictitious Seeker and his visit to the “Library of Wisdom” where he meets another fictitious character —the Librarian —along with Warren Buffett and Charles Munger.


  It was a lot of fun and I learned a lot writing this memo. I believe in what the late author Terry Pratchett said, “While a book has got to be worthwhile from the point of view of the reader it’s got to be worthwhile from the point of view of the writer as well.” And the material in this book mirrors the prescription of Charles Munger’s comment after writing his The Psychology of Human Misjudgment talk, “After all, I assembled the material in this Talk to help me succeed in practical thinking and not to gain advantage in making public any would-be-clever notions.”


  What has been reinforced in writing this memo is the efficiency, simplicity, clarity and common sense or judgment that are the hallmarks of Buffett and Munger. Both have a remarkable ability to eliminate folly, simplify things and boil down issues to their essence and get right to the point —and focus on simple and timeless truths. They are the Einsteins of business and wisdom. I love it! So if there is one goal of this book, it is simplicity and to better understand how they think.


  Many thanks to Warren Buffett and Charles Munger for their lessons and their kind permission to quote extensively from their speeches, interviews, and annual meetings and for their compliments of my memorandum —the foundation for this book. The reader should be aware that some of the quotes in this book may not accurately reflect Mr. Buffett’s and Mr. Munger’s exact but may instead be paraphrases of their words that capture the essence of what was said. The intention has been to be faithful to their wording and intent. Any misconceptions or errors are mine alone.


  As with my other books I have been fortunate to work with Peter Kaufman in turning my memo into this book—I am deeply grateful to him. As I have said before and is reinforced at every meeting with Peter — he is one of the smartest businessmen and nicest human beings I know.


  I am delighted and fortunate to have him as a friend. Many thanks also to Marcus Kaufman, Carl Foote and Mike Borgsdorf. Huge thanks also to Henry Emerson who permitted me to quote extensively from Outstanding Investor Digest.


  Finally, I wish to thank my beloved and amazing wife, Monica, who drew the silhouettes on the cover page. Monica, you are the best—as Winnie the Pooh may have said, “If you live to be a hundred, I want to live to be a hundred minus one day so I never have to live without you.”


  Peter Bevelin
February 2016


  p.s. I couldn’t resist throwing in this quote —a fitting character trait of


  Warren Buffett and Charles Munger:


  “Every man of genius is a stranger and a pilgrim on the earth, unlike other men, seeing everything as it were at a different angle.”


  - Havelock Ellis


  



  to be resolved in the end




  

    “If thou wouldst live long, live well; 
for Folly and Wickedness shorten Life.”


    -Benjamin Franklin


  


  



  

  

    - PART ONE -


    ON FATAL MISTAKES, PREVENTION AND SIMPLICITY


    “Search men’s governing principles, and consider the wise, what they shun and what they cleave to.”


    -Marcus Aurelius1


  


  



  

  The man is lying on his sofa and feeling miserable.


  “I thought everything was great. But in less than 48 hours my life as I knew it would be over. And I never saw it coming.”


  “Why did I make so many lousy decisions? Marriage, job, investments, education, business, friends —all is a wreck. I thought I was smart but I am broke and broken. Mentally. Physically.”


  “How did it end up like this? If I only could turn back the clock. Would it have made a difference? Or would I still make the same mistakes? Was there a way I could have had a better life?”


  The man soon dozed off and started dreaming………


  He was standing on the stairs on the entrance to a large ancient building. He looked up and noticed the inscription “The Library of Wisdom.”


  A lady came towards him and introduced herself as the Librarian, “What are you seeking?”


  Seeker:“That is the question.”


  Librarian:“Yes, it is. You sure know a question when you see it.”


  Seeker: “How can I get in?”


  Librarian: “Are you to get in at all? That’s the key question. So tell me what you want.”


  Seeker: “I want a lot of things but I will settle for wisdom.”


  Librarian: “So far so good.”


  Seeker: “I have done so many stupid things in my life. I want to learn how I can make better decisions so I can help my children so they don’t do the same dumb things I’ve done. Can you help me?”


  Librarian: “Good answer —if we can make better decisions we avoid a lot of misery. Some people who come here are just interested in a short-cut formula for how they can become rich and successful. We can’t help with that. We can only give some guidance for how to improve your chance of becoming wiser.”


  “Please enter.”


  The Seeker entered the door and came into a hall with a couple of doors. On one of the doors hang a sign marked General Wisdom from Buffett and Munger.


  The Seeker opened the door and looked around and saw two individuals sitting in a sofa. “Hey, I recognize these people. It is the successful and wise duo of Warren Buffett and Charles Munger. On a scale of I to 10, these guys rates at least 15. They’re so bright, I gotta wear shades.” 


  Seeker: “Can any of you tell me the secret to becoming a wise person?” 


  Librarian: “First tell them what you want.”


  Seeker: “To paraphrase Groucho Marx, ‘Gentlemen, I may talk like an idiot, and look like an idiot. But don’t let that fool you. I’m really an idiot.”2


  “I have done a lot of stupid things in my life and I probably need to have my head examined but now I want to wise up.”


  “Can you help a nutty and failed person?”


  



  

  Mistakes Are a Fact of Life


  Buffett: “I don’t believe in beating yourself over it, you’re going to make mistakes.”3


  Munger: “Of course, there’s going to be some failure in making the correct decisions…! think it’s important to review your past stupidities so you are less likely to repeat them, but I’m not gnashing my teeth over it or suffering or enduring it. I regard it as perfectly normal to fail and make bad decisions.”4


  Buffett: “You don’t want to expect perfection in yourself. You want to strive to do your best. It’s too demanding to expect perfection in yourself.”5 


  Seeker: “But I want to be like you guys —I don’t want to make any mistakes.”


  Buffett: “Everyone makes mistakes6…There is no question that you are going to make mistakes in life. I’ve made a lot, and I’m going to make more7… that’s the nature of making a lot of decisions8.. .To try to live your life totally free of mistakes is a life of inaction.”9


  Munger: Stupidity is inevitable. It happens to everyone10…! for certain have made a lot of dumb decisions in my life but not as many as most people.”11


  Buffett: Wrong decisions are part of life. Being able to make them work out anyway is one of the abilities of those who are successful.”12


  Seeker: “So what are you saying — what can you help me with?”


  Librarian: “To make fewer dumb mistakes than other people. And how to fix them faster if you make them.”


  Munger: “It’s amazing the number of mistakes you can make in a long life with things still working out.”13


  Seeker: “Good, at least it gives me some comfort.”


  



  

  Don’t Bother About Mistakes That Don’t Actually Matter


  Munger: “We have lots of stupidity left in us at Berkshire. But you can live with quite a bit if you avoid the most extreme follies of man14…We have avoided a subset of stupidities —the important ones.”15


  Buffett: “You’ve got to make sure that the mistakes don’t kill you and you hope the big ones work out.”16


  Librarian: “Mistakes don’t matter if they are harmless. Or to quote Dr. House from the television medical drama, ‘Mistakes are as serious as the results they cause!’”17


  Buffett: “You only have to be right on a very, very few things in your lifetime as long as you never make any big mistakes18…You just have to make sure your blunders are never fatal, and you don’t want to make them on the really big decisions.”19


  “I don’t want to make any mistakes that jeopardize, in a significant way, anything that’s important.”20


  Seeker: “Like what?”


  Librarian: “Some decisions are important and some are not. Many of your decisions have only small consequences or costs. But some —and some you can do something about —have far-reaching implications for your life.’


  “This is where you have to give yourself time and think before you act—on the really big decisions —where mistakes are costly.”


  Seeker: “Such as?”


  Librarian: “Big life issues like choosing the right spouse, education, career, friends, place to live, investment or taking care of your health. A wrong choice in these matters may haunt you a long, long time or may even ‘kill’ you.”


  Buffett: “If you are lucky on health and…on your spouse, you are a long way home.”21


  Seeker: “OK, tell me now how I can be wiser.”


  “But don’t make it too complicated. I am not that smart.”


  Buffett: “The sign above the players’ entrance to the field at Notre Dame reads ‘Play Like a Champion Today.’ I sometimes joke that the sign at Nebraska reads ‘Remember Your Helmet.’ Charlie and I are ‘Remember Your Helmet’ kind of guys.’ We like to keep it simple.”22


  Munger: “We have a passion for keeping things simple.”23 


  Seeker: “Great. So where should we start?”


  



  

  Avoiding Problems Is Better Than Being Forced To Solve Them


  Munger: “Wisdom is prevention but very few people do much about it.”24 


  Seeker: “Count me in as one of those.”


  Librarian: “I once read that Einstein said, ‘A clever person solves a problem. A wise person avoids it.’ I don’t know if Einstein really said this but it is a good advice. And how can you avoid problems if you don’t first try to prevent them from happening by preparing yourself?”


  Buffett: “It wasn’t raining when Noah built the ark.. .and he didn’t even look that smart for 39 days. But there are some things you have to think ahead on, and prevention., .is enormously important.”25 


  Munger: “I particularly recommend attention to the idea that an ounce of prevention is worth a pound of cure —except it really isn’t often a mere pound. An ounce of prevention is often worth a ton of cure.”26 


  “Many things are easier to prevent than fix.. .You get in a dumb enough situation, like trying to cross a train track when there’s a train coming, and you end up with a problem that’s extremely hard to fix.”27 


  Librarian: As Montaigne said, ‘How much easier it is not to get into it than to get out of it!”28 


  Seeker: “You tell me! There are so many times I have felt like the mouse in the old saying—‘I don’t want the cheese. I just want to get out of the trap.’”


  Munger: “Most people approaching problems get fatuous ideas that they can fix them easily. And, of course, it can’t be fixed easily….And that’s why a lot of the correct thinking should be preventive.. .There are all kinds of things that are unfixable once they’ve occurred.”29 


  “What is working poorly is usually either uncorrectable or 10 times harder to correct than you may think.”30 


  Buffett: “Sometimes no amount of cure will overcome the mistakes of the past.”31 


  “I think it’s way better if the solutions arrive early rather than late. I mean Benjamin Franklin said a lot of wise things but when he said, ‘An ounce of prevention is worth a pound of cure’, I mean that is the guiding light at Berkshire.”32 


  Seeker: “So if wisdom lies in prevention - what should I do?” Librarian “Prepare yourself.”


  Munger: If wisdom is what you want, you are going to get it sitting on your ass.”


  “If you had an observer with a time clock watching Warren, he would find that Warren spent most of his time sitting on his ass and reading…If you really want to be the outlier in terms of achievement, just sit down on your ass and read-and do it all the time.”33 


  Seeker: “So reading prepared you to make better decisions?”


  Librarian: “Yes —but not only by reading —but also by spending time thinking.”


  Munger: “Neither Warren nor I is smart enough to make…decisions with no time to think…We make actual decisions very rapidly, but that’s because we’ve spent so much time preparing ourselves by quietly sitting and reading and thinking.”34 


  Buffett: “A good part of our success is that we spend a lot of time thinking35 … We think the best way to minimize risk is to think36 …the best way to think about investments is to be in a room with no one else and just think.”37 


  Seeker: “But thinking is so hard to do. To paraphrase Ebenezer Blackadder,‘Sometimes I feel like my head is emptier than a hermit’s address book.38  


  Librarian: “There are actually studies done on how much people hate to think —many people would rather do something stupid than be left alone thinking.”


  Buffett: “Unfortunately, Bertrand Russell’s observation about life in general applies with unusual force in the financial world: “Most men would rather die than think. Many do.”39 


  Seeker: “I usually act before I think but of course I know the result of that strategy. Thank god I met you guys.”


  “OK, to be wiser I need to read and think.”


  Munger: “I don’t know anyone who’s wise who doesn’t read a lot. But that’s not enough: You have to have a temperament to grab ideas and do sensible things. Most people don’t grab the right ideas or don’t know what to do with them.”40 


  “And if you get into the mental habit of relating what you’re reading to the basic.. .underlying ideas being demonstrated, you gradually accumulate some wisdom.”41 


  Seeker: “But how do you get time to read? I always believed you guys were pretty busy all the time with meetings and all.”


  Buffett: “At Berkshire, we don’t have any meetings or committees, and I can think of no better way to become more intelligent than sit down and read. In fact, that’s what Charlie and I mostly do.”42 


  “I hate meetings, frankly. I have created something that I enjoy I happen to enjoy reading a lot, and I happen to enjoy thinking about things.”43 


  Munger: “We both hate to have too many forward commitments in our schedules. We both insist on a lot of time being available almost every day to just sit and think.. .We read and think.. .We do that because we like that kind of a life. But we’ve turned that quirk into a positive outcome for ourselves.”44 


  Seeker: “I can’t do that —I need to do something most of the time.”


  Librarian: “There is a saying, ‘Anyone who is too busy, never has time to think.”


  Buffett: “Pascal’s observation seems apt: ‘It has struck me that all men’s misfortunes spring from the single cause that they are unable to stay quietly in one room.”45 


  Seeker: “I better spend some time on learning and thinking then.”


  Munger: “We schedule time to think. Most people schedule themselves like a dentist, and their happiest day is when they can manage to squeeze in one additional ten minute appointment.”46 


  “I think you have to have time to think. And it’s so easy to get so busy that you no longer have time to think —and you pay a huge price for that.”47 


  Librarian: “And when you think, think!”


  Munger: “This modern generation, which has gotten so good at doing two or three things at once —multi-tasking, aided by electronic devices — I’ll confidently predict will end up worse than people more like Warren Buffett with more solitary reading time and less trying to do three things at once.”48 


  Buffett: “It personally gives me an edge when other people are not paying attention to reading and thinking, and are instead on their phones. It means that I gain knowledge from reading a few 10-K’s while others are tweeting what they had for breakfast.”49 


  Librarian: “Attention is a limited resource. Rapidly switching our attention between tasks is also inefficient because it takes a lot of cognitive energy since our brain can only focus at one thing at a time. If you knew how much energy it takes —you would never multi-task; even if you eat a lot of sugar. Focus your attention on one thing —it’s less effort.”


  Munger: “I think people that multi-task pay a huge price…1 think when you multi-task so much, you don’t have time to think about anything deeply. You’re giving the world an advantage you shouldn’t do. Practically everybody is drifting into that mistake.”


  “Concentrating hard on something that is important is…I can’t succeed at all without doing it. I did not succeed in life by intelligence. I succeeded because I have a long attention span50 .. .the idea of multitasking my way to glory has never occurred to me51 …and when you multitask like crazy, none of the tasks will be done well.”52 


  Seeker: “So, prepare me…how do you do it? What do you read and try to learn?”


  



  

  If We Understand What Works And Not, We Know What To Do


  Munger: “We try to understand what works, what doesn’t, and why.”53  


  Librarian: “How else will you know what you should do or not do if you don’t first learn and understand what works and not?”


  Seeker: “I get it —if I had known what works and not —before I made some important decisions —I would have avoided what doesn’t work and done what works.”


  Buffett: “We saw what worked and didn’t work. And it made us appreciate a lot what did work and shy away from things that didn’t.. .So we learned that it made a great deal of sense to figure out what pond to jump into —and that what pond you jumped into was actually probably more important than how well you could swim.”54 


  Librarian: “And if something works then keep doing it.”


  Seeker: “Any way that works is OK?”


  Munger: “Deng Xiaoping…said, ‘I don’t care whether the cat is black or white as long as it catches mice.’”55 


  Seeker: “Sounds simple.”


  Munger: “It is just that simple. We’ve had enough good sense when something was working well, keep doing it. The fundamental algorithm of life: repeat what works.”56 


  “If the system you are using comes to an asinine answer that finally won’t work, you throw out the system and find one that makes more sense 57 ……You don’t keep repeating what isn’t working.”58 


  Seeker: “Still, to learn all this… to do the right things and avoid all the big mistakes…I mean, you are brilliant and I am only an ordinary mortal with a low IQ. In fact, even my waistline exceeds my IQ.”


  



  

  It Is Better To Try To Be Consistently Not Stupid Than To Be Very Intelligent


  Munger: “You don’t have to be brilliant, only a little bit wiser than the other guys, on average, for a long, long time.”59 


  Buffett: “To some extent, the record of Berkshire —to the extent it’s been good —has not occurred because we’ve done brilliant things, but because we’ve probably done fewer dumb things than most.”60 


  Seeker: “Smart then?”


  Buffett: “We didn’t do all the smartest things. We didn’t do anything really dumb.”61 


  Munger: “Lots of people are very smart in terms of passing tests and making rapid calculations. And yet they just make one asinine decision after another in life because in their quick-computing minds are these terrible streaks of nuttiness.”62 


  Buffett: “I do find it amazing how many people with high IQs get off the track. It’s astounding to me how people who are really very smart manage to engage in so many self-destructive actions, and I’m not just thinking in terms of business.”63 


  Librarian: “Let me tell you a story about the great mathematical genius Evariste Galois that illustrates the difference between intelligence and wisdom:”


  ‘“In a clash with political opponents, where also a girl was involved, in his own words ‘an infamous prostitute’ he accepted a duel with pistols. He was not a good shots-man and knew for certain that he would be killed in the duel. Therefore, he spent the night before the duel in writing down at a desperate speed his mathematical testament…The next day he was shot, and died the following day at the age of 21.’”64 

  


  Munger: “The one thing that has surprised me all my life is how many people with high IQs do massively stupid things.. .It happens everywhere, but it is surprising how extreme the stupidity is and how talented the people are who do them.. ..and it makes the world a very dangerous place because the man whom you trust because he’s your physician, your doctor, your investment manager, what have you, can go plumb crazy.”65 


  Seeker: “I always believed high IQ people were brilliant and smart and always made the right decisions.”


  Librarian: “Someone once said, ‘What most distinguishes the foolish and the intelligent is the foolish consistently commits the same stupidities, while the intelligent always find new ones.’”


  Buffett: “It’s more interesting to see why smart people don’t succeed, and to avoid [those errors of theirs].”66 


  Munger: “We recognized early on that very smart people do very dumb things, and we wanted to know why and who, so we could avoid them.”67 

  


  Seeker: “Why were they?”


  Buffett: “It’s ego. It’s greed. It’s envy. It’s fear. It’s mindless imitation of other people. I mean, there are a variety of factors that cause that horsepower of the mind to get diminished dramatically before the output turns out.”68 


  Munger: ‘“Crowd folly,’ the tendency of humans, under some circumstances, to resemble lemmings, explains much foolish thinking of brilliant men and much foolish behaviour.”69 


  Librarian: “Or overconfidence —overestimating your abilities or know-it-all tendencies and underestimate what can go wrong. A disease especially common among experts and people who believe they are very smart.”


  Munger: “Smart, hard-working people aren’t exempted from professional disasters resulting from overconfidence. Often they just go aground in the more difficult voyages on which they choose to embark based on self-appraisals in which they conclude that they have superior talents and methods.”70 


  Librarian: “But sometimes overconfidence can have some good effects.”


  Munger: “While an excess of self-regard is often counterproductive in its effects on cognition, it can cause some weird successes from overconfidence that happens to cause success. This factor accounts for the adage: ‘Never underestimate the man who overestimates himself.’”71 


  Buffett: “I would say if Charlie and I have any advantage it’s not because we’re so smart, it is because we’re rational and we very seldom let extraneous factors interfere with our thoughts. We don’t let other people’s opinion interfere with it…we try to get fearful when others are greedy. We try to get greedy when others are fearful. We try to avoid any kind of imitation of other people’s behaviour. And those are the factors that cause smart people to get bad results.”72 


  Munger: “A lot of people with high IQs are terrible investors because they’ve got terrible temperaments. And that is why we say that having a certain kind of temperament is more important than brains. You need to keep raw irrational emotion under control. You need patience and discipline and an ability to take losses and adversity without going crazy. You need an ability to not be driven crazy by extreme success.”’73 


  Buffett: “We don’t think we are smarter than others, we just won’t do stuff we don’t understand. And we won’t be jealous when others do well. That is what it is all about.”74 


  Munger: “Berkshire won’t do better than others because we’re smarter but because our systems are better.”75 


  “It is remarkable how much long-term advantage people like us have gotten by trying to be consistently not stupid, instead of trying to be very intelligent. There must be some wisdom in the folk saying, ‘It’s the strong swimmers who drown.’”76 


  Seeker: “Now, tell me about your approach to wisdom.”


  



  

  If We Know What Doesn’t Work We Don’t Go There


  Munger: “Buddha said, ‘I only teach one thing. I teach the cause of human sorrow —and how to avoid some of it.’ Now that isn’t exactly what he said — it isn’t word for word. However, that’s the gist of it.”


  “Well, that is very much my approach to wisdom. In other words, if you go around figuring out what doesn’t work and then avoid it—and you also learn, when you get that sorrow that you can’t avoid, how to handle it (which is what Buddha was trying to teach), well that’s pretty good encapsulated wisdom.”77 



  Seeker: “That life is tough and filled with sorrow?”


  Munger: “No. If you want to avoid sorrow, you’ve got to know the cause of sorrow.”78 



  Librarian: “If something isn’t working isn’t it better to first try to find out why it doesn’t work before you try to fix it?”


  Munger: “To decide what will cure bad cognition, it will help to know what causes it79 
…In other words, knowledge is very helpful and there are certain ways of understanding life that improve outcomes.”80 


  Seeker: “Please tell me how you started your quest for wisdom.”


  Munger: “I have long been very interested in standard thinking errors81 … It was obvious to me for some reason, at an early age, that a great many very brilliant and disciplined people made perfectly screwy decisions that were disastrous—and that it happened, frankly, wherever I looked.”


  “I found this extremely curious, and somehow early in life I got the idea that I would never be able to play chess blindfolded against six Grandmasters and win. God just did not give Charlie Munger any such skill. But I said, ‘Oh my gosh, I cannot be as asinine as all these other people if I just kind of work at it steadily for a long time,’ and that is what I did.”82 


  Seeker: “So how did you do it?”


  Munger: “I was greatly helped in my quest by two turns of mind. First, I had long looked for insight by inversion in the intense manner counseled by the great algebraist, Jacobi: ‘Invert, always invert.’ I sought good judgment mostly by collecting instances of bad judgment, then pondering ways to avoid such outcomes.”83 


  Buffett: “Charlie…has always emphasized the study of mistakes rather than successes, both in business and other aspects of life. He does so in the spirit of the man who said: ‘All I want to know is where I’m going to die so I’ll never go there.’”84 


  Seeker: “As Woody Allen said, ‘It’s not that I’m afraid to die, I just don’t want to be there when it happens. ’”85 


  “Back to inversion.”


  Buffett: “He likes to invert…! mean, that’s his approach generally is casting out a whole bunch of things.”86 


  Librarian: “Mr. Munger’s friend Li Lu said the same, ‘When Charlie thinks about things, he starts by inverting. To understand how to be happy in life,


  Charlie will study how to make life miserable; to examine how business become big and strong, Charlie first studies how businesses decline and die; most people care more about how to succeed in the stock market, Charlie is most concerned about why most have failed in the stock market.’”87 


  Seeker: “What was the second turn of mind?”


  Munger: “Second, I became so avid a collector of instances of bad judgement that I paid no attention to boundaries between professional territories…I could already see that real-world problems didn’t neatly lie within territorial boundaries. They jumped right across.”


  “And I was as dubious of any approach that, when two things were inextricably intertwined and interconnected, would try and think about one thing but not the other. I was afraid, if I tried any such restricted approach, that I would end up, in the immortal words of John L. Lewis, ‘with no brain at all, just a neck that had haired over.’”88 


  Seeker: “I love it.”


  Munger: “If I could just avoid all the folly, maybe I could get an advantage without having to be really good at any thing… And so this process I have gone through life identifying folly and trying to avoid it has worked wonderfully for me.”89 


  Seeker: “Still do?”


  Munger: “I am a collector of inanities and I catalogue the inanities on structures in my head and it’s been a wonderful thing to do… When you’re collecting inanities there’s never a shortage.”90 


  “One day at a time I find new errors and add to my list.”91 


  Seeker: “You both do this?”


  Buffett: “We have been a student of other’s folly, and it has served us well.”92 


  “We want to see what has caused businesses to go bad’93 …I’ve often felt there might be more to be gained by studying business failures than business successes. In my business, we try to study where people go astray, and why things don’t work.”94 


  Seeker: “But isn’t it better to learn from success?”


  Munger: “A lot of success in life and business comes from knowing what you want to avoid: early death, a bad marriage, etc.”


  “Just avoid things like racing trains to the crossing, doing cocaine, etc. Develop good mental habits. ..Avoid evil, particularly if they’re attractive members of the opposite sex.”95 


  Librarian: “To first think about what to eliminate or exclude —what doesn’t work etc. is also the way the mind of great chess players works.”


  Buffett: “There was a great article in the New Yorker magazine…when the Fischer/Spassky chess matches were going on. And it got into this speculation of whether or not humans would ever be able to take on computers in chess. Here were these computers doing hundreds of thousands of calculations a second. And the article asked, ‘When all you’re really looking at is the results from various moves in the future, how can a human mind deal with a computer that’s thinking at speeds that are so unbelievable?’”96 


  Librarian: “In just the first four moves there are 318 billion ways you could play a chess game.”


  Seeker: “Yes, how could a mortal do that?”


  Buffett: “Well, it turns out a mind like…that of Fischer or a Spassky essentially was eliminating about 99.99% of the possibilities without even thinking about ‘em. So it wasn’t that they could outthink the computer in terms of speed, but they had this ability of what you might call ‘grouping’ or ‘exclusion’, where essentially they just got right down to the few possibilities out of these zillions of possibilities that really had any chance of success.”97 


  Seeker: “Give me an example,”


  Buffett: “If my job was to pick a group of 10 stocks in the Dow Jones average that would outperform the average itself, I would probably not start by trying to pick the 10 best. Instead, I would try to pick the 10 or 15 worst performers and take them out of the sample, and work with the residual. It’s an inversion process…Start out with failure, and then engineer its removal.”98 


  



  

  Thinking Backwards Is A Great Tool For Solving Problems


  Munger: “If you turn problems around into reverse, you often think better.”99 


  Librarian: “Let me illustrate this. Assume that a bacterium doubles every 24 hours and that it has infested a pond after 60 days. Can you now tell me on what day the pond was half-full of the bacteria?”


  Seeker: “So now I need to be a calculus whiz — sorry, but I don’t have a calculator handy.”


  Librarian: “No advanced maths is necessary—just do it backwards. Start at day 60 and remember it doubles every day.”


  Seeker: “I see what you mean — it is half-full the day before or day 59.” “More please.”


  Munger: “Think in reverse like Jacobi. What must we avoid because we don’t want it?”100


  Librarian: “For example, instead of asking how you can achieve a goal, ask the opposite question: What don’t I want to achieve? What causes the non-goal? How can I avoid that? What do I now want to achieve? How can I do that?”


  Seeker: “Such as?”


  Munger: “For instance, if you want to help India, the question you should consider asking is not: ‘How can I help India?’ Instead, you should ask: How can I hurt India?’ You find what will do the worst damage, and then try to avoid it.”101


  “So think it through backward as well as forward. It’s a trick that works in algebra and a trick that works in life.”102


  Seeker: “Good tool this Jacobi observation.”


  Munger: “The mental process that really has worked for me my whole life, and I use it all the time, is turning everything into reverse. I figure out what I don’t like instead of figuring out what I like in order to get what I like. I sometimes think straight forward too, of course. But thinking of what I didn’t like and how I can avoid it has just worked wonders for me.”103


  Seeker: “So even a fool like me can learn from studying folly?”


  Munger: “If you…can just tune out the really easy-to-tune-out folly, you’ll be surprised how well you do in life.”104


  Seeker: “Come on, it must be more complicated than that.”


  Munger: “I think part of the popularity of Berkshire Hathaway is that we look like people who have found a trick. It’s not brilliance, it’s just avoiding stupidity.”105


  Seeker: “Isn’t that really the same thing?”


  Munger: “You say it is the same thing just stated differently —well, maybe it is the same thing just stated differently. But you understand it better if you go at it the way we do, which is to identify the main stupidities that do bright people in and then organize your patterns for thinking and developments, so you don’t stumble into those stupidities.”106


  Seeker: “I always thought there was some secret formula behind your success?”


  



  

  Keep It Simple And Make It Easy For Yourself


  Buffett: “There’s no magic to it107…We haven’t succeeded because we have some great, complicated systems or magic formulas we apply or anything of the sort. What we have is just simplicity itself.”108


  Munger: “Our ideas are so simple that people keep asking us for mysteries when all we have are the most elementary ideas.”109


  Buffett: “I think a lot of people make things more complicated than they need to.”110


  Librarian: “Yes, and especially among people who believe they are very intelligent and have a tendency to overcomplicate things so they can show how talented and smart they are. But in their chase towards elegant concepts they often get distracted from the simple truths. As Francois de La Rochefoucauld said, ‘The desire to appear clever often prevents one from being so.”111


  Buffett: “If you want to achieve a great time for swimming the 100 meters, it’s a lot smarter to swim with the tide than it is to work on your stroke.”112


  Seeker: “But what you do seems pretty tough to do.”


  Munger: “Part of the reason that we have a decent record is that we pick things that are easy. Other people believe they’re so smart they can take on things that are really difficult. That proves to be more dangerous…We have ducked a lot of problems other people have willingly taken on.”113


  “We just look for no-brainer decisions.”114


  Buffett: “Easy does it…Charlie and I have not learned how to solve difficult business problems. What we have learned is to avoid them… To the extent we have been successful, it is because we concentrated on identifying one-foot hurdles that we could step over rather than because we acquired any ability to clear seven-footers.”


  “In both business and investments it is usually far more profitable to simply stick with the easy and obvious than it is to resolve the difficult.”115


  Munger: “One of the greatest ways to avoid trouble is to keep it simple.”116“We don’t like complexity and we distrust others systems and think it many times leads to false confidence. The harder you work, the more confidence you get. But you may be working hard on something that is false. We’re so afraid of that process so we don’t do it.”117


  Buffett: “Charlie and I don’t like difficult problems. If something is difficult to figure…We’d rather multiply by 3 than by n.”118


  Seeker: “When I wrestle with tough problems or want to do something very difficult, I always turn to an expert.”


  Munger: “So many people think that if they just hire somebody with the appropriate labels, they can do something very difficult. That is one of the most dangerous ideas a human being can have. All kinds of things can create problems by causing complexity. The other day I was dealing with a problem —it was a new building. And I said, ‘This problem has three things I’ve learned to fear —an architect, a contractor and a hill.’


  “If you go through life like that, I think you’ll at least make fewer mistakes than people who think they can do anything, no matter how complex, by just hiring somebody with a credible label. You don’t have to hire out your thinking if you keep it simple.”119


  Seeker: “Still, seems awfully tough what you’ve done.”


  Munger: “I think what we’ve done all these years wasn’t all that hard to do —and it’s not all that hard to explain.”120


  “All that said and done, I think a lot of people just don’t get it. As Samuel Johnson said, famously: ‘I can give you an argument, but I can’t give you an understanding.’”121


  Librarian: “Arthur Schopenhauer said, ‘The wise in all ages have always said the same thing, and the fools, who at all times form the immense majority, have in their way too acted alike, and done just the opposite; and so it will continue’122…And to add a comment from a wise friend, And the percentages don’t change, despite an ever increasing access to information.’”


  Seeker: “But there must be some secret?”


  



  

  The Secret Is Ignorance Removal


  Munger: “If there’s any secret we have, it’s ignorance removal. If it weren’t for the fact that we were so good at removing ignorance, we’d be nothing today. And the nice thing is we still have a lot more ignorance left to remove.”123


  Seeker: “I like this already.”


  “Give me now some examples of things and behaviour that will help me remove some ignorance.”


  Librarian: “We will. In the following we will tell you some things that don’t work — presented in the ‘Jacobi’ way —and what does work that may help you avoid some big mistakes.”


  “Some things may seem a little repetitious but as the saying goes, ‘repetition is the mother of learning.’”


  [Author’s remark: Warning - the following is not for those who only read the headlines.]


  



  

  

    - PART TWO -


    ON WHAT DOESN’T WORK AND WHAT DOES


    “The road to Hades is easy to travel; at any rate men pass away with their eyes shut.”


    - Bion of Borysthenes124


    “What hits you affects you 
and 
wakes you up more than what pleases you…

Death can surprise us in so many ways…

If I were a writer of books, 
I would compile a register, 
with a comment, 
of the various deaths of men:

he who should teach men to die 
would 
at the same time teach them to live.”


    - Michel Eyguem de Montaignel125


    

  




  

  Find And Marry A Lousy Person


  Buffett: “You should make right decisions, and one of the most important decisions you will make in your life is choosing a good spouse. You need everything to be stable, and if that decision isn’t good, it may affect every other decision in life, including your business decisions.”126


  “My wife —my first wife, I was a mess when I met her. She did all kinds of things for me. I mean I’m not kidding. I would be an entirely different person if I hadn’t married well. It’s very important to marry well.”127


  Seeker: “I didn’t. ‘My wife and I were happy for twenty years. Then we met.’ Rodney Dangerfield said that. But it was my own fault. To paraphrase Groucho Marx, ‘I don’t want to have any wife that will have me as a husband.’ I mean what kind of honourable woman will do that? It turned out she wasn’t.”


  Buffett: “Who you marry is enormously important-it’ll affect everything.”128


  Librarian: “Still, some people spend more time deciding what television set to buy than a life-changing decision like a marriage.”


  “Did you know that many people spend more time planning the wedding than their marriage?”


  Seeker: “It sounds nuts when you put it like that.”


  “So help me, what qualities should I look for in a spouse?”


  Buffett: “Should I look for humour, character, intelligence, looks?… If you really want a marriage that will last, look for someone with low expectations129…That is the marriage that’s going to last, if you both have low expectations.”130


  Seeker: “What else should I think about?”


  Buffett: “What’s important is what your thoughts are on big things… make sure that your spouse has the same thoughts on the same big things… It would be crazy to get married when you differ on important points… Don’t marry someone to change them131…Don’t keep score. Keeping score doesn’t build organizations, homes etc.”132


  Munger: “What’s the best way to get a good spouse.. .The best single way is to deserve a good spouse because a good spouse is by definition not nuts.”133


  Seeker: “Gosh, I guess I need to be the kind of person that she would want to have.”


  Buffett: “Look for someone who will love you unconditionally and will subtly encourage you to be better than you thought you can be.”134


  “Marry someone who is a better person than you are. Always associate yourself with people who are better than you.”135


  Munger: “What you want to maximize is a seamless web of deserved trust. And if your proposed marriage contract has 47 pages, my suggestion is that you not enter.”136


  Librarian: “That is also a good advice in business dealings.”


  Buffett: “I like to deal with people where I feel a one-page contract would do the job. If I have to have 50 pages in there to protect me against the guy I’m dealing with, I’ll always wonder if I needed 51.”137


  Librarian: “While we talk about contract —here is a lesson I learned the hard way.”


  Buffett: “It is impossible to unsign a contract, so do all your thinking before you sign.”138


  Librarian: “Another thing—If your past relationship was lousy, don’t settle for a new one that seems slightly better—it may still be terrible.”


  Seeker: “Why?”


  Librarian: “Something may seem better than it really is depending on what you’ve been used to. Our minds are designed to detect and react to change. We don’t experience or judge a thing by itself but in contrast to some anchor—something that is available, we’ve experienced recently, expected or got used to—and if the new thing is a slight improvement we see it as better than it objectively really is.”


  Munger: “In my generation, when women lived at home until they got married, I saw some perfectly terrible marriages made by highly desirable women because they lived in terrible homes. And I’ve seen some terrible second marriages which were made because they were slight improvements over an even worse first marriage.”139


  Seeker: “Another thing — what’s the secret to getting good kids?”


  Buffett: “I married the right woman…They had a wonderful mother and fortunately they took on her great attributes.”140


  Seeker: “Comes back to right spouse again…another thing…What is important to think about as a father?”


  Buffett: “The greatest gift that my father ever gave me was unconditional love. Now, that doesn’t mean that you get applauded for everything that you do. My father definitely told me if he didn’t agree with my actions, but I always knew that he would be there for me.”


  “Throughout my life my father told me he supported me no matter what I wanted to do. It’s an enormous factor. If you receive it from your parents that’s great, if you don’t, it’s an uphill battle. That’s why… choosing a spouse is the most important decision in your life. You need to choose a spouse who believes in you and will give you that unconditional love. The best way to find a spouse like this, I think, is to be lovable.”141


  



  

  Turn Your Body And Mind Into A Wreck


  Buffett: “Think of any car —a genie offers you any car in the world. The catch is that it’s the only car you’ll ever get.”142


  Seeker: “What should I do?”


  Buffett: “You read the manual 10 times, you change the oil twice as often as you need to, you take fastidious care, so that it remains the car of your dreams forever.”


  “You get only one mind and body — the same ones you’ll have at 40,60, etc. You need to take care of them and maximize their potential. It will be too late to take care of your body and mind later on. You can maintain them, but it’s hard or impossible to undo big mistakes or negligence later on. You don’t want to end up with a wreck on your hands.”143


  Munger: “The four closest friends of my youth were highly intelligent, ethical, humourous types, favoured in person and background. Two are long dead, with alcohol a contributing factor, and a third is a living alcoholic — if you call that living.”


  “While susceptibility varies, addiction can happen to any of us, through a subtle process where the bonds of degradation are too light to be felt until they are too strong to be broken. And I have yet to meet anyone, in over six decades of life, whose life was worsened by over-fear and over-avoidance of such a deceptive pathway to destruction.”144


  Seeker: “Keep it coming.”




  

  Only Learn From Your Own Terrible Experiences


  Munger: “Learn everything you possibly can from your own personal experience, minimizing what you learn vicariously from the good and bad experience of others, living and dead. This prescription is a sure-shot producer of misery and second-rate achievement.”


  “I recommend as a memory clue to finding the way to real trouble from heedless, unoriginal error the modern saying: ‘If at first you don’t succeed, well, so much for hang gliding.’”145


  Seeker: “That really hit me.”


  Munger: “Many people have to learn the lessons of life the hard way through really terrible experience. Mark Twain said that a man who picks up a cat by the tail learns something in a way that’s much more effective than any alternative way. But that’s a terrible way to learn things…You shouldn’t have to try it to learn not to pee on an electric fence.”146


  Buffett: “The trick is to learn most lessons from the experiences of others.”147


  Munger: “The more hard lessons you can learn vicariously rather than through your own hard experience, the better148…That is a much more pleasant way to learn.”149


  Buffett: “People always make the same mistakes.”150


  Munger: “You can see the results of not learning from others’ mistakes by simply looking about you. How little originality there is in the common disasters of mankind —drunk driving deaths, reckless driving maimings, incurable venereal diseases, conversion of bright college students into brainwashed zombies as members of destructive cults, business failures through repetition of obvious mistakes made by predecessors, various forms of crowd folly, and so on.”151


  “The other aspect of avoiding vicarious wisdom is the rule for not learning from the best work done before yours. The prescription is to become as non-educated as you reasonable can.”152


  Buffett: “I think you can learn a lot from other people. In fact, I think if you learn basically from other people, you don’t have to get too many new ideas on your own. You can just apply the best of what you see.”153


  Librarian: “And the most efficient way is to learn from wise people —those who already have figured out what works and not and their lessons.”’154


  Buffett: “I would look for the best practices and I would discard the rest… Look at effective individuals and try to figure out why they’re effective.”155


  Seeker: “Yes, like you guys.”


  “Anything else that is useful?”


  Munger: “I think history’s very helpful. It enables you to keep things in perspective…So the history of civilization —and the history of finance and investing—is very useful.”156


  Buffett: “I like history. I like financial history particularly…it’s useful to realize how extraordinary things can happen occasionally.”157


  Librarian: “And it help us to avoid thinking ‘but this time it is different.’ History mostly repeats itself even if it’s never exact. As the Greek historian Thucydides wrote, ‘The events which happened in the past and which (human nature being what it), will, at some time or other and in much the same ways, be repeated in the future.’”158


  “But it seems that every generation forgets the misery of the past and this is maybe why some crisis occurs regularly. Every generation has to get its own head chopped off in its own way.”


  Munger: “Why do we have to repeat the same old follies over and over again in a thin disguise? But evidently we do.”159


  Buffett: “What we learn from history is that people don’t learn from history.”160


  Librarian: “And that everyone is wise after the event. As the proverb says, ‘After the ship has sunk everyone knows how she might have been saved.”’ Seeker “I told you so.”


  Librarian: “Winston Churchill said it well, ‘Want of foresight, unwillingness to act when action would be simple and effective, lack of clear thinking, confusion of counsel until the emergency comes, until self-preservation strikes its jarring gong — these are the features which constitute the endless repetition of history.”161


  Seeker: “I get the message.”


  Librarian: “The French author Andre Gide said, ‘Everything that needs to be said has already been said. But since no one was listening everything must be said again.’”


  Seeker: “OK—enough.”


  Librarian: “Learn from history and when you later see something ask, ‘Have I seen this before or has this happened before and what happened then?’ What normally happens in similar situations? Why should this be any different?”’


  “But learn history’s general lessons and don’t draw the wrong conclusions based on some past events specific and unique circumstances. Take a lesson from Henry Kissinger, ‘History is not, of course, a cookbook offering pretested recipes. It teaches by analogy, not by maxims. It can illuminate the consequences of actions in comparable situations, yet each generation much discover for itself what situations are in fact comparable.”162


  Seeker: “Next misery, please. I think I got this one.”




  

  Use A Hammer As Your Only Tool And Approach Every Complex Problem As If It Was A Nail


  Munger: “You know the old saying: ‘To the man with a hammer, the world looks like a nail.’ This is a dumb way of handling problems.”16 Librarian “The opposite is also true —If you define every problem as a nail, the only tool you look for is a hammer.”


  Seeker: “Or like the saying, ‘For every married woman every problem looks like a husband.’”


  “Sorry, I couldn’t resist but you better explain this —remember whom you talking to.”


  Munger: “One tends to use only models from one’s own segment of a discipline, ignoring or under weighing others…too few denizens see the whole picture.”164


  Librarian: “People often define problems in ways that fit their tools. They apply the same solution to every problem. And many times because they have a vested interest in using their own discipline to solve a problem’


  Munger: “What happens is that people are trained in economics or engineering or marketing or investment management or something else. So they learn a few models and then they run around trying to solve all their problems with a limited number of models. And they don’t really understand how their models intermix with other people’s models.


  “Furthermore, the more powerful and useful is any model, the more error it tends to produce through overconfident misuse.”1”


  Librarian: “But you don’t have to be that way.”


  Munger: If ‘A’ is narrow professional doctrine and ‘B’ consists of the big, extra-useful concepts from other disciplines, then, clearly, the professional possessing ‘A’ plus ‘B’ will usually be better off than the poor possessor of ‘A’ alone. How could it be otherwise?”167


  “The only antidote for being an absolute klutz due to the presence of a man-with a-hammer syndrome is to have a full kit of tools. You don t have just a hammer. You’ve got all the tools.”168


  Seeker: “And the tools are?”


  Munger: “You must know the big ideas in the big disciplines and use them routinely— all of them, not just a few169…and you’re immensely wiser than others170…A, it gives perspective. B, it gives a way for you to organize and file away experience in your head, so to speak.”171


  “And because the really big ideas carry about 95% of the freight, it wasn’t at all hard for me to pick up about 95% of what I needed from all the disciplines and to include use of this knowledge as a standard part of my mental routines.”172


  Seeker: “What big ideas?”


  Librarian: “Some big ideas and fundamental universal principles from all the big disciplines that describe how the world works and that help us consider the big picture or many aspects of an issue — ideas that can handle a wide range of problems, issues and situations.”


  Munger: “You need the best 100 or so models from microeconomics, physiology, psychology particularly, elementary mathematics, hard science and engineering [and so on].”173


  “Those are all great big, models of considerable generality that are useful over and over again.”174


  Seeker: “Why do I need so many models?”


  Munger: “Isn’t reality multidisciplinary, so that you have to use the tools of all the disciplines to solve the complex problems?175…Broadscale problems, by definition, cross many academic disciplines. Accordingly, using a unidisciplinary attack on such problems is like playing a bridge hand by counting trumps while ignoring all else.”176


  “And I have worked hard to avoid that problem and of course if you grab the big ideas in all the disciplines by definition you’re a man with multiple tools so you’re less likely to commit the inanities of the people who twist every problem into being a nail.”177


  Librarian: “Take psychology professors as an example of ‘nail-twisters.’” Munger “First, academic psychology…lacks intradisciplinary synthesis. In particular, not enough attention is given to lollapalooza effects coming from combinations of psychological tendencies.”178


  Seeker: “Lollapalooza?”


  Librarian: “Some extraordinary or extreme result.”


  Munger: “In the social sciences, really extreme results almost always come from a confluence of factors operating in the same direction.”179


  Seeker: “Go on.”


  Munger: “And, second, there is a truly horrible lack of synthesis blending psychology and other academic subjects180… each professor didn’t even know the models of the other disciplines, much less try to synthesize those disciplines with his own181…But only an interdisciplinary approach will correctly deal with reality.”182


  “The lack of synthesis probably reflects the standard curse of academia that tends to reward what Jacob Viner, the great economist, called truffle hounds, animals trained to such a narrow purpose that they were no good at anything else.”183


  Seeker: “Good lesson — I try avoid nail twisting then.” Librarian “Do you want to get smart?”


  Seeker: “Of course, don’t we all?”


  Munger: “If you want to get smart, the question you have to keep asking is ‘why, why why?’184


  Librarian: “And when you try to find out the ‘why’, look for the most fundamental explanation. And, of course, to do that you got to know the main big ideas.”


  Munger: “I always liked Occam’s razor. That is a wonderful way to think.”185


  “You can never make any explanation that can be made in a more fundamental way in any other way than the most fundamental way…the most fundamental ideas…the more fundamental body of knowledge. ’


  Librarian: “Occam is also about not using complicated explanations or theories where simple ones will do —the one requiring the least assumptions needed to explain something or free of irrelevant factors or the simplest in the sense of the more obvious and natural explanation Seeker “To quote Dr. House, ‘The simplest explanation is almost always somebody screwed up.’”187


  Librarian: “Similar to Hanlon’s razor, ‘Never attribute to malice that which is adequately explained by stupidity.’ Just remember that Occam is a rule of thumb —not an absolute law.”


  Munger: “The tradition of always looking for the answer in the most fundamental way available188…to the more fundamental body of knowledge189… saves a lot of time in this world.”190


  Librarian: “And this is very hard to do if you don’t have some knowledge of some basic ideas of how the world works.”


  Seeker: “Good point.”


  Munger: “You can argue that Einstein’s whole career was just a marvelous demonstration of Occam’s razor. E = me2 is a pretty simple idea but think of the power of it.”191


  Librarian: “Just remember, there is often more than one cause. What we try to do is to understand the strongest influencers of an outcome —the fundamental causes or key factors—not all of them.”


  Munger: “Einstein developed — some people say —a corollary, a countercorollary to Occam’s razor. I don’t know if it is true but I have seen Einstein quoted with this observation over and over again. ‘Everything should be made as simple as possible but not simpler.’ Well, if Einstein didn’t say that, he should have said it.”192


  Librarian: “Call it Einstein’s razor and as you can see this is similar to Occam’s, with the addition that Einstein warns about over-simplifying complex matters —especially when we deal with complex systems — systems with a lot of interactions. For example, ecosystems, the human body, social organizations, infrastructures, or the economy.”


  Munger: ” Because this is a very sound idea, I later developed a supplement to that corollary. And my supplement to Einstein’s corollary about Occam’s razor was: In messy social science, if the result you are observing is a Lollapalooza, look for a confluence of multiple causes, multiple forces operating in the same direction.”193


  Librarian: “An expanded version of the Occam trick is to always try to simplify things to their essence —the fundamental or most important aspect of something—the core.”


  “Even here Einstein’s dictum is valid; simplify to the essence of the matter, but not further.”


  Buffett: “Charlie’s got the best 30-second mind in the world194…If I call him and describe a problem to him, any kind of a situation, he gets to the essence of it immediately.”195


  Librarian: “You both have an amazing ability to see the essence of things quickly —to simplify complex matters and distill complex problems to its essentials — the critical things that really matter.”


  “You are the definition of what Douglas Hofstadter once told me was a great thinker, ‘Being able to reliable ‘sniff’ what counts in a complex situation and to reliably put one’s finger on it (and, conversely, to ignore what doesn’t count) is the trick of thinking well.’”


  Seeker: “I can see I have a lot to learn.”


  Librarian: “There is a lesson here—just like we give you some key factors for what doesn’t work and what does work —always try to determine what the key factors or causes for what you want to achieve are and then make sure you get them right. And you can’t do this if you don’t first get your toolbox of ideas.”


  “We also need to look for the Achilles heel —the key factor that could turn someone or a system into a catastrophe.”


  Buffett: “When we make decisions, we focus on the most important thing.”196


  Seeker: “I get it. Independent of if I’m looking for investment success, getting a good job, great friends, a spouse or what have you, I should try to figure out what the one or two most important factors for success are and focus on them. Or to take the Jacobi approach —the key factors for misery in those areas.”


  Librarian: “Often the case is that if you can find the key factors it answers everything. And if you can’t, you get nowhere.”


  Seeker: “I like this Occam trick —seems very efficient.”


  Librarian: “We focus on efficiency where it makes sense. When we know we are doing the right things and we know what we want to achieve, we focus on the most efficient way- efficient evaluations, processes, use of time, etc.”


  Munger: “There’s such a general efficiency with Berkshire…Berkshire’s system of decentralization is the most efficient kind of organization you can possibly have.”197


  Librarian “As the late golfer Tommy Armour said,‘Simplicity, concentrat ion, and economy of time and effort have been the distinguishing features of the great players’ and great teachers’ methods…the frustrated ones lost their way to glory by wandering in a maze of detail.”’198


  Seeker: “I love this. Give me an example of some big ideas I need to know.”


  Munger: “The engineering idea of a backup system is a very powerful idea. The engineering idea of breakpoints—that’s a very powerful model, too. The notion of a critical mass —that comes out of physics —is a ven powerful model.”199


  Seeker: “Earlier you said, ‘psychology particularly,’ why?”


  Buffett: “It is very important to know how human beings act.”200


  Librarian: “And a lot of these psychological tendencies influence us subconsciously.”


  Seeker: “And some tendencies are…”


  Librarian: “For example, we want to be liked and matter, we reciprocate, imitate, hate losses and takeaways, and stick to our decisions and rationalize them.”


  Seeker: “Tell me more about, say, reciprocation.”


  Librarian: “We give back what we have received —like favors, disfavors, concessions, information, attitudes and treatments.”


  Seeker: “Like the saying ‘As you sow, so shall you also reap.’”


  Librarian: “Yes, so if people give back what they receive, what then works is to give people what we want in return from them.”


  “As Confucius said, ‘Never impose on others what you would not choose for yourself.’”201


  Munger: “The concept is to treat the other fellow the way that you’d like to be treated if the roles were reversed.”202


  Librarian: “Go first with the behaviour you want in return. If you want a positive attitude, you give one first.”


  Buffett: “Good behaviour by each party begets good behaviour in return203…


  Almost always good things come from good behaviour.”204


  Librarian: “You get out what you put in. Someone wiser than me once said, ‘You can never get more out of your work, your surroundings, your friends, and of life itself than you put in. If you are generous, you will meet generosity. If you help others to solve their problems, they will help you. If you give trust, you meet trust.’”


  Seeker: “And what doesn’t work?”


  Librarian: “To do to others what you do not want them to do to you. To quote Dr. House again, ‘What usually happens when you poke something with a stick? It pokes back.’”205


  “As you can see —I follow Lord Peter Wimsey —‘I always have a quotation for everything —it saves original thinking.’”206


  Munger: “We see the extreme power of the tendency to reciprocate disfavors in some wars, wherein it increases hatred to a level causing very, brutal conduct.”207


  Librarian: “Our obligation of giving back also creates the possibility of uninvited favors, bribes, unfair exchanges or concessions.”


  Seeker: “Uninvited favors?”


  Librarian: “Yes, some use the principle to manipulate you. For example, there is a reason why drug companies spend money on ‘gifts’ to doctors; suppliers on customers; or corporations on politicians. They all create an obligation to pay back.”


  Munger: “Wise employers, therefore, try to oppose reciprocate-favor tendencies of employees engaged in purchasing. The simplest antidote works best: Don’t let them accept any favors from vendors.”


  “Sam Walton agreed with this idea of absolute prohibition. He wouldn’t let purchasing agents accept so much as a hot dog from a vendor.”208


  Seeker: “Some more big ideas—say from math?”


  Librarian: “Compound interest.”


  “Assume you have $100,000 to invest and you sit on your ass for 20 years. Company A give you a 10% compound annual return for 20 years and Company B, 20%. Which one do you choose?”


  Seeker: “I will of course invest in Company B since it gives me twice the money after 20 years.”


  Librarian: “Yes B —and this is the magic of compounding at high returns — the difference isn’t double but close to 6 times. $100,000 invested at 10% compounded annually amount to roughly $673,000 after 20 years and at 20%, $3.8 million. After 30 years the difference increases to close to 14 times.”


  Buffett: “Such…geometric progressions illustrate the value of either living a long time, or compounding your money at a decent rate ” |orj…A combination of both.”210


  “It is always startling to see how relatively small differences in rates add up to very significant sums over a period of years211…Below are shown the gains from $100,000 compounded at various rates:
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  “It is obvious that a variation of merely a few percentage points has an enormous effect on the success of a compounding (investment) program. It is also obvious that this effect mushrooms as the period lengthens.”212


  Librarian: “Patience needed.”


  Buffett: “Compound interest is a little bit like rolling a snowball down a hill. You can start with a small snowball and if it rolls down a long enough hill…and the snow is mildly sticky, you’ll have a real snowball at the end213…It’s better if you’re not in too much of a hurry and keep doing sound things.”214


  “Berkshire was a small business at one time. It just takes time. It is the nature of compound interest. You can’t build it in one day, or one week.”215


  Seeker: “Amazing, I really need to learn this idea…And of course, other ideas too—as you said, I need all the tools.”


  Munger: “And you’ve got to have one more trick. You’ve got to use those tools checklist-style because you’ll miss a lot if you just hope that the right tool is going to pop up unaided whenever you need it.”216


  Seeker: “OK, then, but what ideas should a guy like me learn —because I for sure never learned anything useful at the university. To be honest though, I never really listened.”


  Munger: “A lot of what’s taught in higher education isn’t very useful to those learning it, and a lot of the people who are taught wouldn’t leam anything anyways.”217


  Seeker: “I deserved that one.”


  Librarian: “Usefulness is a great criterion. Rousseau said, ‘Real wisdom is not the knowledge of everything, but the knowledge of which things in life are necessary, which are less necessary, and which are completely unnecessary to know.’”


  “And what could be more useful than learning the big and timeless principles that tell you how the world works —how reality works, how human nature works —so you know what to do or not do in different situations.”


  Munger: “All this stuff is really quite obvious and yet most people don’t really know it in a way where they can use it.”218


  Librarian: “Yes, and the reason is often that they don’t really understand the idea. And as John Stobaeus said, ‘What use is knowledge if there is no understanding?219…To know when and how to use an idea means you must really understand it. As George Santayana said, ‘To understand…is to know what to do.’”220


  “So learn what you need to learn in a way that is useful for you and learn it in a way so you know how, where and when to best use it. As Charles Spurgeon said, ‘Wisdom is, I suppose, the right use of knowledge. To know is not to be wise. Many men know a great deal, and are all the more fools for what they know. There is no fool so great a fool as a knowing fool. But to know how to use knowledge is to have wisdom.’”221


  Seeker: “Good test.”


  Librarian: “You also need judgment. Some people know a lot but they still do fatal things —their heads may be filled with knowledge but empty of judgment.”


  “One more thing, you need to understand how ideas within a discipline and between disciplines interact and combine.”


  Munger: “When four or five forces from these models come together to operate in the same direction…you get lollapalooza effects—which can make you rich or they can kill you.”222


  Seeker: “The big effects again.”


  Munger: “Really big effects, lollapalooza effects, will often come only from large combinations of factors. For instance, tuberculosis was tamed, at least for a long time, only by routine combined use in each case of three different drugs.”223


  “This is the way you win big in the world —by getting two or three forces working together in the same direction.”224


  Seeker: “Since I have lost big, tell me more about how I can win big.”


  Munger: “Extreme success is likely to be caused by some combination of the following factors:


  

    	

      Extreme maximization or minimization of one or two variables.


    


    	

      Adding success factors so that a bigger combination drives success, often in non-linear fashion, as one is reminded by the concept of breakpoint and the concept of critical mass in physics. Often results are not linear. You get a little bit more mass, and you get a lollapalooza result.


    


    	

      An extreme of good performance over many factors.


    


    	

      Catching and riding some sort of big wave.”225


    


  


  Seeker: “What do you mean with ‘big wave’?”


  Munger: “When…new businesses come in, there are huge advantages for the early birds. And when you’re an early bird, there’s a model that I call ‘surfing’ — when a surfer gets up and catches the wave and just stays there, he can go a long, long time. But if he gets off the wave, he becomes mired in shallows…But people get long runs when they’re right on the edge of the wave —whether it’s Microsoft or Intel or all kinds of people, including National Cash Register in the early days.”226


  Seeker: “I like your lollapalooza thinking.”


  Munger: “I’ve been searching for lollapalooza results all my life, so I’m very interested in models than explain their occurrence.”227


  Librarian: “And often a couple of factors are so critical that if they are in place, much of the rest automatically follows.”


  Seeker: “I better have an example — make it a bad Lollapalooza one.”


  Librarian: “One example is Moonie conversions, where they brainwash normal kids and turn them into zombies.”


  Munger: “[They] manipulate targets into situations combining isolation and stress. The isolation strengthens the social proof…and the stress, often increased by fatigue, augments the targets’ susceptibility to the social proof…One cult even used rattlesnakes to heighten the stress felt by conversion targets.”228


  Seeker: “Social proof?”


  Librarian: “People have a tendency to be influenced by what other people do.”


  “Another tendency they use is ‘liking’ where the recruiters use various strategies to get you to like them.”


  Seeker: “What’s bad with that?”


  Librarian: “We trust and are easily influenced or mislead by people we like or love.”


  Munger: “It…makes the like or lover tend (1) to ignore faults of, and comply with wishes…(2) to favor people…merely associated with the object of his affection.. .and (3) to distort other facts to facilitate love.”229 Seeker “So if I am more influenced by people I like, how do they do it.. .1 mean, what makes us like someone?”


  Librarian: “For example, we like those who are similar or familiar to us, or people that flatter us —for example by making us feel special and welcome—and give us compliments.”


  “We also like those who are physically attractive, popular, cooperative, or people we have positive associations with.”


  Seeker: “You mean I like and trust people more when they look attractive?”


  Librarian: “Yes, but don’t be fooled by physical appearance —what you see isn’t always what you get —in many cases where you strip away the outer layers you’ll find an empty shell.”


  Seeker: “Similar, in what way —you mean people who are like me?” Librarian “Yes, like attracts like…people who are most like you —with the same background, attitudes on politics, lifestyle, interest, attitude, looks, and values.”


  “When people look like you, dress like you, talk like you and have the same hobbies as you—you like and trust them.”


  Munger: “Who doesn’t like his own image looking back at him?”230 Librarian “This tendency is really about our basic need to be liked. We like those who like us because we like to be liked, matter, be needed, recognized, appreciated and belonging —no one likes to be criticized or ignored. And when we feel people like us, we like them back.”


  “And our need to be liked contributes heavily to social conformity.”


  Buffett: “Who doesn’t like to be liked and…who does not want to avoid being a person they can’t stand.”231


  Munger: “Man…like and love being liked and loved…and man will generally strive, lifelong, for the affection and approval of many people not related to him.”232


  Librarian: “Mary Kay Ash once said, ‘It’s so simple, yet makes such a difference. Pretend that every single person you meet has a sign around his or her neck that says, ‘Make me feel important.’”233


  Buffett: “I like appreciation. I like the fact that by and large our shareholders are appreciative. I’ve got an audience that I like and that’s what causes me to work when I don’t need the money.”234


  Seeker: “Assuming your managers I assume.”


  Munger: “Everybody likes being appreciated and treated fairly, and dominant personalities who are capable of running a business like being trusted.”235


  Buffett: “I like applause and if I like applause then I’m sure they like applause. And what they really like is intelligent applause from a real critic, and they get that when they get that from me.”236


  Munger: “All human beings work better if they get…reinforcement…If there are constant rewards for doing well…you will be driven to do more of the same.”


  “Don’t you think it would maybe be a good idea to direct some of that reinforcement to the people who are important to you —because there’s an old saying: If you want to be happy in marriage, improve yourself as a spouse before you try to improve your spouse’s qualities as a spouse.”237


  Librarian: “Happy wife, happy life and miserable wife, miserable life.”


  Seeker: “Guilty!”


  “Anyway, imagine having your kid lost to the Moonies. This Lollapalooza stuff of how things combine is really important.”


  Munger: “They do four, five or six things at once —and the ‘conversion’ process works to create the ‘snap’ in a sadly high fraction of cases.


  Seeker: “Is there any trick I can use to protect myself from being manipulated?”


  Munger: “I’ve gotten so that I now use a kind of two-track analysis. First, what are the factors that really govern the interests involved, rationally considered? And second, what are the subconscious influences where the brain at a subconscious level is automatically doing these things -which by and large are useful, but which often misfunction.”


  “One approach is rationality —the way you’d work out a bridge problem: by evaluating the real interests, the real probabilities and so forth. And the other is to evaluate the psychological factors that cause subconscious conclusions — many of which are wrong.”239


  Librarian: “As Agatha Christie’s Poirot says, ‘There is always a motive.”’ Seeker “Just so I get the importance of this I would appreciate one more extreme example.”


  Munger: “It is the unlikely extremes in outcome —good and bad —that often instruct best.”240


  Seeker: “Can you give me an example from the corporate world?”


  Librarian: “Take for example, the institution of the board of directors.”


  Munger: “Well, the top guy is sitting there, he’s an authority figure241… everybody defer—subconscious tendency number one242…He’s doing asinine things, you look around the board, nobody else is objecting, social proof43…subconscious tendency number two.”244


  “In social proof, it is not only action by others that misleads but also their inaction. In the presence of doubt, inaction by others becomes social proof that inaction is the right course.”24 ’


  Seeker: “I assume ‘authority figure’ has a meaning?”


  Librarian: “We tend to automatically believe and defer to authorities.


  Munger: “We’re all subject to control to some extent by authority figures, particularly authority figures who are rewarding us.”246


  “It’s incredible the reciprocity that happens when CEOs keep recommending that directors get paid more, and then the directors raise the CEO’s pay.247… He’s flying you around in the corporate airplane to look at interesting plants, or whatever in hell they do, and you go and you really get extreme dysfunction as a corrective decision-making body in the typical American board of directors.”24*


  Librarian: “And then you have the incentive and independence issue —are most directors really independent?”


  Buffett: “The so-called independent directors are receiving $200,000 to $300,000 per year, but they are not independent. How would you feel about going to work 4-6 days per year with pleasant company, prestige, and pay of $300,000 per year? I’m assuming you’d like to get another job like that.”249


  Seeker: “Of course.”


  Buffett: “A director whose moderate income is heavily dependent on directors’ fees —and who hopes mightily to be invited to join other boards in order to earn more fees —is highly unlikely to offend a CEO or fellow directors, who in a major way will determine his reputation in corporate circles.”250


  Munger: “A director who gets $150,000 per year from a company and needs the money is not independent.”251


  Buffett: “There are a number of directors at any company that are making two or three hundred thousand dollars a year, and that money is important to them. And what they really hope is they get invited to go on other boards. Now if a CEO comes to another CEO and says, I hear you’ve got so-and-so on the board, we need another woman or whatever it may be, oh, she will behave.”252


  Seeker: “It’s a lot of money. I would keep quiet for less.”


  Buffett: “If they say she raises hell at every meeting, she’s not going to be on the next board. On the other hand, if they say she’s constructive, her compensation committee recommendations have been spot on, et cetera, she’s got another $300,000 a year job. That’s the real world.”253


  Seeker: “But surely these so called ‘independent directors’ understand they are not independent?”


  Munger: “Maimonides said …‘A man is always going to be straight in his own eyes’254…You squelch by denial what you’ve recognized would make you think ill of yourself or would interfere with your income255.. .It’s human nature—people will rationalize all sorts of things to get paid.”256 Seeker “What is true independence then?”


  Buffett: “Independence is a state of mind257.. .The willingness to challenge a forceful CEO when something is wrong or foolish.. .The place to look for it is among high-grade people whose interests are in line with those of rank-and-file shareholders —and are in line in a very big way.”256


  Munger: “I think you get better directors when you get directors who don’t need the money. When it’s half your income and all your retirement, you’re not likely to be very independent. But when you have money and an existing reputation that you don’t want to lose, then you’ll act more independently.”259


  Librarian: “Like Berkshire’s board.”


  Buffett: “Most of our directors have a major portion of their net worth invested in the company. We eat our own cooking.”260


  “The bottom line for our directors: You win, they win big; you lose, they lose big. Our approach might be called owner-capitalism. We know of no better way to engender true independence.”261


  Librarian: “We need more people like Elihu Root.”


  Munger: “Elihu Root, probably the greatest cabinet officer we ever had, said one of my favorite comments: ‘No man is fit to hold public office who isn’t perfectly willing to leave it at any time.’”262


  “But the man who has a lot to lose from leaving his office is going to be very loathe to be an independent director263.. .Is a director really fit to make tough calls who isn’t perfectly willing to leave the office at any time? My answer is no.”264


  Seeker: “Are there any other qualities you think is important for a director to have?”


  Buffett: “In addition to being independent, directors should have business-savvy, a shareholder orientation and a genuine interest in the company.”265


  “There are a lot of people on boards that are very smart people but they don’t know anything about business.. ..there are loads of those people on corporate boards in America that have big names and they have no idea how to run a lemonade stand. And it’s nothing wrong with them —they know how to do very well what they do. So you need business savvy, you need a shareholder orientation, which is lacking in a great many directors. You need interest, they’ve gotta want to show up because they’re actually interested in the business, and not because they’re interested in the fee or something.”266


  Seeker: “But you got the right people.”


  Buffett: “We have an extraordinarily knowledgeable and business-oriented board of directors…None took the job for the money…They receive their rewards instead through ownership of Berkshire shares and the satisfaction that comes from being good stewards of an important enterprise.”267


  Seeker: “And how common are these qualities in boards?”


  Buffett: “Over a span of 40 years, I have been on 19 public-company boards (excluding Berkshire’s) and have interacted with perhaps 250 directors. Most of them were ‘independent’ as defined by today’s rules. But the great majority of these directors lacked at least one of the three qualities I value. As a result, their contribution to shareholder well-being was minimal at best and, too often, negative. These people, decent and intelligent though they were, simply did not know enough about business and/or care enough about shareholders to question foolish acquisitions or egregious compensation.”268


  Seeker: “I always believed the board of directors did the right things. And now you tell me reality doesn’t work that way?”


  Buffett: “I’ve never seen a director who needs the money oppose an acquisition or executive compensation.”269


  Seeker: “But you spoke?”


  Buffett: “My own behaviour, I must ruefully add, frequently fell short as well: Too often I was silent when management made proposals that I judged to be counter to the interests of shareholders.”270


  Seeker: “You too? Why?”


  Buffett: “Boardroom atmosphere.. .collegiality trumped independence271…Boards are in part business organizations and in part social organizations…usually your people have achieved some standing, perhaps, in the community. So they’ve learned how to get along with other people. And they don’t suddenly change their stripes when they come into a board meeting272…you feel that the group around you, in terms of social behaviour, can only tolerate a certain amount of obnoxiousness on your part. So you have to ration it out. You save yourself for big ones. It’s not necessarily an easy equation.”273


  “So there’s a great tendency to behave in a socially acceptable way and not necessarily in a business maximization way. The motives are good; the behaviour is formed by decades earlier.”274


  Librarian: “And people don’t want to reject the CEO.”


  Buffett: “Relations between the Board and the CEO are expected to be congenial. At board meetings, criticism of the CEO’s performance is often viewed as the social equivalent of belching.”275


  Librarian: “Take for example when the CEO makes an acquisition proposal.”


  Buffett: “The nature of acquisitions is that they get to the board at a point where if you turn them down you are rejecting the chief executive, you are embarrassing him in front of his troops, you’re doing all kinds of things. So, it just doesn’t happen.”


  “I have seen board after board approve deals that afterwards the board members say, ‘you know, I really didn’t think it was a very good idea but what could we do about it?’”276


  Librarian: “And you can imagine what can happen when you have the wrong figure at the top.”


  Buffett: “The real issue is mediocrity — there are too many .240 hitters on boards. Businesses often settle for a notch or two above mediocrity — there are strong human instincts at work.”277


  “If Frank Solich at Nebraska has a mediocre quarterback or whatever, he’s gotta do something about it or he won’t be coaching next year. When a Fortune 500 company has a mediocre CEO —a perfectly decent guy, good family man, a friend of yours or picked you for the board, what’s your incentive to, perhaps, you know, to get rid of him? It isn’t going to happen.”278


  Munger: “The obvious implication: Be careful whom you appoint to pow er because a dominant authority figure will often be hard to remove.279”


  Seeker: “But I always believed directors had a lot to say.”


  Buffett: “As a director, you can’t remotely tell management what to do. All of this stuff you read in the press about the board setting strategy is baloney. As a board member, you can do practically nothing. If a CEO thinks a director is smart and on his side, he’ll listen to some degree, but ninety-eight percent of the time, he’ll do what he wants to anyway.”280”


  Munger: “Averaged out, the CEO does what he wants to do —and the board says ‘yes’. Anything else is rare. The culture just works that way.”281


  Buffett: “In almost sixty years of investing, we’ve found it practically useless to give advice to anyone.”282


  Seeker: “I hear you saying this is what happens, but should it happen this way?”


  Buffett: “Well, no, obviously you know everybody would speak freely and all of that sort of thing, and dialogue would be encouraged and the chairman would love to hear reasons why his ideas were no good, but it isn’t quite that way.”283


  Munger: “If you’re counting on the outside directors to fix bad management, you’re in trouble.”284


  “The outside directors on a corporate board usually display the near ultimate form of inaction. They fail to object to anything much short of an axe murder until some public embarrassment of the board finally causes their intervention.”285


  Buffett: “Charlie and I have been on boards of companies in which we’re among the largest shareholders — and even then —we’ve had very little luck changing behaviour. So we think that if you buy stock in a company, you’d better not count on being able to change their course of action.”286


  “So as a matter of investment technique and maybe as a matter of avoiding stress in your life and all of that sort of thing…it’s better to be in with a management you’re sympatico with than simply to be in a great business where the management is bent on doing things that don’t make sense to you.”287


  Seeker: “This was news for me.”


  “At any rate, it seems awfully tough to learn all these models and stuff.”


  Munger: “Instead, it turns out that the truly big ideas in each discipline, learned only in essence, carry most of the freight. And they are not so numerous, nor are their interactions so complex, that a large and multidisciplinary understanding is impossible for many, given large amounts of talent and time.”288


  “I would argue that what Berkshire has done has mostly been using trivial knowledge289…The more basic knowledge you have the less new knowledge you have to get.”290


  Seeker: “Please explain.”


  Librarian: “There are a few timeless and time-filtered ideas or principles that account for a lot of observations.”


  Munger: “The trick is to have your brain work better than the other person’s brain because it understands the most fundamental models — the ones that will do the most work per unit. In science, just a few formulas will correctly make an enormous percentage of all predictions. And similarly, in messy practical life, certain models will carry a lot of extra weight.”291


  “You just have to know a few things and know them very well.”292 


  Buffett: “You really should understand human behaviour if you’re going to run a business.”293


  Seeker: “Have you always used ideas from different disciplines?”


  Munger: “For some odd reason, I had an early and extreme multidisciplinary cast of mind. I couldn’t stand reaching for a small idea in my own discipline when there was a big idea right over the fence in somebody else’s discipline. So I just grabbed in all directions for the big ideas that would really work.”294


  “I have this thing about always putting things in context and seeking synthesis. I’ve done this all my life. It has turned out to be very remunerative.”295


  Seeker: “But how can I remember all the models or ideas that you tell me I need to learn?”


  Munger: “Once you have the ideas, of course, you must continuously practice their use. Like a concert pianist, if you don’t practice you can’t perform well. So I went through life constantly practicing a multidisciplinary approach.”296


  “A wise man engaged in learning some important skill will not stop until he is really fluent in it.”297


  Seeker: “I see I have some work to do in front of me —if I can work up the energy.”


  Librarian: “Wouldn’t it be worth practising to reduce the chance of getting into all the mess you have experienced in life — wouldn’t a little preparation and prevention have paid off?”


  Munger: “More important than the will to win is the will to prepare.”298


  Buffett: “Predicting rain doesn’t count; building arks does.”299’


  Librarian: “It’s all about understanding the ideas that tell you how the world really works and then make sure you are aligned with those realities.”


  “On the other hand —I believe people end up getting the brain they deserve.”


  Munger: “It’s amazing how resistant some people are to learning.”300


  Buffett: “Especially when it’s in their own interest to learn.”301


  Munger: “Most people are happy in the shallows. After all, there is always somebody that’s in a shallower place.”302


  Librarian: “You can’t get something for nothing. You have to work at it.


  You need to put some time and energy in it.”


  “As the saying goes, ‘The only free cheese is in the mousetrap.


  But who has ever seen a happy mouse in there.’”


  Seeker: “Stop —I get the message —you have convinced me.”


  “Now tell me some more things that don’t work.”




  

  Go Through Life With Unreasonable Expectations


  Munger: “It’s much more fun going through life constantly exceeding your expectations instead of being disappointed, so the secret of human felicity is not vast ambition, it’s low expectations.”303


  Librarian: “And have proper expectations on the people that you influence.” Munger “What we don’t like in modem capitalism is the expectations game. It’s not the kissing cousin of evil; it’s the blood brother.”304


  Buffett: “People who predict precisely are either kidding themselves or others. We’ve seen people get their egos involved. And everyone in the organization knows what the CEO has promised in public. It’s setting up a system that sets up financial or psychological pressure for people to do things they probably don’t want to do. It’s a terrible mistake. ’305


  Munger: “We try and talk down expectations. We don’t want to be surrounded by people with unreasonable expectations. In a [romantic] relationship, how much sense would it make [to have the other person expecting a whole lot from you]?”306


  Seeker: “Some other thing that cause folly?”




  

  Only Take Care Of Your Own Interest


  Munger: “Another thing that often causes folly and ruin is the ‘self-serving bias’ often subconscious, to which we’re all subject307… I’ve underestimated this phenomenon all my life.”308


  Librarian: “As the saying goes, “Every bird sings its own song.’”


  Munger: “You think that ‘the true little me’ is entitled to do what it wants to do.”309


  Seeker: “What should I do then?”


  Munger: “Of course you…want to get self-serving bias out of your mental routines. Thinking that what’s good for you is good for the wider civilization, and rationalizing foolish or evil conduct, based on your subconscious tendency to serve yourself, is a terribly way to think.”


  “And you want to drive that out of yourself because you want to be wise, not foolish, good, not evil.”310


  Librarian: “Another thing to remember is that when you take care of others interests and needs, you often take care of your own. As the late Zig Ziglar said, ‘You can get everything in life you want if you will just help enough other people get what they want.”’311


  “The key to sustainable success in ail kinds of relationships is to look for and make the relationship win/win. And win/win doesn’t happen if one side doesn’t see the deal as a win, even if the other party sees it as a win. It must be a win for all parties involved, when taken from each party’s respective point of view.”




  

  Blindly Trust And Follow The Recommendations Of Advisors And Salesmen


  Munger: “You also have to allow, in your own cognition and conduct, for the self-serving bias of everybody else, because most people are not going to be very successful at removing such bias, the human condition being what it is.”312


  Seeker: “But shouldn’t I at least trust my advisors?”


  Munger: “All commissioned salesmen have a tendency to serve the transaction instead of the truth.”313


  Librarian: “We all see life from our own angle and that includes all wonderfu I advisors and salesmen like lawyers, accountants, doctors, consultants, etc. And what is good and harmless for them may not be good for you.”


  Seeker: “Even doctors?”


  Munger: “I can give an example that surprised me. I’m used to doctors who think a procedure that’s good for them is good for you. They’re wrong. But in Redding, California a couple of doctors rose who gave everybody who consulted them open heart surgery. They convinced themselves that everybody needed open heart surgery. A normal heart was a widow maker. If you replaced it with carbon or nylon or something, they were way better off. They did massive amounts of open heart surgery.”


  “They had the feeling they were doing the right thing and really helping the patients. That surprised me. I’m always being surprised by something like that. It seems impossible. How could anybody behave that way? How could it go on for year after year?”314


  Seeker: “What a horrible story.”


  Munger: “It’s incentive-caused bias. They were making money and status, and they were demonstrating skills and so forth. It’s so extreme, you’d think that couldn’t happen. If it did happen, you’d think it would be identified by other people early. It ran on for years.” ‘


  Seeker: “Any other ‘salesmen?’”


  Munger: “Consider the presentations of brokers selling commercial real estate and businesses. I’ve never seen one that I thought was even within hailing distance of objective truth. In my long life, I have never seen a management consultant’s report that didn’t end with the same advice: ‘This problem needs more management consulting services.’”316


  Buffett: “People marketing one fad or another in management tend to make it a little bit more complicated than necessary so that you have to call in the high priest. If all that really counts is the Ten Commandments, then it’s very tough on religious counselors — it just doesn’t make it complicated enough… it’s hard to write a 300-page book that just says, ‘Listen to your customer.’”317


  “After all, what witch doctor has ever achieved fame and fortune by simply advising ‘Take two aspirins’?”318


  Librarian: “And then we have the action-encouraging stock brokers. I hey advise us what to buy and sell. Volume creates commissions. So they have a strong incentive to get us to trade and do deals regardless of what’s in our best interest.”


  Buffett: “One of the ironies of the stock market is the emphasis on activity319… Like the Doctor who gets paid on how often to get you to change pills. If he gave you one pill that cures you the rest of your life, he would make one sale, one transaction and that is it. But if he can convince you that changing pills every day is the way to great health, it will be great for him and the prescriptionists. You won’t be any healthier and you will be a lot worse off financially. You want to stay away from any environment that stimulates activity.”320


  “If you go to a dentist who gets paid by the number of teeth he pulls out, you better think ahead about what teeth you want to be pulled out.”321


  Seeker: “I once invested 50% of my retirement savings with an investment advisor that promised to double my money in a year in something called the LHIW project with no chance of a loss. And his projections were wonderful.”


  “My advisor made a lot of money but sorry to say, I lost it all. I felt like Groucho Marx when he said, ‘I worked myself up from nothing to a state of extreme poverty.’”322


  “Afterwards I found out that LHIW was short for ‘Let’s Hope It Works.’”


  Buffett: “When someone with experience proposes a deal to someone with money, too often the fellow with money ends up with the experience, and the fellow with experience ends up with the money.”323


  Librarian: “1 love the saying, ‘A fool and his money are soon parted.’”


  Seeker: “My only excuse is that he was very persuasive.”


  Buffett: “Those who cannot fill your pocket will confidently fill your ear324…Many helpers are apparently direct descendants of the queen in Alice in Wonderland, who said: ‘Why, sometimes I’ve believed as many as six impossible things before breakfast.’ Beware the glib helper who fills your head with fantasies while he fills his pockets with fees.”325


  “I think it’s dangerous to get advice from people where their compensation —and maybe very large compensation —depends on a specific line of advice they give you.”326


  Librarian: “And double your money in one year! If it seems too good to be true, you can bet it’s too good to be true. What was it Kipling said, ‘All is not gold that glitters, and two and two make four.’”327


  Buffett: “And when someone tells you how old-fashioned that math is— zip up your wallet.”328


  “When promised quick profits, respond with a quick ‘no.’”329 


  Munger: “The more anything sounds like easy, free money, the less I tend to believe it.”330


  Seeker: “After your convincing arguments I’ll watch out.”


  Munger: “If you don’t allow for self-serving bias in the conduct of others, you are…a fool.”331


  Librarian: “Whenever you ask a seller or advisor what he recommends or whenever someone tries to sell you something remember…”


  Buffett: “Don’t ask the barber whether you need a haircut.”332


  Seeker: “Or to use your hammer-syndrome, ‘Don’t ask a man with only a hammer what tool he recommends.’ Hope I got that right.”


  Librarian: “The former Washington Post journalist Daniel Greenberg has a variant on the ‘hammer’ when it comes to the use of technology, — which also, of course, is applicable to other things, —‘The creators of a technology constitute the worst possible source of advice as to whether it should be utilized.’”333


  Munger: “Incentive-caused bias requires that one should often distrust, or take with a grain of salt, the advice of one’s professional advisor, even if he is an engineer.. ..Especially fear professional advice when it is especially good for the advisor.”334


  Seeker: “But surely subscribing to investment newsletters can’t be bad?”


  Librarian: “The author John Train said it well, ‘The man who discovers how to turn lead into gold isn’t going to give you the secret for $100 a year.’”


  “Also watch out for situations when people tell you what you want to hear—when it’s not in their own interest to tell you the truth —if they do they may lose their job, your friendship, support or whatever.”


  Seeker: “Like my friend John, he couldn’t afford to disagree with his boss. He’s got a wife and kids to support and a mortgage to pay — he does what he is told and what his boss wants to hear. However dumb it is.”


  Munger: “It reminds me of the saying, ‘Whose bread I eat, his song I sing.’”336


  Librarian: “He has a lot to lose so he won’t bite the hand that feeds him — he may get his head chopped off.”


  Munger: “Generally, the employment relationship — the need for money — causes more terrible cognition than any other single factor.”


  “We want more people who say, ‘Well, you’re my boss. If that is what you want to do, you’ll have to get a different errand boy. I’m not going to do it.’”338


  Seeker: “Whose bread I eat…l like that…Like the so called ‘independent board’ members you mentioned earlier. They play the tune of their paymasters.”


  Buffett: “The typical corporate organization is structured so that a CEOs beliefs and biases are reinforced. Staffs won’t give you any contrary recommendations —they’ll just come back with whatever the CEO wants. And the Board of Directors won’t act as a check, so the CEO pretty much gets what he wants.”339


  Librarian: “A variant of ‘whose bread..’ is Thomas Fuller’s satire about the Vicar of Bray.”


  “‘The vivacious vicar [of Bray] living under King Henry VIII, King Edward VI, Queen Mary, and Queen Elizabeth, was first a Papist, then a Protestant, then a Papist, then a Protestant again. He had seen some martyrs burnt (two miles off) at Windsor, and found this fire too hot for his tender temper. This vicar, being taxed by one for being a turncoat and an inconstant changeling, said, ‘Not so, for I always kept my principle, which is this - to live and die the Vicar of Bray.’”340


  Seeker: “Any more things on your plate that don’t work?”




  

  Mindlessly Imitate The Latest Fads And Fashions


  Buffett: “What doesn’t work is when you start doing things that you don’t understand or because they worked last week for somebody else.”341 


  Munger: “One of my favorite stories is about the little boy in Texas. The teacher asked the class, ‘If there are nine sheep in the pen and one jumps out, how many are left?’ And everybody got the answer right except this little boy, who said, ‘None of them are left.’ And the teacher said, ‘You don’t understand arithmetic.’ And he said ‘No, teacher. You don’t understand sheep.’”342


  Librarian: “It’s the social proof tendency we mentioned earlier—it’s human nature to follow others. But remember the saying, ‘When the blind lead the blind, both shall fall into the ditch.’”


  Buffett: ” It always amazes me how high-IQ people mindlessly imita te. “343 


  Librarian: “Including most of the investment management profession.” 


  Buffett: “Most managers have very little incentive to make the intelligent-but-with-some-chance-of-looking-like-an-idiot decision. Their personal gain/loss ratio is all too obvious: if an unconventional decision works out well, they get a pat on the back and, if it works out poorly, they get a pink slip. (Failing conventionally is the route to go; as a group, lemmings may have a rotten image, but no individual lemming has ever received bad press.)”344


  Munger: “I’m afraid the investing class, the managerial class, and the banking class are more like the sheep then they are like the guy who was willing to say what Sam Goldwyn was reported to have said, which was: ‘Include me out.’ It’s one of my favorite expressions.”345


  Buffett: “You have to forget about all those things. You have to do what works, what you understand, and if you don’t understand it and somebody else is doing it, don’t get envious or anything of the sort. Just go on and wait until you find something you understand.”346


  Librarian: “Josh Billings possibly said, ‘Half of the troubles of this life can be traced to saying yes too quickly and not saying no soon enough.’”


  Seeker: “I wish I had done that when I saw my neighbor buying internet stocks and making a lot of money. Unfortunately, I followed him.”


  Librarian: “Poirot said, ‘If you put your head in the mouth of the lion, you cannot complain if one day he bites it off, eh’?”347


  Buffett: “You can’t stand to see your neighbor getting rich. You know you’re smarter than he is, and he’s doing these things and getting rich. And your wife says that you’re smarter than he is and he’s richer than you are, you know, so why aren’t you doing it.”34,,


  Seeker: “My wife never said that but I see what you mean.”


  Buffett: “Pretty soon you start doing it. And so you get what I call the natural progression, the three I’s: the innovators, the imitators, and the idiots. And that’s what happens. Everybody just kind of goes along. And you look kind of silly if you disagree.”34’


  Librarian: “And when everyone else starts doing it, we soon end up in bubble territory.”


  Buffett: “But bubbles blown large enough inevitably pop. And then the old proverb is confirmed once again: ‘What the wise man does in the beginning, the fool does in the end.’”350


  Seeker: “I am the bigger fool here.”


  Librarian: “As Alice said in Alice’s Adventures in Wonderland, ‘If you drink much from a bottle marked ‘poison’ it is almost certain to disagree with you, sooner or later.’”


  Buffett: “You don’t know how big they will get and you don’t know when they will pop. You don’t know when midnight will hit, but when it does, it turns carriages to pumpkins and mice.. .Some people want to stick around for the last dance, and they thought that a bigger fool would be just around the corner tomorrow351…they…hate to miss a single minute of what is one helluva party. Therefore, the giddy participants all plan to leave just seconds before midnight. There’s a problem, though: They are dancing in a room in which the clocks have no hands.”352


  Seeker: “And probably dancing in the ballroom of the Titanic.” “By the way, what creates…! mean, how do we get a bubble?’


  Buffett: “The only way you get a bubble is when basically a very high percentage of the population buys into some originally sound premise — and it’s quite interesting how that develops —an originally sound premise that becomes distorted as time passes and people forget the original sound premise and start focusing solely on the price action.”


  “Ben Graham…said you can get in a whole lot more trouble in investing with a sound premise than with a false premise.”


  Munger: “He had it right354…bad ideas are born good. A well-intentioned idea of some kind works fine for a while, then stops working and goes into reverse.”355


  “It is so easy for us all to push a really good idea to wretched excess, as in the case of the Florida land bubble or the ‘nifty fifty’ corporate stocks.”356


  Librarian: “But people rationalize it by the saying, ‘it’s different this time.’ But it never is.”


  “Human behaviour stays the same —only the objects of the folly changes.”


  Munger: “The panic that came as a predecessor of the Great Recession had common themes [with die past] that are always the same. The crazy greed, the crazy leverage, the crazy delusions.”357


  Librarian: “I have always liked the saying, ‘The more it changes the more it’s the same thing.’”


  Seeker: “Fascinating this how one can get in more trouble with a good idea than a bad one.”


  Munger: “It’s not the bad idea that do you in —it’s the good idea that is carried to excess.”


  “When you come across a bad idea you and everyone else know it’s bad, it can’t hurt you. But when you come across a good and important idea, it’s easy to overdo it.”358


  Buffett: “People forget about the reasons and mathematical limitations of the original premise and what got them excited in the first place.”359


  Seeker: “And as soon as I forget that, I’m doomed.”


  Buffett: “What starts out going up for sound fundamental reasons then starts going up for unsound speculative reasons.”360


  Librarian: “Yes, like the 2007 housing crisis.”


  Buffett: “Housing.. .created a bubble like we’ve never seen.”361


  Seeker: “Yes, I mean how could that happen? Going from something sound to something really bad— take me through it.”


  Buffett: “It’s a totally sound premise that houses will become, worth more over time because the dollar becomes worth less. It isn’t because… construction costs go up. And it isn’t because houses are so wonderful. It’s because the dollar is worth less than a house that was bought 40 years ago.” “And since 66% or 67% of the people want to own their home and because you can borrow money on it and you’re dreaming of buying a home, if you really believe that houses are going to go up in value you buy one as soon as you can.”362


  Seeker: “Sounds like a sound premise, or?”


  Buffett: “That’s a very sound premise.. .So the sound premise it’s a good idea to buy a house this year because it will probably cost more next year and you’re going to want a home and the fact that you can finance it gets distorted over time if housing prices are going up 10% a year and inflation is a couple of percent a year.”363


  Seeker: “I just wait for the ‘but’ here.”


  Buffett: “But a house can be a nightmare if the buyer’s eyes are bigger than his wallet and if a lender —often protected by a government guarantee — facilitates his fantasy.”364


  “At the core of the folly was the almost universal belief that the value of houses was certain to increase over time and that any dips would be inconsequential. The acceptance of this premise justified almost any price and practice in housing transactions. Homeowners everywhere felt richer and rushed to ‘monetize’ the increased value of their homes by refinancings. These massive cash infusions fueled a consumption binge throughout our economy. It all seemed great fun while it lasted…In 2007, the bubble burst, just as all bubbles must.”365


  Librarian: “The great delusion.”


  Buffett: “Almost all of the country became possessed by the idea that home prices could never fall significantly. That was a mass delusion, reinforced by rapidly rising prices that discredited the few skeptics who warned of trouble.”


  “Delusions, whether about tulips or Internet stocks, produce bubbles. And when bubbles pop, they can generate waves of trouble that hit shores far from their origin.”366


  Seeker: “And the lenders —shouldn’t they have been more careful?”


  Buffett: “The lender feels the same way. Doesn’t really make difference if it’s a liar’s loan or you don’t have the income or something because even if they have to take it over, it’ll be worth more next year. Once that gathers momentum and it gets reinforced by price action the original premise is forgotten.”367


  “Lenders happily made loans that borrowers couldn’t repay out of their incomes, and borrowers just as happily signed up to meet those payments. Both parties counted on ‘house-price appreciation’ to make this otherwise impossible arrangement work. It was Scarlett O’Hara all over again: ‘I’ll think about it tomorrow.’”368


  Librarian: “And afterwards, everybody scratches their heads wondering why they did it.”


  Buffett: “Be careful that when you buy something for a sound reason, make sure that the reason stays sound.”369


  “In our activities, we will heed the wisdom of Herb Stein: If something can’t go on forever, it will end.’”’”


  Librarian “And things can change fast. The late economist Rudiger Dornbusch’s dictum was, Tn economics, things take longer to happen than you think they will, and then they happen faster than you thought they could.’”371


  Buffett: “You’d be amazed at just how fast things can change.”372


  Seeker: “I am well aware of that, thank you very much.”


  “Going back to the lenders or banks —I do find it amazing they continued lending like they did.”


  Buffett: “Whatever the other guy did, the other 36 were like a bunch of lemmings in terms of following. That’s what’s gotten all the big banks in trouble for the past 15 years. Every time somebody big does something dumb, other people can hardly wait to copy it.”373


  Librarian: “Which of course created a situation where risky and bad behaviour drives out the prudent and good.”


  Munger: “There’s a lot of new-form Gresham’s Law out there where the bad practice drives out the good. If you run a nice conservative bank and some other guy has a bank and does a lot of very aggressive things that appear to work, and he reports higher and higher profits - the pressure to join the crowd on the guy at the lagging bank is huge.”374


  Librarian: “As P.T. Barnum said, ‘Nothing draws a crowd like a crowd.’” Munger “What happens finally is that your competitors, who are growth mad, reduce their loan standards enormously.”375


  Buffett: “As Wall Streeter Ray DeVoe says: ‘Fools rush in where angels fear to trade.’”376


  Librarian: “Reminds me of a story about the actor Robert Charles Benchley. He was horrified when his request for a bank loan was promptly and unconditionally granted. He immediately closed his account, ‘I don’t trust a bank that would lend money to such a poor risk’, he said.”377


  Munger: “The bad loans drive out the good.. .Bad lending drives out good. Think of how powerful that model is. Think of the disaster that it creates for everybody.”378


  Buffett: “They behave like the fellow in a switchblade fight who, after his opponent has taken a mighty swipe at his throat, exclaimed, ‘You never touched me.’ His adversary’s reply: ‘Just wait until you try to shake your head.’”379


  Seeker: “As the Klingon proverb from Star Trek goes, ‘A fool and his head are soon parted.’”


  Munger: “The first chance you have to avoid a loss from a foolish loan is by refusing to make it; there is no second chance.”380


  Librarian: “Another problem is believing the risk is low when the danger is greatest —for example, when banks determined bad debt reserves by past experience using actuarial techniques.”


  Munger: “Well, what happens with that system after a long period of boom —when the real danger is greatest —is that the bad debt reserves of the bank go to near zero…that’s insane. Anybody with any sense would know that the bad debt reserves should go up, not down…We should not have a system…where the bad debt reserves in a bank go to near zero at the top of every idiot boom.”381


  Librarian: “This is what happens when the competitive juices flow over.”


  Munger: “Most people in business can’t stand their competitors running off in one direction, no matter how foolish —and leaving them just standing there alone.”382


  Buffett: “The ‘institutional imperative:’ the tendency of executives to mindlessly imitate the behaviour of their peers, no matter how foolish it may be to do so383…One of its main tenets is a copycat mechanism that decrees that any craving of a leader, however foolish, will be quickly supported by detailed rate-of-return and strategic studies prepared by his troops. For example, every time it becomes fashionable to expand into some new line of business, some companies will expand into it. Then they get out of it about five years later, licking their wounds.”384


  “I did not intuitively understand it when I entered the business world. I thought then that decent, intelligent, and experienced managers would automatically make rational business decisions. But I learned over time that isn’t so. Instead, rationality frequently wilts when the institutional imperative comes into play.”385


  Seeker: “Other folly from this?”


  Buffett: “For example… As if governed by Newton’s First Law of Motion, an institution will resist any change in its current direction…Just as work expands to fill available time, corporate projects or acquisitions will materialize to soak up available funds.”


  “Institutional dynamics, not venality or stupidity, set businesses on these courses, which are too often misguided.”386


  Seeker: “But you stay away from that, don’t you?”


  Buffett: “After making some expensive mistakes because I ignored the power of the imperative, I have tried to organize and manage Berkshire in ways that minimize its influence. Furthermore, Charlie and I have attempted to concentrate our investments in companies that appear alert to the problem.”387


  Librarian: “But sometimes it happens anyway.”


  Buffett: “I ask the managers of our subsidiaries to unendingly focus on moat-widening opportunities, and they find many that make economic sense. But sometimes our managers misfire. The usual cause of failure is that they start with the answer they want and then work backwards to find a supporting rationale. Of course, the process is subconscious; that’s what makes it so dangerous.”388


  Seeker: “Give me an example how I can protect myself from doing what everybody else is doing?”


  Buffett: “Every time you hear the phrase ‘Everybody else is doing it’ it should raise a huge red flag. Why would somebody offer such a rationale for an act if there were a good reason available?”389


  “If anyone gives this explanation, tell them to try using it with a reporter or a judge and see how far it gets them.”390


  Librarian: ” But some do it anyway.”


  Buffett: “We cou Idn’t get Salomon to stop doing business with Mark Rich. It’s hard to get large organizations to not do what successful competitors are doing.”391


  Munger: “People hate seeing their business shrink because others are taking volume away392.. .and if some dumb thing has to be done to keep it from shrinking, why, they rationalize doing the dumb thing.”393


  Buffett: “Unusual managerial discipline will be required, as it runs counter to normal institutional behaviour to let the other fellow take away business—even at foolish prices.”394


  “We set no volume goals in our insurance business generally… as virtually any volume can be achieved if profitability standards are ignored.”395


  Munger: “At Berkshire Hathaway we try and let the place shrink. We never fire anybody, we tell them to go out and play golf. We sure as hell don’t want to make any dumb loans. But that is very hard to do if you sit in a leadership position in society with people you helped recruit, you meet their wives and children and so forth.”396


  Buffett: “A lot of places have a mortgage department or a real estate department. They have a budget - and put money out based on using up their budget. And they have a whole bunch of people that don’t have a job unless they do that. That’s not the way we operate at Berkshire. We’re willing, if the deals are right, to do many billions. If the deals aren’t right, we don’t have anybody whose job is dependent on keeping busy in a field like that. We don’t waste a lot of time on things.”397


  Seeker: “How do you avoid being seduced by the investment crowd?” Librarian “Mark Twain said, ‘Whenever you find that you are on the side of the majority, it is time to pause and reflect.’”


  Munger: “You have to practice the right decision-making process and be skeptical of conventional wisdom. Keep your head when everyone else is losing theirs398…You don’t have to go crazy because everybody else is.”1‘ Librarian “And it is very hard to do well in investments if you only do what others do. You need to have your own and correct reasons to buy or sell something, not because of vivid and screaming headlines or what others say or do.”


  “I’ve heard Mr. Buffett say more than one time that emotional stability is more important the high IQ.”


  Buffett: “By far, the most important quality is not how much IQ you’ve got. IQ is not the scarce factor. You need a reasonable amount of intelligence, but the temperament is 90 % of it.”400


  Seeker: “Temperament —explain more.”


  Buffett: “You do have to have an emotional stability, and sort of an inner peace about your decisions — because it is a game where you get subjected to minute-by-minute stimuli where people are offering opinions all the time. You have to be able to think for yourself.”401


  “Toughness is important. There is a lot of temptation to cave in or follow others but it is important to stick to your own convictions. I have seen so many smart people do dumb things because of what everyone else is doing.”402


  Munger: “Why are we different? We’re working harder at trying to be rational. If you don’t work hard at it, and just float along, you will fall victim to the folly of the crowd —and there will always be folly of the crowd.”403


  Seeker: “If I didn’t know before, I sure know now — I will be careful and don’t automatically follow others.”


  Buffett: “We derive no comfort because important people, vocal people, or great numbers of people agree with us. Nor do we derive comfort if they don’t. A public opinion poll is no substitute for thought41’4…We don’t read other people’s opinions. We want to think. We want to get the facts, and then think.”405


  “You will not be right simply because a large number of people momentarily agree with you. You will not be right simply because important people agree with you…”406


  Seeker: “So when will I be right?”


  Buffett: “You will be right, over the course of many transactions, if your hypotheses are correct, your facts are correct, and your reasoning is correct.”407


  Librarian: “And make sure that your facts really are facts of reality and not just assumptions. Montaigne said, ‘If you ask people to account for facts’, they usually spend more time finding reasons for them than finding out whether they are true. They ignore the whats and expatiate on the whys… They skip over the facts but carefully deduce inferences. They normally begin thus: ‘How does this come about?’ But does it do so? That is what they ought to be asking.’”408


  “Are the ‘facts’ really facts —Is it really so? Is this really true? Did this really happen? Some things you think are so may not be so. As Will Rogers observed, ‘The trouble with most people is not that they don’t know much, but that they know so much that isn’t true.’”409


  Buffett: “Once you have the facts, you have to think about what they mean.”410


  Librarian: “Yes, and making sure you don’t err in your interpretations of them or your conclusions.”


  Buffett: “And then ask, ‘What else do I need to know?”’411


  Librarian: “And don’t miss the forest for the trees —It is not the amount of information that counts but the relevant information. More information isn’t necessarily better information but it may falsely increase our confidence. Another problem is that many people absorb too much information without thinking. As Gertrude Stein said, ‘Everybody gets so much information all day long that they lose their common sense.’412


  “Also don’t wait for information that doesn’t affect your decision anyway —What is not worth knowing is not worth knowing.”


  Seeker: “Some other thing that can cause a lot of misery?”




  

  Overly Care About What Other People Think About You


  Buffett: “The big question about how people behave is whether they’ve got an Inner Scorecard or an Outer Scorecard. It helps if you can be satisfied with an Inner Scorecard.”413


  Seeker: “Please explain —I assume we’re not talking about golf.”


  Buffett: “I always pose it this way. I say: ‘Would you rather be the world’s greatest lover, but have everyone think you’re the world’s worst lover? Or would you rather be the world’s worst lover but having everyone think you’re the world’s greatest lover?’ Now, that’s an interesting question.”414 


  Librarian: “The 4th Earl of Chesterfield said, ‘Vanity, or to call it by a gentler name, the desire of admiration and applause, is, perhaps, the most universal principle of human actions.’”


  Seeker: “I see what you mean —not an easy one for me.”


  Buffett: “You always want to consider your inner scorecard —how you feel about your own performance and success. You should worry more about how well you perform rather than how well the rest of the world perceives your performance. The success of Berkshire has always been more important than my own personal success in terms of financial returns.”415


  Seeker: “And your recommendation is?”


  Librarian: “The French writer Nicolas Chamfort said, ‘Men whose only concern is other people’s opinion of them are like actors who put on a poor performance to win the applause of people of poor taste; some of them would be capable of good acting in front of a good audience. A decent man plays his part to the best of his ability, regardless of the taste of the gallery.’”416


  Buffett: “Unlike most individuals, who hunger for the world’s approval, Charlie judges himself entirely by an inner scorecard — and he is a tough grader.”417


  Librarian: “Don’t live a life based on the approval from others. Be authentic — be and act in accordance with who you are, what you like and are good at, or one day your mask may fall off. As Seneca said, ‘No one can persevere long in a fictitious character; for nature will soon reassert itself.”’


  Seeker: “I believe Christie’s Poirot said something along that line, ‘For in the long run, either through a lie, or through truth, people were bound to give themselves away.’”418


  Buffett: “In teaching your kids, I think the lesson they’re learning at a very, very early age is what their parents put the emphasis on. If all the emphasis is on what the world’s going to think about you, forgetting about how you really behave, you’ll wind up with an Outer Scorecard. Now my dad: He was a hundred percent Inner Scorecard guy.”


  “He was really a maverick. But he wasn’t a maverick for the sake of being a maverick. He just didn’t care what other people thought.”419




  

  Let Other People Set Your Agenda In Life


  Buffett: “The difference between successful people and very successful people is that very successful people say ‘no’ to almost everything.”420


  “You’ve got to keep control of your time. And you won’t keep control of your time unless you can say no. You can’t let other people set your agenda in life.”421


  Librarian: “We all have 24 hours in the day. We can’t save time, only spend it wisely or foolishly. And life is too short to waste so use your time wisely — prioritize and learn to say no.”


  Munger: “Both Warren and I have an amazingly open calendar and we’re very reluctant to put new commitments in there—I like flexibility and it has worked for me.”422


  Librarian: “Also remember that saying yes to what looks like a small favor may sometimes lead to bad effects. Take for example, Mr. Buffett’s request to his managers. What do you write to them?”


  Buffett: “Please turn down all proposals for me to speak, make contributions, intercede with the Gates Foundation, etc. Sometimes these requests for you to act as intermediary will be accompanied by ‘It can’t hurt to ask.’ It will be easier for both of us if you just say ‘no.’ As an added favor, don’t suggest that they instead write or call me. Multiply 80 or so businesses by the periodic ‘I think he’ll be interested in this one’ and you can understand why it is better to say no firmly and immediately.”423 


  Seeker “I get it—the danger of setting a precedent —I have to think through the consequences of saying yes — what else the ‘yes’ may mean.”


  “I really must say I like your style. More nutty things, please.”




  

  Live Above Your Means


  Munger: “There once was a man who became the most famous composer in the world. But he was utterly miserable most of the time. And one of the reasons was that he always overspent his income. That was Mozart. If Mozart couldn’t get by with this kind of asinine conduct, I don’t think you should try it.”424


  Seeker: “Mozart — I believe it was Victor Borge who said, ‘Ah Mozart! He was happily married, but his wife wasn’t.’”


  Buffett: “Charlie and I have always been big fans of living within your income. And if you do that, you’ll have a whole lot more income later on.”425


  Munger: “If you want to get rich, or make some serious money, you’ve got to underspend your income. And you’ve got to intelligently invest the money you haven’t spent.”426


  Buffett: “There’s nothing like the savings you accumulate before you start raising a family and the bills start coming in. Plus, the money will work for you for a longer period of time. You have to save. It’s the only way you’re going to acquire wealth unless you hit the lottery.”427


  Librarian: “And make sure you always have some ready reserve cash. I remember what Warren’s grandfather Ernest once wrote in a letter to his youngest son, Fred: ‘I feel that everyone should have a reserve…There has never been a Buffett who ever left a large estate, but there has never been one that did not leave something. They never spent all they made, but always saved part of what they made, and it has all worked out pretty well.’”428


  Seeker: “But it seems young people today are not taught the importance of saving money — only how to spend it. Just like what I have always done.” Munger “1 failed in this with some of my relatives. If you don’t know how to save, I don’t know how to help you.”429


  “I admire the ability to suffer now in the hopes of making something better. I’m skeptical of the approach that never finds it necessary to suffer now to make it better. There’s a lot to be said to seeking ways to suffer now to make things better. That’s the way it is in investing —sacrifice now in the hopes of something better.430


  Buffett: “Habits really make an incredible difference, in terms of where you end up in life…the importance of encouraging good habits in your children’s lives, particularly about money431.. .such as learning not to spend more than you have, and saving for the unexpected, and not borrowing money unless you have a plan to pay it back432… is very important to encourage early in life.”433


  Seeker: “What can the schools do?”


  Buffett: “Anything you can do very early through the school system will have my vote.”434


  Munger: “I’m not sure the schools are at fault. I place most of the fault with the parents.”435


  Buffett: “Not everyone gets the right parents. How would you fix them?”436


  Munger: “It is very hard to fix people who had the wrong parents.. .I don’t think I’m good at that.”437


  Seeker: “This is such great advice. Have it coming and I rub my own nose in it.”


  Munger: “I know I’ll perform better in life if I’m constantly rubbing my own nose in my own previous mistakes. That is a wonderful trick, I cannot recommend it enough….And the nice thing about it is that…there is no shortage of opportunities to exercise this wonderful talent.”438


  Librarian: “Another thing, in most cases don’t lend money to friends.”


  Seeker: “Why?”


  Librarian: “An old saying tells it all —‘Lend your money and lose your friend.’ The ancient Roman playwright Plautus said, ‘If you lend a person any money, it becomes lost for any purpose as one’s own. When you ask for it back again, you may find a friend made an enemy by your kindness. If you begin to press still further…either you must part with that which you have entrusted, or else you must lose that friend. ”’


  Munger: “If you’d like to see how badly people are capable of behaving, simply loan them money when they’re in a desperate situation. People stretched out to the edge tend not to behave very well.”439


  Seeker: “What has money meant to you guys?”


  Buffett: “I knew I wanted to make a lot of money. But that’s because I knew I wanted to be independent440.. .Then I could do what I wanted to do with my life. And the biggest thing I wanted to do was work for myself.


  I didn’t want other people directing me441…I was interested in being in a position to control the decision making process442.. .The idea of doing what I wanted to do every day was important to me443…The money itself is all going to charity.”444


  Munger: “I wanted independence445… I liked being able to say what I thought instead of what was expected of me.”446


  Seeker: “This is great stuff—more misery, please.”




  

  Go Heavily Into Debt


  Librarian: “‘Debt and Misery live on the same road/ says a Russian proverb.”


  Buffett: “The ability to borrow enormous amounts of money combined with the chance to get either very rich or very poor very quickly has historically been a recipe for trouble at some point.”447


  Seeker: “But if I can get rich faster by borrowing?”


  Buffett: “Unquestionably, some people have become very rich through the use of borrowed money. However, that’s also been a way to get very poor. When leverage works, it magnifies your gains. Your spouse thinks you’re clever, and your neighbors get envious. But leverage is addictive. Once having profited from its wonders, very few people retreat to more conservative practices.”448


  “Borrowed money can magnify your mistakes, and it may magnify them to the point where they wipe you out449…Leverage is what causes people trouble so don’t put yourself in a position where somebody can pull the rug out from under you.”450


  Librarian: “Even smart people go broke that way.”


  Munger: “Smart men go broke three ways: liquor, ladies and leverage”451 


  Buffett: “Whenever a bright and rich person goes broke, it’s usually because of leverage.”452


  “And as we all learned in third grade —and some relearned in 2008—any series of positive numbers, however impressive the numbers may be, evaporates when multiplied by a single zero. History tells us that leverage all too often produces zeroes, even when it is employed by very smart people453…No matter how many winners you’ve got, if you either leverage too much or do anything that gives you the chance of having a zero in there, it’ll all turn to pumpkins and mice.”454


  Seeker: “I know the feeling.”


  Buefett  “One of the things you will find, which is interesting and people don t think of it enough, with most businesses and with most individuals, life tends to snap you at your weakest link. So it isn’t the strongest link you re looking for among the individuals in the room. It isn’t even the average strength of the chain. It’s the weakest link that causes the problem.”455


  “You can have somebody whose aggregate performance is terrific, but if they have a weakness, maybe it’s with alcohol, maybe it’s susceptibility to taking a little easy money, it’s the weak link that snaps you. And frequently, in the financial markets, the weak link is borrowed money.”456


  Librarian: “And you even sold some financial stocks when you noticed the danger flag of heavy leverage.”


  Buffett: “They were trying to and proclaiming that they could increase earnings per share in some low double digit range or something of the sort. And any time a large financial institution starts promising regular earnings increases you’re going to have trouble.”457


  Munger: “Warren and I get nervous with vast amounts of leverage unless we’re 100% confident that risk-taking won’t creep into the culture.”


  “It reminds me of a guy running a company who fired his top producer. The guy asked him, ‘Why are you firing me? I’m your top producer.’ To which he responded, ‘You make me nervous. I’m a rich old man. Why should I be nervous?”458


  Buffett: “We feel that there is so much about a financial institution that you don’t know just by looking at the figures that if anything bothers us a little bit, we’re never sure whether it’s an iceberg situation or not.”459


  Munger: “Where you have complexity, by nature you can have fraud and mistakes. You’ll have more of that than in a company that shovels sand from a river and sells it. This will always be true of financial companies, including ones run by governments. If you want accurate numbers from financial companies, you’re in the wrong world.”460


  “We’re quite sensitive to financial risks…We’re exceptionally goosey of leveraged financial institutions. If they start talking about how good risk management is, it makes us nervous. We fret way earlier than other people. We’ve left a lot of money on the table through early fretting. It’s the way we are.”461


  Librarian: “You even sat down and tried to talk sense with one of the CEO’s of a financial institution.”


  Munger: “We told the CEO he needed to make sound loans on sound property to sound people, to only do loans on home mortgages, and to not talk to any Wall Street bankers. The guy had a Ph.D. in economics. All they had to do was to behave the way an engineer would behave.”462


  Seeker: “But take a non-financial business then — doesn’t huge debt force a manager to be more efficient?”


  Buffett: “Huge debt, we were told, would cause operating managers to focus their efforts as never before, much as a dagger mounted on the steering wheel of a car could be expected to make its driver proceed with intensified care. We’ll acknowledge that such an attention-getter would produce a very alert driver. But another certain consequence would be a deadly—and unnecessary—accident if the car hit even the tiniest pothole or sliver of ice. The roads of business are riddled with potholes; a plan that requires dodging them all is a plan for disaster.”463


  Seeker: “What about Berkshire and leverage?”


  Munger: “One of the very interesting things about Berkshire Hathaway is how chicken it is, how cautious, how low is its leverage.”464


  Buffett: “We basically never borrow money465…We only use borrowed money in our utility business.”466


  Seeker: “I always believed you financial guys wanted to maximize your return?”


  Buffett: “Good business or investment decisions will eventually produce quite satisfactory economic results, with no aid from leverage. Therefore, it seems to us to be both foolish and improper to risk what is important (including, necessarily, the welfare of innocent bystanders such as policyholders and employees) for some extra returns that are relatively unimportant.”467


  “Why be exposed to ruin and disgrace and embarrassment for some extra return that’s not meaningful.”468


  Munger: “It’s really crazy if you’re very comfortable and secure to leverage. The incremental value of getting a little extra return is not that great…I have a friend who says, ‘I’ve been to ‘go’. And I never want to go back there.’”469


  Buffett: “However, we are not phobic about borrowing… We are willing to borrow an amount that we believe — on a worst-case basis — will pose no threat to Berkshire’s well-being.”470


  Seeker: “Privately?”


  Buffett: “I never borrowed money even when I had $10,000 basically, what difference did it make? I was having fun as I went along. It didn’t matter whether I had $10,000 or $100,000 or $1,000,000 unless I had a medical emergency come along.”471


  “I’ve never borrowed money of any significant amount because 


  I just didn’t want to go back to go.”472


  Seeker: “On to the next misery.”




  

  Go Down And Stay Down When Bad Things Happen


  Munger: “[A] prescription for misery is to go down and stay down when you get your first, second, or third severe reverse in the battle of life. Because there is so much adversity out there, even for the lucky and wise, this will guarantee that, in due course, you will be permanently mired in misery.”473


  Seeker: “But it is so hard not to.”


  Munger: “It’s…necessary to accommodate a lot of failure, and because no matter how able you are, you’re going to have headwinds and troubles… If a person just keeps going on the theory that life is full of vicissitudes and just does the right thinking and follows the right values it should work out well in the end. So I would say, don’t be discouraged by a few reverses.”474


  Seeker: “Easier said than done.”


  Librarian: “You can’t sit around and dwell on bad things, regret the past or feel like a victim.”


  Seeker: “I can’t just discard my feelings.”


  Munger: “It’s natural to grieve when life is tough, but one thing that is asinine is self-pity.”475


  “I think the attitude of Epictetus helps guide one to the right reaction. He thought that every mischance in life, however bad, created an opportunity to behave well. He believed every mischance provided an opportunity to learn something useful. And one’s duty was not to become immersed in self-pity, but to utilize each terrible blow in a constructive fashion.”476


  Librarian: “Also try to keep things in perspective and accept that some circumstances cannot be changed. See life’s obstacles as temporary setbacks, not disasters.”


  Munger: “I think most lives work best when you simply react intelligently to the opportunities and difficulties you encounter, and just take the results as they fall,”477


  Seeker: “How can one cope with it better?”


  Munger: “What works best for me in coping with all disappointment is what I call the Jewish method: humour.”478


  “The three things I have found helping in coping with its challenges are:


  

    	Have low expectations.


    	Have a sense of humour.


    	Surround yourself with the love of friends and family.


  


  Above all live with change and adapt to it479…Human beings are resilient. They adapt.”480


  Seeker: “I’ll try.”


  Munger: “I have found that life is easier to handle if you employ just one simple mental trick. Just assume something will be really tough and you think, ‘Can I bear it if that happens?’ If you reach the conclusion yes, you just smile and go on.”451


  Librarian: “As Descartes wrote to Princess Elisabeth of Germany, Tn truth, the most important thing for curing illnesses and maintaining health is good humour and joy.’”482


  Seeker: “How do you handle or prepare for adversity and shocks in your business affairs?”


  Munger: “We try to run our affairs so that no matter what happens, we’ll never have to ‘go back to go.”483


  “In my lifetime, I’ve seen interest rates range from 1% to 20%. We try to operate so that really extreme interest rates in either direction wouldn’t be too bad for us.”484


  Buffett: “We really want to run Berkshire so that if the world isn’t working tomorrow the way it’s working today —and is working in a way that nobody expected—we won’t have a problem. We do not want to be dependent on anybody or anything else.”485


  Seeker: “Give me some examples.”


  Buffett: “We concentrate on conservatively financed businesses with strong competitive strengths, run by able and honest people. If we buy into these companies at sensible prices, losses should be rare.”486


  Munger: “We stick to a few simple pieces of ethos and particularly the engineering ethos —like having a margin of safety in the whole system487 … In engineering, people have a big margin of safety.488… I think our operation is safer, because we think like engineers. We want these margins of reliability.”489


  Buffett: “We think about worst cases all the time and add on a margin of safety…always leaving some extra room for things.”490


  Munger: “Everybody understands that if you’re building a bridge, you don’t want a bridge that will handle exactly the maximum load and no more. You want a bridge that will handle a lot more than the maximum load. And that margin of safety is just enormously important in bridgebuilding.”491


  Librarian: “For example, when the engineer John Roebling designed the Brooklyn Bridge people asked him if the bridge couldn’t collapse like so many others. He replied, ‘No, because I designed it six times as strong as it needs to be, to prevent that from happening.’”492


  Munger: “I have a rule in life, if there is a big whirlpool you don’t want to miss it with 20 feet —you round it with 500 feet.”493


  Buffett: “We have all kinds of extra levels of safety that we maintain at Berkshire491… We build in layers of safety others may think is foolish.”495 


  Librarian: “As the saying goes, ‘The mouse that has but one hole is quickly taken.’”


  Munger: “Systems need duplicative safety features —backup system one, backup system two, and so on.”496


  Buffett: ” We will never become dependent on the kindness of strangers497… We never want to get dependent on banks or other people’s money.”498 


  Munger: “We are ridiculously conservative by the standards of Wall Street. The reserves have reserves. The leverage is tiny. We don’t have to renew our credit every Monday morning in order to keep going. Berkshire tries to behave in such a way that nobody would ever deny it credit. And then we have a backup system so that if they ever did, we still won’t need it.”499


  Buffett: “Charlie and I believe in operating with many redundant layers of liquidity, and we avoid any sort of obligation that could drain our cash in a material way. That reduces our returns in 99 years out of 100. But we will survive in the 100th while many others fail. And we will sleep well in all 100.”500


  “Cash or available credit is a lot like oxygen. You don’t notice it 99.9% of the time, but when it is absent, it is the only thing you notice. We don’t want to be in that position501…American business provided a case study of that in 2008. In September of that year, many long-prosperous companies suddenly wondered whether their checks would bounce in the days ahead. Overnight, their financial oxygen disappeared.”502


  Seeker: “But you have plenty of oxygen.”


  Buffett: “Markets can behave in extraordinary ways, and we have no interest in exposing Berkshire to some out-of-the-blue event in the financial world that might require our posting mountains of cash on a moment’s notice.”503


  “Financial staying power requires a company to maintain three strengths under all circumstances:


  

    	a large and reliable stream of earnings;


    	massive liquid assets and


    	no significant near-term cash requirements.


  


  Here’s how we will always stand on the three essentials. First, our earnings stream is huge and comes from a vast array of businesses. Our shareholders now own many large companies that have durable competitive advantages, and we will acquire more of those in the future. Our diversification assures Berkshire’s continued profitability, even if a catastrophe causes insurance losses that far exceed any previously experienced.”504


  Librarian: “And not only does financial strength help you sleep better, it also gives you opportunities —especially in times of turmoil or when others are scared.”


  Munger: “Have maximum financial flexibility to face both hazards and opportunities.”505


  Buffett: “The most attractive opportunities may present themselves at a time when credit is extremely expensive —or even unavailable. At such a time we want to have plenty of financial firepower506…Our basic principle is that if you want to shoot rare, fast-moving elephants, you should always carry a loaded gun.”507


  “But we also know we’ve got the managers that can deliver on the properties once we own them. And that’s a huge, huge advantage.508


  Seeker: “By the way, how do you invest your available cash?”


  Buffett: “We keep our cash largely in U.S. Treasury bills and avoid other short-term securities yielding a few more basis points…We agree with investment writer Ray DeVoe’s observation, ‘More money has been lost reaching for yield than at the point of a gun.”’509


  Librarian: “As Oscar Wilde said, ‘When the gods wish to punish us they answer our prayers.’”


  Seeker: “I see — you seem very conservative.”


  Munger: “Our culture of conservatism runs pretty deep…We are more disaster-resistant than most other places510… Every thing must withstand great stresses.”511


  Librarian: “Even your accounting is conservative.”


  Munger: “We’re so horrified by aggressive accounting [that is rampant in Corporate America] that we reach for ways to be conservative. It helps our business decisions and protects Berkshire.”512


  Seeker: “But can’t you be too conservative?”


  Munger: “The risk from having some over-conservatism is just about zero.”513


  Seeker: “Regarding out-of-the-blue events —I assume most people don’t want to think about worst cases?”


  Buffett: “People don’t want to think about it until it happens, but it is best thought about before it happens514…We think about worst cases all the time.”515


  Seeker: “Does stress-testing for worst cases help?”


  Librarian: “It depends on your assumptions. If you rely on worst-case scenarios from the past, you assume that what has happened in the past will be the worst that you can expect to happen in the future.”


  “So how can you stress-test for worst cases given that we can’t include events that haven’t happened yet and may be worse than past events or worse event than has happened but isn’t in our sample space?”


  Buffett: “Everything that can happen will happen.. .it’s Berkshire’s job to be absolutely prepared for the very worst.”516


  Munger: “We don’t think because it’s never happened that it won’t…We just try to be conservative.”517


  Librarian: “A few years before John Edward Smith became the captain of the Titanic —on the maiden voyage of the Adriatic ship—he said, ‘I cannot imagine any condition which would cause a ship to founder. I cannot conceive of any vital disaster happening to this vessel. Modern shipbuilding has gone beyond that.’”518


  Munger: “We naturally have minds that think about tidal waves in California where they’ve never had one in modern California civilization. Can you image what a 60-foot tidal wave would do in California? There’s nothing physically impossible in having a 60-foot tidal wave in an earthquake zone, which California is in.”519


  Librarian: “As Shakespeare said, ‘There are more things in heaven and earth, Horatio, than are dreamt of.’”


  Buffett: “Though practically all days are relatively uneventful, tomorrow is always uncertain. (I felt no special apprehension on December 6,1941 or September 10, 2001.) And if you can’t predict what tomorrow will bring, you must be prepared for whatever it does.520


  “People tend to underestimate low probability events when they haven’t happened recently, and overestimate them when they have 5211…We think about low probabilities events all the time522…We think more about big events in the financial arena than the natural arena. Financial markets have vulnerabilities that we try to think of and build in ways to protect us against them —and even some capabilities where we might profit in a huge way.”523


  Librarian: “To paraphrase something I picked up from Nassim Taleb. ‘What most people seem to miss is that every worst past had to be a surprise, since it had no precedent and if the worst case in the past didn’t have a predecessor so why should the future worst?’”


  “If you go back through history and look at large crisis —the worst war, recession, financial event or any shock —they all exceeded the worst shock in the past —they were all surprises.”524


  Seeker: “I get it. If I for example use history’s worst financial crash as an anchor for the worst possible future crash I may be in for a surprise since this worst-case event, when it happened, exceeded the worst historical crash at the time.”


  Librarian: “Yes, Taleb calls this the Lucretius problem after the Latin philosopher who wrote that the fool believes that the tallest mountain in the world will be equal to the tallest one he has observed.”525


  Seeker: “You mentioned the Titanic —1 believe it was Lord Grantham in the television drama Downton Abbey who said about the Titanic, ‘Every mountain is unclimbable until someone climbs it; so every ship is unsinkable until it sinks.’”526


  “But it is tough to imagine the future.”


  Librarian: “That is why Berkshire, when they were looking for some investment managers, wanted some very special people.”


  Buffett: “Over time, markets will do extraordinarily, even bizarre things. A single, big mistake could wipe out a long string of successes. We therefore need someone genetically programmed to recognize and avoid serious risks, including those never before encountered. Certain perils that lurk in investment strategies cannot be spotted by use of the models commonly employed today by financial institutions.”527


  Munger: “I do think that over time, perfectly strange things happen in the investment world. I mean, who would have predicted the World Trade Center collapse? Who of us would have predicted interest rates at their present levels?”528


  Librarian: “It can always get worse than you think. I love this story from Howard Marks: ‘I tell my father’s story of the gambler who lost regularly. One day he heard about a race with only one horse in it, so he bet the rent money. Halfway around the track, the horse jumped over the fence and ran away. Invariably things can get worse than people expect. Maybe ‘worst-case’ means ‘the worst we’ve seen in the past.’ But that doesn’t mean things can’t be worse in the future.”’529


  Seeker: “Once more —it shows the need for safety margins or to stay away from certain things.”


  Librarian: “And as history demonstrates, very extreme events can and will happen —even worse than seen to date.”


  Buffett: “You never know what’s going to happen in finance —you’ve got to be prepared for extraordinary things. And if you’re going to last a hundred years, it means you have to last every day of the hundred years. It isn’t good enough to last 99.9 percent. So we’re prepared for that530… I believe the chance of any event causing Berkshire to experience financial problems is essentially zero. We will always be prepared for the thousand-year flood.”531


  “It pays to conduct your affairs so that no matter how foolish other people get, you’re still around to play the game next day.”532 


  Librarian: “That advice also includes considering counter-party risk. That your business’ customers and suppliers have the resilience and financial strength to survive ‘stormy weather’ — because if terrible problems happen to them, terrible things may happen to you or what may kill them may kill your business.”


  Buffett:“A single weak link can pose trouble for all.”533


  “The best thing you can do is count on your own resources.


  That’s what we do at Berkshire.”534


  Munger: “You may well say, ‘Who wants to go through life anticipating trouble?’ Well, I did, trained as I was. All my life I’ve gone through life anticipating trouble…It didn’t make me unhappy to anticipate trouble all the time and be ready to perform adequately if trouble came. It didn’t hurt me at all. In fact it helped me.”535


  Librarian: “Confucius had the same experience, ‘The superior man, when resting in safety, does not forget that danger may come. When in a state of security he does not forget the possibility of ruin. When all is orderly, he does not forget that disorder may come. Thus his person is not endangered, and his States and all their clans are preserved.’”


  “And when trouble comes, don’t feel like a victim of events.”




  

  When In Trouble Feel Sorry For Yourself


  Munger “In general, it’s totally non-productive to get the idea that the world is unfair.”536


  “Self-pity can get pretty close to paranoia. And paranoia is one of the very hardest things to reverse.”537


  Seeker “But if something happens that’s ruining my life?”


  Munger “One idea is that whenever you think something or some person is ruining your life, it’s you.”538


  Librarian “It only makes you bitter, takes energy and make others to like us less.”


  Munger “I had a friend who carried a thick stack of linen-based cards. And when somebody would make a comment that reflected self-pity, he would slowly and portentously pull out his huge stack of cards, take the top one and hand it to the person.”


  “The card said, ‘Your story has touched my heart. Never have I heard of anyone with as many misfortunes as you.’”539


  Seeker “What works?”


  Munger “I…think that when something bad happens, it’s always partly your own fault540…Feeling like a victim is a perfectly disastrous way to go through life. If you just take the attitude that however bad it is in any way, it’s always your fault and you just fix it as best you can — the so-called ‘iron prescription’ —I think that really works. I love spreading around corny stuff like that. Just because it’s corny doesn’t mean it isn’t true. In fact, Warren and I often say, ‘If it trite, it’s right.’”541


  Seeker “I love it!”


  Munger “I don’t like any feeling of being victimized. I think that is a counterproductive way to think. And I am not a victim. I am a survivor.’ ’’ Seeker “Anything more?”


  Munger “I think it’s usually a mistake to think only about your probable misfortunes. You should also think about what’s good about your situation.”543


  Buffett “There is no reason to look at the minuses in life. It would be crazy. We count our blessings.”544


  Munger “I wouldn’t have done a lot in my life different. I think I’ve been a very fortunate man and I don’t think I should be complaining about how my life has worked out.”545


  Seeker “OK, on to the next misery.”




  

  Get Even And Take Revenge Even If You Hurt Yourself


  Munger “Resentment…! cannot recommend it highly enough to you if you desire misery.”546


  Seeker “But shouldn’t I get back at people who hurt me?”


  Librarian “Remember the proverb, ‘Before setting off on revenge, you first dig two graves.’”


  Munger “It’s reasonable to clobber someone to prevent them from doing something wrong again or to set an example. But to hurt someone else for revenge is just dumb.”547


  Librarian “This is how conflicts can escalate into unending anger, destruction, and violence.”


  Munger “Disraeli, as he rose to become one of the greatest Prime Ministers, learned to give up vengeance as a motivation for action, but he did retain some outlet for resentment by putting the names of people who wronged him on pieces of paper in a drawer.”


  “Then, from time to time, he reviewed these names and took pleasure in noting the way the world had taken his enemies down without his assistance.”518


  Buffett “Forty years ago, Tom [Capital Cities/ABC former CEO Tom Murphy] gave me one of the best pieces of advice I’ve ever received. He said, ‘Warren, you can always tell someone to go to hell tomorrow’…You haven’t missed the opportunity. Just forget about if for a day. If you feel the same way tomorrow, tell them then —but don’t spout off in a moment of anger.”549


  Librarian “As Groucho Marx is reported to have said, ‘If you speak when angry, you’ll make the best speech you’ll ever regret.’”550


  Seeker “Not a good idea, then to get angry.”


  Buffett “1 do think it’s a mistake to get angry with people that disagree with you… it does not help when you demonize or get too violent with the people you’re talking to.”551


  Munger “I would argue that you don’t want to make important decisions in anger. You want to display as much ruthlessness as your duty requires, and you do not want to add one single iota because you’re angry.”552


  Seeker “More sources of misery?”




  

  Be Envious


  Munger ” Envy, of course, joins chemicals in winning some sort of quantity prize for causing misery553…! think envy is one of the major problems of the human condition, and that’s why it figured so prominently in the laws of Moses. Remember, he said you couldn’t even covet your neighbor’s donkey.”554


  “Generally speaking, envy, resentment, revenge and self-pity are disastrous modes of thoughts555…Resentment is crazy. Revenge is crazy. Envy is crazy. If you get those things out of your life early, life works a lot better.”556


  Librarian “Envy and jealousy has caused many ruined friendships, marriages, sibling relationships and coworker relations.”


  Buffett “The real way the rich are different is that they can be so much meaner if they want to be. If you get mad at your brother in-law and you are poor you just don’t go to Thanksgiving dinner, if you get mad and you are rich you have lawyers that go to work at 7 in the morning to cause you trouble, you have private detectives, and all kinds of things.”


  “Many years ago a woman called me from a big publishing family, they are all rich in the family, and they were in a huge fight. She called me up and I had never met her and she said ‘I’d like you to come down to this town, you understand newspaper properties and we would trust you to work out a solution to our families problems with regards to this very valuable property’. I said to her I just have one question: do you want to win or do you just want your brother to lose? She paused for a long time and said don’t bother coming. I mean she wanted pain for him. If you are thinking about how to cause pain for somebody else rather than creating a situation that benefits yourself you are going to get a terrible result over time.”557


  Munger “I’ve heard Warren say a half a dozen times, ‘It’s not greed that drives the world, but envy.’”5-58


  Buffett “Our experience is that envy is what really drives people. You can give someone a $2 million bonus and they’re happy until they see the next guy got $2.1 million and then they’re miserable.” ’ ‘


  Librarian “One reason is people’s obsession with relative status.”


  Munger “Yale can’t stand Harvard making more money, and vice versa.”560


  Librarian “Some people even choose to be worse off as long as those we envy have even less.”


  “There is an old Russian story where a farmer finds a magic lamp. He rubs it, and a genie appears who promises to grant him one wish. The farmer thinks for a moment then says: ‘My neighbor has a cow. I don’t have a cow. I wish my neighbor’s cow dead.’”


  Seeker “Guilty! I remember a guy at work that did roughly the same job as me —still, he got paid $10,000 more. I would rather have taken less salary, but only if the other guy had made less than I got’


  “Now, when I am thinking about it —it sounds crazy —maybe I’m wising up.”


  Buffett “Envy is the silliest [of all the sins], because you feel worse and the other people feel fine; maybe they feel better. Rule out envy as part of your repertoire.”561


  Munger “Generally speaking, I think envy is the most destructive damn thing. I try and drive it out of my own system. I’m very good at it, too. I just wish my fellow citizens were less consumed by it, particularly the politicians.”562


  Seeker “But if I also want to be on top?”


  Munger “If you’re comfortably rich and someone else is getting richer faster than you by.. .so what?! Someone will always be getting richer faster than you. This is not a tragedy563…someone else is always going to be doing better at any human activity you can name.”564


  Seeker “If by any remote chance someone should be envious of me, what then?”


  Munger “The best way to avoid envy, recognized by Aristotle, is to plainly deserve the success we get.”565


  Seeker “This is getting better and better. More dumb things I should avoid?”




  

  Be Unreliable And Unethical


  Munger “One certain path to failure is being unreliable566…Do not faithfully do what you have engaged to do. If you will only master this one habit you will more than counterbalance the combined effect of all your virtues, howsoever great.”567


  Seeker “I have sinned here.”


  Librarian “We all have chapters we rather would have been unpublished.” Buffett “None of us are perfect, you know? I always say that, ‘Every saint has a past, every sinner has a future.’”568


  Munger “Reliability is essential for progress in life569.. .If you become very reliable and stay that way, it will be very hard to fail in doing anything you want.”570


  “Our model is a seamless web of trust that’s deserved on both sides171…When you get a seamless web of deserved trust, you get enormous efficiencies…Who…would…want to be in a family without a seamless web of deserved trust?”572


  Seeker “I wouldn’t.”


  Munger “It’s not rocket science; it’s elementary. Why more people don’t do it, I don’t know. Perhaps because it’s so elementary.”573


  Librarian “A common reason.”


  Munger “Conduct yourself in a way that allows other people to trust you. It helps even more if other people are right in trusting you.””’4


  “I think track records are very important. If you start early trying to have a perfect one in a some simple thing like honesty, you’re well on your way to success in this world.”575


  Buffett “Gianni Agnelli [former chairman of Fiat] once time told me, ‘When you get older, you’ll have the reputation you deserve.’ You can fool people some of the time but not forever. I believe the same is true for companies.”576


  Librarian “Being dishonest and unethical is a sure-proof way to sorrow.”


  Munger “Peter Kaufman says something very smart: ‘If all these crooks and promoters knew how much money there was in being honest, there’d be more people who did it.’”577


  Buffett “It takes twenty years to build a reputation and five minutes to ruin it. If you think about that, you’ll do things differently.” ‘


  “Never trade reputation for money.”579


  Librarian “Don’t you even send out a memo to your managers on this?” Buffett “Every two years, I write them a very simple letter. It’s a page and a half. I don’t believe in 200page manuals because you put out a 200 page manual, everybody’s looking for loopholes basically.””


  Seeker “What do you tell them?”


  Buffett “Berkshire can afford to lose money, even lots of money; it can’t afford to lose reputation, even a shred of reputation…And in the long run we will have whatever reputation we deserve.”58’


  Munger “Getting a good reputation in life can have remarkably favorable outcomes582…You just have to get the best reputation you can in the years and time you have available. It may work out well and it may work out poorly but it’s a good use of time. I’ve seen so many times where the opportunity people got was because of reputation, so I think hardly anything is more important than behaving well as you go through life.” ‘


  Buffett “And a great reputation, as I say, is like virginity, it can be preserved, but it can’t be restored. At least that’s what my dad told me.” “*


  Munger “We actually have tried to behave better as we’ve grown more prosperous. I recommend you follow those old-fashioned principles.


  You’d be crazy if you didn’t.”585


  Seeker “I was crazy but fortunately you are on the way to cure some of my deficiencies.”


  Munger “We learned good lessons when we were young. We ve been more selective. I don’t think we’ve ever regretted not making a lot of easy money when we decided it was beneath us586…There should be a huge area between what you’re willing to do and what you can do without significant risk of suffering criminal penalty or causing losses. We believe you shouldn’t go anywhere near that line. You ought to have an internal compass.”587


  “We don’t claim to have perfect morals, but at least we have a huge area of things that, while legal, are beneath us. We won’t do them.”588 


  Librarian “Some do it anyway.”


  Munger “This combination of envy and self-serving bias makes people to go to the edge589…There’s enormous money and happiness, and better service to be gained, by just deciding, ‘I’m going to do without that.’ Warren used to say, when we were brokers at Salomon, ‘I’m waiting for a list of the business that we have declined because it was morally beneath us even though it was legal.’ People are just so competitive they just want to do every damn thing that can be done, profitably, whereas, we need something beyond that.”590


  “Foregoing money, because it’s sort of tainted, or too close to tainted, or too close to gaming, is a very good thing.”591


  Librarian “Didn’t the founder of Price Club, Sol Price do something like that?”


  Munger “Sol Price used to say, success in business came from deciding which business you could intelligently do without. He had a list of business he didn’t want. He didn’t want business from people who wrote bad checks. He didn’t want business of people who shoplifted. He didn’t want business of people who clogged-up his parking lot without buying very much. He carefully invented a system where he kept those people out, and succeeded by deciding what he would be better off without and avoiding it. This is a very good way to think, and it’s not all that common.”592


  Seeker “So how do I know if something I do is ethical?”


  Buffett “The simple test of good ethics, is how would you feel about any act, if a reasonably intelligent, but unfriendly reporter were to write it up and put it in tomorrow’s paper for everyone to see. If it passes that test, it’s okay, and if you have to think about it, it probably isn’t the right thing to do.”5®


  Seeker “Since one of the jobs I’ve had was in advertising, it reminds me of what the genius David Ogilvy said, ‘Never write an advertisement which you wouldn’t want your own family to read. You wouldn’t tell lies to your own wife. Don’t tell them to mine.’”594


  Munger “There’s money in being trusted. It’s such a simple idea. Yet, everybody rushes into every goddamn scummy activity that seems to work.”595


  “I’m proud to be associated with the value system at Berkshire Hathaway…I think you’ll make more money in the end with good ethics than bad.”596


  Seeker “What is the best way to teach ethics?”


  Munger “I think the best single way to teach ethics is by example. And that means if you take in people who demonstrate in all their daily conduct an appropriate ethical framework, I think that has enormous influence on the people who watch it. Conversely, if your ethics slip, and if people are being rewarded for ethical slips, then I think your ethics cascade downward at a very, very rapid rate.”597


  Librarian “Try to follow the Cadet Honor Code: ‘A Cadet will not lie, cheat, or steal, or tolerate those who do.’”


  Munger “When I was an officer in the military, we had a rule called Conduct Unbecoming an Officer. It was not specific, but it said there were certain ways to behave as an example for others. I don’t see why we shouldn’t have this for our corporate executives.”


  “If you rise high in a corporation or elsewhere in life, you have a duty to be an exemplar —you have a duty to take less than you deserve, to set an example.”598


  Librarian “If the rule is ‘what you send out you get back’ then you should be extra careful what signals you send out when you’re in a position of power.”


  Seeker “This shows the importance of doing right as a parent.”


  Munger “The best method for training your children is to be the proper example.”599


  Librarian “You don’t want to be what the crime fiction writer Catherine Aird once wrote about someone, ‘If you can’t be a good example, then you’ll just have to be a horrible warning.’”600


  Buffett “The most important job you have is to be the teacher to your children. You are the big, great thing to them. You don’t get a rewind button. You don’t get to do it twice. You teach with what you do, not what you say.”601


  Munger “Whatever values you want your children to have you better be demonstrating to them day after day after day.”602


  “The younger people are going to adopt to whatever the ethos is that suffuses the place603… if you see people you respect behaving in a certain way, especially under stress, [that has a real impact]. ‘,<M


  Librarian “Children are also influenced a lot by their friends so make sure the right ‘peer group’ surrounds them.”


  Munger “Judith Rich Harris…demonstrated that peer pressure on the young is far more important, and parental nurture is much less important, than had been commonly recognized.”605


  “This makes it wise for parents to rely more on manipulating the quality of the peers than on exhortations to their own offspring.”606 Buffett “If you take any large group, you will have some kind of bellshaped curve where you will find a lot of people in the middle, who, under most conditions, will behave well, but when they are in really difficult situations, they won’t. You will find people who are just outstanding on the right-hand side of the curve and those are the people who are my heroes, frankly. I don’t think it has changed much over the years…I don’t think the human animal changes too much. I think the only way humans change is if they get into a new culture and adopt the mores of that culture. I think it’s easier to drop down, unfortunately, if you get into a kind of jungle-type culture, than to move up if you are in some monastic-type culture.”607


  “I learned that it pays to hang around with people better than you are, because you will float upward a little bit. And if you hang around with people that behave worse than you, pretty soon you’ll start sliding down the pole. It just works that way.”608


  Librarian “As the ancient Greek dramatist Menander said, ‘Bad company corrupts good character.’”




  

  Be A Jerk And Treat People Really Badly


  Buffett “When you see some guy that should have everything going for him and everybody in town hates him, you want to make sure you don’t have any of the qualities that make him hated.”609


  Munger “Warren and I know many businessmen who have not a friend on earth — and rightly so. Once you have friends and find friends, hang on to them.”610


  “You don’t want to be like the motion picture executive who had so many people at his funeral, but they were there just to make sure he was dead.”611


  Librarian “Like Woody Allen says, ‘What a world. It could be so wonderful if it wasn’t for certain people.’”612


  Seeker “I assume a jerk is always a jerk —with or without money.” Librarian “As someone said, ‘Even if you win the rat race, you’re still a rat.’ But remember the saying, ‘It’s nice to be important, but more important to be nice.’”


  Buffett “Be a nice person…Look around at the people you like. If you like traits of other people, doesn’t it follow that other people would like you if you have those same traits?”613


  “One thing you learn in life and business.Jife circles back around…you’re going to meet a lot of people that you think will be one-stop shops initially in your life but they aren’t.”6’4


  Librarian “Schopenhauer said, ‘It is a wise thing to be polite; consequently, it is a stupid thing to be rude.’”615


  Buffett “You should always try to be a good person.”616


  Munger “At the end of the day —if you live long enough —most people get what they deserve.617…Ask the question: How can you best get what you want? The answer: Deserve what you want! How can it be any other way?”618


  “You want to deliver to the world what you would buy if you were on the other end…the people who’ve had this ethos win in life, and they don’t just win money and honors. They win the respect, the deserved trust of the people they deal with. And there is huge pleasure in life to be obtained from getting deserved trust.”619


  Seeker “What is success to you?”


  Buffett “I am so blessed. I get to do what I like to do with people that I love. That is happiness. I am happy day after day after day. How could I be any happier? Someone once said success is getting what you want and happiness is wanting what you get.”620


  “When you get to be my age you will be successful if the people who you hope to have love you, do love you. Charlie and I know people who have buildings named after them, receive great honors, etc. and nobody loves them —not even the people who give them honors. ” 21


  Seeker “How do you get people to love you then?”


  Buffett “The only way to be loved is to be lovable. You always get back more than you give away. If you don’t give any you won’t get any.”622


  “Some people never learn that. They’re busy cheating people, cutting comers, lying to them, all kinds of things and they think they’re a success because they have tens of millions of dollars later in life. I don’t think they are a success623.. .Ultimately, money is not the ultimate measure of success, but rather, it is how many loved ones you have around you. ‘624 


  Librarian “And start early to become the right person.”


  Buffett “Ben Graham.. .When he was twelve years old, he sat down and made a list of the qualities he admired in other people; and he made a list also of the qualities that he found unattractive in other people. He decided that it was just an act of will and then habit to develop those attractive qualities and to get rid of the unattractive qualities.”


  “Anybody can show up on time; they cannot claim credit for ideas that are not their own; they cannot cut comers; they can avoid envy. All of those things are doable and they make an enormous difference in how you function, not only in your job, but in society, subsequently.”


  Seeker “I’ll try.”


  Buffett “They are simply a matter of deciding what you are going to do and what kind of person you are going to make out of yourself, and then doing it626…You choose what kind of human being you’re going to be, and then other people choose whether they’ll associate with you or not.”627


  “I would do the same thing in terms of looking at businesses… I’d try and look for what I admire and emulate it. And I’d make sure that I tried very hard not to let thing that are distasteful creep into my own system.”628


  Librarian “It helps to have the right heroes in life.”


  Buffett “I think it’s very important to have the right heroes…So I say, choose your heroes carefully, and then figure out what it is about them that you admire. Then you figure out how to do the same thing. It’s not impossible.”629


  Seeker “The importance of doing right as a parent again.”


  Buffett “Of course, virtually everybody starts out with their initial models being their parents. So they are the ones that are going to have a huge effect on ‘em. And if that parent turns out to be a great model, I think it’s going to be a huge plus for the child. I think it beats a whole lot of other things in life to have the right models around.”630


  Munger “The best legal experience I ever got was when I was very young. I asked my father why he did so much work for a big blowhard, an overreaching jerk, rather than for his best friend Grant McFayden. He said, ‘That man you call a blowhard is a walking bonanza of legal troubles, whereas Grant McFayden, who fixes problems promptly and is nice, hardly generates any legal work at all.’ My dad was teaching me a lesson and it worked.”631


  Seeker “Did it change your behaviour?”


  Munger “Considering its size, Berkshire has supported fewer lawyers than any company I can think of. We’ve gone through the world like Grant McFayden, the pioneering Omaha Ford dealer.”632


  “That’s an example of teaching by inversion. Figure out what you don’t want and you’ll get to what you do want633…Warren had the same instincts I had. We haven’t had our share of disappointed, angry people that ruin so many lives.”634


  Librarian “1 just thought about what Benjamin Franklin wrote in Rules for Making Oneself a Disagreeable Companion: ‘Talk much of your-self, your education, your knowledge, your circumstances, your successes in business, your victories in disputes, your own wise sayings and observations on particular occasions, etc. etc. If when you are out of breath, one of the company should seize the opportunity of saying something; watch his words, and, if possible, find somewhat either in his sentiment or expression, immediately to contradict and raise a dispute upon. Rather than fail, criticise even his grammar.’”635


  Seeker “Your inversion/slash thinking backwards trick again. It is amazing how much it clarifies what not to do.”


  “What are your views on choice of occupation?”




  

  Have A Job That Makes You Feel Miserable


  Librarian “Do what you hate, for a company you hate, with people that you hate and who hate you back.”


  Seeker “OK, I know what not to do then.”


  Buffett “The big thing you want to do is you want to enjoy every day. So you want to have a job you love and you want to work with people that you like and admire and trust.”636


  “You want to ask the question, ‘Where am I going to have most fun?’637…If it turns you on, then you’ll do well at it.”638


  Seeker “Do you mean that I have a higher chance to succeed if I’m passionate about my job?”


  Buffett “Having passion for something is far from an automatic guarantee of success, but I think it helps. It’s hard to imagine very many athletes succeeding without a passion for their sport, though obviously many who are equally passionate fall on their face (count me among those).”


  “I tell the college students who visit Omaha to try to find the job that they’d take if they didn’t need a job (easier said than done but still the right goal). They may not enjoy wild success but they will certainly enjoy life more than if they go to a job they find uninteresting. And, on balance, I believe they will enjoy more success.”639


  Munger “You have to do something that you really like doing and that you are very interested in. In my whole life I’ve never been good at something I wasn’t very interested in. It just doesn’t work.”640


  “It’s very hard to succeed until you take the first step in what you’re strongly interested in. There’s no substitute for strong interest.”641 Seeker “I always had jobs that I didn’t like very much.”


  Buffett “If you are in a job that you are not enthusiastic about, find something else. You’re not doing yourself any favor, and you’re not doing your employer any favor and you’re going to make a change anyway at some point.”642


  Seeker “How about looking for something that pays me well?


  Buffett “Don’t look for the money. Look for something you love, and if you’re good, the money will come643…If you think you will be happier getting 2x instead of lx, you are probably making a mistake. You will get in


  trouble if you think making lOx or 20x will make you happier because then you will borrow money when you shouldn’t or cut corners on things.”644


  “1 know lots of people who are not rich in financial terms but they are still happy. I know plenty of unhappy rich people.”645


  Munger “I have three basic rules. Meeting all three is nearly impossible, but you should try anyway: (1) Don’t sell anything you wouldn’t buy yourself. (2) Don’t work for anyone you don’t respect and admire. (3) Work only with people you enjoy.”646


  Buffett “It just doesn’t work if you don’t admire or trust them. I do not hire people I would not want as friends or as neighbors. I work with people who make my life easier. You can’t work with people who make your stomach grind.”647


  Seeker “Like my former boss.”


  Munger “You particularly want to avoid working directly under somebody you don’t admire and don’t want to be like. It’s dangerous.”648 Buffett “You really want to be working for somebody you admire. If you’re working for somebody who causes your stomach to turn, maybe you have to keep doing it to keep eating for a while but don’t settle for it…If something goes wrong, if you find yourself working for the wrong employer and they’re doing things you don’t approve of or they’re not treating you fairly, the world isn’t over yet. You just go out and find somebody else.”649


  Seeker “Anything else I should think about?”


  Buffett “Make yourself a person that you would want to hire. We look for people with not necessary the highest IQs, but people who have a good work ethic, are loyal, honest and reliable.”650


  Munger “I first look for trust, regardless of talent. First you need trust and then good judgment65’…Trustworthiness is more important than brains. We wouldn’t hire anyone —no matter how able they were—if we didn’t trust them.”652




  

  Work With Something That Goes Against Your Nature And Talent


  Mungek “If you try and do something that is against the grain of your nature —even if you succeed at it —it is going to be a very painful life.”653 Librarian “We are all prisoner of our talents.”


  Seeker “How can I best find out what I have any talent for?”


  Buffett “It is a question of being self-realistic…Being realistic in appraising your own talents and shortcomings, and some are a whole lot better at it than others., .The best really know when they are playing the game that they’re going to win.”654


  Librarian “Try to understand what you enjoy and then you should also try’ to combine what you enjoy with what you’re good at. Ask, ‘What am I good at and what do I like? What’s working for me and what’s not working? What comes easy for me?”


  “Know your limitations —as Benjamin Franklin advised, ‘If your head is wax, don’t walk in the sun.’”


  Munger “Well, I’m really better at determining my level of incompetency and then just avoiding that…I prefer to think that question through in reverse.”655


  Seeker “Jacobi again.”


  Buffett “Learning what you don’t want to do is just as important as learning what you do want to do.”656


  Munger “I don’t think it’s as difficult to figure out your competence as it may appear. If you’re 5′ 2″, you don’t have much future in the NBA. If you are 92 years old, you are not going to be the romantic lead in Hollywood. If you weigh 350 pounds, you shouldn’t dance in the Bolshoi ballet. If you can hardly count cards at all, you shouldn’t compete in blackjack.”*


  Seeker “I guess professional basketball is out of the question.”


  Munger “You need to recognize where nature has been kind and play a game where nature has given you the greatest talent. Man is the prisoner of his talents. I’m afraid that’s the hand we’re given to play in life. If you’re 5′ 2″, I don’t think you want to play basketball?”658


  Buffett “What I am is a realist.. .perhaps it would have been nice to be a major league baseball player, but that’s where the realism comes in.”’ ‘ Munger “You’ll do better if you have passion for something in which you have aptitude. If Warren had gone into ballet, no one would have heard of him.”660


  Librarian “And set up a system and environment that plays to your strengths and minimizes your weaknesses.”


  Seeker “Tell me something more useful.”




  

  Believe You Know Everything About Everything


  Munger “You’ve got to know what you know and what you don’t know. What could possibly be more useful in life than that?”1,61


  Librarian “Unfortunately, most of us don’t know what we don’t know’. Instead we tend to overestimate how much we know and have opinions on things when in reality we don’t know what we really are talking about. Like the wise Maimonides said, ‘Every person thinks his mind…more clever and more learned that it is.”’


  Seeker “You mean I think I know something when I really don’t?


  Buffett “In Darwin’s words, ‘Ignorance more frequently begets confidence than does knowledge.’”662


  Librarian “Yes, we are often ignorant about our own ignorance —we don’t know what we don’t know. This means that we must first realize that we are ignorant on a subject or an issue before we can stop being ignorant, and instead say we don’t know or try to get some genuine knowledge.”


  “Ignorance and high confidence is not a good combination. So knowing what you don’t know is the hallmark of a wise person.”


  Seeker “Hmm.”


  Librarian “And if you believe you are an expert on a subject or very intelligent the more over-confident you are about the depths of your knowledge.”


  Munger “You’re a disaster if you don’tknow the edge of your competency. Warren frequently says, ‘I’d rather deal with a guy with an IQ of 130 who thinks it’s 125 than a guy with an IQ of 180 that thinks it’s 200. That second guy will kill you.”663


  Seeker “And the trick is?”


  Buffett “The important thing in your circle of competence is not how big the circle is. It isn’t the area of it. It’s how well you define the perimeter. So you know when you are in it, and you know when you are outside of it.”664 Munger “I do think that knowing the edge of your competency is important. If you think you know a lot more than you do, you will get in trouble.”665


  Buffett “If I have any advantage, it’s probably that I know when I know what I’m doing, and I know when I don’t know what I’m doing.”666


  Munger “Warren and I know the edge of our own competency better than other people do.”667


  Seeker “But take opinions as an example. It is so hard to admit ‘I don’t know.’ I always feel I have a need to have an opinion on every subject.” Buffett “You don’t have to have an opinion on everything.”668


  “Charlie and I are competent to make judgments on certain things, and not on other things. We try to focus on what we can understand.”669 Librarian “As Ludwig Wittgenstein said, ‘Whereof one cannot speak, thereof one must be silent.’”670


  “Also, listen and make sure you really understand a question or an issue before you answer or comment on it. You need to answer two questions:


  

    	Do I truly have the competence needed and


    	Do I truly understand the issue?


  


  Like the man behind Peter’s Principle, Laurence Peter said, ‘Some problems are so complex that you have to be highly intelligent and well informed just to be undecided about them.’”671


  Seeker “I have to think about that one.”


  Munger “I try to get rid of people who always confidently answer questions about which they don’t have any real knowledge. When you don’t know and you don’t have any special competence, don’t be afraid to say so…Nobody expects you to know everything about everything.”’ Librarian “‘You know everybody is ignorant, only on different subjects.’” Munger “A crotchet that says, ‘This is too hard for me. I’m not going to try to understand it.’ That’s a very useful crotchet.”673


  Librarian “Confucius had it right, ‘Real knowledge is to know the extent of one’s ignorance.’”


  Seeker “Still, some very successful people have opinions of all kind of subjects?”


  Munger “My old Harvard Law classmate, Ed Rothschild, always called such a popping-off ‘the shoe button complex,’ named for the condition of a family- friend who spoke in oracular style on all subjects after becoming dominant in the shoe button business.”674


  “His father commuted daily with the same group of men…One of them had managed to comer the market in shoe buttons — a really small market, but he had it all. He pontificated on every subject, all subjects imaginable. Cornering the market on shoe buttons made him an expert on everything. Warren and I have always sensed it would be a big mistake to behave that way.”675


  Buffett “For us to think that just because we made a lot of money, we’re going to be better at giving advice on every subject —well, that’s just crazy…I’m very suspect of the person who is very good at one business — it also could be a good athlete or a good entertainer —who starts thinking they should tell the world how to behave on everything.”6 6


  Munger “I frequently tell the apocryphal story about Max Planck when he won the Nobel Prize and went around Germany giving the same standard lecture on the new quantum mechanics. The chauffeur gradually memorized the lecture and said, ‘would you mind Professor Planck, because it’s so boring to stay in our routine, if I gave the lecture in Munich and you just sat in front wearing my chauffeur’s hat?’ Planck said, ‘why not.’”677


  Seeker “Did the chauffeur do it?”


  Munger “The chauffeur got up and gave this long lecture on quantum mechanics. After which a physics professor stood up and asked a perfectly ghastly question. The speaker said, ‘Well, I’m surprised in that in advanced city like Munich I get such an elementary question. I’m going to ask my chauffeur to reply.”’678


  Seeker “Great story.”


  Munger “Well…In this world I think we have two kinds of knowledge: One is Planck knowledge, that of the people who really know. They’ve paid the dues, they have the aptitude. Then we’ve got chauffeur knowledge. They have learned to prattle the talk. They may have a big head of hair. They often have fine timbre in their voices. They make a big impression. But in the end what they’ve got is chauffeur knowledge masquerading as real knowledge.”679


  Librarian “They are what John Cleese calls an articulate incompetent, ‘A person who speaks clearly and cogently and persuasively about something, without actually understanding anything about the reality that their words are intending to describe.’


  “He continues, ‘Such a person is dangerous to an organization because they can sound very persuasive, despite the fact that they have absolutely no clue what they are talking about.’”680


  Seeker ” Li ke my investment advisor — so well-spoken and nice to talk to on all kinds of subjects but as I later found out, to quote Aesop, ‘A splendid head, and yet no brain.’”


  Librarian “What was it someone said, ‘A dog is not considered good because of his barking; a man is not considered clever because of his ability to talk.’ So beware of the articulate incompetent.”


  “As the former chairman of Random House, Robert Bernstein said, ‘That’s what frightens me about business schools…They train their students to sound wonderful. But it’s necessary to find out if there’s judgment behind their language.’”681


  Munger “You’re going to have the problem in your life of getting as much responsibility as you can into the people with the Planck knowledge, and away from the people who have the chauffeur knowledge. And there are huge forces working against you.”682


  Librarian “Another dangerous version to avoid is the twaddler —full of empty talk, rubbish and nonsense.”


  Munger “Man, as a social animal who has the gift of language, is born to prattle and to pour out twaddle that does much damage when serious work is being attempted.”683


  Seeker “But you two for sure don’t suffer from that. Back to the circle— have you gone outside?”


  Buffett “Charlie and I worry about ourselves getting outside of our circle of competence. And we’ve done it. It is very tempting. It’s probably part of the human condition —in terms of hubris or something.”684


  Librarian “Take for example acquisitions —many CEO’s overestimate the returns they can produce, they get blind to difficulties or the risks involved, and they underestimate their opponents or competition.”


  Buffett “Everything looks rosy…when you first are looking at a deal. You don’t see the downsides. You don’t see the execution problems, you don’t see the people who are going to leave.”685


  Seeker “Why does it happen?”


  Buffett “The heads of many companies are not skilled in capital allocation. Their inadequacy is not surprising. Most bosses rise to the top because they have excelled in an area such as marketing, production, engineering, administration or, sometimes, institutional politics. Once they become CEOs, they face new responsibilities. They now must make capital allocation decisions, a critical job that they may have never tackled and that is not easily mastered. To stretch the point, it’s as if the final step for a highly- talented musician was not to perform at Carnegie Hall but, instead, to be named Chairman of the Federal Reserve.’”’’’’


  Munger “[The] guy who invented the Peter Principle is right: You know we all get promoted in hierarchies and, of course, half the time some guy gets one category too high and of course half the time you have someone who is utterly unqualified for this spot he is sitting in and yet he has the power. He’s got a big ego and everything else.”687


  Buffett “They’ve never bought a business in their life. They don’t know what it’s all about. So they usually do one or two things. Either they set up an internal department, hire a bunch of guys and have them tell him something to do. Of course, the guys know if they don’t tell him something to do, then there will be no jobs. So you can imagine what activity takes place then. Or they go out and hire investment bankers who get paid by the transaction.”688


  Munger “When you promote the General Sales Manager to CEO making unrelated business acquisitions, you naturally cause more trouble that you earlier did when you made a less substantive change by promoting the Sales Manager of some territory to General Sales Manager.’” ’’


  Seeker “But why do some managers think they can do…”


  Munger “An extreme optimism based on an inflated self-appraisal is one690…They thought they were so smart they could do something difficult691…In self-appraisals of prospects and talents, it is the norm…for people to be ridiculously over-optimistic.”692


  Librarian “But many CEO’s believe they are the exception —that they are different and can pull it off. As the saying goes, ‘The downfall of a magician is the belief in his own magic.’”


  Munger “I think that many CEOs get carried away into folly. They haven t studied the past models of disaster enough and they’re not risk-averse enough.”693


  Librarian “And CEO’s like to do deals.”


  Buffett “CEOs aren’t shrinking violets. They like to make deals, and they have big goals. Investment bankers will be calling on them, there are all these forces that push toward deals, and if you push toward deals you get a lot of dumb deals.”694


  Munger “It’s in the nature of successful corporations to be talked into dumb deals.”695


  Buffett “They rely on Wall Street, which of course recommends doing deals because they get paid X if the deal doesn’t go through and 20X is the deal does.”696


  Librarian “And when a CEO want to make a deal, he make sure the deal looks great on paper.”


  Buffett “While deals often fail in practice, they never fail in projections ”’ …If a CEO is enthused about a particularly foolish acquisition, both his internal staff and his outside advisors will come up with whatever projections are needed to justify his stance. Only in fairy tales are emperors told that they are naked.”698


  Seeker “But you are different.”


  Munger “Berkshire, by design.. .never had the equivalent of a ‘department of acquisitions’ under pressure to buy. And it never relied on advice from ‘helpers’ sure to be prejudiced in favor of transactions.”699


  Buffett “We’ve tried very hard to not be eager to do deals, just to be eager to do deals that make sense.”700


  Munger “Two-thirds of acquisitions don’t work. Ours work because we don’t try to do acquisitions—we wait for no-brainers.”701


  Seeker “How do you evaluate a possible acquisition?”


  Munger “We’re light on financial yardsticks; we apply lots of subjective criteria: Can we trust management? Can it harm our reputation? What can go wrong? Do we understand the business? Does it require capital infusions to keep it going? What is the expected cash flow?”702


  Seeker “I love this stuff, more please.”


  Munger “All I can say is we have a good batting average, and that is probably because we’re probably a little more competent than we think we are. There’s some modesty in what we’re doing.”703


  Seeker “Any advice on friends, business associates or people in general?


  By the way what is real friendship?”


  Buffett “1 know a woman in her 80’s, a Polish Jew woman forced into a concentration camp with her family but not all of them came out. She says,’ I am slow to make friends because when I look at people, I have one question in mind; would they hide me?”’


  “If you get to be my age, or younger for that matter, and have a lot of people that would hide you, then you can feel pretty good about how you’ve lived your life704…That can’t be bought. I know people that have billions of dollars and their children would say, ‘he’s in the attic.’”7“’




  

  Associate With Assholes


  Munger “Avoid dealing with people of questionable character.” *’


  Librarian “Walk away if you can. Remember the saying, ‘Don’t fight with a pig, you’ll just get dirty and the pig likes it.’”


  Munger “Our basic rule has always been that we don’t deal with assholes.”707


  Buffett “I have turned down business deals that were otherwise decent deals, because I didn’t like the people that I would have to work with.”71*


  “If I can add one percent or five percent to my net worth by being around people…who make me want to throw up. I’m not interested.” ‘


  Munger “We don’t want low grade people around us…Our experience has been that low grade people kill you.”710


  Seeker “But sometimes crooks get better and improve.”


  Librarian “Crooks don’t retire. They are vultures. They just change trees now and again.”


  Buffett “And the bad actor will try to tantalize you in one way or another. But you won’t win. It pays to just avoid him.”711


  Munger “You want to avoid other people who are total rat poison, and there are a lot of them.”712


  Buffett “You will move in the direction of the crowd that you associate with7B…You want to associate with first-class people.”714


  Munger “The high quality people you interact with, clutch them to your bosom. And the low quality people just get them the hell out of your life.”715


  “Dealing with people you can trust and getting all the others the hell out of your life, it ought to be taught as a catechism.” 16


  Buffett “One of the best things you can do in life is to surround yourself with people who are better than you are…If you hang around with people who behave worse than you, pretty soon you’ll start being pulled in that direction.”717


  Munger “We just try to operate in a seamless web of deserved trust and be careful whom we trust718…Basically, I’ve had a very favoured life. I’ve got wonderful associates…I’ve been very lucky or wise.. .in the people I’ve trusted in life.”719


  Seeker “But how do I know whom to trust?”


  Munger “It’s hard to judge the combination of character and intelligence and other things. It’s not at all simple, which explains why we have so many divorces. Think about how much people know about the person they marry, yet so many break up. It’s not easy.”720


  Buffett “There is no way to eliminate the possibility of error when judging humans.”721


  Seeker “That doesn’t help me.”


  Munger “When you have doubts about a person, you can pass. There’s enough nice people to interface with.”722


  Buffett “Charlie and I have had very good luck buying businesses and putting our trust in people —it’s been overwhelmingly good, but we filter out a lot of people. People give themselves away and maybe it’s an advantage being around awhile and seeing how people give themselves away by what they talk about and what’s important and not important to them.”


  “We rule out people 90% of the time. Maybe we’re wrong sometimes, but what’s important is the ones we let in.”723


  Seeker “I assume it is important for you guys in investing and managing to spot bad people?”


  Buffett “We do not wish to join with managers who lack admirable qualities, no matter how attractive the prospects of their business. We’ve never succeeded in making a good deal with a bad person…After some other mistakes, I learned to go into business only with people whom I like, trust, and admire.”724


  Seeker “Let’s say I want to hire someone —what is important to think about?”


  Buffett “You look for the logical things —passion, an interest in running the business, honesty. Such as, do they love the business, or do they love the money? This is the first filter. I mean real passion…if temperament is the most important personal asset in managing money, in business, it’s passion.”725


  Seeker “More?”


  Buffett । “First and foremost, you have to feel good around them, you must enjoy their company, like a friend or a family member. If you feel good around them, it means they have characteristics you admire and are moving in the direction you want to associate with.”726


  Librarian “And integrity.”


  Buffett “One friend of mine said that in hiring they look for three things: intelligence, energy, and character. If they don’t have the last one, the first two will kill you because, it’s true, if you are going to hire somebody that doesn’t have character, you had really better hope they are dumb and lazy, because, if they are smart and energetic, they’ll get you in all kinds of trouble.”727


  “I am looking for people that function very, very well. And that means not having any weak links.”728


  Seeker “I understand now that trust is extremely important.”


  Librarian “Think how much life is simplified and improved when you are around and deal with people you can trust. Or to invert —think about the misery of being around people you can’t trust.”


  Munger “Good character is very efficient. If you can trust people, your systems can be way simpler. There’s enormous efficiency in good character and dis-efficiency in bad character.”729


  “We have less paperwork and more trust than most places… Most people underestimate the pleasure that comes from trust*… Complex bureaucratic procedure does not represent the highest form civilization can reach. One higher form is a seamless, non-bureaucratic web of deserved trust. Not much fancy procedure, just totally reliable people correctly trusting one another.”731


  Seeker “You talk about trust —still, I assume you believe in having contracts, or?”


  Buffett “We are not big believers in contracts. We hand people hundreds of millions of dollars, or billions in some cases, to sell us their business. And the decision we have to make is, ‘Are they going to have the same passion for the business after they hand us the stock certificate and we hand them the money that they had beforehand.’ And if we’re wrong on that, no contract is going to save us…We don’t want relationships that are based on contracts. I can’t really think of a formal contract we have.”


  Munger “If everybody distrusts everybody and tries to protect himself with contracts and procedure, you don’t have the best human culture, you have the worst.”733


  Buffett “If I need a team of lawyers and accountants, it isn’t going to be a good deal…. We’ve never had an extended negotiation with anybody about anything. That’s just not our style. If it’s going to be that way, I don’t want to deal with them-because it’s going to ruin my life sooner or later. So we just walk away.”734


  Seeker “Lawyers…as Chico Marx said, ‘Whenever you got business trouble, the best thing to do is to get a lawyer. Then you got more trouble, but at least you got a lawyer.’”735


  Seeker “What about incentive contracts?”


  Buffett “We have a whole bunch of different arrangements on that, but we don’t try to hold people by contracts. It wouldn t work. And we basically don’t like engaging in ‘em.”736


  “They have to go to work every day because they want to go to work, not because there’s some contract, or because they need the money.


  So I try to create the conditions that would cause them to really rather be at work than on some yacht someplace which they could easily afford.” 1


  Seeker “But how do you get people that don’t need more money to work?”


  Buffett “Treat them fairly and in the manner that we would wish to be treated if our positions were reversed.”738


  “Why would you jump out of bed and be excited about going to work that day? And we try to apply that to the people who work with us”…It doesn’t require a 150 I.Q. or anything to do that. It does require a certain sensitivity as to why people get up in the morning and why they want to do what they do.”740


  Seeker “Such as?”


  Buffett “We try to provide an environment for them which is exactly like what we’d want if we were running a business. The main thing we would want is we would not want a lot of second guessing, we would not want a lot of home office meetings, we would not want a lot of supervision from some group Vice President at headquarters. We just would not want a lot of nonsense. We would like to run our own business in our own way.”741


  “If I had people second-guessing me all day, I would get sick of it. I would say, ‘What the hell do I need this for?’ And, that’s exactly the way our managers would feel if I went around second-guessing them or telling them how to run their business.”742


  Munger “We have decentralization just short of abdication in handling our subsidiaries.”743


  Buffett “The extraordinary delegation of authority now existing at Berkshire is the ideal antidote to bureaucracy. In an operating sense, Berkshire is not a giant company but rather a collection of large companies. At headquarters, we have never had a committee nor have we ever required our subsidiaries to submit budgets (though many use them as an important internal tool). We don’t have a legal office nor departments that other companies take for granted: human relations, public relations, investor relations, strategy, acquisitions, you name it.”744


  “We will never allow Berkshire to become some monolith that is overrun with committees, budget presentations and multiple layers of management. Instead, we plan to operate as a collection of separately-managed mediumsized and large businesses, most of whose decisionmaking occurs at the operating level.”745


  Munger ” Most of what we do… is just not to interfere in a counterproductive way.”746


  Seeker “That’s not what most other businesses do, is it?”


  Buffett “Gillette, the oil companies, etc. all went out and bought a lot of businesses and tried to run them themselves. We’re under no illusions that we can do that. We think that having lots of Executive Vice Presidents, directives from headquarters, centralized Human Resources etc. can destroy the incentives of the people who’ve already gotten rich, and we’re counting on them making us rich.”747


  Munger “Our contribution to See’s Candies has been limited to leaving it alone. When we bought it, it already had a wonderful culture, a wonderful trademark and a wonderful reputation. Our contribution was not screwing it up. There are a lot of people who would have bought it and would have screwed it up. They would have thought that headquarters knows best.”


  Buffett “The whole idea of Berkshire is that managers are responsible for their businesses and we don’t tell them what to do.”74”


  Munger “We like it —that’s the way we would want it of we were the manager.”750


  Buffett “We let successful companies keep running the way they’ve run in the past. That’s what made them successful and that’s what will keep them successful751…We don’t have, and don’t expect to have, operating people in our parent organization. All of the businesses we own are run autonomously to an extraordinary degree. In most cases, the managers of important businesses we have owned for many years have not been to Omaha or even met each other. When we buy a business, the sellers go on running it just as they did before the sale; we adapt to their methods rather than vice versa.”752


  Munger “The business management record of Warren is pretty damn good, and I think it’s frequently underestimated. He is a better business executive for spending no time engaged in micromanagement.”


  Librarian “It reminds me of something your friend Tom Murphy said, ‘[Warren Buffett and 1] are both proponents of a decentralized management philosophy: of hiring key people carefully; of pushing decisions down the organization; and of setting overall principles and resisting temptation to be involved with details. In other words, don’t hire a dog and try to do the barking.”’754


  Buffett “I believe the GEICO story demonstrates the benefits of Berkshire’s approach. Charlie and I haven’t taught Tony a thing —and never will — but we have created an environment that allows him to apply all of his talents to what’s important. He does not have to devote his time or energy to board meetings, press interviews, presentations by investment bankers or talks with financial analysts.”


  “Furthermore, he need never spend a moment thinking about financing, credit ratings or ‘Street’ expectations for earnings per share. Because of our ownership structure, he also knows that this operational framework will endure for decades to come. In this environment of freedom, both Tony and his company can convert their almost limitless potential into matching achievements.”755


  Munger “Our approach has worked for us. Look at the fun we, our managers, and our shareholders are having. More people should copy us. It’s not difficult, but it looks difficult because it’s unconventional —it isn’t the way things are normally done. We have low overhead, don’t have quarterly goals and budgets or a standard personnel system, and our investing is much more concentrated than average. It’s simple and common sense.”756


  Seeker “But don’t your companies need some kind of control and direction?”


  Buffett “We can obtain a better management result through non-control than control.”757


  Munger “We buy businesses that don’t require a lot of control. That’s the beauty of the system we’ve created.”758


  Buffett “Every now and then you have a disappointment but overwhelmingly if you put trust in the equation with people that have already showed that they have a lot of ability running their business, there’s real trust.”759


  “We think giving managers this degree of freedom allows them to accomplish a lot more —our lack of supervision does mean we miss some things…but on balance it is a benefit.”760


  Munger “Our success has come from the lack of oversight we’ve provided, and our success will continue to be from a lack of oversight.”761


  Buffett “But if you’re going to provide minimal oversight, you have to buy carefully.”762


  Seeker “With so many employees aren’t you worried something might go wrong?”


  Buffett “With so many employees something can always go wrong. It will happen. But we try to create a culture and incentives that minimize that.”763


  Munger “In terms of intellectual content, I think this place tries harder to be rational than most places. And I think it tries harder than most places to be ethical — meaning to tell the truth and to not be abusive. Now with [so many employees] at Berkshire, I’ll bet as I sit here at least one of them is doing something that I would very much regret. However, despite the presence of some human failing, we’ve had an amazingly low amount of litigation or scandal or anything of that sort over a vast number of decades.”764


  Seeker “So you say mistakes happen?”


  Buffett “This approach produces an occasional major mistake that might have been eliminated or minimized through closer operating controls. But it also eliminates large layers of costs and dramatically speeds decisionmaking.”765


  “We would rather suffer the visible costs of a few bad decisions than incur the many invisible costs that come from decisions made too slowly—or not at all—because of a stifling bureaucracy.”7**


  Munger “By the standards of the rest of the world, we over-trust —but I think a lot of places work better where there is a culture of trust. And so far, our results have been far better, because we carefully selected people who should be over-trusted.”767


  Buffett “Culture, more than rule books, determines how an organization behaves.”768


  “I think we have a very good culture virtually everyplace in Berkshire. I hope it’s everyplace. This is what we are looking for, and it’s more a question of culture than controls. If you have a good culture, I think you can make the rules pretty simple.”769


  Librarian “You really seem to have a wonderful culture in Berkshire.”


  Buffett “Berkshire’s culture runs as deep as any large company’s (culture) could. It’s a vital part of Berkshire to have a clearly defined, deeply embedded culture that pervades the company. I expect it will continue and become even stronger. Once Charlie and I aren’t around it will be so clear that it’s not a force of personality but institutionalized…It will continue for decades and decades and decades to come. Culture is everything at Berkshire.”770


  Seeker “By the way, how does a company create a great culture?” Buffett “Culture has to come from the top. It has to be consistent…part of written communications…lived, be followed, and rewarded when followed and punished when not. It has to be done for a very long time. It’s much easier to inherit a culture, and it’s easier in small firms.”


  “It seems to be more what you do rather than what you say. Just as your child sees what you do rather than what you say, it’s the same thing in business. People see how those above them behave and they move in that direction.”771


  Munger “Berkshire’s culture could go on for a long, long time because we’ve decentralized power to people who deserve it.” 72


  Seeker “It works for you then.”


  Buffett “We think giving our managers the degree of freedom we do works well for us. There may be downsides to our style, but what they won’t be able to measure is how much we’ve been able to achieve on the positive side with dozens and dozens of people because we gave them that leeway.”773


  Munger “Places work better when they create a culture of deserved trust. Too much tight controls and monitoring, I think will do more harm than good.”774


  Buffett “Our trust is in people rather than process. A ‘hire well, manage little’ code suits both them and me.”775


  Seeker “What do you do to gain the trust of those who sold to you?”


  Buffett “We’ve kept our word to them. We have to be very careful what we promise. We can’t promise there will be no layoffs, but we can promise not to sell the business unless there is the prospect of unending losses or labor problems. If we didn’t keep our promises, word would get around.”776


  Seeker “Must be an advantage when a family wants to sell their business.” Buffett “Our long-avowed goal is to be the ‘buyer of choice’ for businesses —particularly those built and owned by families. The way to achieve this goal is to deserve it. That means we must keep our promises; avoid leveraging up acquired businesses; grant unusual autonomy to our managers; and hold the purchased companies through thick and thin (though we prefer thick and thicker).”


  “Our record matches our rhetoric. Most buyers competing against us, however, follow a different path. For them, acquisitions are ‘merchandise.’ Before the ink dries on their purchase contracts, these operators are contemplating ‘exit strategies.’ We have a decided advantage, therefore, when we encounter sellers who truly care about the future of their businesses.”777


  Munger “I think our life works better and we attract a better class of businesses in Berkshire because we aren’t buying things to resell.”778 Buffett “We have a unique asset in Berkshire, and we’ll maintain it as long as we behave ourselves.”779


  Librarian “And that your entry is the right one —for example, the right kind of seller.”


  Buffett “We find it meaningful when an owner cares about whom he sells to. We like to do business with someone who loves his company, not just the money that a sale will bring him (though we certainly understand why he likes that as well). When this emotional attachment exists, it signals that important qualities will likely be found within the business: honest accounting, pride of product, respect for customers, and a loyal group of associates having a strong sense of direction.”


  “The reverse is apt to be true, also. When an owner auctions off his business, exhibiting a total lack of interest in what follows, you will frequently find that it has been dressed up for sale, particularly when the seller is a ‘financial owner.’ And if owners behave with little regard for their business and its people, their conduct will often contaminate attitudes and practices throughout the company.”780


  Seeker “Anything more on trust.”


  Munger “We like it when our companies have long-term relationships with really excellent and reliable suppliers. I think capitalism works better when there’s a lot of deserved trust in the system…and of course, your customers have to trust you.”781


  Seeker “Thanks for your expose on the importance of trust. Anyway, I will be more careful —only deal with people I can trust and be careful whom I trust.”


  Munger “No matter how smart you are, there are smart people out there who can fool you if they really want to. So, be sure you can trust the smart people you work with.”782


  Librarian “And don’t forget yourself— be a person that can be trusted.” Buffett “We want to be a good partner ourselves because we want to attract good partners.”783


  Munger “The right way to get a good spouse is to deserve one. The same goes for getting a good business partner…If you just behave yourself correctly, it’s amazing how well it works.”784


  Seeker “While we talk about friends and associates, I must say —you two seem to have a wonderful partnership —and have fun together.” Buffett “Charlie and I have had a lot of fun together785…You’ve got to enjoy it…I would have had a lot of fun over the years, but not nearly as much fun without Charlie.”786


  Seeker “After listening to you guys, it seems to me that having fun is an important ingredient in life.”


  Librarian “You’re right —like someone said, ‘Enjoy life —there are no reruns.’


  Buffett “We’re here on earth only one time, unless Shirley MacLaine is right, so you ought to be doing something that you enjoy as you go along, and can be enthusiastic about.”787


  Munger “It’s very peculiar for two people this old to be doing something this long. But Warren likes doing it. And I like doing it. It’s much more fun, two than one. When something good happens, everybody wants to call somebody. It’s a human need —we’re social animals.”788


  Buffett “One plus one with Charlie and me certainly adds up to more than two.”789


  Munger “I hardly know anybody who’s done very well in life in terms of cognition that doesn’t have somebody trusted to talk to. Einstein would not have been able to do what he did without people to talk to…You organize your own thoughts as you try and convince other people.”790


  Librarian “Like the physicist Niels Bohr did —he needed to talk with other physicist ‘in order to sharpen his own thoughts…he simply needed somebody to talk to in order to find out what he was thinking.”’791


  Serker “I assume it also helps to talk things over with each other — maybe to get a different viewpoint or to have someone that point out possible flaws in ones thinking.”


  Munger “Well, going through the process of talking to someone else about your ideas requires you to put them together in a certain kind of format and manner that can be articulated to the other person. And that process is useful in seeing some flaws in your argument.”792


  Librarian “Garrett Hardin had some wise words on the matter, ‘It would be an enormous error to assume that our picture of the world is built only on logic. No matter how hard-headed one tries to be, one’s thinking is shaped by the biases of all-encompassing worldviews derived from assumptions of which one is barely (if at all) conscious. (One’s opponent often sees these assumptions more clearly. Since the relation is mutual, it is obvious that we need each another as critics, if nothing else.)’”793


  Buffett “Charlie is my canary in the coal mine794…He sees any valid weakness in 60 seconds795…People believe what they want to believe. Everyone rationalizes their actions. A partner like Charlie can point it out to me. If we have a strength, it is that we think things through and we have the advantage of having each other. We are not influenced by other people.”796


  “To have someone that you respect enormously say, ‘you know, you’re really out in an area where you don’t belong, Warren’. I mean, I will pay attention to him when he says that, and he’ll say it. So there’s real utility in our functions together, for one to simply just say, ‘are you sure you know what you’re talking about?”’797


  Librarian “A truth-teller.”


  Buffett “You have to have someone who tells the truth…There’s just no way that Charlie would not tell me the truth798…Charlie…immediately… thinks, he sees the facts so fast and thinks so fast, and he doesn’t waste any time making arguments just for the hell of it.”799


  Seeker “Do you two ever disagree?”


  Buffett “We sometimes don’t agree. In 56 years, however, we’ve never had an argument. When we differ, Charlie usually ends the conversation by saying: ‘Warren, think it over and you’ll agree with me because you’re smart and I’m right.’”800


  ‘ If we disagree, we probably won’t do a deal, but if I decide to do it, that’s fine. He is behind me one hundred percent.”801


  Munger “We ordinarily come to an agreement. Once in a blue moon, there’s something I would have done that he doesn’t do. Very seldom does he do anything that I wouldn’t do. We get along very well. And I think once in a while, we may actually change one another’s view on a close issue.”802


  Seeker “But if something doesn’t work out as expected?”


  Buffett “In fifty years…the guy has never second-guessed me in any way, shape, or form. There’s never any ‘I told you so,’ or anything like that. He has absolutely no problem being number two with me.”*”


  Munger “It’s not letting ego or jealousy or your own personality take over…Intelligence takes over.”801


  “That’s one of the beauties of the partnership…I am in so many activities where I am the dominant personality. Most people do not ‘fit into’ that mode —they can only operate in that mode. Yet I am particularly willing to play the secondary role. Warren’s a more able man in doing what we’re doing, so it’s the appropriate response. There are some times you should be first, some times you should be second, and some times you should be third.”805


  Seeker “What keeps you up at night — what worries you?”


  Buffett “If it’s going to keep me awake at night, I am not going to go there.”806


  “We really don’t worry. If we were worried about something in the business, we’d correct it.”807


  Munger “I don’t think it’s terribly constructive to spend your time worrying about things you can’t fix. I’m all for, as long as when you’re managing your money, recognize that terrible things can happen. In the rest of your life, you can be a foolish optimist.”808


  Seeker “What about stress?”


  Buffett “I’ve been very fortunate in that I have no stress whatsoever…! tap dance on the way to work. I do believe in working at something you enjoy.”809


  Seeker “Any more things that don’t work?”


  Munger “The standard sin of not recognizing what’s unpleasant to recognize810.. .The tendency to distort reality so that it’s endurable.”””.




  

  Distort Your Problems So They Fit Your Wishes


  Munger “A lot of people distort reality so it fit their wishes81-.. .If you turn on the television, you’ll find the mothers of the most obvious criminals that man could ever diagnose, and they all think their sons are innocent. That’s simple psychological denial…The reality is too painful to bear, so one distorts the facts until they become bearable.”81’


  Librarian “Most of us avoid the truth when it hurts. It is easier to choose the truth we want to hear. I think Queen Elizabeth One said, ‘I like to know what the truth is so I can decide whether to believe it or not.’”


  Munger “The tendency’s most extreme outcomes are usually mixed up with love, death, and chemical dependency. In chemical dependency, wherein morals usually break down horribly, addicted persons tend to believe that they remain in respectable condition, with respectable prospects. They thus display an extremely unrealistic denial of reality as they go deeper and deeper into deterioration.”814


  Seeker “Like a former friend of mine —as soon as things went against him a little, he escaped to the bottle.”


  Librarian “Isaac Asimov said, ‘The easiest way to solve a problem is to deny it exists.’”815


  Munger “After all, centuries before Christ, Demosthenes noted, ‘what a man wishes, he will believe’”816


  Librarian “Of course, it would be a nicer world if your wishes could make things come true —but the world doesn’t work that way. You should make decisions based on reality, not what you wish it to be.”


  Buffett “Wishing makes dreams come true only in Disney movies; it’s poison in business.”812


  Librarian “Something you don’t have to tell GEICO’s CEO, Tony Nicely.”


  Buffett “Everything he does makes sense. He never engages in wishful thinking or otherwise distorts reality, as so many managers do when the unexpected happens.”818


  Seeker “Personally, I have an amazing ability to filter out inconvenient reality.”


  Munger “Part of enjoying life is just seeing and facing it like it is and adapt to the reality as it is whether you like it or not.”819


  Librarian “But unfortunately, that’s not how we treat a lot of problems —if we don’t look at them they don’t exist.”


  Buffett “It doesn’t go away just because they don’t want to think about it“S20


  “Charlie calls this sort of behaviour ‘thumb-sucking,’”821


  Munger “Sitting there thinking and dogging, musing, and consulting.”822 


  Librarian “But as the author Alex Haley said, ‘If you don’t deal with reality, then reality will deal with you.’”823


  Buffett “When a problem exists, whether in personnel or in business operations, the time to act is now.”824


  Seeker “But what if it’s really not a problem yet?”


  Munger “Just because the full consequences haven’t yet hit, doesn’t mean there isn’t a huge problem. It’s as if someone jumped out of a window on the 42nd floor. As you go by the 20th floor, you’re still OK, but that doesn’t mean you don’t have a real problem.”825


  Buffett “Our inability to quantify or time the risk does not mean we should ignore it826…You have to build the ark before the rains come.”827 


  Librarian “Don’t kick the problem down the road , hoping it will go away or use bandage for a serious problem but address it at its core—otherwise you may ‘live’ today but ‘die’ another day.”


  Munger ““If you won’t attack a problem while it’s solvable and wait until it’s unfixable, you can argue that you’re so damn foolish that you deserve the problem.”828


  Seeker “Like my grandfather always said, ‘you can avoid reality, but you cannot avoid the consequences of avoiding reality.’ I should have listened to him.”


  Munger “Wise people step on big and growing troubles early.”829 “All I know is I’ve always been better able to cope with my problems if I brutally face them the way they are.”830


  Buffett “When you have a problem, get it right, get it fast, get it out and get it over…It does take some delays at the time, you have to gather the information and make sure it is right.”831


  Librarian “Great advice even in a real crisis.”


  Buffett “State clearly that you do not know all the facts. Then promptly state the facts you do know. One’s objective should be to get it right, get it quick, get it out, and get it over. You see, your problem won’t improve with age.”832


  Librarian “Of course, sometimes you don’t see what the problem is because you don’t know about it—sometimes because people are afraid of telling you.”


  Seeker “Why should people be afraid of telling me about a problem?” Librarian “The Pavlovian Messenger syndrome —We associate bad news with the messenger so most people don’t want to be the carrier of bad news. It is safer to be quiet.”


  Munger “Ancient Persians actually killed some messengers whose sole fault was that they brought home truthful bad news, say, of a battle lost. It was actually safer for the messenger to run away and hide, instead of doing his job as a wiser boss would have wanted it done.”833


  Seeker “But this was then, what about today?”


  Munger “Persian Messenger Syndrome is alive and well in modem life, albeit in less lethal versions. It is actually dangerous in many careers to be a carrier of unwelcome news. Union negotiators and employer representatives often know this, and it leads to many tragedies in labor relations. Sometimes lawyers, knowing their clients will hate them if they recommend an unwelcome but wise settlement, will carry on to disaster.”


  “CBS, in its late heyday, was famous for occurrence of Persian Messenger Syndrome because Chairman Paley was hostile to people who brought him bad news. The result was that Paley lived in a cocoon of unreality, from which he made one bad deal after another.”834


  Librarian “But shooting the messenger doesn’t change reality.”


  Seeker “And the antidote?”


  Buffett “At Berkshire, we believe in Charlie’s dictum —‘Just tell me the bad news; the good news will take care of itself’—and that is the behaviour we expect of our managers when they are reporting to us.”835


  Munger “It also helps to be so wise and informed that people fear not telling you bad news because you are so likely to get it elsewhere836…So people trust us in that, and that helps prevent mistakes from escalating into disasters.”837


  Librarian “During World War II, Winston Churchill followed the same recipe. He created the statistical office —entirely outside the normal chain of command —whose principal function was to bring him the unfiltered facts —good or bad. As he said, ‘I…had no need for cheering dreams. Facts are better than dreams.’”838


  Buffett “We can handle bad news, but we don’t like them late.”839


  “A reluctance to face up immediately to bad news is what turned a problem at Salomon from one that could have easily been disposed of into one that almost caused the demise of a firm with 8,000 employees.”840 


  Librarian “Denying reality is also a way for people to go broke.”


  Seeker “You’re talking about me? Please, tell me more.”




  

  Stick To, Justify And Rationalize Your Actions No Matter How Dumb They Are


  Munger “Deprival-Superreaction Tendency and InconsistencyAvoidance Tendency often join to cause one form of business failure. In this form of ruin, a man gradually uses up all his good assets in a fruitless attempt to rescue a big venture going bad.”841


  Seeker “Hey, stop, what do you mean with the deprival and Inconsistency tendency?”


  Librarian “This is two of the principles you should have in your repertoire since they explain how reality works —in this case human nature. In fact, they have a lot in common —that we don’t like to lose whatever feels rewarding.”


  Seeker “So tell me —take it slow and start with the inconsistency principle.”


  Librarian “We all see ourselves and want others to see us as reasonable nice, honest and smart —we don’t do dumb things or want to look stupid, weak or dishonest. We believe we make good decisions and do things for a good reason.”


  “We are therefore consistent with our actions and beliefs —and justify them — especially when we have invested a lot of time, physical and mental effort, money or reputation into them. Or made them public.” Seeker “Of course I stick to what I have done —why should I have put in so much effort or whatever in something if it isn’t worth it?”


  “What’s so bad with that?”


  Munger “Inconsistency-Avoidance.. .has many good effects in civilization. For instance, rather than act inconsistently with public commitments, new or old public identities, etc., most people are more loyal in their roles in life as priests, physicians, citizens, soldiers, spouses, teachers, employees, etc.”842


  Librarian “Another good use is the learning method for acquiring medical skills.”


  Munger “In clinical medical education, the learner is forced to ‘see one, do one, and then teach one,’ with the teaching pounding the learning into the teacher843 …When you do one, you learn better and when you teach one, you’re announcing your commitment844…Boy, does that pound in wrhat you want pounded in. Again, the consistency and commitment tendency. And that is a profoundly correct way to teach clinical medicine.”845


  Seeker “And the downside of being consistent?”


  Librarian “The human tendency to stick to, justify or rationalize our decisions —however wrong they are. It can make us throw good money after bad or hang on to bad ideas, unhappy relationships, and losing investments.”


  Buffett “Ben Franklin…Said…‘So convenient a thing it is to be a reasonable creature, since it enables one to find or make a reason for everything one has a mind to do.”’846


  Librarian “And J.P. Morgan said, ‘A man always has two reasons for what he does —a good one, and the real one.’”


  Seeker “So what happens as soon as we’ve made a decision’


  Librarian “As soon as we have made a decision we convince ourselves that we were right by seeing what we want to see and finding what we want to find —we notice and favor what agrees with our decision, and ignore, don’t look for or undervalue or criticize what doesn’t.”


  Seeker “Of course I want to make sure I was right —not to prove fliyself wrong.”


  Librarian “What was it Baron Molson said, ‘I will look at any additional evidence to confirm the opinion to which I have already come.’”847


  Seeker “It comes natural to me to pick the evidence that support my own view and ignore what’s against it.”


  Buffett “What the human being is best at doing, is interpreting all new information so that their prior conclusions remain intact.”848


  Seeker “Hmm, in other words not very objectively.”


  Librarian “And as Mr. Munger showed in his example, we even ‘invest’ more to prove to ourselves and others we are right. And the more committed we are or the more we have ‘invested’, the harder it is to back off.”


  Seeker “I know the feeling.”


  Munger “It is easy to see that a quickly reached conclusion…combined with a tendency to resist any change in that conclusion, will naturally cause a lot of errors in cognition for modern man.”849


  Seeker “But if it later turns out we are clearly wrong?”


  Librarian “The more we have justified an action or ‘invested’ in a decision, the harder it is to admit we were wrong and change course. E.O. Wilson said it well, ‘Old beliefs die hard even when demonstrably false.’”850


  Munger “No matter how bad some humans have handled things, they are just keeping their previous conclusions. It’s the normal way of handling things for humans.”85’


  Seeker “Yes, but don’t we at one point have to admit we were wrong?”


  Librarian “We don’t like to admit we we’re wrong—even when we are shown to be wrong. So we come up with rationalizations and excuses, assign blame or sometimes we even cover things up.”


  “Cardinal de Retz said, ‘One of man’s greatest failings is that he looks almost always for an excuse, in the misfortune that befalls him through his own fault, before looking for a remedy —which means he often finds the remedy too late.”852


  Buftett “As Goethe observed, “When ideas fail, words come in very handy.”853


  Munger “If you call people up in front of you who are in a state of trauma and hanging on to shreds of their former dignity and ask them to account for their failure, by and large, they’re going to blame anyone but themselves. That’s human nature…And people come up with self-serving explanations.”854


  Librarian “Rudyard Kipling said, ‘I never made a mistake in my life; at least, never one that I couldn’t explain away afterwards.’”*5’


  Seeker “1 get it, I justify my wrong decision as a way to keep on believing I am a smart guy — to keep my image as a good decision maker.”


  Munger “A tendency to avoid or promptly resolve cognitive dissonance.”856


  Librarian “Yes, self-justification — and you sleep better when you rationalize your earlier decision by convincing yourself it was the best thing you could have done at the time and anybody else would have done the same.”


  Seeker “Amazing how we human creatures are.”


  Librarian “People’s fear of looking foolish or losing reputation has caused many stupidities. And the more successful people are — reputation wise — the more they are afraid of appearing foolish or losing face.”


  Buffett “We are willing to look foolish as long as we don’t feel we have acted foolishly.”857


  Librarian “Our ‘fear-of-losing-face’-tendency also partly explains why so many bad ideas are preserved.”


  Buffett “The famous physicist, Max Planck, was talking about the resistance of the human mind, even the bright human mind, to new ideas — particularly in the face of ones that had been developed carefully over many years and were blessed by others of stature and so on. And he said, ‘Science advances one funeral at a time.’ I think there’s a lot of truth to that. It’s certainly been true in the world of finance.”858


  “What happens is that you spend years getting your Ph.D. in finance. And in the process, you learn theories with a lot of mathematics that the average layman can’t do. So you become sort of a high priest. And you wind up with an enormous amount of yourself in terms of your ego — and even professional security — invested in those ideas. Therefore, it gets very hard to back off after a given point.”859


  Librarian “A person who is rewarded for holding a certain opinion is not going to change it.”


  Munger “It’s very hard to change people when the incentives are in the opposite direction.”860


  Buffett “Resistance among the powerful is natural when change clashes with their self-interest. Business, politics, and, yes, religions provide many examples of such defensive behaviour.”861


  Munger “Why is man-with-a-hammer syndrome always present? Well if you stop to think about it, it’s incentive-caused bias. His professional reputation is all tied up with what he knows. He likes himself and he likes his own ideas, and he’s expressed them to other people —consistency and commitment tendency. I mean you’ve got four or five of these elementary psychological tendencies combining to create this man-with-a-hammer syndrome.”862


  “When a better tool comes along (idea or approach), what could be better than to swap it for your old, less useful tool? Warren and I routinely do this, but most people, as Galbraith says, forever cling to their old, less useful tools.”863


  Librarian “Now you understand why it’s so hard to change people or get them to admit mistakes or why it is so hard to say we’re sorry or why people stick to and justify certain things no matter how wrong they are.” Munger “1 find it amazing how difficult intelligent people have to change their minds —no matter how wrong they are.”864


  Librarian “Yes, some people only want to have their ideas confirmed and others are open to different views. Unfortunately, most people belong to the first category.”


  Seeker “Regarding the bad side of being consistent, any advice?”


  Munger “Spend no time arguing with people whose idea you know to be stupid.”865


  Seeker “No, I mean for me personally.”


  Librarian “Remember that merely because you made the wrong decision isn’t equal to being stupid. Only wiser than before. When you find out that you are wrong —accept it —you have only done something we all do —a mistake. Remember the saying, ‘A wise man changes his mind, but a fool never does.’”


  “Also, since reality and circumstances change there is no need to feel ashamed or feel obligated to make excuses or give reasons for changing your mind. And if you think about it, is it not better to do what agrees with reality than to be proved right when you really are wrong? As Dickson Watts said, ‘Fools try to prove that they are right. Wise men try to find when they are wrong.’”


  Seeker “I would still feel dumb.”


  Librarian “Take a lesson from George Soros, ‘I recognize that I may be wrong…I am a very critical person who looks for defects in myself as well as in others. But, being so critical, I am also quite forgiving. I couldn’t recognize my mistakes if I couldn’t forgive myself. To others, being wrong is a source of shame; to me, recognizing my mistakes is a source of pride. Once we realize that imperfect understanding is the human condition, there is no shame in being wrong, only in failing to correct our mistakes.’”866 Munger “It is a great habit to be willing to change your mind.”867


  Librarian “Also, when you do something dumb or when you are wrong, say you’re sorry. Accept responsibility. Apologies matter. Remember the saying, ‘A fault confessed is half forgiven.’”


  “And don’t minimize it or say ‘I am very sorry…but due to…it wasn’t my fault.’ Apologize honestly without the ‘but’ —a sincere apology and not a self-serving or flimsy one.”


  Seeker “But it is so hard to do.”


  Munger “What…so terrible about that? Why get your ego so involved… that you can’t ever admit a little failure?”868


  Seeker “Anything that may help here to make me more objective?” Munger “Darwin’s result was due in large measure to his working method, which violated all my rules for misery and particularly emphasized a backward twist in that he always gave priority attention to evidence tending to disconfirm whatever cherished and hard-won theory he already had.”869


  Seeker “When something I believe is disconfirmed I rescue it—I just change my assumptions.”


  Munger “Most people early achieve and later intensify a tendency to process new and disconfirming information so that any original conclusion remains intact. They become people of whom Philip Wylie observed: ‘You couldn’t squeeze a dime between what they already know and what they will never learn.’”870


  Seeker “I really need to wise up.”


  Librarian “Force yourself to actively look for counter-evidence.”


  Buffett “Studying counter-evidence is a highly useful activity, though not one always greeted with enthusiasm at citadels of learning.”’1


  “Charlie and I believe that when you find information that contradicts your existing beliefs, you’ve got a special obligation to look at it —and quickly.”872


  Librarian “In fact, history shows that the really great scientists of the past had a habit of changing their minds when they found contradictory evidence. As H.L. Mencken said, ‘The essence of science is that it is always willing to abandon a given idea, however fundamental it may seem to be, for a better one.’”873


  Buffett “I consider myself a journalist, to some extent. I assign myself a story. I say, is the Washington Post company worth $22 a share in 1973?


  I say, is the BNSF Railroad worth us paying $34 billion? I assign myself the story. It’s my working hypothesis that it is, but then I go and look for the facts, and I try not to be selective about the facts that I use as input… always observe that rule about not letting the hypothesis determine the story…you have to give up that hypothesis if it turns out not to be correct or if it’s misleading.”874


  Munger “If you minimize objectivity, you ignore not only a lesson from Darwin but also one from Einstein. Einstein said that his successful theories came from ‘Curiosity, concentration, perseverance, and self-criticism’…By self-criticism, he meant becoming good at destroying your own best-loved and hardest-won ideas.”875


  Librarian “Like when you bought some stocks in Western Insurance Services.”


  Buffett “1 went down to the Nebraska Insurance Department, and I got the convention reports on their insurance companies, and I read Best’s. I didn’t have any background in insurance. But I knew I could understand it if I worked at it for a while. And all I was really trying to do was disprove this thing. I was really trying to figure out something that was wrong with this. Only there wasn’t anything wrong. It was a perfectly good insurance company, a better than average underwriter, and you could buy it at one times earnings.”876


  Librarian “So, to avoid fooling yourself from seeing things that aren’t there, criticize yourself, ask why you might be wrong or what evidence may lead you to change your mind. Try to find evidence against what you want to achieve.”


  “Another thing to ask is, ‘what evidence should exist if my hypothesis or argument is correct?’ The absence of something we expect to see or happen is information and a clue in itself. Negative evidence and events that don’t happen, matter when something implies they should be present or happen.”


  Seeker “1 have to think about that last one.”


  Librarian “Also, when you think you have arrived to a correct decision, consider that the opposite of what you want to happen, could happen. And then try to think about what factors can cause what you don’t want to happen to happen.”


  Seeker “The Jacobi trick again! Like we have done today — looking at ways I could ‘die’.”


  Librarian “Yes, there is actually a variant of the ‘all-I-want-to know…’ called pre mortem analysis or where you assume you have already ‘died.’”877


  Seeker “Please tell me.”


  Librarian “Imagine a future catastrophe today. Assume you want to do X and then your Crystal ball tells you that a year or two down the road your decision turned into a catastrophe. Then try to find out possible reasons to why that happened and see if you can find ways to prevent or defend against it or if it is better just to avoid it.”


  Seeker “I see what you mean —once more I see the value of your idea of trying to identify lethal problems in advance.”


  Librarian “Another thing is to surround yourself with smart people who don’t always agree with you —especially when you’re wrong.”


  “Abraham Lincoln, when he was elected, appointed to his cabinet some of his toughest political opponents —including Edwin Stanton (appointed by Lincoln as Secretary of War), who reportedly earlier had called him a ‘long-armed ape’ — and listened to them very carefully.”s ’


  Munger “Similarly, other modern decision makers will often force groups to consider skillful counterarguments before making decisions.”8”


  Seeker “I must be better at welcoming people who call me an idiot — assuming of course they tell me why.”


  Munger “The ability to take criticism constructively and learn from it is very useful.”880


  Librarian “Yes, and sometimes you can even turn a bad decision into a good one.”


  Munger “I spoke earlier about the desirability of removing ignorance piece by piece.”881


  Seeker “Yeah, your so called secret.”


  Munger “Another trick is scrambling out of your mistakes, it is enormously useful.”882


  “We’ve done a lot of that —scrambled out of wrong decisions. I would argue that that’s a big part of having a reasonable record in life. You can’t avoid wrong decisions. But if you recognize them promptly and do something about them, you can frequently turn the lemon into lemonade.”883


  Librarian “Similar to what the author Jack London is supposed to have said, ‘Life is not always a matter of holding good cards, but sometimes, playing a poor hand well.’ So play the hand you’re dealt. Be flexible in adapting to changing circumstances.”


  Munger ” I think we’ve adapted pretty well to changes in our circumstances. Since change is inevitable, adapting to change in our circumstances is necessary.”884


  “Keynes used to say, ‘When I get new facts or new insights, I d change my mind. What do you do?”’885


  Seeker “Change?”


  Munger “Well, of course you do. That’s what we did. Our circumstances were different and our opportunities were different, so we behaved differently.”886


  Librarian “Keynes’s advice reminds me of the game of bridge —a game that has a lot of things common with investing.”


  Buffett “The approach and strategies are very similar in that you gather all the information you can and then keep adding to that base of information as things develop. You do whatever the probabilities indicated based on the knowledge that you have at that time, but you are always willing to modify your behaviour or your approach as you get new information.”


  “Investing is not as tough as being a top-notch bridge player. All it takes is the ability to see things as they really are.”887


  Librarian “There is a story about the British politician George Brown that is apt here. Brown was interviewed after he helped Britain to join the common market. Something he had earlier publicly said that he would never do. So a BBC reporter asked him, ‘And how do you reconcile these statements?’ His quick reply was, ‘It is easy. I have just changed my bloody mind.’”


  ” It is all abou t realism and living in the present — to not be addicted to the past but to update beliefs, adapt and change if something doesn’t agree with reality…when you get new facts or better understanding.”


  “Now you understand why there is a downside to long range master plans.”


  Seeker “No, I don’t but I am sure you will tell me.”


  Munger “I have a deep distrust in master planning. People get to believing the plan because they created it. What is needed is the kind of propensity to disbelieve by changing your previous conclusions. And we’re very good at that, thank God.”888


  “There has never been a master plan. Anyone who wanted to do it, we fired because it takes on a life of its own and doesn’t cover new reality.”889


  Librarian “Unfortunately, too many people try to change reality to fit their plan or favorite solution. It reminds me of something Mike Tyson said, ‘Everybody has a plan until they get punched in the mouth.’”


  Munger “The guy who wrote the master plan wasn’t facing the new reality. He was just guessing forward as well as he could. And we want people taking the new information into account.”890


  Librarian “Unfortunately a lot of ‘planners’ mistake their maps —plans or accounting —for the world as it actually is but forget the map is not reality. And when the map and reality don’t match, reality rules. Always stick to reality and follow the old military expression, ‘If the terrain and the map disagree, follow the terrain.’”


  Seeker “Reminds me of an internet date a female friend had. The man’s description of himself disagreed with the real man when he appeared so my friend followed reality and ran away.”


  Librarian “As the saying goes, ‘One look is worth a thousand words.’ It also helps us to get an independent source of information.”


  “Furthermore, to emphasize what Mr. Munger says, since reality or the terrain is continually changing, don’t reject or distort it but accept it as it is and adapt and adjust to it. Follow the prescription of the ancient philosopher Bion of Borysthenes: ‘We should not try to alter circumstances but to adapt ourselves to them as they really are, just as sailors do. They don’t try to change the winds or the sea but ensure that they are always ready to adapt themselves to conditions. In a flat calm they use the oars; with a following breeze they hoist full sail; in a head wind they shorten sail or heave to. Adapt yourself to circumstances in the same way.’”891 


  Buffett “I would say that more dumb acquisitions are made in the name of strategic plans than any other.”


  “I would be very wary if a board went through some elaborate process where a strategic plan was reviewed in great detail and then they endorse it and then the management went on to make acquisitions and then they came and said, ‘But we made it in accord with a strategic plan.’”892


  Seeker “And your strategic plan is?”


  Buffett “We do have a few advantages, perhaps the greatest being that we don’t have a strategic plan. Thus we feel no need to proceed in an ordained direction (a course leading almost invariably to silly purchase prices) but can instead simply decide what makes sense for our owners.”


  “We have no more master plan now than we did when we bought a textile mill [Berkshire Hathaway] in 1965. Charlie and I don’t sit around and talk about the future of industries. We have no reports or staff. We just review what comes in and look for companies with a durable competitive advantage at an attractive price.”894


  “Our experience has been [big ideas] pop up occasionally. (How’s that for a strategic plan?)”895


  Munger “It wasn’t just Berkshire Hathaway that got this attitude about master planning…The modern John Hopkins [hospital and medical school] was created by Sir William Osler who quoted over and over again one line from Carlyle: ‘The task of man is not to see what lies dimly in the distance, but to do what lies clearly at hand.’”896


  “1 think master plans do more harm than good. Anyway, we don’t allow them at Berkshire, so you don’t have to worry about them.’ ’ Seeker “OK, back to what you said earlier on putting in more money to rescue something. You mentioned another tendency —deprival superreaction syndrome?”


  Librarian “We don’t like losses. And we hate losing much more than we enjoy gaining —losses, negative news or information feels much worse than gains, positive news or information feels good.


  Munger “The quantity of man’s pleasure from a ten dollar gain does not exactly match the quantity of his displeasure from a ten-dollar loss. That is, the loss seems to hurt much more than the gain seems to help. Moreover, if a man almost gets something he greatly wants and has it jerked away from him at the last moment, he will react much as if he had long owned the reward and had it jerked away.”858


  “I include the natural human reactions to both kinds of loss experience—the loss of the possessed reward and the loss of the almost-possessed reward —under one description, Deprival-Superreaction Tendency899…that makes ‘take-aways’ so hard to get in any type of negotiation and helps make most gamblers so irrational.”900


  Librarian “Or take relationships - getting criticized by your boss or spouse feels much worse than getting praise feels good. In fact, someone said about marriages that positive interactions must outnumber negative interactions by about five to one for a marriage to succeed.”


  Seeker “Wow! If I had known that a word of criticism is five times more powerful than a word of encouragement or praise I could have had a better marriage instead of no marriage at all.”


  “And I assume some people are more loss averse than others.”


  Librarian “Yes, we tend to be more loss averse the older we get. It is also based on our recent experiences and state of mind. But as with all other human traits —there is lot of individual variation.”


  “And the larger the impact of a potential loss, the more loss adverse people are.”


  Seeker “Of course, there is a difference between losing $100 and being ruined.”


  “OK, back to you.”


  Munger “Huge insanities can come from just subconsciously overweighing the importance of what you’re losing or almost getting and not getting.”901


  “A man ordinarily reacts with irrational intensity to even a small loss, or threatened loss, of property, love, friendship, dominated territory, opportunity: status, or any other valued thing.”902


  Seeker “That’s me! It doesn’t matter if I lose something big or small —I just hate it!”


  Munger “When you take away something people like you get this overwhelmingly silly reaction903…man…will often compare what is near instead of what really matters. For instance, a man with $10 million in his brokerage account will often be extremely irritated by the accidental loss of $100 out of the $300 in his wallet.”901


  “People are really crazy about minor decrements down905…Even a one-degree loss from a 180-degree view will sometime create enough


  Deprival-Superreaction Tendency to turn a neighbor into an enemy, as I once observed when I bought a house from one of two neighbors locked into hatred by a tiny tree newly installed by one of them.”906


  Librarian “If we can only gain from a situation, we avoid risk, but when we feel threatened or are in really deep trouble, we fight a lot harder and take larger risks. No one is as dangerous as the opponent who fights for his survival. It is like the story about the rabbit and the fox. Why does a rabbit run faster than a fox?”


  Seeker “You tell me.”


  Librarian “Aesop said, ‘The rabbit runs faster than the fox, because the rabbit is running for his life while the fox is only running for his dinner.’ And many studies of animals show that ‘defenders of a territory almost invariably overcome intruders of the same species who try to take over their territory. Residents who face the risk of losing their territory exert more effort than challengers who try to gain new territory.’”907


  “As Baltasar Gracidn said, ‘Never contend with a man who has nothing to lose.’ Or someone who has everything to lose. So you can imagine what happens in a negotiation where one party can only gain and the other one has everything to lose. Or when both parties face losses.’””’ Seeker “It increases the chance of conflict. If I had faced a choice between losing for sure and ‘surviving by fighting’ —even if the chance was miniscule —I pick the fight.”


  Librarian “Then you can understand how difficult it is to reach some agreement in cases where both parties have to give up something or make a concession to get something else. We’d rather take a conflict than make a concession.”


  Seeker “Let me have a try on concessions —getting one feels like a gain but giving one feels like a loss. And since we hate losses more than we like equal gains it will be tough to reach a ‘fair’ agreement since both parties see it as unfair.”


  Librarian “Yes, and our loss aversion explains why we always undervalue what we get relative to what we give.”


  “Instead, try to see things from your counterparty’s point of view and don’t mind to make concessions on minor matters if that more easily leads to the more important matters settled to your advantage. Only take a firm stand on really important things.”


  Seeker “What’s your view of negotiations?”


  Buffett “People have different styles of negotiation. I don’t want to be in a negotiation where it ‘has to end’ at some point. I don’t want them to have me by the throat while I have them by the throat. Either we give up or one strangles the other…You don’t want to get in a negotiation that you can t afford to walk away from. Bargaining with people you love is a terrible mistake. It’s destructive.”’09


  Seeker “Thanks. Anyway, I see now what you meant with your initial example —putting in more money to avoid a loss. Not a good idea to put in more resources to rescue something if it has no chance of recovering.”


  Librarian “Don’t throw good money after bad. Still, many do and the more they stand to lose, the more risk they take.”


  Monger “That’s the reason so many people are ruined by gambling — they get behind and then they feel like they have to get it back the way they lost it. It’s a deep part of human nature.”910


  Librarian “Do you remember the trader Nick Leeson?”


  Seeker “Wasn’t he the guy who caused the downfall of Barings Bank?”


  Librarian “Yes, he had over the years accumulated huge losses but instead of admitting them, he said that he ‘gambled on the stock market to reverse his mistakes and save the bank.’911 Naturally things only got worse and he ended up losing $1.4 billion.”


  Seeker “You’ve got me again! I got into a venture and lost some money and felt I had to win it back. I couldn’t face my wife and tell her that I had lost all this money. The more I lost…I just got deeper and deeper in it…I was so embarrassed.”


  Buffett “You don’t have to make it back the way you lost it. A stock doesn’t know you own it.”912


  “You buy 100 shares of General Motors (GM). Now all of a sudden you have this feeling about GM. It goes down, you may be mad at it. You may say, ‘Well, if it just goes up for what I paid for it, my life will be wonderful again.’ Or if it goes up, you may say how smart you were and how you and GM have this love affair. You have got all these feelings…. The stock just sits there; it doesn’t care what you paid or the fact that you own it.”913


  Seeker “And the antidote is?”


  Munger “One of the best antidotes to this folly is good poker skill learned young’1‘…fold early when the odds are against you915…rethink and say, I can afford to write this one off and live to fight again. I don’t have to pursue this thing as an obsession —in a way that will break me.’”916


  Buffett Whatever the outcome, we will heed a prime rule of investing: You don’t have to make it back the way that you lost it.”917


  Librarian Ask: Based on what I want to achieve, if I hadn’t already done this, knowing what I now know, would I do it today? If not, change.”


  Decisions should be based on the present and where you want to be. Not where you’ve been.”


  Seeker “Reminds me of your earlier Keynes quote, to change when I get new facts or insights.”


  Librarian “Yes —realism.”


  Seeker “I see now that consistency and deprival is very linked together. I mean, I assume one of the reasons why we stick to certain things including bad ideas is because we don’t want to lose something that feels rewarding to us.”


  “I understand that it is very hard to change someone’s mind but why can’t I just tell him or her they suffer from the consistency tendency or whatever?”


  Munger “If you and a friend are discussing Old Joe and that he suffers from some of these tendencies it is OK but if you tell Joe directly he is suffering from some of these tendencies he will become very hostile.”1’1’


  Librarian “It’s like telling him you know what’s right and he doesn’t —how would you like someone telling you that you’re wrong and foolish and he is right and smart?”


  “Telling people they are wrong, often makes them more resistant and defensive and only makes them justify their actions more and more.”


  Munger “His reputation is tacking a whack, we get deprival superreaction and then we get the reciprocation tendency.”919


  “You don’t just reciprocate affection, you reciprocate animosity, and the whole thing can escalate.”920


  Librarian “He will criticize or dismiss it or he will tell you to get lost.” “Another thing, always avoid personal attacks and be careful not


  to publicly criticize someone. It also helps to acknowledge you could be wrong.”


  Buffett “Praise by name, criticize by category.”921


  Seeker “I see what you mean. Everyone loves to be praised and no one likes criticism.”


  “Anyway, I understand now that changing minds is very hard.” Buffett “I’d say that the history that Charlie and I have had of persuading decent, intelligent people who we thought were doing unintelligent things to change their course of action has been poor…When people want to do something, they want to do something.”922


  Seeker “Is that why you only invest in businesses where you don’t have to change people?”


  Buffett “Management changes, like marital changes, are painful, timeconsuming and chancy.”923


  “We don’t try to change people. It doesn’t work well.. .We accept people the way they are.”924


  Munger “The failure rate at trying to change a culture is likely to be 100%.”925


  Buffett “Changing cultures is really tough. I’ve had a little experience with that. The trick in business is to get in with a culture that’s already the right kind.”926


  Librarian “Yes, like for example, not only a culture of trust but also one where people face and deal with reality.”


  Buffett “We want people joining us who already are the type that face reality and that basically [not only] tell us the truth, but tell themselves the truth —which is even more important. Once you get an organization that lies to itself—and there are plenty that do —I just think you get into all kinds of problems. And people know it throughout the organization and they adopt the norms of what they think is happening up above them.”927 


  Munger “By and large, we’ve chosen people we admire enormously to have the power beneath us. It’s easy for us to get along with them on average because we love and admire them. And they create the culture for whatever invention and reality recognition is going on in their businesses. And included in that reality recognition is the recognition that previous conclusions were incorrect.”928


  Seeker “OK, I get it —don’t invest in companies to change them.”


  Buffett “We don’t buy into companies to change them. We think that has all the efficacy of marrying somebody to change them. Before the ceremony takes place, we try to make sure that they’ll be happy with us and more importantly that we’ll be happy with them. And we try to behave in a way that they’ll be happy with us.”929


  Munger: “If you want to guarantee yourself a life of misery, marry somebody with the idea of changing them.”930


  Buffett Marrying someone to change them is crazy and I would say hiring someone to change them is just as crazy. Life is so much fun this way to. Who does want to spend their life trying to change people from their natural approaches?”931


  Librarian “It reminds me of your Chuck Huggins story.”


  Buffett “Someone once asked See’s chairman, Chuck Huggins, ‘How do you get them [the employees] to be so friendly?’ Chuck’s reply was, ‘The most important thing is to hire friendly people.’”


  “And that’s obvious, but it’s the single most important thing to do. It’s sort of like marrying. You don’t want to marry to change somebody. Similarly, it’s a lot easier to hire the right person than to change them.”932 


  Seeker “Once more I learn that changing people is really tough.”


  Librarian “As Judge Jacob Braude said, ‘Consider how hard it is to change yourself and you’ll understand what little chance you have in trying to change others.”’


  Seeker “It reminds me of a song from one of the Marx movies, [the Seeker starts singing] 7 don 7 know what they have to say/It makes no difference anyway /Whatever it is, I’m against it./No matter what it is or who commenced it, I’m against it!/Your proposition may be good/But let’s have one thing understood:/ Whatever it is, I’m against it. /And even when you’ve changed it or condensed it, I’m against it!”’933


  Librarian “What a talent we have here, guys.”


  Seeker “Thanks, but seriously there must be some way that is more effective than others in changing people’s opinions or behaviour, or?”


  Munger “Appeal to interest and not to reason if you want to change conclusions.”934


  Librarian “And people’s interests are not only financial. They could also be social or moral. For example, avoiding social punishment like public embarrassment, exclusion/ostracism, or based on superstition. Also, conscience, shame or guilt may cause people to change or stop some undesirable behaviour.”


  Seeker “Aha, now it is coming —maybe I can have an example?”


  Librarian “Give him the Salomon case.”


  Munger “I watched the brilliant and worthy Harvard-Law-Review-trained general counsel of Salomon Brothers lose his career there. When the able CEO was told that some underling had done something wrong, the general counsel said, ‘Gee, we don’t have any legal duty to report this, but I think it’s what we should do, it’s our moral duty.”’


  “The general counsel was technically and morally correct. But his approach didn’t persuade. He recommended a very unpleasant thing for the busy CEO to do and the CEO, quite understandably, put the issue off, and put it off, and not with any intent to do wrong. In due course, when powerful regulators resented not having been promptly informed, down went the CEO and the general counsel with him.”35


  Seeker “Instead he should have appealed to the CEO’s interest.”


  Buffett “It takes real, effective pressure to change behaviour where the behaviour is in the self interest of that person. People do not give up self interest easily.”936


  Munger “The self-serving bias of man is very extreme and should have been used in attaining the correct outcome”3 …You want to persuade somebody, you really tell them why…Incentives… matter…Vivid evidence… works.”938


  Seeker “Tell them ‘why’?”


  Librarian “People will be better persuaded and do better if they are told and understand ‘why.’”


  Munger “In general, learning is most easily assimilated and used when, life long, people consistently hang their experience, actual and vicarious, on a latticework of theory answering the question: Why?”


  “Few practices…are wiser than not only thinking through reasons before giving orders but also communicating these reasons to the recipient of the order. No one knew this better than Carl Braun, who designed oil refineries with spectacular skill and integrity. He had a very simple rule…: You had to tell Who was to do What, Where, When, and Why. And if you wrote a communication leaving out your explanation of why the addressee was to do what was ordered, Braun was likely to fire you because Braun well knew that ideas got through best when reasons for the ideas were meticulously laid out.”939


  Librarian “And since the fear of loss is stronger and more motivating than the desire to gain, we stand a better chance changing someone if we appeal to their fear of losing what they value.”


  Buffett “The way to change behaviour is to have the fear among those doing wrong, the fear that it’s going to come home to them and hit them hard.”940


  Librarian “And most people have something they fear more than anything else.”


  Munger ” Felling the client in vivid terms that he was very likely to be clobbered to smithereens if he didn’t behave as his counsel recommended.”94’


  “You’re likely to ruin your life and disgrace your family and lose your money942…your job943…your status944…your reputation, your standing in the community, your wife will be mad at you, and your kids will be embarrassed to admit you’re their dad945…My recommendation will prevent a likely disaster from which you can’t recover’946…! know both men. That would’ve worked.”947


  Librarian “And we stand an even better chance to influence someone if the message is coming from an authority figure since we have a tendency to overly respect and trust authorities and experts. Of course, it also works if you are a friend the recipient trust and likes.”


  “Or assign a person a trait label —like a good reputation to uphold —that motivates the person to behave consistently with that trait —an image to live up to. For example, ‘You are widely known to be trustworthy, cooperative and fair’. This of course assuming it’s true.”


  Seeker “While we discuss our tendency to be consistent —anything more I need to know?”


  Librarian “Yes, for example how Benjamin Franklin used the tendency to win the respect and friendship of an opponent.”


  Munger “As he was rising from obscurity in Philadelphia and wanted the approval of some important man, Franklin would often maneuver that man into doing Franklin some unimportant favor, like lending Franklin a book. Thereafter, the man would admire and trust Franklin more because a nonadmired and nontrusted Franklin would be inconsistent with the appraisal implicit in lending Franklin the book.”’4*


  Librarian “Asking a favor of someone is likely to increase that person’s liking for us since people want to be consistent with their behaviour.”


  Seeker “I see what you mean —he couldn’t have lent a book to a guy he didn’t like—that would have been inconsistent so he justified it by telling himself he did it because he liked Franklin.”


  Librarian “Franklin also tells us about an old maxim: ‘He that has once done you a kindness will be more ready to do you another, than he whom you yourself have obliged.’”


  Munger “The practice of Franklin, whereunder he got approval from someone by maneuvering him into treating Franklin favorably, works viciously well in reverse. When one is maneuvered into deliberately hurting some other person, one will tend to disapprove or even hate that person.”949


  Seeker “This has all been very enlightening, especially how hard it is to change people. So in most situations it seems better go with what you said earlier —don’t try to change people or enter situations where one has to change people.”


  Librarian “Benjamin Franklin said it well, ‘He that would live in peace and at ease, must not speak all he knows, nor judge all he sees.’


  “And what says that your opinion or solution is the correct one.”


  Seeker “Or we may both be wrong.”


  Munger “I think it’s unreasonable to expect perfect agreement with all of one’s own ideas.”950


  Librarian “The American car manufacturer Henry Ford is quoted as having said: ‘If there is any one secret of success, it lies in the ability to get the other person’s point of view and see things from that person’s angle as well as from your own.’”


  “Change perspective —don’t believe others see the world as you do —instead try to see the world through the other side’s eyes—from their perspective. Many times, if we could see the world the way others see it, we more easily understand why they do what they do.’


  Munger “Ask yourself what are the arguments on the other side’1.. .The study of the law is good for people in that it constantly asks you to consider one side and then consider the other—what arguments can be made on one side and then on the other as you seek to determine which rule of law would be better and why. That process sort of forces objectivity…It’s a huge plus.”952


  Librarian “And start defining what the both of you really mean so you talk about the same thing. A lot of conflicts are due to the wrong assumptions and misunderstandings. As Goethe said, ‘Misunderstandings and neglect create more confusion in this world than trickery and malice. At any rate, the last two are certainly much less frequent.’”953


  Seeker “I have realized that.”


  Librarian “And especially if there are a lot of lawyers or advisors involved.” “Also, you can’t fight all battles so pick your battles carefully — don’t fight the ones you can’t do anything about anyway or that aren’t in your long term interest. If you take a stand, do it only on important things.” “Nietzsche said, ‘The value of a thing sometimes lies not in what one attains with it, but in what one pays for it —what it costs us.’”954


  Seeker “I see what you mean —it takes energy, time and stress.”


  Librarian “Don’t get so caught up in the heat of the moment you lose sight of what matters and what you want to achieve in the end.”


  “Knowing what you ultimately want to accomplish makes it easier to decide what is important and not. Will you be better or worse off by going to war? Will it really benefit your overall objective? As they said in the movie Broken City, ‘There are some wars you fight and there are some wars you walk away from.’”


  Buffett “I don’t think going to war is a very good idea in most situations.”955


  “There’s only so many bullets you can use in the gun. If you start objecting to this and this and this, pretty soon people don’t pay any attention to you. You want to save your bullets for when they really count.”956


  Librarian “As someone said, ‘you don’t have to attend every argument you’re invited to.’”


  Buffett “People need to pick their spots or they will not only be ignored, but not heard on other issues. It’s not even a bad thought to keep in mind for marriage. It’s hard to change others’ behaviour, and it’s not helped by shouting.”957


  Munger “I think the general idea that people should shout about everything they disapprove of is just suspect.”958


  “In life you have to choose your battles and pick your spots. And, if we all screamed about everything we disapproved of, we wouldn’t be able to hear each other.”959


  Librarian “And as the saying goes ‘Sometimes peace is better than being right. And sometimes you must know when to accept a loss and quit.” Seeker “Anything else?”


  Librarian “Ideology— what John Adams once described as, ‘the science of idiocy…taught in the school of folly.’”960




  

  Be An Extreme Ideologue


  Munger “Another nutty idea is to be an extreme ideologue.. .it absolutely destroys cognition if you get this intense loyalty to a particular identity.”*1 


  Librarian “Take for example, intense left or right political beliefs. The more important they are to us the more we turn blind to evidence suggesting we may be wrong.”


  Munger “Who can really know for sure who the best president for the republic is? Yet many people are totally confident they know the answer.”” 2 


  Librarian “Not everything comes in black and white —reality is often more complex.”


  Munger “I argued that intense political animosity should be avoided because it causes much mental malfunction, even in brilliant brains. Since then, political animosity has increased greatly, both on the left and right, with sad effects on the ability of people to recognize reality, exactly as I would have expected.”963


  “Avoid intense ideology —it turns you into a lousy thinker.”164


  Librarian “And the deprival syndrome also comes into play.”


  Seeker “How?”


  Munger “Deprival-Superreaction Tendency often protects ideological or religious views by triggering dislike and hatred directed toward vocal nonbelievers. This happens, in part, because the ideas of the nonbelievers, if they spread, will diminish the influence of views that are now supported by a comfortable environment including a strong belief-maintenance system.”


  “University liberal arts departments, law schools, and business organizations all display plenty of such ideology-based groupthink that rejects almost all conflicting inputs.”965


  Librarian “And young people need to be especially aware of the dangers of extreme ideology.”


  Munger “When you announce that you’re a loyal member of some cultlike group and you start shouting out the orthodox ideology, what you’re doing is pounding it in, pounding it in, pounding it in.”966


  “Envy, huge self-pity, extreme ideology, intense loyalty to a particular identity— you’ve just taken your brain and started to pound on it with a hammer.”967


  Seeker “Any antidotes?”


  Munger “I have what I call an ‘iron prescription’ that helps me keep sane when I drift toward preferring one intense ideology over another. I feel that I’m not entitled to have an opinion unless I can state the arguments against my position better than the people who are in opposition. I think that I am qualified to speak only when I’ve reached that state.”968


  Seeker “That’s a tough one.”


  Librarian “For example, take our strong and passionate views on complex issues—the economy, climate change, crime, energy, health care, foreign policy, you name it. We think we know the correct solution but do we really? As Peter Medawar said, ‘The intensity of a conviction that a hypothesis is true has no bearing over whether it is true or not.’”969


  Seeker “When you phrase it like that, I assume we don’t.”


  Munger “What I’m against is being very confident and feeling that you know, for sure, that your particular intervention will do more good than harm given that you’re dealing with highly complex systems wherein everything is interacting with everything else.”970


  Librarian “As a good friend says, ‘Don’t mess with complex systems if you’re not fluent.’ We don’t know what the causal chain looks like.”


  Seeker “But what about curing policies based on scary scenarios from computer models?”


  Librarian “How can a computer model reflect reality given, as Mr. Munger said, we’re dealing with complex systems no one fully understand? And how can you make a policy based on what you can’t know? Reality is more complicated than the models. And getting the reality right is the basis for good actions. Diseases must be diagnosed before they can be cured. And if the diagnosis is wrong, the prescription will be wrong.


  “Unfortunately, instead of following the medical maxim, ‘First do no harm’, some scares have done more harm than good. As Moliere said, ‘Nearly all men die of their remedies, and not of their illnesses.’”


  Munger “These mathematical techniques have created a lot of false confidence.”971


  Seeker “But these models seem so precise?”


  Librarian “Henri Matisse said, ‘Exactitude is not truth’972…and as John von Neumann is reported to have said, ‘There is no sense in being precise, when you don’t even know what you’re talking about.’”973


  Unfortunately, many issues involve a lot of ideological verbiage where many of the participants have vested interests in believing things that aren t true —it may get them a lot of publicity, grants and power.” Seeker “Anything else I should be thinking about?”


  Librarian “Since sometimes there is little or no scientific or well-supported evidence to support a lot of publicized policies or claims, we once more have to ask the Montaigne question, ‘Yes, but is it true?’ Some people create their own facts and conveniently leave out the real facts. To paraphrase a saying by financier and statesman Bernard Baruch, ‘Everyone’s entitled to their own opinions, but not to their own facts.’”


  Seeker “I hadn’t thought about that —which of course is natural since I haven’t been known to do much thinking.”


  Librarian “We should all try to do what true scientists do —strive for objectivity — trying to describe the world as it is, accepting uncertainty and leaving room for doubt and questioning our beliefs and conclusions. It is so easy to make mistakes and fool ourselves. To paraphrase Bertrand Russell, ‘The whole problem with the world is that fools and fanatics are always so certain of themselves, but wiser people so full of doubts.’”’74


  Munger “I think the mindset of science is very useful outside of science… because it tries harder than any other discipline not to fool itself…The ethos of not fooling yourself is one of the best ethos that you can possibly have.”775


  Buffett “Apply logic to help avoid fooling yourself. Charlie will not accept anything I say just because I say it, although most of the world will.”™


  Librarian “The way science is supposed to be done — by forming hypotheses and testing them —is a great way to avoid fooling yourself.”


  “One thing that often shows us and our ‘opponent’ that none of us understand as much as we think we do is to take the ‘explain HOW-wo u Id-tha t-work-test.’”977


  Seeker “I can’t wait, please tell me.”


  Librarian “When you want to question someone’s opinion on a complex policy, don’t ask them to give you reasons for why they believe as they do — it only makes them defensive and often they stick to their beliefs even harder. Instead ask them to explain in detail how the policy would actually work in reality to accomplish the desired goals —how it step by step could be implemented —the steps and mechanisms involved in getting it done. And also if they have thought through other effects.”


  “This often makes us all realize that we don’t understand as much as we think we do.”


  Seeker “It seems right —at least for me. There are so many times I have found out that I had strong opinions on what is right or should be done without having a clue on the ‘how.’”


  Librarian “Another thing could be for example to show your ‘opponent’ the absurd or negative consequences or implications that would follow if what they say would be true. Or, the absurd or negative consequences that would follow if what you say would not be true. You can also show them the unlikely conditions under which an idea makes sense or how hard it is to be implemented.”


  Seeker “Give me a simple example.”


  Librarian “Assume you say, ‘We need discipline in schools.’ What would be the consequences if this statement weren’t true? Negative or unbelievable? Suppose there was no discipline in schools, wouldn’t there be more of the behaviour we don’t want?”


  “Of course, merely because we can’t spot a flaw in an argument doesn’t automatically mean it is true.”


  Seeker “Or just because I can spot a flaw doesn’t mean it’s false.” “Sorry, I couldn’t help myself.”


  Librarian “On the other hand, our experience is that in most cases it doesn’t matter what facts you present —you can’t change people with arguments that contradict their ideological views. So in many cases it is better not to.” Seeker “Not even objective facts?”


  Librarian “I am sorry but when our beliefs are threatened or when the truth becomes inconvenient, we close our ears to the facts.”


  Seeker “More on what doesn’t work?”


  Librarian “Before we go over to the next folly, let’s us take an interlude to emphasize some things —relevant for understanding, thinking and communicating. It is our friend simplicity again.”


  “Whenever you try to explain the why and how, keep it as simple and clear as possible. Assuming of course you really understand it —as a physicist friend of mine told me many years ago, ‘You haven’t really understood an idea if you can’t in a simple way describe it to almost anyone.’ As Cicero said, ‘No one can speak well, unless he thoroughly understands his subject.’”


  Seeker “I get it —I need to understand whatever I’m talking about.”


  Librarian ‘And knowing definitions or the name of something doesn’t mean you understand it. Comprehension isn’t about words —there is a difference between knowing the name of something and understanding what it means. So make sure you really understand the meaning —for example, by looking at what happens, the effect that is produced or what is accomplished.”


  Seeker “I assume this is also a good test for me to know I really understand the big ideas and how to apply them —since I can’t use what I can’t understand.”


  Librarian Another trick’ is to write — writing is a kind of thinking. Writing helps you to clarify your thoughts —because to write clearly you must first think clearly.”


  Buffett “If you understand an idea, you can express it so others can understand it. I find that every year when I write the report. I hit these blocks. The block isn’t because I’ve run out of words in the dictionary. The block is because I haven’t got it straight in my mind yet. There’s nothing like writing to force you to think and to get your thoughts straight”978


  Librarian “Lee lacocca said, Tn conversation you can get away with all kinds of vagueness and nonsense, often without even realizing it. But there’s something about putting your thoughts on paper that forces you to get down to specifics. That way, it’s harder to deceive yourself - or anybody else.’”979


  Buffett “I learn while I think when I write it out. Some of the things I think I think, I find don’t make any sense when I start trying to write them down and explain them to people… And if it can’t stand applying pencil to paper, you’d better think it through some more.”980


  Seeker “I think I get it —To write clearly is to clear up my thinking so writing helps me clarify my thinking.”


  Librarian “And know what you want to achieve. Many times simplicity is hard to achieve because to simplify we need to know where we are going.” “As we’ve said —if your thinking is clear you can also express things in a clear and simple way —but don’t assume that the other party knows the same as you about the subject.”


  Munger “I have this friend who is really not very smart at all. He makes everybody explain things until he understands it… But he does have incredible patience. He doesn’t do anything unless he understands it.”981


  Seeker “Any trick?”


  Librarian “Richard Feynman had a great question to the speaker when he listened to a talk in a field he didn’t know well. ‘Can you give me a really simple example of what you’re talking about?’ If the speaker couldn’t oblige, Feynman got suspicious…Did this person really have something to say, or was this just fancy technical talk parading as scientific wisdom?’


  Seeker “A great test.”


  Librarian “Take as an example what Einstein said on relativity, ‘When a man sits with a pretty girl for an hour, it seems like a minute. But let him sit on a hot stove for a minute and it’s longer than any hour. That’s relativity.’”983


  Seeker “Even I get that.”


  Librarian “The lesson — always be as clear and concrete as possible. A good thing to remember is Mr. Munger’s Orangutan theory.”


  Seeker “We’re going to talk about apes now?”


  Munger “If a smart person goes into a room with an orangutan and explains whatever his or her idea is, the orangutan just sits there eating his banana, and at the end of the conversation, the person explaining comes out smarter.”984


  Librarian “Just assume you’re explaining something to an orangutan.” 


  Buffett “There’s something about smart people explaining ideas to an orangutan that makes their decision-making better.”985


  Librarian “It forces us to organize our thoughts, speak simpler, and cut the clutter and crap to get to the key point. In short—it clarifies your thinking and message. And explaining even helps the learning process.”


  “To emphasize once again the importance of clarity I will use the wise words of the Swedish bishop and author Esaias Tegner who in a poem 200 years ago wrote, ‘What you cannot clearly say, you don’t know: To tongue of man his thought brings word: What’s said obscurely is what’s thought obscurely.’”986


  Seeker “OK, to speak obscurely is to think obscurely, to speak clearly is to think clearly. I need to improve here —in most cases my tongue outruns my thoughts.”


  Librarian “The unclearly said is the unclearly thought. As the saying goes, ‘Sometimes it is good if what comes out of the mouth is first allowed to pass the brain.’”


  “And with clear thought comes simplicity. As the Chinese writer and inventor Lin Yutang said, ‘Simplicity… is the outward sign and symbol of depth of thought…How difficult is clarity of thought, and yet it is only as thought becomes clear that simplicity is possible.’”987


  Seeker “I really like this keep it simple ethos you guys have. You really are great in your ability to make things less complicated and clearer and reducing things to their essence.”


  Librarian “1 have always liked Douglas Hofstadter’s guiding principles, ‘Clarity, simplicity, and concreteness have coalesced into a kind of religion for me-a set of never-forgotten guiding principles.’”988


  ”Always when I hear Mr. Buffett and Mr. Munger, I am thinking about Einstein’s reply to a student. The student had challenged Einstein’s statement that the laws of physics should be simple by asking: ‘What if they aren’t simple?’ Einstein replied, ‘Then I would not be interested in them.’”989


  “So don’t go searching for complications where there are none — admire simplicity.”


  Seeker “But clear thinking and simplicity is not easy.”


  Librarian No —nothing good comes easy. Like everything else it takes effort, patience and practice. It is like Steve Jobs said, ‘You have to work hard to get your thinking clean to make it simple.’”990


  Seeker “This is so so good. OK I’m ready for the next folly.”




  

  Make It Easy For People To Cheat, Steal And Behave Badly


  Munger “If you run a business where it’s easy to steal because of your methods, you’re working a great moral injury on the people who work for you.991…you will cause a lot of good people to go bad.”’92


  Buffett “They usually behave worse if they find out they can get away with something.”993


  Librarian “And then they rationalizes their bad behaviour.”


  Munger “One more sad example of evil rewarded dying hard, as a great many people conclude that something can’t be evil if they are profiting from it.”994


  Librarian “And as soon as they start to behave badly, they do it again since we repeat what worked for us the last time. That is how bad habits form.” Munger “As these things are paid off—when this fraud and folly is rewarded — of course, you get more of it.”995


  Buffett “It’s like stealing five bucks from the cash register and promising yourself you’ll pay it back. You never do. You end up the next time stealing ten bucks. Once you start that kind of game, it draw’s everybody in. The organization picks up on it, people get cute and clever, and it snowballs.”1’”


  Munger “Not everyone…resists the social contagion of bad behaviour. And, therefore, we often get ‘Serpico Syndrome,’ named to commemorate the state of a near-totally corrupt New York police division joined by Frank Serpico997…You know, everybody else is doing it and you are a sucker if you don’t go along and so on and so on998.. .He was then nearly murdered by gunfire because of his resistance to going along with the corruption in the division. Such corruption was being driven by social proof plus incentives, the combination that creates Serpico Syndrome.”999


  Buffett “Once you get a significant number of important players benefiting from any kind of corruption in any kind of system, you’re going to have a terrible time changing it. That’s why it should be changed early.”1000


  Munger “To rephrase Burke, ‘For folly and evil to triumph in the world all that is necessary is for the wise and good men to do nothing.”1001


  Seeker “What works?”


  Munger “Because both bad and good behaviour are made contagious by Social-Proof Tendency, it is highly important that human societies


  

    	stop any bad behaviour before it spreads and


    	foster and display all good behaviour/’1002


  


  “A system that can be easily defrauded ruins a civilization1003… You are not going to be helped by contrition and shame —human being as they are —you’ve got to have civilized procedures to prevent people going crazy1004…I think you’ve got to have whole lines of activity that people simply aren’t allowed to engage in.”1005


  Buffett “You better not have a system that is dependent on the absence of fraud. It will be with us.”1006


  Munger “You have to set up a system in which it’s not easy for human beings to cheat or delude themselves.”1007


  Seeker “Such as?”


  Munger “Making humans system as cheating-proof as practicable, even if this leaves some human misery unfixed. After all, the people who create rewarded cheating on a massive scale leave a trail of super-ruin in their wake, since the bad conduct spreads by example and is so very hard to reverse.”1008


  Librarian “Just remember to not set a policy on the margin —irritating the 99 honest to catch the I rotten.”


  “If opportunity makes the ‘thief’ then reduce the opportunities. What do you think will happen if we make if effortless, seen as not risky, very rewarding and no or little penalty if caught?”


  Seeker “I get it. Anything more?”


  Munger “It’s hard to fix human systems without fixing human incentives1009…If the incentives are wrong, the behaviour will be wrong. I guarantee it. Not by everybody, but by enough of a percentage that you won’t like the system.”1010


  Seeker “Give me an example.”


  Munger “Early in the history of Xerox, Joe Wilson…had to go back to Xerox because he couldn’t understand why its new machine was selling so poorly in relation to its older and inferior machine. When he got back to Xerox, he found out that the commission arrangement with the salesmen gave a large and perverse incentive to push the inferior machine on customers, who deserved a better result.”1011


  “You don’t want to be in a perverse incentive system that’s rewarding you if you behave more and more foolishly, or worse and worse1012.. .If you get in a place with a lot of perverse incentives it’s hard to keep your sanity.”1015


  Seeker “So how do you two avoid crazy incentives?”


  Munger “We carefully structured our life and system so we didn’t have to be under crazy incentives…! do not trust myself well enough and I behave better than most to have a lot of perverse incentives on myself to do bad things…much better to set yourself up so that the temptations are low.”1014 Seeker “Give me one more example on incentives.”


  Munger One of my favorite cases about the power of incentives is the Federal Express case. The integrity of the Federal Express system requires that all packages be shifted rapidly among airplanes in one central airport each night. And the system has no integrity for the customers if the night work shift can’t accomplish its assignment fast. And Federal Express had one hell of a time getting the night shift to do the right thing.”1015


  Seeker “So what did they do?”


  Munger “They tried moral suasion. They tried everything in the world without luck. And, finally, somebody got the happy thought that it was foolish to pay the night shift by the hour when what the employer wanted was not maximized billable hours of employee service but fault-free, rapid performance of a particular task. Maybe, this person thought, if they paid the employees per shift and let all night shift employees go home when all the planes were loaded, the system would work better. And, to and behold, that solution worked.”1016


  Seeker “Brilliant!”


  Munger “The iron rule of nature is that you get what you reward for—if you want ants to come, put sugar on the floor.”1017


  Librarian “Since people go where there is a reward and we get what we reward for, what do you think will happen if we reward what we don’t want?”


  Seeker “We get it.”


  Buffett “If you have behaviour you want to get rid of it’s probably not the smartest idea to reward it. If you have a dog peeing on your carpet, you do not want to start giving it a bunch of dog biscuits.”1018


  “You.. .have to have the right rewards and penalties for behaviour.


  That’s how you get decent behaviour.”1019


  Munger “It’s all about the incentives… Always follow the incentives as far as you can, and there you’d find solutions and truth.”1020


  “It is almost a general rule of…life that, when incentives are al! wrong, controls (even criminal law controls) can’t fix our troubles. ’”’-1 


  Seeker “I assume when we talk about rewards, we’re not only talking about money?”


  Munger “Although money is the main driver among rewards, it is not the only reward that works. People also change their behaviour and cognition for sex, friendship, companionship, advancement in status, and other nonmonetary items.”1022


  Librarian “Money, vanity, reputation, power…we are all motivated by different things.”


  Buffett “There are certain assets —sports teams, newspapers, movie studios —that have a ‘psychic income’ —power, ego, influence—and that’s something that people will pay for.”


  “If you want to spend $1 billion on something that has value beyond its economic value, you could buy the New York Yankees, and you would immediately become important. If you buy the New York I imes, you become even more important. People will do things and spend money to become important — it’s part of human nature.”1023


  Librarian “And as you know we hate when something we like is or threatens to be, taken away. Avoiding losses and what’s painful is its own reward.”


  “And remember that different people are rewarded by different things and we also need to identify a person’s total reward system. Someone may do something that doesn’t seem to make sense but sometimes the positive reinforcement of the bad behaviour outweigh the negative reinforcement of some punishment —which many times isn’t certain to happen anyway.”


  Seeker “Regarding incentives —more things that are important to think about?”


  Librarian “Make sure the decision maker has the same interests as you so people do what you want because it is also what they want. As Jean de La Bruydre said, ‘The shortest and best way of making your fortune is to let people clearly see that it is in their interests to promote yours.’”1024


  Munger “Upton Sinclair said, ‘It is difficult to get a man to understand something when his salary depends upon him not understanding it.’”1025


  “To set up incentives which reward A and then tell people that you want B…is always going to cause a lot of A.”1026


  Librarian “Never expect people to act against self-interest.”


  Munger “It is hard to be wise when the messages which drive you are wrong messages produced by a mal-designed system.”1027


  Buffett “A large system cannot ask many individuals to behave contrary to what they perceive to be in their own self-interest…Any system with that built in as a premise contains the seeds of its own destruction.”1028


  Librarian “Tie incentives to performance and to the factors that determine the result you want to achieve. If you for example have a business that measures and reward performance by the amount of steel produced, they will get a lot of steel produced. But the amount of produced steel is only one part of the equation. Is this really what ultimately creates what we want to achieve in the end — value?”


  “Thomas Sowell illustrates this well, ‘When Soviet nail factories had their output measured by weight, they tended to make big, heavy nails, even if many of these big nails sat unsold on the shelves while the country was ‘crying for small nails’.’”1029


  So first ask: what factors cause what we want to achieve?”


  Seeker “How do you incentivize your managers?”


  Buffett “Berkshire employs many different incentive arrangements, with their terms depending on such elements as the economic potential or capital intensity of a CEO’s business. Whatever the compensation arrangement, though, I try to keep it both simple and fair.”1030


  “When capital invested in an operation is significant, we also both charge managers a high rate for incremental capital they employ and credit them at an equally high rate for capital they release.”1®1


  Munger “They’re very simple and we don’t tend to change them often. It’s amazing how well it has worked.”1032


  Buffett “We want to have compensation policies that are both easy to understand and in sync with what we wish our associates to accomplish.”1033 “It’s not highly complex, but you have to understand the business…We do not bring in compensation consultants and we don’t have a human resources department, legal department, etc. That makes life way to complicated, and people get vested in going to conferences.’ Munger “I’d rather throw a viper down my shirt front than hire a compensation consultant.”1035


  Seeker “How about a cyclical type of business — say an oil business?” Buffett “If oil goes from $30 to $60, there’s no reason to pay [an oil company executive] for that. If they have low finding costs, which they can control, I’d pay them like crazy for that. That is the job you hire them for. To hand them huge checks for something they have no control over is crazy, and it’s equally crazy to penalize them if oil prices go down. If oil prices went down and my CEO had low finding costs, we’d pay him like crazy.”1036


  Seeker “Anything else on compensation?”


  Buffett “They are always tied to the operating results for which a given CEO has authority. We issue no lottery tickets that carry payoffs unrelated to business performance. If a CEO bats .300, he gets paid for being a .300 hitter, even if circumstances outside of his control cause Berkshire to perform poorly. And if he bats .150, he doesn’t get a payoff just because the successes of others have enabled Berkshire to prosper mightily.”1 ’


  Munger “Perhaps the most important rule in management is ‘Get the incentives right.’”1038


  Buffett “That makes a difference. It doesn’t solve everything, I mean, you can still get terribly optimistic managements that will do very stupid things and all that.”1039


  Librarian “And have a responsible system.”


  Seeker “Responsible?”


  Librarian “For example, what do you think happens when people are protected from the consequences of bad behaviour?’


  Seeker “They will behave badly.”


  Librarian “No one wants to stop what is rewarded — especially if they don’t pay any price for being wrong.”


  Munger “We have to have people subject to carrots and sticks. You take away the stick and that whole system won’t work.”1040


  Buffett “In our book, alignment means being a partner in both directions, not just on the upside. Many ‘alignment’ plans flunk this basic test, being artful forms of ‘heads I win, tails you lose.’1041…The Kiewit Company [is] the most successful construction company in the world and it has been for decade… and it’s got a set of management principles and basically it started with Pete Kiewit saying that arranging a compensation system so when the company got in trouble not only he went broke but all the people that got him in trouble went broke.”1042


  “When an executive only has upside and no downside, it will always lead to excessive risk-taking1043…You have to create a downside… There have to be incentives —not only to get rich, but to behave well.”1014 Seeker “But you have a downside in your Berkshire shares.”


  Buffett “I’m making the decisions at Berkshire. When I make the decisions at Berkshire, I’m thinking about the fact that a) I’ve got 99% of my net worth in it and it’s all going to charities so I mean, if I cause this place to go broke, there’s a lot of downside to me. And there’s a lot of downside to the Kiewit Company if they do silly things in their construction business. And I think that downside has an effect on people.”1045


  Librarian “Yes — it is a responsible system —just as the philosopher Charles Frankel recommended.”


  Munger “He said the system is responsible in proportion to the degree that the people who make the decisions bear the consequences.1046


  “The best cure is to have a system where the people who make the decisions bear the consequences.”1047


  Librarian “Ask, ‘Who benefits? Who bear the consequences?’”


  “Tell him about the Roman system.”


  Munger “An example of a really responsible system is the system the Romans used when they built an arch. The guy who created the arch stood under it as the scaffolding was removed. It’s like packing your own parachute.”1040


  Seeker “Like eating my own cooking.”


  Librarian Let us now turn it around —what do you think will happen if you put decisions in the hands of those who don’t pay any price for being wrong, reward people for what you don’t want and set up the system so the chance of being caught if people cheat is minimal?”


  Seeker This inversion stuff always clarifies things.”


  Munger “Everybody relearns the same lessons over and over again. Human nature is such that you have to have tough systems’049…a system which minimizes human weakness and builds a culture of accountability.”’050


  Buffett “You have to build in human nature, and then you have to counteract where human nature takes you, when it takes you some place that you don’t want it to go.”’051


  Librarian “Yes, you better not design a system that counts on people not being human.”


  Buffett “That is not the way the world works.”’052


  Librarian “We can’t change human nature —like someone once said, ‘You can shoot the tiger, or stay out of his way, but you cannot pronounce him a vegetarian.’”


  Munger “You can’t blame the tiger for being a tiger. But you need a gamekeeper1053…It is insane to blame the tiger when he gets out of the cage and goes on a rampage. The cage has to be stronger and the keepers should know better than to leave the door unlocked.”1054


  Librarian “You just have to create an environment with the right systems in place to get the behaviour you want —systems that are aligned with human nature. And remember Maimonides observation that to understand human behaviour, just watch it —people move towards what they find agreeable, and away from what they find disagreeable.”


  Seeker “Anything more that is important to consider?”


  Munger “Another generalized consequence of incentive caused bias is that man tends to ‘game’ all human systems… Anti gaming features… constitute a huge and necessary part of almost all system design. Also needed in system design is an admonition: Dread, and avoid as much you can, rewarding people for what can be easily faked1055…If I were running the world I wouldn’t pay off anything that can be easily faked.”1056


  Librarian “Another thing needed is to sometimes make some systems a little bit unfair.”


  Munger “The craving for perfect fairness causes a lot of terrible problems in system function.”1057


  Seeker “I always believed we all want to be treated fairly?”


  Librarian “We do —in fact, we react strongly to unfairness.”


  Buffett “Nobody wants to work in an environment where they feel they’re being treated unfairly.”1058


  Librarian ” But fairness is not always about treating every system the same.


  Munger “Some systems should be made deliberately unfair to individuals because they’ll be fairer on average for all of us. Thus, there can be virtue in apparent non-faimess.”


  “I frequently cite the example of having your career over, in the Navy, if your ship goes aground, even if it wasn’t your fault. I say the lack of justice for the one guy that wasn’t at fault is way more than made up by a greater justice for everybody when every captain of a ship always sweats blood to make sure the ship doesn’t go aground. Tolerating a little unfairness to some to get a greater fairness for all is a model I recommend.”’059


  Librarian “Give him the workers’ compensation example on cheating and justice.”


  Munger “Let’s say you have a desire to do public service. As a natural part of your planning, you think in reverse and ask, ‘What can I do to ruin our civilization?’ That’s easy. If what you want to do is to ruin your civilization, just go to the legislature and pass laws that create systems wherein people can easily cheat. It will work perfectly.”1060


  “Is the system sound when obvious fraud goes on a massive scale? I would say no. And it spreads. You get what you reward for. That’s why the claims keep coming and coming and coming.”1061


  Librarian “Of course, we can never totally eliminate the risk of cheating or ‘catch’ all the crooks. As the old expression goes, ‘Show me a ten-foot wall and I’ll show you an eleven-foot ladder.’”


  Seeker “Reminds me of the saying, ‘Make it foolproof, and someone will make a better fool’”


  Librarian “A zero-tolerance policy doesn’t work and only take resources from other things —what you want is as small risk as possible.”


  Seeker “Any final words on the subject of cheating.”


  Munger “I once heard of child-teaching method so effective that the child remembered the learning experience over fifty years later. The child later became Dean of the USC School of Music and then related to me what father said when he saw his child taking candy from the stock of his employer with the excuse that he intended to replace it later. The father said. Son, it would be better for you to simply take all you want and call yourself a thief every time you do it.’”1062


  Librarian “Just remember not to complicate your system —make it simple.” Munger “One of the greatest ways to avoid trouble is to keep it simple, hen you make it vastly complicated — and only a few high priests in each department can even pretend to understand it —what you’re going to find out all too often is that those high priests don’t really understand it at all. They understand how to game the system, so they do pretty well — but the system often goes out of control.”1063


  Seeker “One learns something every minute here.”


  “Any more craziness?”




  

  Risk What You Have And Need, To Get What You Don’t Need


  Buffett “The idea of risking what you need and is important to you for something that you don’t need and is unimportant is just craziness. And we try to run Berkshire with that principle in mind.”1064


  Munger “I’ve always felt that people were crazy to risk what they have and need —namely, wonderful jobs —for tiny, little, incremental advantages or to avoid tiny, little, incremental detriments.”1065


  Seeker “You better give me an example.”


  Librarian “Long Term Capital Management [LTCM] was a hedge fund with a team of top traders and ‘Nobel’ laureates that used complex mathematical models combined with high financial leverage.”


  “In 1998 LTCM lost more than 90% of its $4.8 billion of assets— their models fell apart.”


  Munger “LTCM was a classic example of smart people doing dumb things —their IQ got in the way. People that know the edge of their competency are safe, those that don’t are dangerous.”1066


  Buffett “If you take the 16 of them, they have about as high an IQ as any 16 people working together in one business in the country…An incredible amount of intellect in one room. Now you combine that with the fact that those people had extensive experience in the field they were operating in.” “They had in aggregate, the 16, had 300 or 400 years of experience doing exactly what they were doing and then you throw in the third factor that most of them had most of their very substantial net worth’s in the businesses. Hundreds and hundreds of millions of their own money up (at risk), super high intellect and working in a field that they knew. Essentially they went broke. That to me is absolutely fascinating.”1067


  Munger “They relied too much on mathematical formulas and too little on common sense.”1068


  Buffett “It is like Henry Kauffman said, ‘The ones who are going broke in this situation are of two types, the ones who know nothing and the ones who know everything.’ It is sad in a way.”1069


  Librarian “Reminds me of something William Osler said, ‘One of the most delightful sayings of antiquity is the remark of Heraclitus upon his predecessors — that they had much knowledge but no sense.’”1070


  Munger “People were actually making decisions about how much risk to take, based on the application of correct ma th1071…There was only one trouble with the math: The assumption was wrong… too many extreme things happened that the math didn’t correctly predict.”1072


  Buffett “The guys at Long-Term Capital Management were extremely intelligent, but they just didn’t contemplate what could happen —they thought the future would look like the past.”1073


  Seeker “Once more I learn that high IQ doesn’t always help one from falling.”


  Munger “The problem isn’t getting rich, it’s staying sane.”1074


  Buffett “Charlie and I have run into more dysfunctional people with 160 IQs than most people, probably…We’ve seen people self-destruct in pursuit of making money they didn’t really need because they were already rich.”1075


  Librarian “Still, there are people who risk everything for something they can’t possibly need.”


  Buffett ” But to make money they didn’t have and didn’t need, they risked what they did have and what they did need. That is just plain foolish; it doesn’t matter what your IQ is. If you risk something that is important to you for something that is unimportant to you it just doesn’t make sense.”


  “The downside, especially if you are managing other people’s money, is not only losing all your money, but it is disgrace, humiliation and facing friends whose money you have lost.”1076


  Seeker “A friend of mine was comfortably rich but he always felt he never had enough so during the internet craze he saw a great opportunity to make more by leveraging up because it looked so easy. And it started well, in fact so well that he convinced himself that he knew what he was doing. But reality caught up with him and in the end, he lost most of his money.”


  “Afterwards he told me he felt like Mr. E. Blackadder when he said, ‘Goodbye, Millionaire’s Row. Hello, Room 12 of the Budleigh Salterton Twilight Rest Home for the Terminally Short of Cash!’”1077


  Munger “I knew a guy who had $5 million and owned his house free and clear. But he wanted to make a bit more money to support his spending, so at the peak of the internet bubble he was selling puts on internet stocks. He lost all of his money and his house and now works in a restaurant.”1078 


  Librarian “Yes, history repeats over and over again —some people never know when they are rich enough. They always look up to someone else as being richer so the higher their bar goes.”


  Buffett There was a lousy book with a great title written by Walter Gutman—You Only Have to Get Rich Once. Now that seems pretty fundamental.”1079


  Seeker “What a great truth.”


  Munger “I think the people who say, ‘I need more’ and therefore try to get more than they need, are likely to get into terrible trouble.”1080


  Buffett “If you have $100 million at the beginning of the year and you will make 10% if you are unleveraged and 20% if you are leveraged 99 times out of a 100, what difference if at the end of the year, you have $110 million or $120 million? It makes no difference.”


  “If you die at the end of the year, the guy who makes up the story may make a typo, he may have said 110 even though you had a 120. You have gained nothing at all. It makes absolutely no difference. It makes no difference to your family or anybody else.”1081


  Seeker “More please.”


  Librarian “What we just talked about ties in with something else.”




  

  Only Look At The Sunny Upside


  Librarian “How about we play a game of Russian Roulette? Here, take this revolver with six chambers and one bullet.”


  Seeker “Are you nuts?”


  Librarian “No, it’s a perfectly reasonable deal. Pull it once and if you win, you get $1 million. There are 6 equally likely possible outcomes when you pull the trigger—empty, empty, empty, empty, empty, bullet. It is an 83% chance that you get $1 million. Pretty good isn’t it?”


  Seeker “You ask me if I want to play a lottery with 6 tickets where one ticket is lethal?”


  Librarian “Yes, the probability is only 17% that you lose.”


  Buffett “831/3% of the time it works to play Russian Roulette with one bullet and six chambers.”1082


  Seeker “Thanks for the offer, but I decline.”


  Librarian “How about if I make the price $10 million?”


  Seeker “Now you’re talking. $10 million is an awful lot of money and as you say, the chance is 83% that I win.”


  Librarian “Are you really sure? Let’s look at the consequences if you bet ‘no bullet’ but you turn out wrong.”


  Seeker “I’ll die —you’re right, no money is worth the risk of getting killed.”


  Munger “You only get to live once.”1083


  Buffett “I don’t care if the odds you succeed are 99 to I or 1000 to I that you succeed. If you hand me a gun with a million chambers with one bullet in a chamber and put it up to your temple and I am paid to pull the trigger, it doesn’t matter how much I would be paid. I would not pull the trigger. You can name any sum you want, but it doesn’t do anything for me on the upside and I think the downside is fairly clear. Yet people do it financially very much without thinking.”1084


  Librarian “I would never play Russian Roulette just as I would never play around with alligators.”


  Buffett “In our view, it is madness to risk losing what you need in pursuing what you simply desire.”1085


  Librarian “So the lesson here is that we can’t only look at how likely or unlikely something is — which is hard to know anyway — by definition you can’t know in advance what will happen. We must always consider how severe the consequences of being wrong are.”


  Seeker “Explain.”


  Buffett “You’ve got to make sure that the mistakes don’t kill you.”1086


  Librarian “‘A single slip may cause lasting sorrow’ says a Chinese proverb.”


  Buffett “Anything times zero is zero and I don’t care how good the record is in every other year if one year there’s a zero.. .Charlie and I have seen guys go broke or close to it because 99 of 100 of their decisions were good, but the 100th did them in.”1087


  Librarian “All that matters is if a decision or an event are consequential — its immediate and long-term consequences. What happens if you make the wrong decision or something happens that you didn’t expect? Does it matter? How does it affect you —its downside/upside or costs/benefits? And as we’ve said before, mistakes or events don’t matter if they are harmless.”


  Buffett “If we can’t tolerate a possible consequence, remote though it may be, we steer clear of planting its seeds.”1088


  Librarian “If a catastrophic outcome is possible or you can’t judge the downside, stay away.”


  Buffett “I try to operate in a way where I can’t lose significant sums over time. I might not make the most money this way, but I will minimize the risk of permanent loss. If there’s I in 1000 chance that an investment decision can threaten permanent loss to other people, I just won’t do it.”1089 Seeker “I wish I had known something about this way of reasoning before. I tell you why. Ten years ago I was employed by a company that was under investigation by the authorities.”


  Librarian “Because of something you did?”


  Seeker ‘No, my boss — I had nothing to do with it. But it was such a bad situation I was thinking of resigning. Unfortunately, I decided to stay and even after I was cleared people assumed I also was guilty and treated me like a criminal.”


  “Now, how would you reason in a case like this?”


  Buffett “I always start from a position of fear…I always look at the downside first in anything.”1090


  Librarian “Is a catastrophic outcome possible? If yes, what option gives me the lowest chance of a catastrophe?”


  “What are my options —resign or stay. If I resign because I bet that my boss is as crook but I’m wrong —he is innocent —I will look stupid and lose my friends.”


  “If I stay because I bet that my boss is innocent but I’m wrong— he is a crook—I will be guilty by association and treated like a criminal. In which alternative do I lose less? What option gives me the lowest downside?”


  Seeker “I made the wrong call, I should have resigned — that option was the least harmful.”


  Librarian “In making ‘to do or not to do’ choices always weigh the consequences of being wrong in each case.”


  Buffett “Individually, we probably worry more about the downside than just about any manager you can find. Collectively, it’s Armageddon around here every day. But we care about that.”1091


  Librarian “Another problem is the ‘so far, so good’ trap or when you play Russian Roulette but you don’t know it. For example, you do something that has the potential to turn into a catastrophe but you are fooled into a false sense of security by the success so far. But as the saying goes, ‘Don’t think there are no crocodiles because the water is calm.’ Merely because a catastrophe hasn’t happened yet doesn’t mean it won’t happen. As Richard Feynman said in connection with the Challenger investigation, ‘When playing Russian roulette the fact that the first shot got off safely is little comfort for the next.’”1092


  Buffett “The fundamental principle of auto racing is that to finish first, you must first finish. That dictum is equally applicable to business and guides our every action at Berkshire.”1093


  Seeker “Interesting this approach to first focus on what can go wrong or the downside and if and what can turn something into a catastrophe. That’s not how I did it, for sure.”


  Librarian “There is a story attributed to George Bernard Shaw. It goes something like this: A foreign actress wrote to Mr. Shaw as follows: ‘My dear Mr. Shaw: I beg to remind you that as you have the greatest brain in the world, and I have the most beautiful body, it is our duty to posterity to have a child.’ Whereupon Mr. Shaw replied: ‘My dear: I admit that I have the greatest brain in the world and that you have the most beautiful body, but it might happen that our child would have my body and your brain. Therefore, I respectfully decline.’”


  “I don’t know if this story is true or not but Mr. Shaw claimed that he once received a comparable ‘strange offer’ from a ‘foreign actress’, and that he did make that reply.”10*4


  Seeker “I have to remember this — to first look at the downside.”


  Librarian “Another benefit of first looking at the downside or what can go wrong is efficiency. Take investments as an example — If you first eliminate what doesn’t work or what won’t achieve what you want, you don’t have to spend a lot of time and attention of analyzing the company. If there is a huge downside —for example a catastrophe risk or the key factors that are needed for success aren’t there or any other disqualifying factors like no sustainable advantage, bad and untrustworthy management or something else—just say ‘no thank you.’”


  Seeker “The backward approach again — to first focus on what to avoid/ what not to do or to paraphrase what you said earlier, “All I want to know if there are any factors that can cause me to die, so I’ll never go there.’” Buffett “Understand the downside not just today but five to ten years from now.”1095


  Librarian “As Cardinal de Retz said, ‘The most ordinary cause of people’s mistakes are their being too much frightened at the present danger, and not enough so at that which is remote.’”1096


  Seeker “Assuming the downside is bearable, what about the upside?”


  Buffett “When I see something that looks attractive, I start getting greedy…but I’m always looking at the downside on something first.”1097 Librarian “Didn’t your investments in Korean stocks look pretty good on those criteria?”


  Buffett “We found some securities in Korea a few years ago that were ridiculously cheap1098…good balance sheets and trading at 2 times or 3 times earnings and a business that wouldn’t go obsolete.”1099


  “There was almost no chance that you don’t make money… unless war breaks out or there’s a major disaster, but you run that risk investing anywhere.”1100


  Librarian The other side of the consequential coin is if the upside makes a difference. How much does your wealth change? Does it have a real impact?”


  Buffett Though there are as many good businesses as ever, it is useless for us to make purchases that are inconsequential in relation to Berkshire’s capital. (As Charlie regularly reminds me, ‘If something is not worth doing at all, it’s not worth doing well.’)”1101


  Munger We don t spend a lot of time thinking about things that will make practically no money.”1102


  Librarian “If you have little to lose but much to gain from a certain action — do it. But run away —and quickly —from anything with a big downside and little upside or an unprotected downside.”


  Seeker “Give me an example of how I can protect myself from unbearable consequences.”


  Librarian “There is a story about Napoleon’s mother, Letizia. She couldn’t understand why Napoleon should take on the British since things were going so well.”


  “So she sold all of her French holdings and exchanged them for British pounds.”1103


  Seeker “Why?”


  Librarian “If her son won, she should have a good life in the victorious nation. But if he lost, she would not be wiped out but still be ok since she had the pounds.”


  “She hedged or protected her assets.”


  Seeker “Smart lady.. .I understand now —I think so anyway.”


  “Now, I would like us to move over more to business and investing —part from what you’ve told me so far, what else works and does not work?”




  

  

    - PART THREE -


    ON WHAT ELSE 
DOESN’T WORK 
AND WHAT DOES IN 
BUSINESS AND INVESTING


    “I am a better investor because I am a businessman and a better businessman because I am an investor.”


    -Warren E. Buffett


  




  

  Invest Your Money In Overpriced Assets-preferably Businesses Without Any Competitive Advantages Or Future And With Lousy And Crooked Management


  If you are a businessman think like an investor and if you’re an investor think like a businessman


  Munger “I think that business experience and investment experience both help in making investments.””04


  Librarian “They interact.”


  Buffett ” Being an investor you’re buying pieces of a business so you better understand business. And being a businessman, you better understand alternatives for money in terms of allocating capital —and therefore you are partially an investor1105 …because investments are simply business decisions in terms of capital allocation.””06


  Munger I understood reality better when I approached the study of business from the viewpoint of a person considering investing in it”07…I think it s very useful to have a capitalistic perspective on products, namely how do you make this thing work for the people that own it?”1108


  I think corporate managers ought to study investing more, because they d be better managers. And I think that everyone who thinks through the investment process learns more about how the world really works.””09


  Buffett In what I think is by far the best book on investing ever w ritten — The Intelligent Investor, by Ben Graham — the last section of the last chapter begins with, Investment is most intelligent when it is most businesslike.’ (This section is called ‘A Final Word’, and it is appropriately titled.)”1110


  “I’d advise you to get exposure and experience in a number of businesses—whether it’s a part time, full time or anything else—because there’s nothing like seeing how businesses operate to build your judgment. When you understand what kind of things are more competitive and what kind of things are less competitive and why things work as they do, all of those things add to your knowledge.”1111


  Seeker “I’ve been working in different businesses so maybe I have some knowledge there, even though things didn’t work out too well. I better listen carefully to what you say.”


  “By the way, what is investing really about?”




  

  Investing is about where to allocate your capital


  Buffett “The only reason for making an investment and laying out money now is to get more money later on, right?1112…And obviously, you’re looking for the highest interest rate.”1113


  Seeker “Yes — even if I seem to have gotten it backward.”


  Buffett “That’s what investing is all about.”1114


  “The question is how much you get back, when you expect to get it back, and how sure you are that you’ll get it back1115…and what interest rates are.”1116


  Seeker “Interest rates?”


  Buffett “The value of every business — the value of a farm, an apartment house or any other economic asset—is 100% sensitive to interest rates. That’s because all you’re doing when you’re investing is transferring money to someone now in exchange for a stream of money which you expect to come back in the future. And the higher interest rates are, the less that present value will be. “1117


  Seeker “So the lower rates are, the higher the value, or?”


  Buffett “Interest rates are to asset prices sort of like gravity to the apple. When interest rates are low there is little gravitational pull on asset prices… Interest rates power everything in the economic universe.”1118


  Seeker “I assume profits are worth a lot now since interest rates are so low?”


  Buffett “Obviously profits are worth a whole lot more when the government bond is I % than if the government bond yield is 5%…I look at those numbers, but I also look at them in the context of the fact that we’re living in a world that has incredibly low interest rates and the question is how long will those interest rates prevail? Will it become like Japan where it’s gone on for decades and decades?”1119


  Seeker “Confusing.”


  Munger “If you aren’t confused I don’t think you understand it very well.””20


  Seeker “I read some countries even have negative rates —as I said confusing.”


  Munger “It’s new territory…! think something so strange and so important is likely to have consequences. I think it’s highly likely that the people who confidently think they know the consequences down in the economics profession, none of them predicted this…! don’t know what’s going to happen. I regard it all as very weird, if interest rates go to zero, and all of the governments in the world print money like crazy, and prices are going down. Of course I’m confused. Anybody who’s intelligent and is not confused doesn’t understand the situation very well. I think in fact that, if you find it puzzling, your brain is working correctly.”1121


  Seeker “This is the first time anyone has complemented me on having a confused mind.”


  “Going back to what investing is, you mean, it doesn’t matter what I invest in —it is the same way of reasoning?”


  Buffett “It’s true whether if you’re buying a farm, it’s true if you’re buying an apartment house, any financial asset…oil in the ground, you’re laying out cash now to get more cash back later on. And the question is how much are you going to get, when are you going get it, and how sure are you?”1122


  “You’d try to figure out what you were laying out currently and what you’re likely to get back over time, how certain you felt about getting it and how it compared to other alternatives.”1123


  Seeker “I had never thought about investing this way.”


  Buffett “All I can tell you is what I do basically —and that’s to try to figure out what a business is worth.”1124


  Seeker Please, continue —tell me how I can go astray here and what works.”


  Librarian Buy a popular broker-recommended bad business you don’t understand that operates in an industry with brutal competition and that lack any competitive advantage operated by a management that lacks integrity, intelligence, experience and dedication and buy it at a ridiculously high price.”


  Seeker I his inversion stuff really works—at least I get that I shouldn’t overpay.”




  

  Buy “wrongly” cheap productive assets you understand


  Buffett “Price is all important1125…The first law of capital allocation… is that what is smart at one price is dumb at another1126…Long ago, Ben Graham taught me that ‘Price is what you pay; value is what you get.’ Whether we’re talking about socks or stocks, I like buying quality merchandise when it is marked down.”1127


  “We want to buy things we understand, and we want to buy them very cheap. If we don’t understand them, we don’t buy them. If they’re not cheap, we don’t buy them.”1128


  Librarian “But remember that a cheap business may be cheap for the right reason —so full of problems that it turns out to be no bargain at all —so ask if it is cheap for the right or wrong reason.”


  Buffett “The original purchase ‘bargain’ price probably will not turn out to be such a steal after all. In a difficult business, no sooner is one problem solved than another surfaces —never is there just one cockroach in the kitchen.”1129


  Librarian “You never want to catch a falling knife that keeps on falling — you’ll only get hurt.”


  Buffett “If you are in a lousy business for a long time, you will get a lousy result even if you buy it cheap. If you are in a wonderful business for a long time, even if you pay a little bit too much going in you will get a wonderful result if you stay in a long time.”1130


  “Our goal is to find an outstanding business at a sensible price, not a mediocre business at a bargain price. Charlie and I have found that making silk purses out of silk is the best that we can do; with sow’s ears, we fail.”1131


  Seeker “Based on experience, I assume.”


  Buffett “More than 50 years ago, Charlie told me that it was far better to buy a wonderful business at a fair price than to buy a fair business at a wonderful price. Despite the compelling logic of his position, I have sometimes reverted to my old habit of bargain-hunting, with results ranging from tolerable to terrible.”1132


  Munger “The investment game always involves considering both quality and price, and the trick is to get more quality than you pay for in price. It’s just that simple.”1133


  Buffett “We usually feel we are paying too much…we could have paid significantly more money for some businesses and it still would have been a good decision. In general, if you get a chance to buy a good business where you think there is a high degree of certainty that it has economic characteristics that they will earn unusually high rates over time, or, better yet, can reinvest to grow, you should probably stretch a little.’


  “It happened with See’s Candies. We were paying 5% more than I wanted and Charlie said, ‘For god’s sakes Warren write the check.’ We always think it is too expensive.”1134


  Seeker “But it turned out to be a great deal.”


  Buffett “To date, See’s has earned $1.9 billion pre-tax, with its growth having required added investment of only $40 million. See’s has thus been able to distribute huge sums that have helped Berkshire buy other businesses that, in turn, have themselves produced large distributable profits. (Envision rabbits breeding.) Additionally, through watching See’s in action, I gained a business education about the value of powerful brands that opened my eyes to many other profitable investments.”1135


  Seeker “But how do you know when a stock is rightly cheap?”


  Buffett “Most stocks at one time or another sell at very silly prices, and it doesn’t take a high IQ to figure out that they’re cheap1136…After all, you need not know a man’s precise age to know that he is old enough to vote nor know his exact weight to recognize his need to diet.”1137


  Librarian “Like your investment in the oil company Petro China.”


  Buffett “With something like Petro China, my reaction is similar to seeing somebody who weighs somewhere between 300 and 350 pounds. I might not know how much they weigh, but I know they’re fat.”


  “And that’s all I’m looking for —knowing if an opportunity is financially fat. And whether Petro China weighed $95 billion or $105 billion, it didn’t make much difference. It was selling for $35 billion…any further refining of analysis would’ve been a waste of time.”1138


  Librarian “No need for extra analysis—just know what you need to know.” Seeker “So exactness is not necessary?”


  Buffett “We are very inexact.. .How certain we are is the most important part…You’d be amazed at how inexact we are1139 …Using precise numbers is, in fact, foolish; working with a range of possibilities is the better approach.”1140


  Munger “We never sit down, run the numbers out and discount them back to net present value…The decision should be obvious.”1141


  Seeker How did you think when you looked at Petro China?”


  Buffett When you get a company that is producing 2-1 /2 million barrels a day, that s 3% or more of the world’s oil production, and they’re selling based on U.S. prices using WTI (West Texas Intermediate) as a base price, and where they have a significant part of the marketing and refining in a country where the tax rate’s 30% and they say they’re going to pay out 45% of earnings to you in dividends, and they don’t have unusual amounts of leverage —if you’re buying something like that at well under half, or maybe a third, of what comparable oil companies are selling for, it’s not rocket science1142.. .You just have to do the work.”1143


  Munger “But when you were buying, no-one else was. It required uncommon sense.”1144


  Seeker “By the way, what’s the key factor to look at in an oil company?” Buffett “The most important metric, over time is finding costs per MCF [million cubic feet of gas] or barrel [of oil]1145…I’d measure the cost of finding new reserves over time —the ability to discover and extract oil at low unit costs.”1146


  Seeker “OK, I get it, low finding costs. Resonates with what you said was important when deciding compensation for executives in the oil industry.” “And if the asset is not cheap?”


  Librarian “You wait.”


  Seeker “Patience has never been my strong side. I always wanted to get rich quickly.”


  Buffett “People want to get rich — especially without working.”1147


  Munger “Basically, I think the desire to get rich fast is pretty dangerous. My own system was to get rich slow, and it protracts a rather pleasant process.”1148


  Buffett “No matter how great the talent or efforts, some things just take time. You can’t produce a baby in one month by getting nine women pregnant.”1149


  Munger “It takes character to sit there with all that cash and do nothing. I didn’t get to where I am by going after mediocre opportunities.”1150


  Buffett “You have to wait for the fat pitch. There’s no use running if you’re on the wrong road.”1151


  Seeker “How long do you wait?”


  Munger “You have to wait until something comes along, which, at the price you’re paying, is easy.”1152


  Librarian “Sit still until you find a no-brainer.”


  Munger “If you have a big edge, back it heavily because you don’t get a big edge often. Opportunity comes, but it doesn’t come often, so seize it when it does come1153…being prepared, on a few occasions in a lifetime, to act promptly in scale in doing some simple and logical thing will often dramatically improve the financial results of that lifetime.”1154


  Librarian “To quote a line from Shakespeare’s Julius Caesar, There is a tide in the affairs of men, which, taken at the flood, leads on to fortune.’”


  Munger “Really good investment opportunities aren’t going to come along too often and won’t last too long, so you’ve got to be ready to act and have a prepared mind.”1155


  “And if you can’t think fast and act resolutely, it does you no good. So you’re like a man standing by a stream trying to spear a fish. And if the fish just comes by once a week or once a month or once every ten years, you’ve got to be there to throw that spear fast before the fish swims on.””56


  Buffett “Some days it’s raining gold. Not very often, but when it is, you’ve got to be out there. And that will happen periodically. It’ll happen, but you can’t make it happen. In the meantime, you let the cash pile up if that’s what happens.”1157


  Munger “1 think the record shows the advantage of a peculiar mindset — not seeking action for its own sake, but instead combining extreme patience with extreme decisiveness.”1158


  “That’s contrary to human nature. Just to sit there all day doing nothing but waiting. It’s easy for us. We’ve got a lot of other things to do. For an ordinary person, can you imagine just sitting for five years doing nothing?”1159


  Seeker “Impossible for me.”


  Munger “It’s so contrary to human nature. You don’t feel active, you don’t feel useful, so you do something stupid.”1160


  “It’s waiting that helps you as an investor, and a lot of people just can’t stand to wait. If you didn’t get the deferred-gratification gene, you’ve got to work very hard to overcome that.”1161


  Buffett “The trick is, when there is nothing to do, do nothing1162…You don’t get paid for activity. You only get paid for being right.”1163 


  Seeker “When are things really cheap?”




  

  Things are often cheapest when people are fearful and pessimistic


  Buffett ‘You make your best buys when people are overwhelmingly fearful 1164 ;…The most common cause of low prices is pessimism —some times pervasive, some times specific to a company or industry.”1165 


  Munger When everybody is totally discouraged and think the world is going to hell, that’s when we like to be buying.”1166


  Seeker “I always bought when it was sunny and when the market was going up. My optimism was flourishing.”


  Buffett Charlie and I don’t expect to win…you over to our way of thinking —we ve observed enough human behaviour to know the futility of that —but we do want you to be aware of our personal calculus. And here a confession is in order: In my early days I, too, rejoiced when the market rose.”1167


  Seeker But it looked so easy —the market was going up and up.”


  Buffett“Remember the late Barton Biggs’ observation: ‘A bull market is like sex. It feels best just before it ends.’”1168


  Librarian “Good times, booms, temporary tailwinds or lousy competition can also fool you that business or management performance is better than it really is —or vice versa during the opposite.”


  “There is a saying, Tn the land of the blind, the one-eyed man is king.’ And it is very easy for managers to fool themselves believing they are really good when their competitors are blind.”


  Buffett“A rising tide lifts all yachts1169…you only see who’s being swimming naked when the tide goes out.”1170


  Seeker “My investments didn’t have a thread on their body when the market turned.”


  “Stupid me! —but I was so caught up in the game.”


  Buffett“It’s just the scope of human beings to do crazy things, selfdestructive things…most people, even smart people, have trouble not getting caught up in the game and thinking I’ll just dance one more dance like Cinderella at five minutes till twelve or something like that because they think they are smarter than the rest of the public…Or they don’t protect themselves against something that will come totally from right field.”1171


  Seeker “And we never seem to learn —at least not me. I’ll do more crazy things.”


  Buffett“Human beings do crazy things from time to time…You can’t rule out human emotions. When people get greedy as a pack, strange things happen. When they get fearful as a pack, strange things happen… Confidence is not going to exist when fear exists. Fear is very contagious. It spreads very quickly.”1172


  Librarian “And because of our loss aversion, fear motivates us more than greed does.”


  Buffett“A climate of fear is your friend when investing; a euphoric world is your enemy.”1173


  “Attractive opportunities come from observing human behaviour…It’s just capitalizing on human behaviour…It’s people that make opportunities when others are frozen by fear or excited by greed. Human behaviour allows for success if you are able to detach yourself emotionally.”1174


  Munger “If you stay rational yourself, the stupidity of the world helps you.”1175


  Librarian “And things may change but human nature stays the same. I think it was the trader Jesse Livermore who said, ‘Wall Street never changes. The pockets change, the suckers change, the stocks change, but Wall Street never changes because human nature never changes.’”116


  Buffett“People will always behave in a manic-depressive way over time” …When people panic, when fear takes over, or when greed takes over, people react just as irrationally as they have in the past”78.. .Occasional outbreaks of those two super-contagious diseases, fear and greed, will forever occur in the investment community. The timing of these epidemics will be unpredictable. And the market aberrations produced by them will be equally unpredictable, both as to duration and degree. Therefore, we never try to anticipate the arrival or departure of either disease.””79


  Seeker “And what do you do instead?”


  Buffett“Our goal is more modest: we simply attempt to be fearful when others are greedy and to be greedy only when others are fearful.””80


  “The less the prudence with which others conduct their affairs, the greater the prudence with which we should conduct our own affairs.””81 Seeker “What type of assets do you prefer?”




  

  Be opportunistic and adapt and change when the facts and circumstances change


  Buffett “We will look at any category of investment, so long as we understand the business we’re buying into and believe that price and value may differ significantly.”1182


  Munger “We don’t have a master theory of asset allocation. We’re simply opportunity driven —individual opportunity driven.””83


  Buffett “Our acquisition technique at Berkshire is simplicity itself: We answer the phone.””84


  “Moreover, we are free of historical biases created by lifelong association with a given industry and are not subject to pressures from colleagues having a vested interest in maintaining the status quo. That’s important: If horses had controlled investment decisions, there would have been no auto industry.””85


  Librarian “And you don’t need that many opportunities.”


  Munger “I just had the idea that maybe we could find a few, often enough so it would serve our lifetime needs, and we were patient and we waited and we occasionally made a few investment decisions.”1186


  Buffett Yeah. As I’ve said before, you wait for the fat pitch.”1187


  Seeker “How many do I need in a lifetime?”


  Munger If you took our top fifteen decisions out, we’d have a pretty average record. It wasn’t hyperactivity but a hell of a lot of patience. You stuck to your principles and when opportunities came along, you pounced on them with vigor.””88


  Buffett Charlie and I decided long ago that in an investment lifetime, its just too hard to make hundreds of smart decisions…Therefore, we adopted a strategy that required our being smart —and not too smart at that—only a very few times.”1189


  “An investor needs to do very few things right as long as he or she avoids big mistakes.”1190


  Munger “Through this practice of concentration of investments, we seek to better understand the few decisions we make.”1191


  Librarian “And sometimes even one investment is good enough. Benjamin Graham said about his investment in GEICO, ‘Ironically enough, the aggregate of profits accruing from this single investment decision far exceeded the sum of all the others realized through 20 years of wide-ranging operations in the partners’ specialized fields, involving much investigation, endless pondering, and countless individual decisions.. .one lucky break, or one supremely shrewd decision—can we tell them apart?— may count for more than a lifetime of journeyman efforts.’”


  “Graham continues, ‘But behind the luck, or the crucial decision, there must usually exist a background of preparation and disciplined capacity’”1192


  Munger “We made some of our luck by being curious and seeking out wisdom and we certainly recommend that.”1193


  Librarian “Assuming of course one is smart enough to recognize and take advantage of the opportunity.”


  Seeker “And some money available—anyway, I get it —from now on I will practice patience and wait for the really big opportunity.”


  Buffett “There will always be opportunities in the market because of people doing extreme things…The future won’t be exactly the same, but it rhymes.”1194


  “Periodically, financial markets will become divorced from reality—you can count on that.”1195


  Seeker “But what is all this talk that the market is efficient?”


  Buffett “When the price of a stock can be influenced by a herd on Wall Street with prices set at the margin by the most emotional person, or the greediest person, or the most depressed person, it is hard to argue that the market always prices rationally.”1196


  Munger “If I were managing $2 million (which, by the way, I once did) I certainly would be looking in a lot of smaller places where I could find more extreme and easy-to-diagnose mispricings.”119


  “You don’t get that many great opportunities in a lifetime. When life finally gave me one, I blew it.”1198


  Seeker “Tell me.”


  Munger “Many decades ago I made a big mistake caused in part by subconscious operation of my Deprival-Superreaction Tendency. A friend ly broker called and offered me 300 shares of ridiculously underpriced, very thinly traded Belridge Oil at $115 per share, which I purchased using cash I had on hand.”


  “The next day, he offered me 1,500 more shares at the same price which I declined to buy, partly because I could only have made the purchase had I sold something or borrowed the required $173,000. This was a very irrational decision. I was a well-to-do man with no debt; there was no risk of loss; and similar no risk opportunities were not likely to come along. Within two years, Belridge Oil sold out to Shell at a price of about $3,700 per share, which made me about $5.4 million poorer than I would have been had I then been psychologically acute. As this tale demonstrates, psychological ignorance can be very expensive.”1199


  Seeker “Maybe it wasn’t a missed opportunity —even if you believed you couldn’t lose —one never knows.”


  Munger “There was no risk. I could have borrowed. There wasn’t the slightest risk in borrowing money to buy Belridge Oil. The worst that would happen was I would get out with a small profit. It was a really dumb decision.”1200


  “It reminds me, I asked Carl Reichardt when he was running Wells Fargo why he made some dumb decision. He said, ‘Charlie, I had my head up my ass.’ That is why I made that decision. It was crazy…It didn’t take due diligence, I just had to take my head out of a place where it shouldn’t be.”1201


  Seeker “It seems I’ve had my head up there most of the time.”


  Munger “You’re not going to get that many really good ones — don’t blow your opportunities. They’re not that common, the ones that are clearly recognizable with virtually no downside and big upsides.”1202


  “Don’t be too timid, when you really have a cinch. Go at life with a little courage.”12®


  Seeker “OK, back again, I know you talked about pessimism and pricing but what is wrong with something popular?”


  Librarian “What glitters is not always gold.”


  Buffett Our investments will be chosen on the basis of value, not popularity.”1204


  Seeker “But surely a good tip from my broker can’t hurt?”


  Buffett What is good for the croupier is not good for the customer.”1205


  “There are fads in Wall Street. And Wall Street will sell what it can sell…It s one of the most important things you should remember in investing.”1206


  Librarian “Have you already forgotten what we talked about earlier?” Seeker “You’re right.”


  “This is too much information at one time. I need a break and some pie. Man can’t live on wisdom alone.”


  [Author’s remark: My wife just entered my study with a homemade blueberry pie with ice cream. So rich and tasty I can hardly finish a second slice.]


  Seeker “OK, back again, you talked about how brokers can fool me.” Buffett “The people selling you securities are often selling you things they make a lot of money in. The first question you should ask of anybody selling you securities is, ‘How are you getting paid and how much are you getting paid?’”


  “And when somebody comes around to you and says, I’m going to sell you this wonderful security but there’s this big chunk in it for me, get suspicious. As they say, when a person with experience meets a person with money, the person with the money gets the experience and the person with the experience gets the money.”1207


  Seeker “I’ll be careful —what about understanding —you mentioned businesses you understand?”




  

  Stick to businesses where you can assess that their economics is good and getting better


  Buffett “We try to stick to businesses we believe we understand1208… And our definition of understanding is thinking that we have a reasonable probability of being able to assess where the business will be in 10 years… It’s not a question of understanding the product they turn out, the means they use to distribute it —all of that sort of thing —it’s the predictability of the economics of the situation 10 years out.”1209


  “We try to figure out whether its economics — meaning its earning power over the next five or ten or fifteen years —are likely to be good and getting better or poor and getting worse. And we try to evaluate its future income stream1210…‘Does it look like it has good economics? Has it earned high returns? Does it strike me as something that’s likely to do that?’1211… It’s all about evaluating the economic potential, the economic future of a given business.”1212


  Librarian “Take See’s as an example.”


  Buffett “When we bought See s Candy 1972, we had to come to a judgment about whether we could figure out the competitive forces that would operate, the strengths and the weaknesses of the company and how it would look over a 10- or 20- or 30-year period.”1213


  Seeker “So if the economics is good you buy?”


  Buffett “Of course, a business with terrific economics can be a bad investment if it is bought for too high a price.”1214


  Seeker “Isn’t it pretty hard to figure out the future?”


  Buffett “Seeing the future is impossible in many cases, in our view, and difficult in others. But sometimes it’s relatively easy. And those are the ones that we’re looking for.”1215


  “That means they must be relatively simple and stable in character. If a business is complex or subject to constant change, we’re not smart enough to predict future cash flows.”1216


  Seeker “Give me an example.”


  Buffett “1 know what the chewing business will look like ten years from now,?17…The internet isn’t going to change the way people chew gum. It isn’t going to change which gum they chew. If you own the chewing gum market in a big way, and you’ve got Doublemint, and Spearmint, and Juicy Fruit, those brands will be there 10 years from now.”1218


  “We don’t want to own things where the world is going to change rapidly because I don’t think I can see change that well or any better than the next fellow. So, I really want something that I think is going to be quite stable, that has very good economics going for it.”1219


  Librarian “There has to be some reasonable predictability of the economics.” Buffett “We favor businesses and industries unlikely to experience major change. The reason for that is simple… we are searching for operations that we believe are virtually certain to possess enormous competitive strength ten or twenty years from now. A fast-changing industry environment may offer the chance for huge wins, but it precludes the certainty we seek1220… A business that constantly encounters major change also encounters many chances for major error.”1221


  Seeker “But don’t all businesses change?”


  Buffett “Obviously all businesses change to some extent. Today, See’s is different in many ways from what it was in 1972 when we bought it: It offers a different assortment of candy, employs different machinery and sells through different distribution channels.”


  “But the reasons why people today buy boxed chocolates, and why they buy them from us rather than from someone else, are virtually unchanged from what they were in the 1920s when the See family was building the business. Moreover, these motivations are not likely to change over the next 20 years, or even 501222… We are best at evaluating businesses where we can come to a judgment that they will look a lot like they do now in five years. The businesses will change, but the fundamentals won’t.”1223 


  Seeker “OK, I understand that certain businesses are more resistant to change than others.”


  Buffet i You have to understand when competitive advantages are


  durable and when they’re fleeting.”1224


  So I focus on the absence of change. So, when I look at the Internet, for example, and I look at a new business, I try and figure out how that industry or that company can be hurt or changed, and I avoid that…I don’t think the Internet is going to change.. .whether people shave or how they shave.”1225


  Seeker “Going back to what you talked about earlier on the consistency tendency and how hard it is to change people. Doesn’t this also mean that if people are reluctant to change it is hard for a new product to displace another one?”


  Librarian “There is a form of Occam principle in physics that is as valid for us humans — the principle of least action. And just as nature finds the shortest path for a beam of light, we humans naturally do things in a way that require minimal effort and time.”


  Seeker “Now you’ve lost me—what has this to do with me changing products?”


  Librarian “Trying to change our habits demands effort and effort takes energy — which is a cost. And our brains constantly look for ways to save effort. Furthermore, a change creates an uncomfortable feeling so naturally we try to avoid this feeling by not changing. That’s why we take the easy way, favor shortcuts, and default options and stick to our habits. And the more emotional a decision is or the more choices we have, the more we prefer the status quo.”


  Buffett “People’s habit patterns are very strong. I shave my face on the same side every morning and put on the same shoe first and people are creatures of habit. And the product that they have been receiving every day for great many years has an enormous advantage.”1226


  “I never like to bet on something reversing that has gone in one direction for a long time.”1227


  Librarian “And then add our natural aversion for losses —we know what we have but we don’t know if that we get by switching is better so staying with the status quo feels less risky.”


  “So it is very hard to change habits or ways of doing things — like for example to displace an existing product people like and have been used to.”


  Munger “Biological creatures…don’t like the removal of long-enjoyed benefits.”1228


  Librarian “Of course, products get replaced when someone comes along that can offer a better, simpler or cheaper alternative.”


  Seeker “OK, back to understanding.”


  Buffett “A lot of businesses I can’t understand. I can understand Gillette. I can understand Coca-Cola. I can understand Wrigley’s chewing gum. When I say I can understand it, it means I have a pretty good idea of what they’re going to look like 10 or 15 years from now. That’s understanding a business.”1229


  Librarian “Understanding is filter number one.”


  Buffett “Risk comes from not knowing what you are doing.”1230


  Seeker “If you understand the business, then what?”




  

  Buy assets protected with a durable competitive advantage run by able and honest people


  Buffett “If it passes through that filter, it’s whether a company can have a sustainable edge…If we can’t understand it, obviously, it’s not going to happen. We can’t determine whether it has a sustainable edge. And, if we can understand it, we very often conclude that it’s not the kind of business that has a sustainable edge.”1231


  Seeker “Tell me more about sustainable edge — what is needed?”


  Buffett “In business, I look for economic castles protected by unbreachable ‘moats.’”1232


  Seeker “You mean like the one that surrounds King Arthur’s castle —a defense against threats?”


  Buffett ‘“Moats’ —a metaphor for the superiorities they possess that make life difficult for their competitors1233…We like businesses that are protected in some way from competition.”1234


  “In capitalism, you have these economic castles. Apple, Microsoft, etc. Some have smaller castles. If you have a castle in capitalism, people are going to try to capture it. You need 2 things —a moat around the castle, and you need a knight in the castle who is trying to widen the moat around the castle1 …There are some businesses that have very large moats around them and they have crocodiles and sharks and piranhas swimming around them. Those are the kind of businesses you want…Johnny Weissmuller in a suit of armor could not make across the moat.”1236


  Seeker “I assume this means that the larger the edge a company has, the more protected it is, or the larger the moat or the barriers that stop invaders from entering are.”


  Buffett The dynamics of capitalism guarantee that competitors will repeatedly assault any business ‘castle’ that is earning high returns.”1237


  “We try to figure out why the castle’s still standing and what’s going to keep it standing or cause it not to be standing five, ten or twenty years from now. What are the key factors? How permanent are they? And how much do they depend on the genius of the lord in the castle? Then if we feel good about the moat, we try to figure out whether the lord is going to try to take it all for himself or whether he’s likely to do something stupid with the treasure, etc.”1238




  

  Understand why it has a moat—the key factors and their permanence 


  Munger “You really have to understand the company and its competitive positions.”1239


  Librarian “Why does the business have an edge against its competitors? Ask, ‘why can’t company A do what company B does?’ ‘What stops some competitor from entering the market?”’


  Buffett “The best way to understand this is to study businesses that have achieved it.”1240


  “I want to understand the moat around the business and how sticky their customers are versus their competitors. I ask customers, ‘how often do you compare prices?’”1241


  Seeker “The question is then, how does a company get this edge?” Librarian “By having something that differentiates them from their competitors.”


  Buffett “Because it’s the low cost producer in some area, because it has a natural franchise due to its service capabilities, because of its position in the consumer’s mind, because of a technological advantage or any kind of reason at all1242…some times through patents, and/or real estate location.”1243


  Seeker “And a really good moat is…?


  Buffett “One of the best moats in many respects is to be a low-cost producer1244…Being a low-cost producer of something that’s essential to people is going to be a very good business usually.”1245


  “We’re the low-cost producer at GEICO in auto insurance among big companies. And when you’re the low-cost producer —whether it’s copper, or in banking —it’s huge.”1246


  Seeker “So low cost is the key in banks?”


  Buffett “With banking, low cost money is the key1247… It’s like comparing a copper producer whose costs are $2.50 a pound with a copper producer whose costs are $1 a pound. Those are two different kinds of businesses. One is going to go broke at $1.50 a pound, and the other one’s going to still be doing fine.”1248


  “I love the idea of being into the low-cost producer1249…! always have been attracted to the low cost operator in any business and, when you can find a combination of


  

    	an extremely large business,


    	a more or less homogenous product, and


    	a very large gap in operating costs between the low cost operator and all of the other companies in the industry, you have a really attractive investment situation.”1250


  


  Librarian “As you said, like your auto insurance company GEICO with its underlying cost advantage.”


  Buffett “People have to buy auto insurance so everyone is going to have one auto insurance policy per car basically.”


  “What are they going to buy it on (based on what criteria)? They (customers) will buy based on service and cost. Most people will assume the service is identical among companies or close enough. So they will do it on cost.”1251


  Seeker “Yes, saving some money is always good.”


  Buffett “So they’re buying a product they really don’t like very well. It costs them a significant part of their family budget. Therefore, cost becomes very important…And saving significant money makes a real difference in a lot of household budgets1252…and only a low-cost operation can deliver these.”1253


  Seeker “What does this mean —what is the moat?”


  Buffett “I have to be a low cost producer —that is my moat1254…We’re the low-cost producer. And if you’re the low-cost producer of something that people have to buy — and it’s roughly a $1,500 item — then you’ve got a terrific, terrific business. And we have durable competitive advantages there.”1255


  “The company’s low costs create a moat — an enduring one—that competitors are unable to cross.”1256


  Seeker “You mean the reason you make money selling insurance is because you deliver a necessary product at a price people like and the reason you can sell your product at a low price is because you run an extremely efficient and low-cost operation relative to the competition?”


  Buffett “Efficiency is the key to low cost1257…GEICO’s unusual profitability results from its extraordinary operating efficiency and its careful classification of risks, a package that in turn allows rock-bottom prices for policy holders1258… and low prices attract and retain good policy holders. The final segment of a virtuous circle is drawn when policyholders recommend us to their friends.”1259


  “The sustainable competitive advantage at GEICO is to be the low-cost producer providing very good service.”1260


  Seeker “I love the GEICO commercials.”


  Buffett A brand is a promise. And we’re getting the promise in people’s minds that there’s a good chance they can save money if they check with GEICO. And we’ll never stop.”1261


  Librarian Another example of a company that is very cost-efficient is your furniture company-The Nebraska Furniture Mart.”


  Buffett They buy brilliantly, they operate at expense ratios competitors don t even dream about, and they then pass on to their customers much of the savings. It s the ideal business —one built upon exceptional value to the customer that in turns translates into exceptional economics for its owners.”1262


  Seeker “Assume I have a business —what is important to think about regarding my customers?”


  Librarian “Think like a customer and make sure you can simply explain your ‘product’ and why it is different.”


  Buffett “You either figure out what’s in your customers’ mind and decide you are going to serve them; or you are not going to be in business…Just keep taking care of the customer…In the end, nobody that’s ever taken good care of the customer has ever lost.. .that is the name of the game.”1265 Librarian “Take ISCAR as an example.”


  Buffett “ISCAR’s products are small, consumable cutting tools that are used in conjunction with large and expensive machine tools. It’s a business without magic except for that imparted by the people who run it.”


  “But Eitan, Jacob and their associates are true managerial magicians who constantly develop tools that make their customers’ machines more productive. The result: ISCAR makes money because it enables its customers to make more money. There is no better recipe for continued success.”1264


  Librarian “There is only one judge of great service and great products —the customer.”


  “Like Sam Walton once said, ‘There is only one boss —the customer —and he or she can fire everybody in the company from the chairman down, simply by spending his or her money elsewhere.’”1265 Buffett “No company ever does well ignoring its customer.”1266


  Librarian “Or arguing with them about what they want or should have.” “Like someone said, ‘If you don’t care about your customers, someone else will.’”


  Munger “Never abuse current clients by trying to get new ones. Think how this would work in matrimony —if you ignore your current wife while you pursue another one.”1267


  “You would be surprised at the people in life that don’t practise that rule.”1268


  Buffett “Every day, in countless ways, the competitive position of each of our businesses grows either weaker or stronger. If we are delighting customers, eliminating unnecessary costs and improving our products and services, we gain strength. But if we treat customers with indifference or tolerate bloat, our businesses will wither. On a daily basis, the effects of our actions are imperceptible; cumulatively, though, their consequences are enormous.”1269


  Munger “One of the directors [Daily Journal] said very simply, we should make a list of everything that irritates a customer, and then we should eliminate those defects one by one.”1270


  Librarian “And preferable, have someone without commitment to the past but with a fresh pair of eyes, make the list.”


  Seeker “Great! Any ways I can test how strong a moat is?”




  

  One test of the strength of a moat is essentiality and pricing power


  Buffett “The single most important decision in evaluating a business is pricing power. If you’ve got the power to raise prices without losing business to a competitor, you’ve got a very good business. And if you have to have a prayer session before raising the price by a tenth of a cent, then you’ve got a terrible business.”1271


  Librarian “And where you have pricing power you have essentiality.”


  Seeker “What do you mean?”


  Librarian “It is something the late media mogul Walter Annenberg who owned The Daily Racing Form and TV Guide explained was one of the reasons for his success.”


  “He said, ‘As to investment techniques, as related to the publishing business, I have had a keen awareness of one aspect which I regard as absolutely fundamental — is this publication essential? The fact is that we have, in our Country, a surprising number of publications, some of them well edited, that have no true essentiality. That is why, as a publisher, I have tried to be careful relative to the element of essentiality in starting a publication or in investing in a publication.’”1272


  Seeker “Essential, you mean something people need or want?”


  Librarian “Yes, something you must have or feel you can’t be without — the company has something that would be highly missed if it were gone tomorrow — the product is essential to customers and there is no substitute. So two questions to ask are: Is the need that the business is serving likely to go away? Can what the company offer be copied or replaced?”


  “I remember Mr. Buffett back in 1991 told students about something that illustrates this. So let’s go back in time and see what Mr. Buffett said then.”


  Buffett The highest priced daily newspaper in the United States, with any circulation at all, is the Daily Racing Form…You can charge $2.00 for Fhe Form, you can charge $1.50, you can charge $2.50 and people are going to buy it…Why? There is no substitute. If you go to the track, assuming you re a forms player, you don’t want ‘Joe’s Little Green Sheet’, you want I he Form. And it doesn t make any difference what it costs! There is no substitute. And that’s why they’ve got a 65% pretax margin. It doesn’t take a genius to figure it out”.


  “It’s an essential business. It will be an essential business five or 10 years from now. You have to decide whether horse racing will be around five or 10 years from now, and you have to decide whether there’s any way people will get their information about past performances of different horses from different sources. But you’ve only got about two questions to answer, and if you answer them, you know the business will make a lot of money.”1273


  Seeker “This is not like the average newspaper today.”


  Buffett “They were absolutely essential to a very high percentage of the American public 20, 30, or 40 years ago…So they were a product that had pricing power and which was essential to the customer as well as the advertiser. And they’ve lost that essential nature… they were only essential to the advertiser as long as they were essential to the reader.”1274


  “Now…the number of both print and electronic advertising channels has substantially increased. As a consequence, advertising dollars are more widely dispersed and the pricing power of ad vendors has diminished1275…Almost all newspaper owners realize that they are constantly losing ground in the battle for eyeballs. Simply put, if cable and satellite broadcasting, as well as the internet, had come along first, newspapers as we know them probably would never have existed.”1-’76 Seeker “Another ‘essential’?”


  Munger “Reed-Elsevier got rich on one of the greatest business models ever created. They published scientific journals. They didn’t pay a dime for the content, because people want to be published. They didn’t pay a dime for the reviewing and editing, because the people wanted to do the reviewing and editing as part of their duty to science.”


  “With content totally free, they published the journal and every library had to buy them, and every leading scientist. It was just a total racket, and every year they raised the price by 15 percent.”1277


  Librarian “Another essential business is Berkshire’s rail and energy operations.”


  Buffett “Society will forever need massive investments in both transportation and energy.”1278


  Seeker “Tell me some more good things about your energy business.” Buffett “The first is common to all utilities: recession-resistant earnings, which result from these companies offering an essential service on an exclusive basis. The second is enjoyed by few other utilities: a great diversity of earnings streams, which shield us from being seriously harmed by any single regulatory body.”1279


  Seeker “And the railroad?”


  Buffett “Our BNSF operation… has certain important economic characteristics that resemble those of our electric utilities. In both cases we provide fundamental services that are, and will remain, essential to the economic well-being of our customers, the communities we serve, and indeed the nation.”1280


  “The moat of railroad companies are that no one can build anymore because of saturation.”1281


  Munger “We’re not going to create another transcontinental railroad. Do you have any idea what it would cost to duplicate Burlington-Northern’s structure based on replacement cost? And this is something we now need — it’s not a replacement cost for something that we wouldn’t replace.”1282 Seeker “Do you have any more ‘essentials’?”


  Buffett “Homes and autos will remain central to the lives of most families. Insurance will continue to be essential for both businesses and individuals.”1283


  Seeker “Essentiality and pricing power —have to remember that.”


  Buffett “Any time you can charge more for a product and maintain or increase market share against well entrenched, well known competitors, you know that you have something very special in people’s minds.”1284


  “You can almost measure the strength of a business over time by the agony its managers go through in determining whether a price increase can be sustained. You can learn a lot about the durability of the economics of a business by observing the price behaviour.”1285


  Librarian ” And some businesses even have some untapped pricing power — where you can raise the price with no negative effects on unit volume.” Buffett ” In our See’s purchase, Charlie and I had one important insight: We saw that the business had untapped pricing power.”1286


  “Essentially, every year for 19 years I’ve raised the price of candy on December 26. And 19 years goes by and everyone keeps buying candy. Every ten years I tried to raise the price of linings a fraction of a cent, and they’d throw the linings back at me. Our linings were just as good as our candies. It was much harder to run the linings factory than it was to run the candy company.”1287


  Seeker “You were into linings too?”


  Librarian “The foundation of today’s Berkshire —their textile operation.” Buffett “Nobody ever went into a men’s clothing store and said, ‘I’d like to buy a pinstriped suit with a Hathaway lining.’ Never. They say ‘I want a coat’ all over the world…The product was undifferentiated. The candy product is differentiated.’1288


  Librarian I remember one company where they raised the prices substantially, and still had as much volume as before. Partly because the users loved their products and partly because it wasn’t the user who paid


  for them anyway. So one question to ask is: ‘Who ultimately decides what to buy and how that person measured and rewarded and who pays?’” Buffett “You also see pricing power in efficiencies. For example Burlington Northern rail transport compared to truck transport is three times more cost efficient and competitive. Products that are more cost efficient are able to demand higher prices. Their product has pricing power because their consumers are willing to pay more to capture those efficiencies.”1289


  Seeker “But moats change, don’t they?”


  Buffett “Every day with every product, the moat widens or narrows’291’… Our managers of the businesses we run, I have one message to them.. .we want to widen the moat. We want to throw crocs, sharks and gators —I guess —into the moat to keep away competitors’291…And doing that is essential if we are to have the kind of business we want a decade or two from now1292…If you do this, everything else follows.”1293


  “Any business that has a widening moat is going to make a lot of money over time.”1294


  Munger “Just keeping your eye on the ball of widening the moat —being a steward of the competitive advantage that came to you, and being able to deliver it in a stronger form to those that come after — is such a simple idea… At the Kiewit Company, the had a rule: ‘If you can’t deliver a subordinate who’s capable of taking over from you —if you haven’t trained that into your system —were not going to promote you.’”


  “These things are all so simple. Yet, instead, we have endless jumbo mumbo, and everybody tries to make it so damned complicated when it’s not all that complicated.”1295


  Buffett “There seems to be some perverse human characteristic that likes to make easy things difficult.”1296


  “Ben Graham taught me 45 years ago that in investing it is not necessary to do extraordinary things to get extraordinary results. In later life, I have been surprised to find that this statement holds true in business management as well. What a manager must do is handle the basics well and not get diverted.”1297


  Seeker “Your simplicity ethos again… Any way, I understand a little better now why you prefer businesses where lack of change is a key ingredient.”


  Buffett “Our own emphasis is on trying to find businesses that are predictable in a general way as to where they’ll be in 10 or 15 or 20 years. That means we look for businesses that in general aren’t going to be susceptible to very much change. We view change as more of a threat… We’re looking for the absence of change to protect ways that are already making a lot of money and allow them to make even more in the future.”1298


  “With See’s Candy we don’t think things will change much, even though the real profitability is limited to West Coast. We do not see a competitor taking the business.”1299


  Librarian “Compare this with the car industry.”


  Buffett “There appear to have been at least 2,000 car makes, in an industry that had an incredible impact on people’s lives. If you had foreseen in the early days of cars how this industry would develop, you would have said, ‘Here is the road to riches.’ So what did we progress to by the 1990s? After corporate carnage that never let up, we came down to three U.S. car companies —themselves no lollapaloozas for investors. So here is an industry that had an enormous impact on America —and also an enormous impact, though not the anticipated one, on investors.”1300


  Suker “It’s less predictability here —more change, too many variables. Hard to guess the winners.”


  Buffett “If you’d taken the heads of the five largest auto companies in 1970,1975,1980 and 1985 and put them under sodium pentothal and have them tell you who they thought would be number one 5 years later —or even 2 or 3 —they would have been way off.”1301


  “I’ve always said the easier thing to do is figure out who loses. And what you really should have done in 1905 or so, when you saw what was going to happen with the auto is you should have gone short horses. There were 20 million horses in 1900 and there’s about 4 million horses now. So it’s easy to figure out the losers, you know the loser is the horse. But the winner was the auto overall. But 2000 companies just about failed, a few merged out and so on.”1302


  Librarian “And then we have the T.V. set and radio-industry.”


  Buffett “1 think there’s, I don’t know, 20-25 million sets a year sold in the United States. I don’t think there’s one of them made in the United States anymore. You’d say, T.V. set manufacturer, what a wonderful business. Nobody had a T.V. in 1950, thereabouts, ‘45-‘5O. Everybody has multiple sets now. Nobody in the United States has made any real money making the sets; they’re all out of business.”


  “Radio was the equivalent in the 20s. Over 500 companies making radios in the 1920s. Again, I don’t think there’s a U.S. radio manufacturer at the present time.”1303


  Seeker ‘And just look at the present landscape—young people today doesn t even have a T.V. or a radio—just a computer and a smart phone.” “There is a lesson here.”


  Buffett Charlie and I avoid businesses whose futures we can’t evaluate, no matter how exciting their products may be. In the past, it required no brilliance for people to foresee the fabulous growth that awaited such industries as autos (in 1910), aircraft (in 1930) and television sets (in


  1950). But the future then also included competitive dynamics that would decimate almost all of the companies entering those industries. Even the survivors tended to come away bleeding.”1304


  Seeker “But still, they all looked like they had the prospect of dramatic growth.”


  Buffett “Just because Charlie and I can clearly see dramatic growth ahead for an industry does not mean we can judge what its profit margins and returns on capital will be as a host of competitors battle for supremacy. At Berkshire we will stick with businesses whose profit picture for decades to come seems reasonably predictable. Even then, we will make plenty of mistakes.”1305


  Seeker “So the key…”


  Buffett “The key to investing is not assessing how much an industry is going to affect society, or how much it will grow, but rather determining the competitive advantage of any given company and, above all, the durability of that advantage. The products or services that have wide, sustainable moats around them are the ones that deliver rewards to investors.”1306


  “The trick is to have no competitors. That means having a product that truly differentiates itself307…advantages that other people can’t copy1308…You can develop a good restaurant and somebody can come along and copy it the next day and figure out something new to add to the menu or add a little more parking. People are always looking at successful models and going after them. That’s terrific for the consumer. It can be very brutal to be in those kinds of businesses”1309


  Seeker “What about pharma companies — surely they have an edge with their different drugs?”


  Buffett “The question is how you pick a pharma company when you haven’t got the faintest idea what your competitor in 6 or 7 years will be offering.”1310


  Seeker “What about investing in things like Facebook?”


  Buffett “I really don’t know what that business is going to look like ten years from now. I certainly don’t know what… [their] competitors will look like ten years from now.”1311


  Munger “I don’t invest in what I don’t understand. And I don’t want to understand Facebook.”1312


  “It just doesn’t interest me at all to gab all the time on the Internet with people and I certainly hate the idea of young people putting in permanent form the dumbest thoughts and the dumbest reports of action that you can ever imagine1313…There is a time in your existence of when your folly ought to be hidden.”1314


  Buffeti “Understanding the economic characteristics of a business is different than predicting the fact that an industry is going to do wonderfully.


  So when I look at the internet businesses or I look at tech businesses, I say this is a marvelous thing and I love to play around on the computer, and I order my books from Amazon and all kinds of things. But I don’t know who’s going to win. Unless I know who’s going to win, I’m not interested in investing; I’ll just play around on the computer.”1315


  Munger “The question of how long your period in the sun will be is a very good one.”1316


  Buffett “In the end, the better mousetrap usually wins. But the people with the second or third best mousetrap will try to keep that from happening. We try to stay away from that sort of thing. We know there will be change, but we don’t know who the winners will be.”1317


  Librarian “Tell him about your rough enterprise-classification and their characteristics.”


  Buffett “Franchise is another way of expressing the moat concept1318… An economic franchise arises from 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. The existence of all three conditions will be demonstrated by a company’s ability to regularly price its product or service aggressively and thereby to earn high rates of return on capital.” “Moreover, franchises can tolerate mis-management. Inept managers may diminish a franchise’s profitability, but they cannot inflict mortal damage.”1319


  Munger “Of course you prefer a business that will prosper even if it is not managed well…We are not looking for mismanagement. We like the capacity to stand it if we stumble into it.”1320


  Buffett “The test of a franchise is what a smart guy with a lot of money could do to it if he tried.. .The real test of a business is how much damage a competitor can do, even if he is stupid about returns.”1321


  Seeker “Franchise- in contrast to what?”


  Buffett ” In contrast, ‘a business’ earns exceptional profits only if it is the low-cost operator or if supply of its product or service is tight. Tightness in supply usually does not last long. With superior management, a company may maintain its status as a low-cost operator for a much longer time, but even then unceasingly faces the possibility of competitive attack. And a business, unlike a franchise, can be killed by poor management.”


  Keep…in mind, however, that many operations fall in some middle ground and can best be described as weak franchises or strong businesses.”1322


  Seeker What about if the business is so-so but has a great manager?”


  Buffeii Of course, a terrific CEO is a huge asset for any enterprise… But


  if a business requires a superstar to produce great results, the business itself cannot be deemed great. A medical partnership led by your area’s premier brain surgeon may enjoy outsized and growing earnings, but that tells little about its future. The partnership’s moat will go when the surgeon goes. You can count, though, on the moat of the Mayo Clinic to endure, even though you can’t name its CEO.”1323


  Seeker “Turnarounds?”


  Buffett “Literally hundreds of turnaround possibilities in dozens of industries have been described to us over the years and, either as participants or as observers, we have tracked performance against expectations. Our conclusion is that, with few exceptions, when a management with a reputation for brilliance tackles a business with a reputation for poor fundamental economics, it is the reputation of the business that remains intact.”1324


  “Good jockeys will do well on good horses, but not on broken-down nags.”1325


  Librarian “And some industries and businesses have permanently poor economics and a high mortality rate and as the proverb says, ‘No matter how hard you throw a dead fish in the water, it still won’t swim.’”


  “But separate a permanent problem from a temporary setback — assuming it’s a fundamentally sound business.”


  Munger “We own a lot of companies that have temporary reversals.”1’2


  Buffett “A great investment opportunity occurs when a marvelous business encounters a one-time huge, but solvable, problem as was the case many years back at both American Express and GEICO.”


  “Overall, however, we’ve done better by avoiding dragons than by slaying them.”1327


  Librarian “And some businesses may have more problems than you expect and want.”


  “Take Tesco as an example —bad news often comes to the surface in doses —one problem surface and then another etc. Or we solve one problem and another one soon thereafter arises.”


  Buffett “During 2014, Tesco’s problems worsened by the month. The company’s market share fell, its margins contracted and accounting problems surfaced. In the world of business, bad news often surfaces serially: You see a cockroach in your kitchen; as the days go by, you meet his relatives.”1328


  Seeker “As you said earlier, Tn a difficult business, no sooner is one problem solved than another surfaces —never is there just one cockroach in the kitchen.’”1329


  Librarian “Didn’t you experience that in MidAmerican’s mining venture?” Buffett “Last year [2003] MidAmerican wrote off a major investment in a zinc recovery project that was initiated in 1998 and became operational in 2002. Large quantities of zinc are present in the brine produced by our


  California geothermal operations, and we believed we could profitably extract the metal. For many months, it appeared that commercially — viable recoveries were imminent. But in mining, just as in oil exploration, prospects have a way of ‘teasing’ their developers, and every time one problem was solved, another popped up. In September, we threw in the towel.”1330


  Librarian “And sometimes the first problems may just be the tip of the iceberg. As someone once said, ‘behind every little problem there’s a larger problem, waiting for the little problem to get out of the way.’”


  Seeker “Tell me about some more businesses and their type of moats. For example consumer products.”


  Buffett “When you get into consumer products, you’re really interested in finding out, or thinking about, what’s in the mind of how many people throughout the world about a product now —and what’s likely to be in their minds five or ten or 20 years from now1331… If you are selling a consumer product you want it to be in as many minds as possible with as favorable connotations as possible.”1332


  Seeker “Like See’s Candy.”


  Buffett “See’s Candies creates a moat in the minds of consumers1333… We bought See’s Candy in 1972…What we did know was that they had share of mind in California. There was something special. Every person in California has something in mind about See’s Candy and overwhelmingly it was favorable1334… It’s associated with pleasant experiences…So it’s not share of market, but share of mind, that counts…The question then becomes what does that name stand for five or ten or 20 years from now?”1335


  “How did Coca-Cola build their moat? They deepened the thought in people’s minds that Coca-Cola is where happiness is. The moat is what’s in your mind1336…Coca-Cola is associated with people being happy around the world. Everyplace — Disneyland, the World Cup, the Olympics —where people are happy. Happiness and Coke go together.”1337 Librarian “To summarize some of what we talked about. Let’s translate it into a simple question: Does the business have something people need or want now and in the future (fundamental demand), that no one else has (competitive advantage) or can copy, take away or get now and in the future (sustainable) and can these advantages be translated into business value?”


  Seeker “More on good businesses please —1 want to learn more.”


  Buffett “A really wonderful business is very well protected against the vicissitudes of the economy and competition over time1338…If you see a business take a lot of adversity and still do well, it tells you something about its underlying strength.”1339


  Munger “The margin of safety in a great business is that it will stand a fair amount of mismanagement if that unfortunate circumstance happens to come along.”1340


  Buffett “The best businesses by far for owners continue to be those that have high returns on capital and that require little incremental investment to grow1341…Return on capital employed determines how good a given business is…The question is how much does it need and how much does it get in return.”1342


  “There’s a huge difference between the business that grows and requires lots of capital to do so and the business that grows and doesn’t require capital…if you’re investing, you should pay a lot of attention to that.”1343


  Seeker “Other wonderful businesses?”


  Buffeit “A business is also wonderful if it takes money, but where the rate at which you reinvest the money is very satisfactory.”1344


  “The worst sort of business is one that grows rapidly, requires significant capital to engender the growth, and then earns little or no money.”1345


  “To sum up, think of three types of ‘savings accounts.’ The great one pays an extraordinarily high interest rate that will rise as the years pass. The good one pays an attractive rate of interest that will be earned also on deposits that are added. Finally, the gruesome account both pays an inadequate interest rate and requires you to keep adding money at those disappointing returns.”1346


  Seeker “I assume you shun capital intensive businesses then.”


  Buffett “Anticipating…that Berkshire will generate ever-increasing amounts of cash, we are today quite willing to enter businesses that regularly require large capital expenditures. We expect only that these businesses have reasonable expectations of earning decent returns on the incremental sums they invest. If our expectations are met —and we believe that they will be — Berkshire’s ever-growing collection of good to great businesses should produce above-average, though certainly not spectacular, returns in the decades ahead.”1347


  Seeker “I assume that is why you invested in the utility field.. .are there any capital intensive businesses you rather stay away from?”


  Buffett “I would say the capital intensive businesses that scare me more are the ones outside of the utility field where you just pump in more money without knowing that you’re going to get —within a range, anyway —a more or less guaranteed return. So there’s no way we get rich on our utility investments, but there’s no way we get poor either….But on balance, if you can find a good business that’s not capital intensive, you’re going to be better off in it than in a capital intensive business over time.”13*8


  Seeker “Anything else that separates the good and the bad?”


  Munger “I’ve heard Warren say since very early in his life that the difference 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 — decisions that are extremely hard to make: ‘Can it work?’ ‘Is it worth the money?”’


  “One way to determine which is the good business and which is the bad one is to see which one is throwing management bloopers — pleasant, no-brainer decisions — time after time after time. 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. That’s a blooper.”154’


  Librarian “In contrast to the tough airline business. Here you are forced to make investments without really knowing if you’re going to make money or not.”


  Buffett “It’s labor intensive, capital intensive and largely a commodity type business”5“…The airline industry’s demand for capital…has been insatiable”’’1…If you are an airline today and you try to raise your prices, an hour later, you will be lowering them because of competition1352…In a business selling a commodity-type product, it’s impossible to be a lot smarter than your dumbest competitor.”1353


  ” I made a mistake when I bought US Air Preferred some years ago. I had a lot of money around. I make mistakes when I get cash. Charlie tells me to go to a bar instead. Don’t hang around the office. But I hang around the office and I have money in my pocket, I do something dumb. It happens every time. So I bought this thing…We bought it because it was an attractive security. But it was not in an attractive industry1354…But we then got very lucky. In one of the recurrent, but always misguided, bursts of optimism for airlines, we were actually able to sell our shares in 1998 for a hefty gain. In the decade following our sale, the company went bankrupt. Twice.”1355


  Seeker “Tell me some common traits for a commodity business.”


  Buffett “Hundreds of competitors, ease of entry, and a product that cannot be differentiated in any meaningful way.”1356


  Munger “It’s very, very hard to avoid being commoditized in high powered competition in the modern world…Many businesses that you thought were hugely advantaged can be hugely commoditized.”1357 Buffett “When a company is selling a product with commodity-like economic characteristics, being the low-cost producer is all-important.”1358 Seeker “OK, back again - more tough businesses?”


  Munger For years, I was a director of an International Harvester dealership…That is a really tough business. And there’s never any cash.


  As the saying goes, at the end of the year, your profit is sitting out in the yard — in the form of your used equipment. And struggling with a business that never produces any cash…is no fun.”1359


  Buheit “Our acquisition preferences run toward businesses that generate cash, not those that consume it1360…You don’t want a business that’s like ‘a horse that never runs, but eats.”1361


  “In his class, Ben Graham used the example of a hypothetical company he called the Frozen Corporation — which was a company whose charter prohibited it from ever paying out anything to its owners or ever being liquidated or sold….And Ben’s question was, ‘What is such an enterprise worth?’ It’s a theoretical question. However, it forced you to think about the realities of what business is all about — which is putting out money today to get back more money later on.”1362


  Seeker “Any other tough ones?”


  Buffett “A business that must deal with fast-moving technology is not going to lend itself to reliable evaluations of its long-term economics.”1363


  “That’s the problem in high tech —a few will profit, but a lot will have problems, and it’s hard to see who does what in advance. We know that Snickers bars will still be sold and do well in 10 years. That doesn’t make candy a better business; it’s just that we know who the winner is.”1‘ ‘ Munger “I was in an electronic business where we had what I would call style changes. However, they were really technology changes. Our main product was obsoleted by magnetic tape. And nobody told me that magnetic tape was going to be invented and that it was going to obsolete my main product. And I found it a very unpleasant experience.”1365


  “Technological change is one of the hardest things to cope with, which is why so many people fail at it.”1366


  Buffett “I have avoided technology sectors as an investor because in general I don’t have a solid grasp of what differentiates many technology companies. I don’t know how to spot durable competitive advantage in technology…Technology is based on change; and change is really the enemy of the investor.”1367


  “Our criterion of ‘enduring’ causes us to rule out companies in industries prone to rapid and continuous change…A moat that must be continuously rebuilt will eventually be no moat at all.”1368


  Munger “I am not an expert on the moats of technology companies. The reason, by and large, I don’t own them is because I do not understand whether or not their moats will last or not…I’m not sure anybody else knows either.”1369


  “Berkshire of course has consciously avoided rapid technological obsolescence. We own a railroad, we own a lot of utilities, we own big insurance companies…! don’t think we’re going to hang coal in the sky in balloons or something. I think a railroad doesn’t require that much technology, a utility7 isn’t going to have a lot of technological stuff, and neither will an insurance company.”1370


  Buhett “We understand technology, how businesses can apply it, its benefits, impact on society, etc. It’s the predictability of the economics of the situation 10 years out that we don’t understand. We would be skeptical that anyone can.”1371


  Seeker “Anything else that is important to judge the staying quality of the business?”


  Buffett “I always ask myself how much it would cost to compete effectively with a business.”1372


  “You give me a billion dollars and tell me to go into the chewing gum business and try to make a real dent in Wrigley’s. I can’t do it. That is how I think about businesses. I say to myself, give me a billion dollars and how much can I hurt the guy?”1373


  Librarian “The CEO of Intel, Andy Grove had another question —the silver bullet.”


  Seeker “Are we going to kill werewolves now?”


  Buffett “When I’d interview managers, I’d ask what their business nightmare is1374…If you had a silver bullet and you could put it through the head of one competitor, which competitor and why? You will find who the best guy is in the industry.”1375


  Munger “I think it’s important to know which competitor is most likely to do you in.”1376


  Librarian “If possible, you can also get some clues on business strength from asking various players in the industry.”


  Buffett “Ask the management of each company which competitor they would be willing to put their net worth in for the next 10 years. Then ask which of their competitors they would short. This will provide important insights into the industry that even those who work their whole life in the industry would not realize.”1377


  “I would also always ask, ‘If our roles were reversed, what questions would you ask me if I were running your business?’”1378 Seeker “We talked earlier about missed opportunity and Belridge Oil. Are there some opportunities you wished you had missed?” Buffett “A few years back, I spent about $2 billion buying several bond issues of Energy Future Holdings, an electric utility operation serving portions of Texas. That was a mistake —a big mistake.”1379 Seeker “So where did you go wrong?”


  Buffett A fundamental assumption —that gas prices would go higher — was wrong. That was a basic error1380…! totally miscalculated the gain/ loss probabilities when I purchased the bonds.”1381


  Munger “I once knew a man who had a nice wife and children. And in five minutes between trains, he managed to conceive an illegitimate child by some woman he met in the club car. When asked why he did it, he said, ‘It seemed like a good idea at the time.’”1382


  Buffett “A line from a country song seems apt: ‘I wish I didn’t know now what I didn’t know then.’”1383


  Seeker “Any more mistakes?”


  Buffett “We bought what we thought was a second-rate department store in Baltimore’384… [Hochschild Kohn]… at a third-rate price, but we found out very quickly that we bought a fourth-rate department store at a third-rate price. And we failed at it, and we failed…”1385


  Munger “Quickly. “1386


  Buffett “Yeah, quickly. That’s true. We failed other times in retailing. Retailing is a tough, tough business, partly because your competitors are always attempting and very frequently successfully attempting to copy anything you do that’s working. And so the world keeps moving. It’s hard to establish a permanent moat that your competitor can’t cross. And you’ve seen the giants of retail, the Sears, the Montgomery Wards, the Woolworth’s, the Grants, the Kresges. I mean, over the years, a lot of giants have been toppled.”1387


  Munger “Buying Hochschild Kohn was like the story of a man who buys a yacht. The two happy days are the day he buys it and the day he sells if “1388


  Buffett “After ending our corporate marriage to Hochschild Kohn, I had memories like those of the husband in the country song, ‘My Wife Ran Away With My Best Friend and I Still Miss Him a Lot.’”1389


  Munger “I think retailing is going to get tougher and tougher and tougher…Costco got one of the major toothpaste manufacturers of the world to make their toothpaste in Costco’s tube at a very low price. This is not good for the Procter and Gambles, the Unilevers of the world, and the Colgates of the world. So, generally speaking, that’s one threat. Then you add the Amazon threat…where you just punch a button and it comes the next day. You don’t have to drive through traffic; you don’t have to look for a parking spot. You don’t have to wait in line.”1390


  Buffett “Amazon…could affect a lot of businesses who don’t think they will be affected. For Amazon, it is very hard to find unhappy customers. A business that has millions and millions of happy customers can introduce them to new items, it will be a powerhouse and could affect a lot of businesses.”1391


  Munger “It is almost sure to hurt a lot of businesses a lot. Anything that can be easily bought with a home computer or iPad. I think it will hugely affect a lot of people —it’s terrible for most retailers. It is not slightly terrible, but really terrible.”1392


  Buffett “If I were buying a retail business, I would think about what people will try to do to that business through the internet.”1393


  Mungo “Then you add the fact that we have too damn many stores that are the natural over-optimism of both lenders and real estate developers and merchants and so forth.”1394


  Buffett “If you substitute 5% of the retail volume via the internet where real estate is essentially free, you can have a store in every town in the world through the internet without having any rental expense…I would give a lot of thought to that if I were owning a lot of retail rental space.”1395 Seeker “One more.”


  Buffett “1 spent $244 million for shares of two Irish banks that appeared cheap to me’396… I was wrong on the Irish banks in a very big way. I simply didn’t understand, and it was available for me to understand, the incredible exposure they’d gotten to land-development-type loans…For a country with 4+ million people, they had money lent for developing properties and homes that would extend just forever in the future. It was a terrible mistake — by me. Nobody lied to me or gave me any bad information. I just plain wasn’t paying attention.”1397


  “Upon leaving, our feelings about the business mirrored a line in a country song: ‘I liked you better before I got to know you so well.’”1398 Munger “One of Berkshire’s greatest mistakes was when we gave two percent of Berkshire for a wonderful shoe business [Dexter Shoe] in Maine, which was the wonderful, most trusted supplier of J. C. Penney and so on and so on…Berkshire got clobbered by the Chinese competition in shoes.”1399


  Buffett “We don’t buy businesses with much thought of world trends, but we do think about businesses subject to foreign competition, with high labor content and a product that can be shipped in.”1400


  Munger “If you’re in any business of a manufacturing nature that China can do well, after you consider transport, then you’re in the crosshairs of a very formidable opponent. Why didn’t we recognize this with the shoe business7 Well, as a German philosopher once said, ‘Too soon old and too late smart.’”1401


  Buffett Nobody misled me, I just looked at it and came to the wrong answer” …I assessed the future competitive position inappropriately… What I had assessed as durable competitive advantage vanished within a few years14”’…because of foreign competition.”1404


  Munger Basically I would say we gave two percent of Berkshire. What we got was hardly anything. It was a big mistake. On the other hand, it just impaired Berkshire’s performance by two percent once in one year out of


  many…we remember the mistake we made in the hope of not repeating j| “1405


  “There’s one good side to these things. It does make you more careful. It really refreshes your attention to get banged on the nose like that.”1406


  Buffett “A line from Bobby Bare’s country song explains what too often happens with acquisitions: ‘I’ve never gone to bed with an ugly woman, but I’ve sure woke up with a few.’”1407


  Munger “The most extreme mistakes in Berkshire’s history have been mistakes of omission. We saw it, but didn’t act on it…Since mistakes of omission [aren’t visible], most people don’t pay attention to them. We rub our noses in mistakes of omission1408…There’s nothing that improves wisdom more than having your own nose whacked pretty hard.”1409 Buffett “We’ve had a lot of experience with bad businesses and that makes you appreciate good ones, and to some extent it helps you distinguish the two. And we had a lot of fun doing it, though. If you’re enjoying what you’re doing, it helps a lot than if you’re going to work with your teeth clenched all the time.”1410


  Seeker “When you made mistakes, was there a common reason?”


  Buffett “These errors came about because I misjudged either the competitive strength of the business I was purchasing or the future economics of the industry in which it operated.”1411


  Seeker “But wouldn’t due diligence have helped avoid some of these mistakes?”


  Buffett “We’ve been burned only when we’ve made mistakes in judging the future economics of a business —which has nothing to do with due diligence1412…Dexter shoe was a disaster. It wasn’t the leases or clauses, I was just wrong about the shoe business1413…Business judgment about economics —and people, to some extent, but primarily business economics —is 99% of deal making. As for the rest —people may go into it for their protection. Too often, they do it as a crutch—just to go through with a deal that they want to go through anyway. And, of course, all of the professionals know that. So believe me —they come back with the diligence whether it’s due or not.”1414


  “And we don’t kid ourselves by having lots of studies and reports made. They’re going to support whatever they think the guy who pays ‘em wants anyway. So they don’t mean anything. They’re nonsense.”141-Librarian “It is all about the advantages and their durability —a lot of companies seem to have forgotten that.”


  Buffett “When we got the call on Mars-Wrigley I wasn’t going to look at labor costs or leases. The value of Wrigley does not depend on the value of


  the lease or an environmental problem. There is a whole lot of trivia that doesn’t mean anything.”1416


  “The idea of due diligence at most companies is to send lawyers out, have a bunch of investment bankers come in and make presentations and things like that. And I regard that as terribly diversionary — because the board sits there entranced by all of that, by everybody reporting how wonderful this thing is and how they’ve checked out the patents and all of that. But, meanwhile, all too often, nobody’s focusing on where the business is going to be in 5 or 10 years.”1417


  Seeker “I bet you don’t make any more mistakes now.”


  Blffett “I will make mistakes in the future, that is guaranteed. But, we will not make anything like ‘bet the company’ decisions that will ever cause us real anguish. That just doesn’t happen at Berkshire. You’re not going to make a lot of decisions without making an occasional mistake.”1418 “You cannot be active in a big business without making some mistakes. And sometimes there will be big ones, but you have to look at the whole record1419…In the past 50 years, we have only once realized an investment loss that at the time of sale cost us 2% of our net worth. Twice, we experienced 1% losses. All three of these losses occurred in the 1974-1975 period, when we sold stocks that were very cheap in order to buy others we believed to be even cheaper.”1420


  “Fortunately, my mistakes have usually occurred when I made smaller purchases1421… our large purchases have generally worked well — extraordinarily well in a few cases.”1422


  Seeker “Always good to know that I can make some stupid investments and still end up well.”


  Librarian “Don’t draw the wrong conclusion. What you have to understand is that no one can really be involved in investments without making occasional mistakes. What’s important though is to avoid the big or lethal ones. Small mistakes don’t matter.”


  “One of the things the financial manager Stanley Druckenmiller said he learned from George Soros was that, ‘It’s not whether you’re right or wrong that’s important, but how much money you make when you’re right and how much you lose when you’re wrong.”’1423


  Seeker I see what you mean, even considering mistakes, Mr. Buffett’s and Mr. Munger’s accomplishments and long time record is really out of this world - amazing. They did the big things right.”


  Librarian So true, so true. As Mr. Buffett said, you have to look at the whole record over time.”


  The other thing we talked about is to acknowledge and act on your mistakes and not fight the wrong or not important battles. And the benefit of acknowledging your mistakes is that hopefully you learned something from them.”


  Buffett “It’s a learning process, and mistakes made in one year often contribute to competence and success in succeeding years.”1424


  “Agonizing over errors is a mistake. But acknowledging and analyzing them can be useful, though that practice is rare in corporate boardrooms…triumphs are trumpeted, but dumb decisions either get no follow-up or are rationalized.”1425


  Seeker “I can clearly see I have some work in front of me.”


  Buffett “Try to learn about who’s got good businesses and why they’re good businesses. And learn about the businesses that went out of business and why they went out of business.”1426


  Munger “Somebody like Warren or myself can’t enter an automobile agency without thinking, ‘Is this a good business or a bad business? If it’s a bad business, why is it a bad business? If it’s a good business, why is it a good business?’”1427


  Buffett “Charlie is ungodly smart about business and human behaviour. He observes a lot.”1428


  Seeker “Your ‘why?’ question again.”


  Munger “I have a habit in life. I observe what works and what doesn’t and why.”1429


  “I do it automatically…If you have that temperament, you will gradually learn. If you don’t, then I can’t help you.”1450


  Buffett “Yogi Berra said, ‘You can observe a lot just by watching.’”1431 Librarian “That is how you get smarter. Open your eyes and look around you and notice what happens and ask ‘why?’ Is this working or not —why or why not? And if you then understand what works and not and why, you know what to do or not do in different situations.”


  “You can learn a lot by keeping your mouth shut and your eyes and ears open.”


  Buffett “If I drive by a McDonald’s stand or a Kentucky Fried Chicken stand I will automatically think to myself, ‘What is this business worth? How many customers do walk in the door? What kind of gross margins can they have? How many people do they need? How likely it is that another chicken stand opens across the street.’ All of those things.”


  “That’s true of the chicken stand and it’s true of Google or you name the business. It’s all about evaluating the economic potential, the economic future of a given business.”1432


  Munger “You need to have a passionate interest in why things are happening. That cast of mind, kept over long periods, gradually improves your ability to focus on reality. If you don’t have the cast of mind, you’re destined for failure even if you have a high I.Q.”1433


  Seeker “And then use the Occam or Lollapalooza trick, assuming I know some basic ideas—you see, I listen to you guys.”


  “Give me an example of a successful business and why.”


  Munger “I’m a director of Costco. It’s easy to understand. In the history of the world, few companies have succeeded on a 12% mark-up. They make it up with high volume. Costco has the right culture. They promote from within. It’s a wonderful place to work.”1434


  Seeker “Anything else I should think about?”


  Librarian “You should also try to understand if the business or management result is due to skill or to chance.”


  Munger “As you occupy some high-profit niche in a competitive order, you must know how much of your present prosperity is causes by talents and momentum assuring success in new activities, and how much merely reflects the good fortune of being in your present niche.”1435


  Buffett “In a bull market, one must avoid the error of the preening duck that quacks boastfully after a torrential rainstorm, thinking that its paddling skills have caused it to rise in the world.”1436


  “I think the duck can only take the credit (or blame) for his own activities. The rise and fall of the lake is hardly something for him to quack about14‘ …A right-thinking duck would instead compare its position after the downpour to that of the other ducks on the pond.”1436


  Munger “I recall one story when Arco was celebrating making a lot of money on its oil fields. Their house counsel was an Irish guy who could get away with saying things, so he said: ‘I want to toast the guy who really deserves the credit for our success: Here’s to King Faisal! All the predictions we made were wrong, costs were way over budget, etc. But along came King Faisal, who formed a cartel [OPEC], caused the price of oil to soar, and made us a fortune.’”


  “That is the kind of toast you seldom hear in corporate life, because it 11 get you fired. But I love the kind of man who’ll make a toast like that —a credit to the human race and an ornament to the civilization. Anyone who can join that [group], do so.”1439


  Librarian “Unfortunately, when times are good, too many of us say we are geniuses and when times are bad, very few of us admit we are fools.”


  Munger “Some of the most important miscalculations come from what is accidentally associated with one’s past success.”1440


  Seeker “Any recipe for that?”


  Munger The proper antidotes to being made…a patsy by past success are (1) to carefully examine each past success, looking for accidental, noncausative factors associated with such success that will tend to mislead as one appraises odds implicit in a proposed new undertaking and (2) to look for dangerous aspects of the new undertaking that were not present when past success occurred.”1441


  Seeker “Except for what you just told me, generally I assume the track record of the business is a good guide and simplifies the evaluation?”


  Munger “We tend to judge by the past record. By and large, if it has a lousy past record and a bright future, we’re going to miss the opportunity.”1442 Buffett “(It’s true that] most of our decisions relate to things where we expect the future not to change much1443…Obviously the current figures —particularly in the kind of businesses that we buy —tend to be representative, we think, of what might happen in the future.”1444 Librarian “But it is not as simple as that.”


  Buffett “If merely looking up past financial data would tell you what the future holds, the Forbes 400 would consist of librarians.”1445


  Librarian “And I can assure you it isn’t.”


  Buffett “Future profitability of the industry will be determined by current competitive characteristics, not past ones1446.. .The company should be viewed as an unfolding movie, not as a still photograph. Those who focused in the past on only the snapshot of the day sometimes reached erroneous conclusions.”1447


  Seeker “What about projections from the seller, surely they help?” Buffett “Too often, the words from HMS Pinafore apply: ‘Things are seldom what they seem, skim milk masquerades as cream.’ Specifically, sellers and their representatives invariably present financial projections having more entertainment value than educational value.”1448


  Munger “Projections generally do more harm than good —especially when they are prepared by people who desire a certain outcome.” ”4‘) Buffett “Why potential buyers even look at projections prepared by sellers baffles me. Charlie and I never give them a glance, but instead keep in mind the story of the man with an ailing horse. Visiting the vet, he said: ‘Can you help me? Sometimes my horse walks just fine and sometimes he limps.’ The vet’s reply was pointed: ‘No problem - when he’s walking fine, sell him.’”


  “We face the inherent problem that the seller of a business practically always knows far more about it than the buyer and also picks the time of sale—a time when the business is likely to be walking ‘just fine.’”1450


  Munger “Usually, I don’t use formal projections. I don’t let people do them for me because I don’t like throwing up on the desk, but I see them made in a very foolish way all the time, and many people believe in them, no matter how foolish they are. It’s an effective sales technique in America to put a foolish projection on a desk.”1451


  Buffett “When they make these offerings, investment bankers display their humourous side: They dispense income and balance sheet projections extending five or more years into the future for companies they barely had heard of a few months earlier. If you are shown such schedules, I suggest that you join in the fun: Ask the investment banker for the one-year budgets that his own firm prepared as the last few years began and then compare these with what actually happened.”1452


  “I’ve never seen an investment banker’s book in which future earnings are projected to go down. But many businesses’ earnings go down. We made this mistake with Dexter shoes —it was earning $40 million pretax and I projected this would continue, and I couldn’t have been more wrong.”1453


  Librarian “The barber and Mark Twain quotes come in handy as default positions when you look at projections.”


  Buffett “Don’t ask the barber whether you need a haircut.”1454


  Munger “Mark Twain, talked of the promoters of his day. He said, ‘A mine is a hole in the ground owned by a liar.’ That’s the way I’ve come to look at projections.”1455


  Librarian “Also, when it comes to the past record —what worked before may not work in the future—conditions, environments, circumstances and opponents change — industry conditions and technologies change, customers change their behaviour, habits, needs, tastes and preferences, good times turn to bad times, competition gets tougher and the quality of management deteriorates.”


  Buffett “Anyone ignoring these differences makes the same mistake that a baseball manager would were he to judge the future prospects of a 42-year-old center fielder on the basis of his lifetime batting average.”1456


  “You can compare that to going out to the racetrack and betting on a 13-year-old horse that had a great record up to then.”1457


  Librarian “You don’t want to end up betting on a horse that is ready for the glue factory.”


  ” I remember one case from the summer of 2001 where a European company A acquired company B. One month later B lost their biggest customer. The purchase price was based on past good figures that never returned.”


  “What people bought for the right reason in the past you may buy for the wrong reason today.”


  Buffett “Keynes anticipated a perversity of this kind in his 1925 review. He wrote: It is dangerous … to apply to the future inductive arguments based on past experience, unless one can distinguish the broad reasons why past experience was what it was.’ If you can’t do that, he said, you


  may fall into the trap of expecting results in the future that will materialize only if conditions are exactly the same as they were in the past.”1458


  “We don’t get paid for the past, only the future [profitability of a business]. The past is only useful to give you insights into the future, but sometimes there’s no insight.”1459


  Librarian “You just have to make sure that the conditions that caused past result are relatively unchanged.”


  Buffett “You have to ask yourself, ‘Is there anything about the past record that makes it a poor guidelines as a forecaster of the future?’”1460 Munger “Frequently, you’ll look at a business having fabulous results. And the question is, ‘How long can this continue?’ Well, there’s only one way I know of to do that. And that’s to think about why the results are occurring now—and then to figure out the forces that could cause those results to stop occurring.”1461


  Buffett “Ben [Graham] had various little games he would play with us. For example, sometimes he would give us a whole bunch of figures about Company A and Company B and have us evaluate them. And only after we’d finished the exercise would we learn that Company A and Company B were the same company at different points in its history.”1462


  Seeker “As you said before — change happens to all businesses.”


  Buffett “All businesses should think about what can mess up their business model and position. We look at all of our businesses as subject to change…We want managers who are thinking about change, and what’s going to be needed for their business model in the future. We know it won’t look the same.”


  “Our businesses are strong and are generally not subject to rapid change, but sometimes slow change can be harder to see and lull you to sleep easier versus rapid change which you can see.”1463


  Librarian “And slow change can go unnoticed for a long time —until it’s too late.”


  Munger “If it comes to you in small pieces, you’re likely to miss it1464…A bridge-playing pal of mine once told me that a frog tossed into very hot water would jump out, but that the same frog would end up dying if placed in room-temperature water that was later heated at a very slow rate. My few shreds of physiological knowledge make me doubt this account. But no matter because many businesses die in just the manner claimed by my friend for the frog. Cognition, misled by tiny changes involving low contrast, will often miss a trend that is destiny.”


  “One of Ben Franklin’s best-remembered and most useful aphorisms is ‘A small leak will sink a great ship.’ The utility of the aphorism is large precisely because the brain so often misses the functional equivalent of a small leak in a great ship.”1465


  Librarian “Many businesses have been killed by failing to adapt to a changing market need. Many times caused due to people’s vested interest in preserving the status quo —addicted as they are to their present skills, procedures, positions and money.”


  Munger “Those who will not face improvements because there are changes will face changes that are not improvements.”14*6


  Librarian “It is easy to get carried away when all things are great and not to anticipate any change. Machiavelli said that ‘it is human nature when the sea is calm not to think of storms.’”1467


  Buffett “If the business changes in a material way, you better change your business model or somebody else will — in which case you’ll have even more changes facing you.”1468


  Seeker “What usually kills a business?”


  Biffett “The ABCs of business decay, which are arrogance, bureaucracy and complacency. When these corporate cancers metastasize, even the strongest of companies can falter1469 …Sears had them all. When you build an organization that has been incredibly successful, you have to work extremely hard to fight off arrogance, bureaucracy and complacency.”1470 “The biggest thing that kills them is complacency. You want a restlessness, a feeling that somebody’s always after you, but you’re going to stay ahead of them. You always want to be on the move.”1471


  Librarian “A lot of companies get very self-satisfied after a long string of success. As an ancient proverb says, ‘Whom the gods want to destroy, they send forty years of success.’ A good reminder comes from what the Soviet chess grandmaster Alexander Kotov called ‘Dizziness due to success’, ‘When your head is spinning with success that is the time when blunders occur.’”1472


  Munger “Successful places tend to get bloated, fat, complacent. It’s the nature of human life11 \ ..Most places when they get rich get sloppy.”1474 Buffett “The idea that you run a fat operation because your making money is wrong…I don’t think you can ever find a statement that Charlie or I have ever made for the Berkshire companies or anyone else that there should be more people employed than needed in the business.”1475


  Librarian It may also have imitating and dangerous consequences.”


  Buffett “Thirty years ago Tom Murphy, then CEO of Cap Cities, drove this point home to me with a hypothetical tale about an employee who asked his boss for permission to hire an assistant. The employee assumed that adding $20,000 to the annual payroll would be inconsequential. But his boss told him the proposal should be evaluated as a $3 million decision, given that an additional person would probably cost at least that amount over his lifetime, factoring in raises, benefits and other expenses.”1476


  Librarian “Reminds me of Parkinson’s Law of Multiplication of Subordinates, ‘An official wants to multiply subordinates, not rivals.’” Munger “Yeah…normally if you’re just super successful, if the sky just rains gold, every vice president gets an assistant. Then pretty soon the assistant has an assistant. It’s just the way human nature works. It’s sort of like cancer.”1477


  Buffett “I think you’ll see our attitude about excess people is expressed in our headquarters where we have 25 people and Charlie’s office in LA which has two people.”1478


  “Our experience has been that the manager of an already high-cost operation frequently is uncommonly resourceful in finding new ways to add to overhead, while the manager of a tightly-run operation usually continues to find additional methods to curtail costs, even when his costs are already well below those of his competitors.”147’1


  Seeker “So if I had a business, how should I then run it?”


  Buffett “What should you be doing in running your business? Just what you always do: Widen the moat, build enduring competitive advantage, delight your customers, and relentlessly fight costs.”1480


  Librarian “And keeping things simple helps.”


  Buffett “1 really believe in keeping things simple. We have no inside counsel. We have no public relations people. We have no guards. We have no cafeteria. And it’s a lot easier to run that way. Frankly, I think way more gets done than if you have floor after floor of people that are reporting to people on the floor above them. I see so much waste in most companies and once it gets there, it is very hard to get rid of. It’s much easier never to get there…a large organization. I mean, that would be business death as far as I’m concerned; so we’re not going to get there.”1481


  Seeker “Any other thing that often kills a business?”


  Librarian “We often underestimate competition because we think we are alone and unique. We are too focused on our own skills and plans —what we can do and want to do —and are blind to our competitors’ abilities and actions. But as we all know, our outcome also depends on present and future competition. Joe Roth, former chairman of Walt Disney Studios expressed this well: ‘Hubris. Hubris. If you only think about your own business, you think, ‘I’ve got a good story department, I’ve got a good marketing department, we’re going to go out and do this.’ And you don’t think that everybody else is thinking the same way. I4f*


  “Maybe they have the same plans as we do, chase the same customers, markets and business opportunities —or they may already be ahead of us in some areas.”


  Munger “In business, I commonly see people underappraise both the competency and morals of competitors they dislike. This is a dangerous practice, usually disguised because it occurs on a subconscious basis.”1483


  Seeker ” More?”


  Munger “It’s in the nature of things that most small businesses will never be big businesses. It’s also in the nature of things that most big businesses eventually fall into mediocrity or worse’484…Look at the history of big companies in the world and the record is not good…We think we are doing well because we have a better system than most people.”1485


  Buffett “Size seems to make many organizations slow-thinking, resistant to change and smug. In Churchill’s words: ‘We shape our buildings, and afterwards our buildings shape us.’”1486


  “In their glory days, General Motors, IBM, Sears Roebuck and U.S. Steel sat atop huge industries. Their strengths seemed unassailable. But the destructive behaviour I deplored above eventually led each of them to fall to depths that their CEOs and directors had not long before thought impossible. Their one-time financial strength and their historical earning power proved no defense.”1487


  Librarian “And the real danger may come from new competitors that turn up from unexpected places. Andrew Carnegie once said, ‘It is not the rich man’s son that the young struggler for advancement has to fear in the race of life, nor his nephew, nor his cousin. Let him look out for the ‘Dark Horse’ in the boy w’ho begins by sweeping out the office.’”1488


  Munger “Almost all great records eventually dwindle1489…! think that’s the natural consequence of competitive life…that it gets tough.”1490


  Librarian “Nothing lasts forever —some businesses and industries die and other rise.”


  Buffett “Capitalism can be tough…Capitalism is constantly looking to get people what they want at a price they want, and to do so efficiently. Lhe problem is someone else gets hurt. There used to be lots of farmers in America, and then you had the tractor, and then the combine, etc. This is good for consumers, it has made food cheap. If you look at inflation for food over the last couple hundred years, it is down. But if horses could have voted, they would have voted down tractors.”1491


  Librarian As Joseph Schumpeter said on how companies can die, Tn capitalist reality as distinguished from its textbook picture, it is not… [price]…competition which counts but the competition from the new commodity, the new technology, the new source of supply, the new type of organization (…)—competition which…strikes not at the margins…of the existing firms but at their foundations and their very lives.”’1492 Munger I think it s in the nature of things for some business to die. It s also in the nature of things that in some cases, you shouldn’t fight it, there’s no logical answer in some cases except to wring the money out and go elsewhere.”1493


  Seeker “Do people usually do that?”


  Buffett “There are often obstacles to the rational movement of capital… capital withdrawals within the textile industry that should have been obvious were delayed for decades because of the vain hopes and selfinterest of managements. Indeed, I myself delayed abandoning our obsolete textile mills for far too long.”


  “A CEO with capital employed in a declining operation seldom elects to massively redeploy that capital into unrelated activities. A move of that kind would usually require that long-time associates be fired and mistakes be admitted. Moreover, it’s unlikely that CEO would be the manager you would wish to handle the redeployment job even if he or she was inclined to undertake it.”1494


  Librarian “But as you say, some do.”


  Munger “There was this huge grocery store…Sam Walton of Wal-Mart announced that he was opening a much bigger, better grocery store with a lot of other…products at incredibly low prices. And the existing and successful chain.. .just closed their store right away.”1495


  Seeker “Why didn’t they fight Walmart?”


  Librarian “There is an old African proverb, ‘When elephants dance, it is best for the mice to step aside.’”


  Buffett “We must heed Woody Allen: ‘While the lamb may lie down with the lion, the lamb shouldn’t count on getting a whole lot of sleep.’”1496 Librarian “Walmart was the equivalent of the Northern Pike.”


  Munger “One of the models in my head is the ‘Northern Pike Model’. You have a lake full of trout. But if you throw in a few northern pike, pretty soon there aren’t many trout left but a lot of northern pike. Wal-Mart in its early days was the northern pike. It figured out how the customer could be better served and just galloped through the world like Genghis Kahn.”1497 Seeker “So the lesson seems to be to get out of what hasn’t any chance of recovering or surviving.”


  Buffett “The most important thing to do when you find yourself in a hole is to stop digging.”1498


  Librarian “But most people don’t, aided by wishful thinking, consistency and their aversion to losses.”


  Munger “There is a time to fight and a time to not—not wasting resource… so don’t fight the inevitable but milk it and go some other direction.”1499 Buffett “Should you find yourself in a chronically-leaking boat, energy devoted to changing vessels is likely to be more productive than energy devoted to patching leaks.”1500


  Munger “Berkshire extracted a lot of capital out of it [the textile business] and put it elsewhere. And if Berkshire had tried to keep fighting the decline of that business with more and more money, it would have blown most of its capital.”1501


  Librarian “As Kenny Rogers sang, ‘You got to know when to hold em, know when to fold em, know when to walk away, know when to run.’”1502 Buffett ” Whatever the outcome, we will heed a prime rule of investing: You don’t have to make it back the way that you lost it.”1503


  Sefkfr “OK, do you sell a business if its fundamentals have permanently changed?”


  Bi ffett “When we buy a business, it’s for keeps. And we make only two exceptions: when they promise to start losing money indefinitely, or if we have major labor problems.


  “But with stocks and bonds, we sell them…if the competitive advantage disappears, if we really lose faith in the management, if we were wrong in the original analysis — and that happens — or if we find something more attractive, we will sell.”1504


  Seeker “What about if the price falls? I mean, assume I have bought a stock at $10 because I believed it was a good deal but then it falls to $2 — shouldn’t I sell then?”


  Buffett “When I do invest, I don’t care if the stock price goes from $10 to $2 but I do care about if the value went from $10 to $2.”1505


  Seeker ‘Back to the business side —even if you prefer a great business, I assume management can make a big difference?”


  Munger “Getting the right people into your system can frequently be more important than anything else.”1506


  Buffett “After some other mistakes, I learned to go into business only with people whom I like, trust, and admire.”1507


  “Character is crucial: A Berkshire CEO must be ‘all in’ for the company, not for himself…it’s important that neither ego nor avarice motivate him to reach for pay matching his most lavishly-compensated peers, even if his achievements far exceed theirs. A CEO’s behaviour has a huge impact on managers down the line: If it’s clear to them that shareholders interests are paramount to him, they will, with few exceptions, also embrace that way of thinking.”1508


  Seeker How can I measure if the management is good or not?”


  Buffett See how they treat themselves versus how they treat the shareholders. And look at what they accomplished considering the hand they were dealt when they took over relative to the rest of their industry.”1509 Munger There are two different kinds of agency costs —one in which a manager favors himself at the expense of the shareholders and the other where he’s not trying to favor himself, but where he does foolish things because he’s just foolish by nature. Either way, it’s very costly to you as the shareholder. So you have to judge those two aspects of human character. And they’re terribly important.”1510


  Seeker “Anything that can help me here?”


  Munger “Immoral and stupid, not a good combination.”1511


  Seeker “Seriously?”


  Buffett “When people get their ego involved, people sometimes do things they normally wouldn’t do. We try to eliminate incentives that would cause people to misbehave not only for financial rewards but also for ego satisfaction.”1512


  Munger “A rough rule in life is that an organization foolish in one way in dealing with a complex system is all too likely to be foolish in another.”1513 Librarian “Reminds me of the Zen saying, ‘The way you do anything, is the way you do everything.’ The qualities an organization or management expresses in one part show up in other parts. When they do one thing poorly, they will do other things poorly. This is of course not a natural law but a good rule of thumb.”


  Buffett “A cumulation of small managerial stupidities will produce a major stupidity— not a major triumph.”1514


  Seeker “You seem to have been very successful in judging management.” Buffett “We’re successful because of simplicity itself: We let people who play the game very well keep doing it.”1515


  “We buy businesses with great management in place. We’ve seen their record. They come with the business.”1516


  Munger “The paper record is usually a better indicator of talent.”1517


  Buffett “The past record is the best single guide.”1518


  Munger “We don’t train executives, we find them. If a mountain stands up like Everest, you don’t have to be a genius to figure out that it’s a high mountain.”1519


  Buffett “It would be tough to evaluate a class of MBAs and pick which ones would prove to be the best managers, just like it would be tough to pick the best golfer by watching them hit on the practice range. We haven’t tried to evaluate, before they have a record, who will be superstar managers. Instead, we find people who’ve batted .350 for 10-50 years. We just assume we won’t screw it up by hiring them. We take people who play the game very well and allow them to play.”1520


  Librarian “And they seem to stay.”


  Buffett “Our job is not so much to select great managers…Our job is to retain them… to make sure that they have the same enthusiasm, excitement,


  and passion for their job after the stock certificate changes hands that they had before.”1521


  “I can’t put passion into someone. But I can create a structure that takes the passion away. We focus on not messing up something that is already good.”1522


  Librarian “Tell him about your model.”


  Bufiht “My managerial model is Eddie Bennett, who was a batboy. In 1919, at age 19, Eddie began his work with the Chicago White Sox, who that year went to the World Series. The next year, Eddie switched to the Brooklyn Dodgers, and they, too, won their league title. Our hero, however, smelled trouble. Changing boroughs, he joined the Yankees in 1921, and they promptly won their first pennant in history. Now Eddie settled in, shrewdly seeing what was coming. In the next seven years, the Yankees won five American League titles.”1523


  Sei Kir “I believed we talked about management?”


  Buffett “What does this have to do with management? It’s simple —to be a winner, work with winners. In 1927, for example, Eddie received $700 for the I /8th World Series share voted him by the legendary Yankee team of Ruth and Gehrig. This sum, which Eddie earned by working only four days (because New York swept the Series) was roughly equal to the full-year pay then earned by batboys who worked with ordinary associates.”


  “Eddie understood that how he lugged bats was unimportant; what counted instead was hooking up with the cream of those on the playing field. I’ve learned from Eddie. At Berkshire, I regularly hand bats to many of the heaviest hitters in American business.”1524


  Seeker “You work with winners.”


  Bvffeii “I know they’re winners, they’ve been winning for years, so all I have to do is figure out how to keep them going. That’s a lot easier to do, frankly, than interviewing 20 business school graduates and picking 19 winners. It s much better to go into something where people have been successful a long time.”1525


  Seeker When I want to buy some stocks in a company —if possibledoes it help to talk to the management?”


  Buffett We do not find it particularly helpful to talk to managements… The numbers tell us a lot more than the managements.”1526


  Munger If you sit down and talk to the key manager for an hour and y ou re a smart person, I think that could be a significant plus. But a smart person might be right 60% of the time and, for the balance, be misled. If y ou have some specific questions that the management is going to answer, obviously that would be helpful.”1527


  Librarian Just as you need to find out how a business performs during turbulent or bad times, you need to do the same with management. You i«o


  can only evaluate real management performance and their character when ‘the tide goes out.’


  “Another thing, some managers may be great in one business but lousy in another.”


  Monger “Just because you run one business well don’t mean you will run another one well. You may be a great ballet dancer but a lousy weight lifter.”1528


  Librarian “I think it’s time to repeat and further clarify some things — circle of competence and competitive edge —things relevant for both an individual and a business.”


  Seeker “Good!”


  “But first, I need to get some more sugar —I need a lot of energy to follow you guys. Any chance you have any Dairy Queen ice cream around?”




  

  Go in a field, in which you have no interest, not any competence or talent for, no edge in and where the competition is huge


  Munger “The secret to being successful in any field is getting very interested in it1529…I could force myself to be fairly good in a lot of things, but I couldn’t excel in anything in which I didn’t have an intense interest.”1530


  Buffett “You have to love something if you want to do well at it. This passion adds to your productivity.”1531


  Librarian “And in a field in which you have competence. Know what you can do and what you can’t do.”


  Buffett “I think that is the biggest thing in business, figuring out where you are good and where you are not1532…If you’re good at one thing, you’re not necessarily good at another. You ought to use your talents where they’re most useful and get others to use theirs.”1533


  “Adam Smith talks about ‘Specialization of Labor ‘…allowing countries to specialize and work on what they are good at. Mike Tyson doesn’t try to run Berkshire, and I don’t try to get in the ring with Mike Tyson1534… When my wife and I had a baby, we hired an obstetrician — I didn’t try to do it myself. When my tooth hurts, I don’t turn to Charlie1535… The idea that you let other people do what they’re best at and you do what you’re best at, I’ve carried from lawn moving to philanthropy.”1536


  Seeker “Oh, how wrong I have been —believing I could do it all by myself.”


  Buffett “When we formed Buffett Associates, Ltd…I passed out to the seven limited partners something called ‘The Ground Rules’. And I said, ‘Here’s what I can do. Here’s what I can’t do. And here are some things


  I don’t know whether I can do or not… But the idea of setting out to do something that you know you can’t do.. .That’s got to lead to problems.”1537 Librarian “Just figure out what you’re good at and stay in that game. This is something good managers understand. They…”


  Buffett “Stick with what they understand and let their abilities, not their egos, determine what they attempt. (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.’)”1538


  Librarian “And you can’t do the same thing everybody else does and expect to be better than others —you need to do something different—you need an edge.”


  Buffett “I don’t want to play in a game where the other guy has an advantage. Somebody asked, ‘How do you beat Bobby Fisher?’ The answer was ‘you play him any game except chess’1539…That ability to know when your odds are good versus playing outside that game is a huge asset.”1540 Munger “If it is a very competitive business, and it requires competitive abilities you lack, you should look elsewhere. I took thermodynamics at Caltech and I immediately knew I would not be as smart as the professor. I did this in field after field and soon there were only a few left.”1541


  Seeker “How do I find my edge?”


  Munger ” I would be looking for a place where I could figure out something very useful that other people didn’t know1542…I don’t think anything that any ordinary person can do easily is likely to work that well.”1543


  Librarian “Docorrect things that other people aren’t doing. Ask, ‘Do I have an edge or an insight no one else has?’ Understand yourself— what you can do and can’t do and then enter the ‘niche’ where your advantages can be used and your weaknesses doesn’t really matter.”


  ‘And you don’t have to outshine everybody in the world, only those in the field in which you have chosen to play. Also, you may understand one field but another one better and/or you may be good in one field but lack the necessary edge. So go in the field you understand best and where you bring something special to the game.”


  Munger If you re going to do well you need a competitive advantage —a moat.”1544


  We don t even look at other places where we feel we don’t have much of a competitive advantage…You have to do the same thing…we all have a limited amount of time and talent and we have to allocate it in a way so it will work better.”1545


  Buffett One of the best moats in many respects is sometimes…having more talent. If you’re the heavyweight champion of the world and you keep knocking out people, or if you’re Steven Spielberg and can tum out


  great motion pictures, you’ve got a competitive advantage as long as you can keep doing it. It has enormous economic value.”1546


  Seeker “OK, enough —I get it—before my head starts to spin.” “Assume I know what I can do and cannot do and where I have an edge, what’s next?”


  Buffett “You want to work where there is little competition1547…One of the secrets of life is weak competition.”1548


  Munger “The basic idea is that if you want to succeed in life in a capitalistic world, go where the competition is low… I went where there was dumb competition.”1549


  Buffett “The unusual records —and there have been few that have been maintained — have been achieved by those who have worked relatively neglected fields in which competition was light.. .Your win-loss percentage in tennis will not be determined by the absolute level of ability that you possess. Rather, it will be determined by your ability to select inferior opponents…Application of this principle is the key element in bridge, poker, or investments.”1550


  Librarian “Let me tell you a story a smart friend told me.”


  “Imagine you’re playing poker in Vegas—what table should you sit down at? At the table with the best players or the one with the oilmen from Texas, betting big who don’t even know if a straight flush beats a full house?”


  Seeker “The way you frame it, obviously the Texas table.”


  Librarian “Yes, what you want is being in a niche with no, dumb or very weak competitors — not strong competitors — just like you don’t play Bobby Fisher in chess.”


  Munger “I know of a place with a little poker game. And some of the other players love to play a lot of very complicated games because the less skilled card players…are even more patsies for the superior players. And, therefore, the superior players win faster.”1551


  Librarian “You don’t want to be the patsy. And the same is valid in business.”


  Munger “Competence is a relative concept. I realized that what I needed to get ahead was to compete against idiots, and luckily for me there was a large supply.”1552


  Librarian “So where do you stand the best chance of making the most money with the least risk? By selecting your market niche based on the largest possible beneficial contrast in terms of both advantage and extinction risk i.e. be the hottest source in the coldest possible niche with the coldest possible field of competitors. Try to align your own niche as far away from hot niches and hot competitors as possible. And then try to make sure you are enough differentiated —hard to copy or hunt down.”


  “Another thing when finding the right niche is getting on the right business train—one that is moving in the right direction.”


  Buffett “One of the lessons your management has learned—and, unfortunately, sometimes re-leamed —is the importance of being in businesses where tailwinds prevail rather than headwinds.”’553


  “When I got out of Columbia one of my best friends was a terrific talent and he went to work in the steel business. He did OK, but it was the wrong business to be in. It’s very important to be on the right train, you want to get on a train that’s going 90 miles an hour and not one that’s going 30 miles an hour and you’re gonna push it along a little faster. So it really does make a huge difference. There are some businesses that are inherently far more opportunity than others. So you want to give a lot of thought to which train you’re getting on.”1554


  Librarian “Tell him about your experience as the 50% owner of Sinclair gas station.”


  Buffett “It was a lousy business. We had a guy right next to us and he kept filing more gallons of gas than we did. He would cut our prices and everything. I don’t care if you’re a combination of Steve Jobs and I arry Ellison and everyone else; you’re not going to succeed if you have a guy selling gas below cost next to you. It’s important to get on the right train.”’555


  Librarian “And preferably an ‘easy-to-succeed-train.’”


  Munger “I have a habit in life. I observe what works and what doesn’t and why’ ‘…and I have seen so many idiots get rich in easy businesses… actually I wanted to be in an easier business.”’557


  Buffett “It is comforting to be in a business where some mistakes can be made and yet a quite satisfactory overall performance can be achieved.”1558 Librarian “And practice getting better.”


  Monger “Obviously if you want to get good at something which is competitive, you have to think about it and practice a lot. You have to keep learning because world keeps changing and competitors keep learning.”


  You have to go to bed wiser than you got up. As you try to master what you are trying to do —people who do that almost never fail utterly. Very few have ever failed with that approach. You may rise slowly, but you are sure to rise.”’559


  Seeker “See if I got what you told me right.”


  1 need to do something I have an interest in and that agrees with my nature and my talent and then assuming I have an edge others can t copy, I should go where there is least competition or what your friend called, ‘be the hottest source in the coldest niche with the coldest competitors.’”


  Librarian “You got it.”




  

  Think about where the business is going to be in the future — not macro factors


  Seeker “Another thing, how important is it to look at macro factors when investing?”


  Buffett “Forming macro opinions or listening to the macro or market predictions of others is a waste of time. Indeed, it is dangerous because it may blur your vision of the facts that are truly important.”1560


  Munger “I have never taken a single course in economics, nor tried to make a single dollar, ever, from foreseeing macroeconomic changes.”1561 “There’s too much emphasis on macroeconomics and not enough on microeconomics. I think this is wrong. It’s like trying to master medicine without knowing anatomy and chemistry.”1562


  Buffett “I pay no attention to economic forecasting. I worry about being in good businesses with good people. That’s all I focus on… I’ve never based a decision on expansion of a business or anything like that based on an economic forecast because A) it’s not reliable and B) it’s not important1563…What you have to look at is where you expect the business to be 5,10 or 20 years from now1564… What matters is the average earnings power and the sustainability of its competitive advantage.”1565


  Munger “Macroeconomics people…are often wrong because of extreme complexity in the system they wish to understand.”1566


  “If you’re an agnostic about macro factors and, therefore, devote all of your time to thinking about the individual businesses and the individual opportunities, it’s a way more efficient way to behave.”1567 Buffett “In the 54 years we have worked together, we have never forgone an attractive purchase because of the macro or political environment, or the views of other people. In fact, these subjects never come up when we make decisions.”1568


  Librarian “One thing you can do whenever something ‘negative’ happens in the ‘macro world’ is to ask, ‘X happens —what are the consequences for the value of the business —how will this event impact the key factors that create value in this business —unit volume, prices, costs, invested capital, opportunity costs? Will it make a difference now or over time? ’”


  “In most cases you will find it doesn’t make much of difference — whatever the vivid headlines say.”


  Seeker “So you don’t worry when there is some political or economic crisis?”


  Buffett “That doesn’t play a role in our decision to buy. We’re going to be around for a hundred years. I’ve been buying companies for 50 years and we’ve seen all kinds of things…We want to buy good businesses that are run by good people in good places. It’s like getting married. If you’re getting married tomorrow, you’re not going to worry about a headline today. You’ve just got to be sure you’re marrying the right person.”1569 Seiki r “Going back to forecasts again —take economists, surely they should know what is going to happen with the economy and the stock market?”


  “For example, just the other day some expert economist said that the U.S. economy will start growing with 3% a year —and he looked very confident on television.”


  Librarian “How can they know that? They can’t. Look at their past predictions —just look at what they said a year ago and compare this with what actually happened and you will find they were all wrong. And since their past predictions were wrong why should their present forecasts be right? If they didn’t know back then, why should they know the future now?”


  “So don’t believe them —No one can predict the economy.” Buffett ” 1 should note that the cemetery for seers has a huge section set aside for macro forecasters.”1570


  Munger “Macroeconomics people…are often wrong because of extreme complexity in the system they wish to understand.”’571


  “And we haven’t seen great successes by others involved in macroeconomic predictions. They get a lot of air time but not much else, ihe trouble with making all these macroeconomic predictions is that people start to think they know something. It’s much better to just say you’re ignorant.”1572


  Librarian ” To paraphrase what someone once said, ‘Economic forecasts are like treasure maps; if you really have the real one, why spread it?’”


  ‘Just look at these two gentlemen —they are living proofs that you don t need to be a macro forecaster to get outstanding results.”


  Seeker “Yes, but…”


  Librarian It is understandable that you want to know the future. It is part of human nature to dislike uncertainty.”


  Buffett “People love predictions.”1573


  Munger I eople have always had this craving to have someone tell them the future. Long ago, kings would hire people to read sheep guts. I here s always been a market for people who pretend to know the future. Listening to today’s forecasters is just as crazy as when the king hired the gu\ to look at the sheep guts. It happens over and over and over.”1574


  Buffett “Why spend talking about something you don’t know anything about? People do it all the time, but why do it?… To ignore what you know to listen to what someone else says who doesn’t know, doesn’t make sense.”1575


  Librarian “Just assume that the foresights of the experts are a poor guide to the future.”


  Munger “It’s kind of a snare and a delusion to outguess macroeconomic cycles…very few people do it successfully and some of them do it by accident. When the game is that tough, why not adopt the other system of swimming as competently as you can and figuring that over a long life you’ll have your share of good tides and bad tides.”1576


  Buffett “Our macro factor is the country will do better over time. That guides us in everything we do.”1577


  Seeker “But times don’t look too rosy at the present.”


  Buffett “Don’t let that reality spook you. Throughout my lifetime, politicians and pundits have constantly moaned about terrifying problems facing America. Yet our citizens now live an astonishing six times better than when I was born.”1578


  Seeker “But it has been a lot of ups and downs during the journey.”


  Buffett “Though the path has not been smooth, our economic system has worked extraordinarily well over time. It has unleashed human potential as no other system has, and it will continue to do so. America’s best days lie ahead.”


  “Charlie and I love investing large sums in worthwhile projects, whatever the pundits are saying. We instead heed the words from Gary Allan’s new country song, ‘Every Storm Runs Out of Rain.’”1579


  Librarian “Or in the American Bishop John H. Vincent’s word, ‘There can be no rainbow without a cloud and a storm.’”1580




  

  Common sense is better than advanced math and computer models


  Seeker “Do I need to know any advanced math in business or to calculate the value?”


  Buffett “You don’t have to understand higher mathematics. In fact, higher mathematics may actually be dangerous, because it will lead you down pathways that are better left untrod…”1581


  Munger “You don’t need higher math in business and if you learn it you feel tempted to use it —to your detriment1582…You really have to understand the company and its competitive positions….That’s not disclosed by the math.”1583


  “I think you can do it without the fancy math134…There is something to be said for ‘keeping it simple’”1585


  Seeker “That reminds me of a class reunion some years ago. Arriving in a Ferrari and wearing an Armani suit in comes the guy who was worst in his class in all subjects —including math. After a while we all understood he had become a real success. So naturally, everyone was curious how this could have happened. His reply, ‘It wasn’t all that difficult —I am a trader—I buy stuff for one dollar and sell it for two dollars and on that single percent I have had a pretty decent life.”


  Buffett “There are really only three kinds of people in the world: those who can count and those who can’t.”1586


  Seeker “Good one.”


  Buffett “Advanced math is of no use in the investment process. But understanding mathematical relationships —the ability to quantify…is generally helpful.”


  “Something that tells you when things make sense or when they don’t sort of helps —when an item in one area relates to something someplace else. But that doesn’t require great mathematical ability.”1587 Librarian “Yeah, some people could have used that during the Internet mania.”


  Buffett “When we buy a stock, we always think in terms of buying the whole enterprise because it enables us to think as businessmen rather than stock speculators.”


  “So let’s just take a company that has marvelous prospects, that paying you nothing now where you buy it at a valuation of $500 billion… For example, let’s assume that there’s only going to be a one-year delay before the business starts paying out to you and you want to get a 10% return. If you paid $500 billion, then $55 billion in cash is the amount that it’s going to have to be able to disgorge to you year after year after year. Io do that, it has to make perhaps $80 billion, or close to it, pretax. Look around at the universe of businesses in this world and see how many are earning $80 billion pretax-or $70 billion or $60 or $50 or $40 or even $30 billion. You won’t find any.”1588


  “Any time you get involved in these things where if you trace out the mathematics of it, you bump into absurdities, then you better change your expectations somewhat. Charlie?”1589


  Munger I don t think we’ve reached a new order of things where the laws of mathematics have been repealed.”1590


  A wise economist once said, ‘If a thing can’t go on forever, it will eventually stop …and it might even get a lot worse1591…All man’s desired geometric progressions, if a high rate of growth is chosen, at last come to grief on a finite earth.”1592


  Similar to what you talked about earlier — the absurd consequences that would follow if what they expect should be true.”


  Librarian “Trends that can’t continue, will not continue.”


  Buffett “I bought up a farm for $600 an acre that the bank had lent $2,000 an acre against. And the farm didn’t know what I’d paid for it or the other guy had paid, or lent on it. And that farm had a productive capacity of probably $60 an acre in terms of what corn soybeans were selling for. To lend $2,000 against it when interest rates were 10% was madness.”’593


  Librarian “And when you analyze something—don’t overweigh easily available numbers or what can be counted and underweigh what cannot. What is less quantifiable may be more important than what can be calculated.”


  Munger “A special version of this “man with a hammer syndrome” is terrible, not only in economics but practically everywhere else, including business. It’s really terrible in business. You’ve got a complex system, and it spews out a lot of wonderful numbers that enable you to measure some factors. But there are other factors that are terribly important, [yet] there’s no precise numbering you can put to these factors. You know they’re important, but you don’t have the numbers. Well, practically everybody (1) overweighs the stuff that can be numbered .. .and (2) doesn’t mix in the hard-to-measure stuff that may be more important.”1599


  Librarian “As Rene Dubos said, ‘Sometimes the more measurable drives out the most important.”1595


  Seeker “But you two don’t suffer from that ‘blindness.’”


  Munger “Warren and I always cite Lord Keynes, ‘We’d rather be roughly right than precisely wrong’1596…In other words, if something is terribly important, we’ll guess at it rather than just make our judgment based on what happens to be easily countable.”1597


  Buffett “We want our managers to think about what counts, not how it will be counted.”1598


  Librarian “And when you ‘count’, don’t make anything more precise than necessary. Often a rough approximation is good enough. Take a lesson from engineers —7 times 7 are 49 to an accountant, but to an engineer it’s about 50.”


  “And just because something precise pops out of a computer doesn’t automatically imply it is important or accurate.”


  Buffett “We believe the precision they project is a chimera. In fact, such models can lull decision-makers into a false sense of security and thereby increase their chances of making a really huge mistake.”1599


  Librarian “Common sense is better than computer models.”


  Munger “Common sense is an enormously powerful tool.”1601


  Seeker “What about spreadsheets—you use them?”


  Bufeett “If you need to use a computer or calculator to make the calculation, you shouldn’t buy it…It should scream at you…we do not sit down with spreadsheetsand do all that sort of thing. We just see something that obviously is better than anything else around that we understand — and then we act.”1401


  Munger “Well, I’d go further. I’d say some of the worst business decisions I’ve ever seen are those that are done with a lot of formal projections and discounts back… And the trouble with that approach is that you get to believing the figures. And it seems that higher mathematics with more false precision should help you, but it doesn’t.”1602


  Librarian “Your calculation is only as good as your assumptions. Change the assumptions a little bit and Voila!—Suddenly what looked like a bargain turns into a nightmare.”


  Buffett “False precision is a real problem for American management… |Most] companies’… strategic planning department and acquisition officers have a way of getting to the answers that they want. It’s just not that precise.”


  “The worst mistakes I’ve ever made in business have been accompanied by pretty charts and graphs.1603


  Mi m.er “Are there dangers in getting too caught up in the minutiae of using a computer so that you miss the organized common sense? There are huge dangers. There’ll always be huge dangers. People calculate too much and think too little.”1604


  Librarian “The chess grandmaster Alexander Kotov once described one of the problems with doing complicated calculations and analysis, ‘And then it often happens that at the very first move, right at the base of the analytical tree, the player fails to notice an elementary piece of tactics or an obvious threat…such blindness, such a failure to spot what has been right under my nose, has been a common occurrence.’”1605


  “And personally I believe that the smarter you think you are or the higher IQ you have the more you will be a victim of this. As the German poet Christoph Martin Wieland said in 1768, ‘Too much light often blinds gentlemen of this sort. They cannot see the forest for the trees.’”1®16


  “Now, let’s summarize some important things.”


  

    	If you are an investor think like a businessman and if you’re a businessman think like an investor


    	Investing is about where to allocate your capital — laying out cash today to get more cash later —how much cash you lay out, how much cash you get back, when you get it back, how sure you are and how it compares to other alternatives


    	Invest where you have an edge and find a game that is easy for you


    	Look at the downside (how much you can lose) before the upside (how much you can make) and if and how you can protect yourself— if you can’t assess the risk —stay away


    	Buy cheap productive assets relative to their future prospects and watch out for “appear-cheap-on-the surface” assets — ask if they are cheap for the right or wrong reason. The cheaper you buy an asset relative what it’s worth the better off you are.


    	It should be obvious it is a financially fat opportunity —otherwise wait for the fat pitch and when it comes, seize it — A quick back-of-the-envelope calculation is enough


    	Things are often cheapest when people are fearful and pessimistic


    	First decide if you can understand what an asset’s economic future is likely to be (what will the asset look like 5 —10 years from now?) —If you can reasonably well estimate a future range of earning power and whether the price makes sense in relation to that. If not, stay away


    	Stick to productive cash-generating assets you understand — where you can reasonably well assess their economic future and productivity — meaning relatively simple and stable assets that aren’t susceptible to very much change and assets whose productivity and prices will improve over time and has been tested for their resilience during turbulent or bad times—something that is going to be worth more in ten years


    	And protected with a durable competitive advantage or moat run by able and honest people with great records


    	Understand why it has a moat —the key factors and their permanence and its weakest link — and if the economic moat is widening or narrowing

	
 Understand what key criteria customers choose on and if there is something they experience as differentiating between suppliers on these criteria. Why they choose this company and what would make them switch to a competitor (incentive to switch, how difficult is it to switch —money and effort? How easy is it for a competitor to offer what the customer wants?)



	
Understand whether there are any ways customers in the future will get what the company offer from different sources or any changes in the ways they use it/do it.

Assuming of course, you are competent enough to a) identify or pick what the dominant or key factors are and b) also evaluate them including their predictability. Watch out so you don’t think you need to know X when you really need to know Y — the critical knowledge that counts in the situation with regards to what you want to achieve (As Mr. Munger says “It’s not a competency if you don’t know the edge of it.”1607)








    	One test of the strength of a moat is essentiality and pricing power


    	The best businesses have high returns on capital and pricing power and require little incremental capital to grow


    	Follow the cash and remember that cash flow from a business is after capital expenditures


    	When looking at the business results, ask: Will it continue? 

    

      	➜Why did it happen — What key factors have caused the outcome?

      
      	➜Chances continue? 


      	➜Are these factors still present? Any changes in conditions or circumstances? 


      	➜Invert - What forces can change these factors? What is required to make it continue? Likelihood?


    


  


    	To avoid problem, make sure the management is able and trustworthy


    	Forget master plans — be opportunistic, adapt and change when the facts and circumstances change


    	When you make a mistake in your original purchase, or the business, its competitive position or management permanently deteriorates, get out


    	Add, do what you have an interest in, talent for and an edge in and go where there is no, dumb or very weak competition


  


  Seeker “I understood this better until you started to explain it. No, just kidding.”


  Librarian “As Niels Bohr said, ‘Some subjects are so serious that one can only joke about them.”’1608


  Seeker “I am never as serious as when I am joking.”


  “Anything more to add?”


  Buffett Be wary of highly leveraged entities or businesses in weak competitive positions.”1609


  Librarian And look for good businesses where one or a few key factors are critical. As the German poet Christoph Martin Wieland said in 1774, ‘And less is often more.’”1610


  Buffett Stay with simple propositions…If only one variable is key to a decision, and the variable has a 90% chance of going your way, the chance for a successful outcome is obviously 90%. But if ten independent variables need to break favorably for a successful result, and each has a 90 <. probability of success, the likelihood of having a winner is only 35%… Since a chain is no stronger than its weakest link, it makes sense to look for-if you’ll excuse an oxymoron —mono-linked chains.”1611


  “The truly big investment idea can usually be explained in a short paragraph1612…Almost all of the big, great ideas in business are very simple.”1613


  Seeker “Anything else?”


  Buffett “I want to have it in things that I understand and I think are attractive and I think are going to earn more money five years from now and 10 years from now than they are now.”1614


  “In order to best understand a company, you first have to understand the industry. Only focus on companies and industries you understand. Don’t go outside your circle of competence. You need to know what the strengths of the company are in relation to the competition, if they have a good management team, and most importantly, what the moat is.”1615


  Seeker “And when I buy stocks?”


  Buffett “When Charlie and I buy stocks—which we think of as small portions of businesses -our analysis is very similar to that which we use in buying entire businesses. We first have to decide whether we can sensibly estimate an earnings range for five years out or more. If the answer is yes, we will buy the stock (or business) if it sells at a reasonable price in relation to the bottom boundary of our estimate.”


  “If, however, we lack the ability to estimate future earnings — which is usually the case —we simply move on to other prospects.”1616 Munger “Sandy Gottesman, a Berkshire director, runs a large, successful investment firm…When he interviews someone, he asks: ‘What do you own and why do you own it?’ If you’re not interested enough to own something, then he’d tell you to find something else to do.”1617 Buffett “There is nothing complicated about the way we invest. It is very understandable. I’ve felt that before people buy a stock, they should take a piece of paper and simply write, ‘I’m buying General Motors at 47,’ or ‘I’m buying US Steel at 83.’ They should just write out what their reasoning is, and they should be able to get it all on one side of one piece of paper. In fact, they should be able to get it into a paragraph.”1618


  Seeker “You sure believe this ‘repetition is the mother of learning.”’ Buffett “So I want a simple business, easy to understand, great economics now, honest and able management, and then I can see about in a general way where they will be ten (10) years from now. If I can’t see where they will be ten years from now, I don’t want to buy it.”1619


  Munger “The number one idea, is to view a stock as an ownership of the business [and] to judge the staying quality of the business in terms of its competitive advantage. Look for more value in terms of discounted future cash flow than you’re paying for. Move only when you have an advantage. It’s very basic. You have to understand the odds and have the discipline to bet only when the odds are in your favor1620…You’re looking for a mispriced gamble. That’s what investing is. And you have to know enough to know whether the gamble is mispriced.”1621


  Buffett “In the end, what counts in investing is what you pay for a business…and what that business earns in the succeeding decade or two.”1622


  Librarian “I would like to add one more thing —a backward test. Since we can never figure out what such geniuses as Buffett and Munger would do in a given situation, it is better to ask something that is easier to figure out— What would Warren Buffett and Charles Munger NOT do in this situation?”’


  Seeker “Great test — I need to have that stamped on my forehead.” “Can you please give an amateur like me an example of an investment you’ve done with a low downside and high upside that illustrates how you think? Something that contains predictability, ads antage and sustainability— an investment that even someone like me could have done.”


  Buffett “In 1986,1 purchased a 400-acre farm.. .from the FDIC. It cost me $280,000, considerably less than what a failed bank had lent against the farm a few years earlier.”1623


  Seeker “What did you know about farming?”


  Buffett I knew nothing about operating a farm. But I have a son who loves farming, and I learned from him both how many bushels of com and soybeans the farm would produce and what the operating expenses would be.”


  I rom these estimates, I calculated the normalized return from the farm to then be about 10%. I also thought it was likely that productivity would improve over time and that crop prices would move higher as well. Both expectations proved out.”1624


  Si eker See if I got that right — you looked at what you could reasonable expect the farm to produce on average over time, how much it would cost to operate and then you measured that against the price. You paid a price that assuming normal times initially gave you a 10% return. That’s good. You didn t look at forecasts like most others would have done. You used the normalized record. But since you believed the farm would over time a) increase its productivity and b) get higher prices for its crop, you concluded that the initial return would grow. Not bad.”


  Of course, the reason you could make the estimate on both the normal return and possible growth was that you knew what to focus on - the key factors productivity and crop prices —and partly what you’ve learned from your son.”


  Buffett “I needed no unusual knowledge or intelligence to conclude that the investment had no downside and potentially had substantial upside. There would, of course, be the occasional bad crop, and prices would sometimes disappoint. But so what? There would be some unusually good years as well, and I would never be under any pressure to sell the property. Now, 28 years later, the farm has tripled its earnings and is worth five times or more what I paid. I still know nothing about farming and recently made just my second visit to the farm.”1625


  Librarian “And had it been a publicly traded farm you could have taken advantage of Mr. Market’s mood swings.”


  Buefeii “It should be an enormous advantage for investors in stocks to have those wildly fluctuating valuations placed on their holdings —and for some investors, it is. After all, if a moody fellow with a farm bordering my property yelled out a price every day to me at which he would either buy my farm or sell me his —and those prices varied widely over short periods of time depending on his mental state —how in the world could I be other than benefited by his erratic behaviour?”


  “If his daily shout-out was ridiculously low, and I had some spare cash, I would buy his farm. If the number he yelled was absurdly high, I could either sell to him or just go on farming.”1626


  Seeker “OK, using the market instead of it using me.”


  Buffett “The fact that you can get quotes should be an advantage, but people turn it to a disadvantage because they think it’s telling them to do something all the time.”1627


  “The market, like the Lord, helps those who help themselves. But, unlike the Lord, the market does not forgive those who know not what they do.”1628


  Seeker “Another one —and it sticks better.”


  Buffett “In 1993, I made another small investment. Larry Silverstein, Salomon’s landlord when I was the company’s CEO, told me about a New York retail property adjacent to New York University that the Resolution Trust Corp, was selling. Again, a bubble had popped —this one involving commercial real estate —and the RTC had been created to dispose of the assets of failed savings institutions whose optimistic lending practices had fueled the folly.”1629


  Seeker “How did you analyze it?”


  Buffett “Here, too, the analysis was simple. As had been the case with the farm, the unleveraged current yield from the property was about 10%. But the property had been undermanaged by the RTC, and its income would increase when several vacant stores were leased.”


  “Even more important, the largest tenant —who occupied around 20% of the project’s space —was paying rent of about $5 per foot, whereas other tenants averaged $70. The expiration of this bargain lease in nine years was certain to provide a major boost to earnings. The property’s location was also superb: NYU wasn’t going anywhere.”1630


  Seeker “So you bought it?”


  Buffett “I joined a small group, including Larry and my friend Fred Rose, that purchased the parcel. Fred was an experienced, high-grade real estate investor who, with his family, would manage the property. And manage it thev did. As old leases expired, earnings tripled. Annual distributions now exceed 35% of our initial equity investment. Moreover, our original mortgage was refinanced in 1996 and again in 1999, moves that allowed several special distributions totaling more than 150% of what we had invested. I’ve yet to view the property.”1631


  Seeker “See, if I got this one right —you paid a price that initially gave you a 10% return. That’s good. Here too, you believed this return would grow over time both from leasing vacant areas and rent increases — two key factors to create value in real estate.”


  Buffett “1 don’t know that much about real estate or farms…And yet, it was perfectly possible to come to an intelligent decision that you could not lose money in those investments and that you were probably going to make quite a bit of money.”


  “I thought only of what the properties would produce and cared not at all about their daily valuations. Games are won by players who focus on the playing field —not by those whose eyes are glued to the scoreboard.”1632


  Seeker OK, from now on I will focus on how the businesses are doing.” Buffett “Focus on the future productivity of the asset you are considering1633…Follow Wayne Gretzky’s advice: ‘Go to where the puck is going to be, not to where it is.’”1634


  Seeker “What the asset produce —seems a key thing.”


  Buffett “You look to the asset itself to determine your decision to lay out some money now to get some more money back later on. So you look to the apartment house, you look to the stock, you look to the farm in terms of what that will produce. And you don’t really care whether there’s a quote under it all. You are basically committing some funds now to get more funds later on through the operation of the asset.”1635


  Librarian “This imply both some predictability and competence — how else can you estimate the future?”


  Buffett “The way to look at a business is asking, is this going to keep producing more and more money over time? And if the answer to that is yes, you don’t need to ask any more questions.”1636


  “If you don’t feel comfortable making a rough estimate of the asset’s future earnings, just forget it and move on…you only need to understand the actions you undertake.”1637


  Seeker “I wish I had known some of this stuff before.”


  “One more question—but aren’t stocks a very risky asset?”


  Buffett “Stocks are riskless if held over a long time frame as you are simply giving up purchasing power now for later. Cash is the risky asset. Risk in stocks is not what the companies will do. Traditional finance teaches that Beta is a measure of risk but volatility isn’t risk. Risk is loss of purchasing power. Volatility declines over a long enough timeframe. It is individuals that make investments risky…People think stocks are riskier than bonds, which is not true for a long time horizon.”1638


  “Investors, of course, can, by their own behaviour, make stock ownership highly risky. And many do. Active trading, attempts to ‘time’ market movements, inadequate diversification, the payment of high and unnecessary fees to managers and advisors, and the use of borrowed money can destroy the decent returns that a life-long owner of equities would otherwise enjoy.”1639


  Seeker “I better start using my brain then and be careful with leverage.” Buffett “Indeed, borrowed money has no place in the investor’s tool kit: Anything can happen anytime in markets. And no advisor, economist, or TV commentator —and definitely not Charlie nor I—can tell you when chaos will occur. Market forecasters will fill your ear but will never fill your wallet.”1640


  Seeker “I put wax in my ears.”


  Buffett “So I think that it comes down to those ideas - although they sound so simple and commonplace that it kind of seems like a waste to go to school and get a PhD in Economics and have it ail come back to that. It’s a little like spending eight years in divinity school and having somebody tell you that the 10 commandments were all that counted. There is a certain natural tendency to overlook anything that simple and important.”1641 Seeker “You guys have for sure changed my view on investments.’ Librarian “Let’s end this session with a little test. Assume you are presented a business for investment. What type of questions will go through your mind in order to value the business? To simplify, we assume its management is able and trustworthy.”


  “Take your time.”


  Seeker “Can I understand it —figure out its economic future/estimate an earnings range? What are the key factors in this type of business and how predictable are they? Is it an essential business to customers now and in the future? Or is the need likely to go away or can what the business offer be copied or replaced by other sources? Has it earned high returns on tangible capital? Is it going to produce more money over time?”


  “Does it have a moat —a sustainable competitive advantage and defense against threats?


  “And then of course, even if the economics are great, the investment can still be bad if the price is too high.”


  Librarian “And what can cause you to decline the opportunity?”


  Seeker “I have no idea where the business will be in the future —how it will look like, it isn’t essential and can easily be replaced and it involves rapid and constant change where it’s extremely hard to know how the winners w ill be. I have no clue as to what the key factors to look at are. I can’t even roughly guess their future average earning power or return on capital.”


  “Furthermore, I can’t judge why customers use this kind of product or why they should buy them from this company rather from someone else. Also their return on capital is lousy.”


  Librarian “So far so good.”


  Seeker “I don’t see how they are protected from its many competitors. I have no idea what their competitors will be offering in the future or even how they will look like in the future. Neither do I have any idea what differentiates the business from their competitors or how to spot competitive advantage in this type of business.”


  “And even if I could —I can’t judge if their moat will last or not.” Buffett “If you can’t recognize the moat, it doesn’t mean there isn’t one there. It may be you can’t recognize it and then you go onto the next one.”1642


  Librarian “There are always more fish in the sea.”


  Seeker “And what would cause you to turn it down?”


  Buffett “Situations where I don’t know the competitive situation —what competition do in the field —and where I can’t see the future —I don’t know what it will look like in terms of who’s going to sell what to whom and at what prices and against whom 10 years from now.”1643


  “If you buy businesses for less than what they are worth, you’re going to make money. If you know which businesses you can and cannot value, you’re going to make money.”1644


  Librarian “And the best time…”


  Buffett Hie best time to get rich is a crisis. You just need independent thinking, financial preparation, and mental preparation1645…If you can detach yourself temperamentally from the crowd—you get very rich. And you won t have to be very bright…It doesn’t take brains, it takes temperament.”1646


  Munger “But temperament alone won’t do it…You have to have the temperament and the right basic idea —and then you have to keep at it with a lot of curiosity for a long, long time.”1647


  Seeker “Still it is not easy to do.”


  Munger “It’s not supposed to be easy. Anyone who finds it easy is stupid.”1648


  Librarian “Like the rest of the human species, I sometimes violate these criteria and the result has sometimes been good and sometimes bad but net, lousy.”


  Seeker “Thanks for your illuminating expose of stupidities.”


  “Before I leave, is there something more I could use that will help me…some simple tricks or rules of thumbs or something like that?”




  

  

    - PART FOUR -


    ON FILTERS AND RULES


    “To avoid the various foolish opinions to which mankind are prone, no superhuman genius is required. A few simple rules will keep you, not from all error, but from silly error.”


    - Bertrand Russell1650


  




  

  The Right Filters Conserve Thought And Simplify Life


  Librarian “Didn’t we tell you that we like to keep it simple here? The right filters help you prioritize and figure out what makes sense or not.”


  “But let’s start with…


  Buffett“The most elusive of human goals — keeping things simple and remembering what you set out to do.”1650




  

  Never Lose Sight Of What You’re Trying To Achieve Or Avoid


  Munger “A majority of life’s errors are caused by forgetting what one is really trying to do.”165’


  Librarian ” What do you want to achieve or avoid — what outcome do you want to see or not see? To add some ancient Chinese wisdom, ‘Unless we change our direction we are likely to end up where we are headed.’” Seeker “You guys for sure have something to say about everything.” Librarian “…and just like pilots are educated and trained to think, learn to know when it is most important to focus on what you want to achieve or what you want to avoid.”


  Seeker “Pilots do this?”


  Munger Like any good algebraist, he is made to think sometimes in a forward fashion and sometimes in reverse; and so he learns when to concentrate mostly on what he wants to happen and also when to concentrate mostly on avoiding what he does not want to happen.”


  1 lis training time is allocated among subjects so as to minimize damage from his later malfunctions; and so what is most important in his performance gets the most training coverage and is raised to the highest fluency levels.”1652


  Seeker “The inversion trick again.”


  Librarian “And goals should be subject to change since the world, you, threats and opportunities change. And when reality changes, you better change with it.”


  “Also make sure your goal really is the right goal for what you want to accomplish. Ask, ‘assume I have reached my goal — is this what I wanted?’ Some people chase a certain goal all their life and when they finally reach it find out that it wasn’t what they really wanted.”


  Buffett“There’s no use running if you’re on the wrong road.”1653


  Seeker “Good advice.”


  “You mentioned filters?”


  Buffett“At Berkshire we havecertain filters that have been developed.”1654




  

  The Tune Out “Folly” Filter


  Librarian “Great thinkers have an instant ability to exclude things —like disqualifying features or nonsense.”


  Seeker “Like the chess players did and the efficiency by eliminating what doesn’t work.”


  Munger “Part of being a wise person is.. .to know nonsense when you see it.”1655


  “1 never believed there was a talking snake in the Garden of Eden. I had a gift for recognizing twaddle.”1656


  Buffett“We are rational…we don’t waste a lot of time exploring things that are just nonsense.”1657


  Munger “Rationality is a really good idea. It requires that you must avoid the nonsense that is conventional in one’s one time.”1658


  “Part of [having uncommon sense], I think, is being able to tune out folly, as distinguished from recognizing wisdom. You’ve got whole categories of things you just bat away so your brain isn’t cluttered with them. That way, you’re better able to pick up a few sensible things to do.”1659


  Buffett“Yeah, we don’t consider many stupid things. I mean, we get rid of ‘em fast. In fact, get irritated with us because they’ll call us, and when they’re in the middle of the first sentence, we’ll just tell ‘em, ‘Forget it. “


  “Just getting rid of the nonsense—just figuring out that if people call you and say, ‘I’ve got this great, wonderful idea’, you don’t spend 10 minutes once you know in the first sentence that it isn’t a great, wonderful idea…Don’t be polite and go through the whole process.”1660


  Munger “We make a lot of decisions about a lot of things very fast and very easily.. ..And the reason why we’re able to do that is that there’s such an enormous amount of things that we won’t allow ourselves to think about. It’s just that simple.”1661


  Seeker “Assume I have an investment I want to sell to you.”


  Buffett“If somebody calls me about an investment in a business or an investment in securities, I usually know in two or three minutes whether I have an interest. I don’t waste any time with the ones which I don’t have an interest in.”1662


  “I don’t fool a lot around with negotiations. If they name a price that makes sense to me, I buy it. If they don’t, I was happy the day before, so I will be happy the day after without owning it.”1663


  Munger “We have to deal in things that we are capable of understanding and then once we’re over that filter we have to have a business with some intrinsic characteristics that give it a durable competitive advantage. And of course, we would vastly prefer a management in place with a lot of integrity and talent. And finally, no matter how wonderful it is, it’s not worth an infinite price so we have to have a price that makes sense and gives a margin of safety considering the natural vicissitudes of life.”


  “That’s a very simple set of ideas and the reason that our ideas have not spread faster is they are too simple.”1664


  Librarian “Elimination is a great conservator of time and effort. “


  Buffett“There’s a lot of things going through our mind, and most of the things going through our mind are things that will stop us. Including who we are dealing with…I consider an important question to be: ‘Do we really want to be in partnership with this person and count on them to behave well in the future when they no longer own the business?’ That stops a fair number of deals.”1665


  Munger “When people make pitches to me, I have one phrase I often use about half way through the first sentence. I say, ‘We don’t do start-ups.’ Well, if you blot out start-ups, there’s a whole layer of complexity that goes out of your life. And we’ve got many other areas of blot-out assistance.”1666 Librarian Alexander Pope’s advice is, ‘Be not the first by whom the new are tried, nor yet the last to lay the old aside.’”


  “What is it you always say on start-ups?”


  BuffettI he early bird might get the worm, but the second mouse gets the cheese.”1667


  Seeker My experience of start-ups or investing in new ventures is that they seem to have a never ending demand for new cash-issuing of new shares in absurdum. Anyway, I have got burned too many times to enter that arena again.” ‘


  Librarian “Hofstadter’s Law is also apt here, ‘It always takes longer than you expect, even when you take into account Hofstadter’s Law’1668…But people always believe they are the exception.”


  Seeker “It reminds me of the saying, ‘There’s many a pessimist who got that way by financing an optimist.’”


  “You mentioned rationality—are you always perfectly rational?” Munger “It is a mistake to believe that rationality is going to be perfect… We prove that all the time.”1669


  Librarian “As Erasmus said, ‘No man is wise at all times, or is without his blind side.’”


  Munger “To expect total rationality either in humans or human institutions, is expecting what’s not going to happen.”1670


  Seeker “OK, I try to be as rational as possible.”


  Munger “I think rationality is a moral duty. That’s why I like Confucius. He had the same ideas years ago. I think Berkshire is a template of rationality. And what’s really admired at Berkshire is people who sees it the way it really is.. .That goes beyond a technique for wealth, for me it’s a moral principle… If you have an easily removable ignorance and keep it, I think it’s dishonourable. It’s dishonourable to stay stupider than you have to be. That’s my ethos.”1671


  “Rationality…won’t save you from a terrible accident or the death of a child, but character and rationality will save you from a lot…It’s playing the game all the way through with both character and rationality.”1672


  Seeker “Apart from this ‘folly’ filter, any more filters?”


  Buffett“You have to have a basic understanding of what counts and what doesn’t.”1673


  Librarian “Part of wisdom is to understand what is predictable and what is unknowable and ignore things that are irrelevant and unknowable.”




  

  The Important And Knowable Filter


  Buffett“Our job really is to focus on things that we can know that make a difference. If something can’t make a difference or if we can’t know it, then we write it off.”1674


  Librarian “Just narrow it down to the important and knowable facts. And remember that there is an awful lot of verbal and numerate diarrhea out there that can easily interfere with facts or wisdom.”


  Buffett“We try to think about things that are both important and knowable. There are important things that are not knowable…And there are things that are knowable, but not important - and we don’t want to clutter up our minds with those.”


  “We ask ourselves: ‘What’s important and knowable? And what among those things can we translate into some kind of action that’s useful for Berkshire?’”167S


  Seeker Any more simple filters?”




  

  The Circle Of Competence Filter


  Librarian “One we talked about many times today is staying within your own circle of competence—know what you know and understand and what you have competence in.”


  Buffett“We have tended to avoid the losers and we have done that by trying to stick in what I call my circle of competence1676…What counts for most people in investing is not how much they know, but rather how realistically they define what they don’t know.”1677


  Munger “People chronically misappraise the limits of their own knowledge; that’s one of the most basic parts of human nature. Knowing the edge of your circle of competence is one of the most difficult things for a human being to do. Knowing what you don’t know is much more useful in life and business than being brilliant.”1678


  Buffett“You’re either in, out, or it’s too hard of a decision to make. The good decisions scream at you1679…If you have doubts if something is in your circle of competence, it’s not.”1680


  Seeker “These filters of yours seem to be very efficient.”


  Buffett“We really can say ‘no’ in 10 seconds or so to 90%+ of all of the things that come along simply because we have these filters.”1681


  Munger “ Yeah. We have to have an idea that is


  

    	a good idea and


    	a good idea that we can understand. It’s that simple.


  


  So our filters are filters against consequences from our own lack of talent.”1682


  Seeker “Useful stuff, this. Any other simple filter?”


  Librarian “Yes, one that ties in with the circle of competence filter.”




  

  The Too Tough Filter


  Munger If something is too hard, we move on to something else. What could be more simple than that?”1683


  BuffettWe like easy problems. We don’t try to solve tough problems and we don’t go around looking for tough problems.”1684


  Munger I here are a lot of things we pass on. We have three baskets: in, out, and too tough. We have to have a special insight, or we’ll put it in the too tough basket. All you have to look for is a special area of competency and focus on that.”1685


  Buffeit “There are things in life that you don’t have to make a decision on that are too hard.”1686


  Munger “What Warren and I have done is to just exclude a lot of things because they’re in our ‘too tough’ pile. If you insist on thinking about things that are practically insoluble and very complicated, I don’t think you can be usefully wise.”1687


  Librarian “I recently talked to someone who didn’t follow your ‘too tough’ prescription but instead wanted to solve his tough business problems with an acquisition.”


  Munger “When you have tough competitors it is easy to think that any change in your business will solve all of your problems. Most of the time it doesn’t work out that well.”1688


  Buffett“And they will have lawyers, consultants, investment banks and others in who get paid for deals, telling them to do a deal.”1689


  Munger “You’re…the CEO of the place and you see it’s getting tough. Your duty, your acquired self-image is a guy that knows how to fix things. You never have a category in your mind that reads, ‘this is too tough for me to fix,’ which is a really stupid idea. You can recognize all kinds of things that are too tough to fix.”


  “But if you don’t, then you are a sucker for some narrative like, ‘maybe there’s some company in your industry that makes something really complicated that other people can’t match.’ And you say, ‘Well, I’ll buy that. That solves my problem.’ But your friendly investment banker and your friendly management consultant want you to buy it at 30 times’ earnings and 12 times’ book. Of course, at that price, it won’t solve your problems. And you do it anyway. After all, you’ve got consultants and it gives you hope.”1690


  Seeker “So his belief didn’t make it work?”


  Munger “A lot of American industry helped by their friendly investment bankers and consultants…want to believe that in this terrible, tough business, there’s an easy solution. It just requires listening to the siren song and writing the check. Of course, usually it doesn’t work.”


  “There are all kinds of things you can’t buy your way out of. You have to adapt to them.”1691


  Librarian “Neither does it work merging a lousy business with a good one.” Munger “When you mix raisins and turds, you’ve still got turds.”1692 Librarian “And consolidating two lousy businesses doesn’t usually work either.”


  Buffett“If you have two lousy businesses and you put ‘em together, you’ve got one big lousy business usually.”1693


  Librarian “Like the CEO who many years ago said to his directors when they discussed a possible merger between two companies in the European car industry, ‘If you have one fist full of shit and the other fist full of shit and merge the hands, you get two fists full of shit and furthermore, it flows over.’”


  Seeker “But aren’t there sometimes benefits in combining two companies —so called synergies?”


  Librarian “Don’t be seduced by the synergy argument — many are only illusory or unworkable.”


  Buffett“In some mergers there truly are major synergies — though often times the acquirer pays too much to obtain them —but at other times the cost and revenue benefits that are projected prove illusory1694…You always have these things that investment bankers will tell you produce synergies but most of the time they don’t work.”1695


  Munger “The reason we avoid the word ‘synergy’ is because people generally claim more synergistic benefits than will come. Yes, it exists, but there are so many false promises. Berkshire is full of synergies —we don’t avoid synergies, just claims of synergies.”1696


  Buffett“As a director of 19 companies over the years, I’ve never heard ‘dis-synergies’ mentioned, though I’ve witnessed plenty of these once deals have closed. Post mortems of acquisitions, in which reality is honestly compared to the original projections, are rare in American boardrooms. They should instead be standard practice.”1697


  Librarian “Instead, successes are exaggerated and mistakes are hidden.”


  Munger “You tend to forget your own mistakes when reputation is threatened by remembering.”1698


  Buffett“Part of making good decisions in business is recognizing the poor decisions you’ve made and why they were poor.”1699


  Munger “At most corporations, if you make an acquisition and it turns out to be a disaster, all the people, paperwork, and presentations that caused the foolish acquisition are quickly forgotten. Nobody wants to be associated with the poor outcome by mentioning it. But at Johnson & Johnson, the rules make everybody revisit old acquisitions, comparing predictions with outcomes. That is a very smart thing to do.”1700


  Buffett“I think you’re a better doctor if you drop by the pathology department occasionally. And I think you’re a better manager or investor if you look at each decision that you’ve made of importance and see which ones worked out and which ones didn’t —and figure your batting average. I hen, if your batting average gets too bad, you better hand the decisionmaking over to someone else.”1701


  Seeker “Reminds me of what Yoda from Star Wars said, ‘If no mistake have you made, yet losing you are … a different game you should play.’”1702


  Anyway —the competence and too tough filters are something I really need to pick up.”


  Munger “You know what you know, and what you don’t know, and you work at that concept. You learn what to avoid, and you learn just a few mental habits.”1703


  “There are a lot of things we pass on… We have to have a special insight, or we’ll put it in the ‘too tough’ basket.”1704


  Seeker “Tell me one of the mental habits you have.”


  Munger “One of my habits is that I get the no-brainers off my desk immediately. Otherwise, it gets cluttered. For some people, decisions worry them, and they pile up the desk and get totally dysfunctional. There are a lot of little tricks that simplify life.”1705


  Seeker “Any more —say on problem-solving?”


  Librarian “First make sure the problem is a real problem, worth solving and solvable by you. As Edward Tufte said, ‘The idea is to find important problems that can be solved.”’1706


  Munger “I generally try to approach a complex task by first disposing of the easy decisions1707…It is usually best to simplify problems by deciding big ‘no-brainer’ questions first.”1708


  “The other thing we do, if the problem is really hard and important, we rag it. We keep working at it, and come back to it and so forth. You have a lot of time to do that because of all the things you avoid that other people do.”1709


  “If any successes come to me, it came because I insisted on thinking things through…thinking pretty hard about trying to get the right answer and then acting on it.”1710


  Librarian “Of course, this demands having a prepared mind.”


  Seeker “Yes, I first have to understand what works and not —how else can I find a solution or know what to do.”


  Librarian “And never make important decisions when you are tired.”


  Munger “When we started we didn’t know this modern psychological evidence that you shouldn’t make decisions when you were tired and how tiring it is to make decisions…I can’t remember an important decision Warren has made when he was tired.”1711


  Librarian “Sometimes it also helps to remove you from the problem and do something else. Let the unconscious mind go to work — distance gives perspective. As the German physicist Helmholtz said on his 70th birthday, ‘After investigating a problem in all directions, happy ideas come unexpectedly, without effort, like an inspiration. So far as I am concerned, they have never come to me when my mind was fatigued, or when I was at my working table… . They came particularly readily during the slow ascent of wooded hills on a sunny day.’”1712


  “And to put your unconscious to work, you need to give it time.”


  Seeker “Tell me another filter.”


  Munger “Opportunity cost is a huge filter in life.”1713




  

  The Opportunity Cost Filter


  Munger “Decisions in life are all about opportunity costs1714…And wise people think in terms of personal opportunity costs1715.. .in other words, it’s your alternatives that matter. That’s how we make all of our decisions.”1716 Librarian “It is a filter to help you use your resources — time, money, talent, energy, attention —in the best possible way. How to decide, choose or behave.”


  Seeker “I don’t get it. How can an opportunity have a cost? And take it slowly —must you always talk this fast?”


  Librarian “Do you always listen this slow? —Sorry, I couldn’t help myself.” “Assume you have two alternatives —A and B —available to you and they both achieve the same purpose and you pick A. The opportunity cost of choosing A is then the possible value you lose, miss or give up by not choosing B. And of course, if A is the best one, there is no value lost.” “It is the cost of making the wrong choice, decision or action.”


  Munger “Most people take into account opportunities in important decisions in life —what job to take, what school to go to, etc.”1717


  Seeker “I get it —there can be huge costs of making the wrong choice — picking the wrong spouse, job, employee, advisor, investment or behaving like a jerk.”


  Librarian “Or not knowing what works and not.”


  “So the test is, ‘What do I want to achieve? Based on my resources, what opportunities or alternatives are available to me that I can understand? Which one will give me the most value based on what I want to achieve?’”


  Munger “In life, if opportunity A is better than B, and you have only one opportunity, you do A.”1718


  Librarian ” Try to figure out your best alternative and remember, as Mr. Munger said, wise people think in terms of personal opportunity costs. That includes considering both constraints and resources. An opportunity is always personal —it has to be available to you…”


  Munger “That you can understand is the best opportunity.”1719


  Librarian “And fit your nature and talents. Do what you’re good at and spend your resources on the things that create the most value for you.”


  Seeker ” 1 assume different people have different opportunities.”


  Munger “You are located in a certain place, you have a certain amount of opportunities, and you find opportunity A that’s better than opportunity B, which is the best alternative you know of. You therefore do A instead of


  B. Somebody else may have a better bet. But opportunity A may be the best you have, given where you’re located and what you know. So you don’t have one-size-fits-all solution as you go through life.”1720


  Seeker “Mr. Munger, how did you use this filter?”


  Munger “I just wanted to do the best I could reasonably do with the talent, time and resources I had available. That’s what I was doing then and now.”


  “Think of how life is simplified if you approach it this way.”1721 Seeker “Same with investments?”


  Buffett“We just look to do the most intelligent thing we can with the capital that we have. We measure everything against our alternatives’722… Capitalism is about capital allocation. The whole idea is putting resources in the right places. And we’ve got the ability to look at 70-plus companies, various industries and everything else, and allocate capital wherever it makes the most sense…saying, where can this money be used best?”1723


  Librarian “What is the best use of my cash —Do I want to invest my cash into this asset at this price today or is there something else I would rather do with my cash?”


  Munger “When you find the one that you regard as the best opportunity — that you can understand is the best opportunity —now you’ve got one to buy.”1724


  Librarian “Since both your resources and available opportunities and circumstances change over time, your opportunity cost naturally changes over time. So do what makes most sense under the given circumstances.” Buffett “Obviously, events change from day to day, prices change from day to day, opportunities change from day to day. Every day I come to work, I’m thinking about what makes the most sense for Berkshire.”1’25 Munger “The more attractive things are, the higher the bar is. Berkshire has raised the opportunity cost bar by looking at stocks, bonds, private companies, public companies, etc. We have more opportunities by operating in a wider range.”


  “The danger is that you have more risk of operating outside of your circle of competence. I don’t think we’re ever gone outside our circle of competence. We find things across a fairly wide range that we think is within our circle of competency.”1726


  Buffett“At Berkshire we face no institutional restraints when we deploy capital. Charlie and I are limited only by our ability to understand the likely future of a possible acquisition. If we clear that hurdle —and frequently we can’t—we are then able to compare any one opportunity against a host of others.”


  “When I took control of Berkshire in 1965, I didn’t exploit this advantage. Berkshire was then only in textiles, where it had in the previous decade lost significant money. The dumbest thing I could have


  done was to pursue ‘opportunities’ to improve and expand the existing textile operation —so for years that’s exactly what I did. And then, in a final burst of brilliance, I went out and bought another textile company. Aaaaaaargh! Eventually I came to my senses, heading first into insurance and then into other industries.”1727


  Librarian “Also, some opportunities have a time limit of availability, for example the opportunity to spend time with your kids since they grow up.”


  Seeker “How can I use opportunity cost, in let’s say marriage?”


  Munger “Like all other things in life you have to look for your best option and live with it1728…You have to marry the best person who you can conveniently find who’s also willing to have you. And the person who would have you whom you can’t find doesn’t do you any good.”1729


  “We have to do what’s a vailable1730…The rest of life is the same damn way.”1731


  Seeker “When I marry someone, I expect her to look at my face. That’s the price she has to pay. But my looks and my wallet definitely limit the number of available spouses.”


  Munger “If you’re an medium-attractive person and somebody wants to marry you, you have a certain opportunity to have that marriage—or you can say, ‘Well, I’ll try and do better.’”1732


  “If you’ve got two suitors who are really eager to have you and one is way the hell better than the other, you do not have to spend much time with the other.”1733


  Librarian “Carolyn Wells said, ‘A fool and his money are soon married’1 M…A beautiful woman that only marries you for your money is nothing to build a long-term relationship on anyway. You may have some fun for a while but a person who gets married for his or her money marries trouble.”


  Munger “It reminds me of the old quote, where the husband asks, ‘Will you still love me if I lost all my money?’ And the wife replies: ‘I will always love you but I will miss you terribly.’”1735


  Seeker “On the other hand, as someone once said, ‘Money cannot buy love, but it places one in an excellent bargaining position.’”


  Librarian “Maybe, but as Benjamin Franklin said, ‘Where there’s marriage without love, there will be love without marriage.’”


  Suker “1 agree. Assume I like something I have but am thinking of changing it, how would you reason then?”


  Librarian “We all have a lot of things we like: our spouse, job, house, car, investments, etc. When you decide whether to change something, measure it against the best of what you already have and that is available to you.”


  Seeker “Take a new investment idea for example.”


  Buffett“New ideas are continually measured against present ideas.”1736 Monger “For an ordinary individual, the best thing you already have should be your measuring stick. If the new thing isn’t better than what you already know is available, then it hasn’t met your threshold. And that screens out 99% of what you see.. .If the new opportunity is not better, why should you seize it?”1737


  Librarian “This is of course also valid for a marriage —if you already have the best spouse, why should you even ‘look’ at other woman or man?”


  Seeker “Yes, why would I — if I had a wife?”


  Buffett“We believe that it is almost impossible for us to ‘trade up’ from our present businesses and managements. Our situation is the opposite of Camelot’s Mordred, of whom Guinevere commented, ‘The one thing I can say for him is that he is bound to marry well. Everybody is above him.’ Marrying well is extremely difficult for Berkshire.”1738


  Munger ” Berkshire Hathaway is constantly kicking off ideas in about two seconds flat. We know we’ve got opportunity X, which is better than the new opportunity. Why do we want to waste two seconds thinking about the new opportunity?1739…If I know I have something that yields 8% for sure, and something else came along at 7%, I’d reject it instantly. It’s like the mail-order-bride firm offering a bride who has AIDS—1 don’t need to waste a moment considering it.”1740


  Buffett“Any new company, any new stock I look at, I measure it against the best idea I’ve got among the present ones.”1741


  Munger “Somebody recently asked me to look at a company in China…I really liked the look of it. But it didn’t take me five seconds to reject it, because I could say, ‘I know I already have something I like more at current prices —and I can buy more of that if I wish.’ Why should I look at something new when I’ve got something I can do more of that I like better?”1742


  “Think of the simplification that such consideration of edge of competency and opportunity cost gives to our life.”1743


  Seeker “When you look at new investment opportunities, wouldn’t it be better to measure them against your best past deal —I mean, a really high threshold?”


  Buffett“It is a huge error to try and measure every deal against the best deal you’ve ever made. Market conditions and opportunity costs are different in every case. We each have to do what is available at any given time. The goal is not to make the greatest deal you’ve ever made —it’s to make the best deal you can make at that time.”1744


  Librarian “There is a difference in trying to always get the best possible result and trying for the best result possible given the circumstances — circumstances changes what to do.”


  Seeker “Going back to the cost of making the wrong decision —give me some more examples.”


  Librarian “Assume a company acquires another company for $100 million and it turn out to be a catastrophe —a total loss. They have then suffered three losses, 1) the actual $100 million lost, 2) the opportunity cost loss since they could have done something else —hopefully better —with those dollars, and 3) the loss of focus on the main business —all the time and talent wasted —including the costs of competitive effects.”


  Biffett “I love focused management… And when you lose that focus… it shows…GEICO actually started fooling around in a number of things in the early 1980s. And they paid a price for it—actually a very big price. They paid a direct price in terms of the cost for those things — because they almost all worked out badly. And then they paid an additional price in terms of the loss of focus on the main business.”1745


  Librarian “The money invested could also have tied the company in other ways. This doesn’t include the mental stress they may have experienced during the ride.”


  “Life is filled with tragic opportunity cost losses for actions that seemed good at the time.”


  Seeker Like the story Mr. Munger told about the guy who managed to conceive an illegitimate child on a train ride.”


  Munger Chris Davis [Davis Funds] has a wall of shame. He celebrates the things they did that lost them a lot of money. What is also needed is a wall of shame squared for things you didn’t do that would have made you rich. Forgetting your mistakes is a terrible mistake if you are trying to improve your cognition. Reality doesn’t remind you. Why not celebrate stupidities in both categories?”1746


  Seeker “Useful stuff, this. Any other filter?”


  Librarian “Yes —not a real filter but still something very useful —to think about consequences and their consequences.”




  

  The “And Then What?” Filter


  Buffett The most important question to ask in economics is ‘X happens, and then what? Actually, it’s not such a bad idea to ask it about everything. But you should always ask, ‘And then what?’…What else does that mean?”1747


  Seeker “And then what —what?”


  Librarian “Every action has consequences.”


  Buffett“Anything you do triggers another corresponding action1748… There are always other effects that come out of it.”1749


  Librarian “Where some may be unwanted for example, we solve problem A but create problem B. Sometimes worse than the problem we are trying to solve.”


  Buffett“When you start focusing on one variable, you often get some side effects you didn’t expect.”1750


  Munger “This defect is quite understandable because the consequences have consequences, and the consequences of the consequences have consequences, and so on. It gets very complicated.”1751


  “The problem is grounded deep into the nature of things, in the principle that in a complex system you can never ‘do merely one thing.’ When one variable is maximized other variables often get minimized in an undesired way.”1752


  Librarian “And there is always at least one unwanted consequence.”


  Seeker “So what should we do?”


  Buffett“Anytime somebody says ‘I’m going to do this’, you have to say, ‘And then what?’ And there is no free lunch, so…you do have aftereffects.”1753


  Librarian “We have to challenge our actions and think forward as best as we can by asking ‘and then what will happen and what will happen after that etc.?’ to estimate an action’s net consequences and implications over time and whether it will achieve what we want or not. Ask: ‘Considering the whole system and over time —all key factors, including constraints, scale effects, human nature, how the world works—what other effects are likely to happen?”’


  Buffett“Sometimes you can foresee them and sometimes you can’t.”11 Librarian “There is always a set of problems attached with any approach-we have to pick our poison. The key is to try to move to a better set of problems one can accept after comparing what appear to be the consequences of each.”


  “You try to get the best result possible —what on balance is best— considering the prevailing circumstances and constraints.”


  Seeker “I get it —I think—But please give me an example of this filter.” Munger “When they passed Medicare originally, they had all these actuarial studies that showed the cost would be X. And the cost turned out to be more than 10X.””55


  Seeker “Ten times more! What did they miss?”


  Munger “They did simple extrapolations of past costs. Once they put in place various new incentives, the behaviour changed in response to the incentives, and the numbers became quite different from their projection.”


  “How could a great group of experts make such a silly forecast? Answer: They oversimplified to get easy figures…They chose not to consider effects of effects on effects, and so on.”1756


  Librarian “They didn’t think about the unintended consequences.”


  Munger “They didn’t think through the incentive effects of the way they were changing the rules. They created a system wherein they were reimbursing both doctors and hospitals, in effect, on a cost plus percentage of cost basis. The minute they did that, the hospitals and doctors found wonderful ways to talk the patients into buying all kinds of care that got reimbursed.. .good for the hospital and good for the doctor, but bad for the patient and bad for the taxpayers.”1757


  Seeker “I assume it caused a lot of unnecessary things.”


  Munger ” If the government is going to pay A anything he wants for selling services to B, who doesn’t have to pay anything, of course the system is going to create a lot of unnecessary tests, unnecessary costs, unnecessary procedures, unnecessary interventions. All the bills go to the government. As long as the incentives allow that, people will do it and they’ll rationalize their behaviour.”1758


  Seeker “The importance of the right incentives again.”


  Munger “This result demonstrates the impossibility of revising a complex system without undesired ‘by-product’ effects. The first law of ecology and the first law of legislation are one and the same: ‘You can never do merely one thing.’”1759


  Librarian “Another example is your experience from the textile business.” Munger “The business version of the Medicare-type insanity is when you own a textile plant and a guy comes in and says, ‘Oh, isn’t this wonderful. They invented a new loom. It’ll pay for itself in three years at current prices because it adds so much efficiency to the production of textiles.’ And you keep buying these looms, and their equivalent, for twenty years, and you keep making four percent on capital; you never go anywhere.”1760


  Seeker ” What do you mean —’ never go anywhere’ ?”


  Buffett“Over the years, we had the option of making large capital expenditures in the textile operation that would have allowed us to somewhat reduce variable costs. Each proposal to do so looked like an immediate winner. Measured by standard return-on-investment tests, in fact, these proposals usually promised greater economic benefits than would have resulted from comparable expenditures in our highly-profitable candy and newspaper businesses.”1761


  Seeker “Sounds good — doesn’t it?”


  Buffett “We always had new machinery that held the promise of increasing our profit, but it never did because everyone else bought the same machinery. It was sort of like being in a crowd, and everyone stands on tip-toes —your view doesn’t improve, but your legs hurt.”1762


  Librarian “The problem is that most people only see the immediate—but illusory benefits of investment in machines. They don’t see what else happens —like competitive actions and that all the benefits or the efficiency gains go to the customer.”


  Buffett“Many of our competitors, both domestic and foreign, were stepping up to the same kind of expenditures and, once enough companies did so, their reduced costs became the baseline for reduced prices industry wide.”1763


  Munger “It wasn’t that technology didn’t work, it’s that the laws of economics caused the benefit from the new looms to go to the people that bought the textiles, not the guy that owned the textile plant.”1764


  Seeker “Strange this—what looks like increased productivity results in falling price and lower profits. Not something one learns in business school.”


  Munger “Lots of things increase efficiency without increasing profits.”1765 Buffett “Viewed individually, each company’s capital investment decision appeared cost-effective and rational; viewed collectively, the decisions neutralized each other and were irrational (just as happens when each person watching a parade decides he can see a little better if he stands on tiptoes). After each round of investment, all the players had more money in the game and returns remained anemic.”1766


  Librarian “The ‘standing-on-tiptoe-at-a-parade-problem’ — you do something you believe is beneficial but shortly thereafter everyone is doing the same thing. Once anybody did it, everyone else had to follow. Didn’t you experience that in the department store business?”


  Buffett“If my competitor had air-conditioning, I had air-conditioning… If they put in an escalator, I had to put in an escalator. All of those were defensive decisions.”1767


  Seeker “As you said before — retailing is a tough business.”


  Buffett“In a business selling a commodity-type product, it’s impossible to be a lot smarter than your dumbest competitor.”1768


  Librarian “Instead search for companies with moats where you neither lose unit volume or competitive position but instead get the benefits of the increased cost efficiencies.”


  Seeker “Can you give me another example?”


  Librarian “You remember when we talked about the workers’ compensation system in California?”


  Seeker “Yes, wasn’t that about the problem with creating systems where it is easy for people to cheat?”


  Librarian “Once more ‘and then what?’ or a decisions ripple effects come into play.”


  Munger “It’s just the incentive structure that so rewards all this fraud is put in place by these ignorant legislatures, many members of which have been to law school, and they just don’t think about what terrible things they’re doing to the civilization because they don’t take into account the second order effects and the third-order effects in lying and cheating.”1769 


  Seeker “So what should they have done better? Asked ‘And then what?” Munger “Think through that effects have effects — and that incentives are always going to have super-effects — because that’s a basic law of biological life.”1770


  “Anyway, as the Medicare example showed, all human systems are gamed, for reasons rooted deeply in psychology, and great skill is displayed in the gaming.”1771


  Seeker “I understand now that having the right incentives is really important.”


  Librarian “One example of perverse incentives with bad consequences happened when 19lh century paleontologists were in China to find dinosaur bones and they paid peasants for each fragment of dinosaur bones that they found. The result: the peasants dug up the bones and then smashed them into pieces, to maximize their payments.”1772


  Seeker “Not what the paleontologists aimed for.”


  Librarian “Equivalent to what Mark Twain said in his autobiography, ‘The best way to increase wolves in America, rabbits in Australia, and snakes in India, is to pay a bounty on their scalps. Then every patriot goes to raising them.’”


  “Once more, the truth that rewards determine consequences is confirmed.”


  Buffett“There must be incentives to do the right thing and incentives not to do the wrong thing.”1773


  Librarian “Gresham’s Law is another example of unwanted consequences.” Seeker “Like you told me earlier where bad loan practices drives out good.”


  Librarian “Yes, in fact it can be generalized to any process or system where the bad drives out the good. Gresham is an example of what Garrett Hardin calls a pejoristic system - a system which by its very nature makes matters worse. Another example of this is our overuse and misuse of antimicrobials. What happens is that every antimicrobial selects for its own failure. Antibiotics selects for antibiotic-resistant bacteria just as DDT selected for DDT-resistant mosquitoes.”


  Seeker “Is this why antibiotic resistance is a huge health care problem? J mean, how does it happen?”


  Librarian “It is just natural selection at work. There are a lot of bacteria around and in any population of bacteria, there are some individuals that through mutations have developed genes causing them to escape elimination. The more non-resistant bacteria that are eliminated, the more opportunities for the resistant to reproduce and spread. Over time, the resistant bugs win the race, meaning the antibiotics become less and less effective.”


  “This also means that the more we use antibiotics, the faster resistance spreads.”


  Seeker “Very useful this ‘see the whole picture’ and ‘things bite back’ idea of yours.”


  Librarian “Just as we get what we reward for, we get what we select for.” “Even extra care in thinking may have negative consequences.”


  Munger “Most good things have undesired ‘side effects’, and thinking is no exception. The best defense is that of the best physicists, who systematically criticize themselves to an extreme degree, using a mindset described by Nobel laureate Richard Feynman as follows: ‘The first principle is that you must not fool yourself and you’re the easiest person to fool.’”1™


  “The ethos of not fooling yourself is one of the best you could possibly have. It’s powerful because it’s so rare.”1775




  

  The “Compared To What?” Filter


  Librarian “Another filter that is really the key question behind opportunity cost is, ‘Compared to what?’ Because what you really do is compare different alternatives or opportunities.”


  “You can also ask the’compared to what’ question when someone explains ‘why’ an outcome happened. You have to consider alternative explanations.”


  Seeker “Give me an example.”


  Librarian “OK, let’s use Cicero writings about the poet and clear thinker Diagoras of Milos. One day a friend of Diagoras tried to convince him that the gods existed — ‘You think the gods have no care for man? Why, you can see from all these votive pictures here how many people have escaped the fury of storms at sea by praying to the gods who have brought them safe to harbor.’ Diagoras replied, ‘Yes, indeed, but where are the pictures of all those who suffered shipwreck and perished in the waves?”’1776


  “Let’s call it the Diagoras trick or considering both positive and negative outcomes.”


  Seeker “Give me a more useful example.”


  Librarian “Assume someone tells you that ‘1 have studied successful businesses and have found that their secret to success is visionary leaders.’”


  Seeker “Makes sense.”


  Librarian “But then you have to ask yourself, ‘Visionary leaders is great but compared to what?’ What about all those businesses that had visionary leaders but ended up at the corporate cemetery? Or what about all those companies that didn’t have visionary leaders but were successful?”


  “To understand what qualities cause success, we need to compare business successes with failures. We must include companies that started with the same quality but failed. We need to compare the proportion of supporting cases with not supporting cases. We need the whole sample — both the good and the bad.”


  Seeker “You mean some companies who lack visionary leaders are successful and some are not and the same is true with companies who have visionary leaders?”


  Librarian “Yes, Just because a company lack a visionary leader doesn’t give us any insights if it is important or not, unless we know that all or most successful companies have visionary leaders.”


  Buffett“It is important to study failure as much as you study success.”1777 Librarian “Same with the stock market or corporate acquisitions. You see the survivors, the winners; you don’t see the losers because you don’t look at the corporate cemetery.”


  Munger “It is assumed by many business school graduates, and by almost all consultants, that a corporation can easily improve its outcome by purchasing unrelated or tenuously related businesses. Our experience, both actual and vicarious, makes us less optimistic about easy solutions through business acquisition. We think undue optimism arises because successful records draw too much attention. Many people then reason as I would if I forecasted good prospects in big-time tennis after observation limited to Ivan Lendl and Steffi Graf, or good prospects in the California lottery after limiting observations to winners.”


  “The converse is also true, only more so. Far too little attention is given to the terrible effects on shareholders (or other owners) of the worst examples of corporate acquisitions.”1778


  Seeker “Once more, I learn how little I know. Next time someone tells me they have this miracle cure for whatever, I will not only look at the gold medalists but also the ones lying in the cemetery.”


  Librarian Another use of the ‘compared to what’-question is for example, when you try to find out why something bad happened.”


  Seeker You mean another tool except for the Occam or fundamental cause one and the Einstein slash Munger ‘counter-corollary’ one when dealing with complexity and Lollapaloozas? I almost stumbled over the words there…Please tell me. ..meanwhile I better take another scope of ice cream.”


  “Hmm —I see there is none left —so I help myself to one of your See’s Candy instead.”


  Librarian “Try to find out what is different when things go wrong. What was different—the underlying conditions, some variable, the behaviour— when you had the problem compared to what normally happens in similar situations. Or if a problem persist over time, what factor, etc. is consistently different when we have problems? Also, ask ‘what normally causes this kind of problem?’ It could of course also have been a pure random event.


  Seeker “Great, gives me something to think about the next time my home’s electrical system malfunction.”


  Librarian “Let’s tie three filters together—‘opportunity cost’, ‘compared to what?’ and ‘and then what?”


  “Do you see what they have in common?”


  Seeker “No, so please tell me.”


  Librarian “As I said, the compared to what-question lies behind opportunity cost and to decide what is the best course of action you need to consider available opportunities or alternatives and circumstances considering ‘And then what?’ or other effects —their higher order effects and implications. And expect there is at least one unwanted consequence.” Seeker “Some other advice you have?”




  

  Checklists Helps: Assuming We Are Competent Enough To Pick The Key Factors And Evaluate Them


  Munger “Checklist routines…prevent a lot of errors, and not just for pilots. You should not only possess wide-ranging elementary wisdom but also go through mental checklist routines in using it. There is no other procedure that will work as well.”1779


  “How can smart people so often be wrong? They don’t do what I’m telling you to do: use a checklist to be sure you get all the main models and use them together in a multimodular way.”1780


  Seeker “Can you give me a simple checklist for how to learn to be wise?” Munger “I can never make it easy by saying, ‘Here are three things.’ You have to derive it yourself to ingrain it in your head for the rest of your life.”1781


  Seeker “I assume you are an avid user of checklists?”


  Munger “I’m a great believer in solving hard problems by the use of a checklist, because you get all the issues in front of you that way —and otherwise it’s too easy to miss something important1’82…Now if there are two or three items that are very important that aren’t on your checklist — well, if you’re an airplane pilot, you can crash.”1783


  Librarian “And don’t make the checklist so long and complicated that you don’t follow it. Make it as simple and concise as possible.”


  “But don’t put all your trust in checklists which can cause a false sense of security and control just like wearing seat belt makes drivers feel more secure, making them drive faster or more recklessly.”


  Buffett“A checklist is no substitute for thinking.”1784


  Seeker “I get it —every tool has its limitations.”


  Buffett“Occasionally…the unthinkable happens.”1785


  Librarian “Often trouble comes from the direction we least expect.


  As ‘The One-Eyed Doe’ in Aesop’s fable experienced before she died — ‘Alas, ill-fated creature that I am! I was safe on the land side, whence I looked for danger, but my enemy came from the sea, to which I looked for protection.’”


  Seeker “You are protected in one direction while the real danger comes from another.”


  Librarian “Yes, and many times because you learned a little too precisely from your own or others’ bad experiences — you prevent ‘yesterday’s’ dangers when reality —conditions, objectives, and enemies —has changed. You prevent something from happening again —until something else happens.”


  “That is what France experienced when Germany attacked them by entering the thick Ardennes forest —something the French never anticipated since they considered it pretty much impenetrable. Their Maginot Lane made them feel secure but it was a false sense of security.” Seeker “Now you lost me —again.”


  Librarian ” rhe Maginot Line was a chain of defensive concrete fortifications I rance built along its eastern border between WW1 and 2 and named after the French Minister of defence who proposed the idea. Based on experiences from WW1 it was designed to prevent future invasions from German ground forces. Unfortunately, in WW2, German ground forces instead attacked France through the weakly hold Ardennes forest near Luxemburg and its Luftwaffe flew over the fortifications.”


  “It is often referred to as the danger of only relying of precise past experiences —preventing a disaster tomorrow with a strategy that worked in the past. The French prepared for a defensive war similar to WW1 and didn t consider that they may face new conditions —new technologies and tactics. WW 2 was a different kind of war. WW1 was more of a trench war while Germany brought more of a mechanized blitzkrieg —tanks, motorized infantry, and air support —to WW2.”1786


  Munger Misanalysing a situation that is not representative of reality.”1787 Seeker “Let’s see —they prepared themselves for old threats and strengthened past vulnerabilities. It reinforces what you said earlier about the need for learning the right lesson from the past and the importance of adapting to changing situations.”


  Buffett“It’s not only generals that prefer to fight the last war. Most business and investment analysis also comes from the rear-view mirror… Future profitability of the industry will be determined by current competitive characteristics, not past ones. Many managers have been slow to recognize this.”1788


  Librarian “It comes natural to learn from past experiences and especially bad ones and then try to prevent the same from happening again. Just like people assume some past disaster would never exceed its historical maximum and only protect for that.”


  “Both the French and the Germans learned the right lesson from WW1 —that it was mostly a defensive war. But while the French adopted the lesson, the Germans adapted to it. And as any good military strategist know —when you want to surprise an enemy, go where they are not —hit hard where not expected. As Thomas J. ‘Stonewall’ Jackson said, ‘Always mystify, mislead, and surprise the enemy.’”1789


  Seeker “Like the Dark Horse you mentioned earlier —where the real danger may come from new competitors that turn up from completely unexpected places.”


  Librarian “Or dismissed enemies. As Howard Bloom said, ‘Like the Babylonians before them, the Persians were blind to the barbarians and expected trouble only from nations celebrated for military might. They forgot that the real danger often comes from a people everyone has totally dismissed.’”1790


  “As Ike Skelton writes, ‘History teaches that every war is unique. ‘Lessons learned’ typically focus on what worked —and what did not —in the last conflict. History is replete with examples of militaries staying with successful technology and doctrine from previous conflicts only to suffer disastrous results in the next.’”1791


  Seeker “Anything more I need to think about?”


  Munger “Don’t overlook the obvious by drowning in minutiae.”1792


  Seeker “Anything else —honestly, I’m starting to get pretty full now. And I don’t mean of ice cream or See’s Candy. In fact, I better have another peanut brittle.”




  

  Have Some Avoid-Rules


  Librarian “To help you stay out of trouble have some avoid or what not to do-rules based on what doesn’t work so you don’t go there.”


  Munger ” When a guy is offering you free money, don’t listen to the rest of the sentence. This is the Munger rule1793. ..If it promises high rates of return and has high commissions don’t read it.”1794


  Buffett”You need very few good ideas in your lifetime. You have to be willing to have the discipline to say, ‘I’m not going to do something I don’t understand.”’1795


  ”You have to come to your own conclusions, and you have to do it based on facts that are available. If you don’t have enough facts to reach a conclusion, you forget it. You go on to the next one. You have to also have the willingness to walk away from things that other people think are very simple.”1796


  Seeker “Is this all now?”


  Librarian “You can of course have some ‘what-to-do-rules’ like: ‘Stay within my circle of competence, go where the competition is low, always have a margin of safety, work only with people I can trust, treat people according to the ‘golden rule.’”


  “Now it’s time to end this session.”


  Seeker “I have really appreciated your time —and I love this simplicity and common sense ethos you have.”


  Munger “Organized common (or uncommon) sense —very basic knowledge —is an enormously powerful tool.”1797


  Librarian “As Samuel Taylor Coleridge said, ‘Common sense in an uncommon degree is what the world calls wisdom.’ Unfortunately as Plutarch said, ‘Common sense is very uncommon.’”


  Munger “What people mean when they say a man has common sense is uncommon sense… What they mean is a man that can operate over a pretty broad range of human territory without making any big boners. And that is a very important thing to be good at.”1798


  Seeker “I assume nothing comes easy.”


  Librarian “You’re right —both simplicity and common sense is the result of careful preparation —knowing what works and not —and having a clear mind.”


  Seeker “But don’t I need to specialize in something?”


  Munger You can be quite competent in your specialized field and also have the common sense over a broad area if you work at it appropriately.” Let s take the case of Newton. More than half of the powerful creative period in Newton’s life was totally wasted on alchemy and theology and in the remaining half he managed to create quite a distinction in his chosen profession. He had power to burn.”1799


  Seeker ” But I am for sure no Newton.”


  Munger “So, assume you’re not Newton. You’re just a good guy who is going to be a good mechanical engineer. Don’t you think you can get a general competency just as you might be a good engineer and also play golf? There is plenty of time to do it without ruining your specialized competency. All you have to have is the will and the technique and every hour you’re delaying doing it.. .you’re just increasing the chances that you remain in the shallows.”1800


  Seeker “You sure have a lot of new tricks I need to learn.”


  Munger “We don’t have any new tricks. We just know the old tricks better.”1801


  “I would argue that what Berkshire has done has mostly been using trivial know ledge… if you absorb the important basic knowledge… and you absorb all the big basic points across a broad range of disciplines, one day you’ll walk down the street and you’ll find that you’re one of the very most competent members of your generation, and that many people who were quicker mentally and worked harder are in your dust.”1802 Buffett “What we do is simple, although it’s not necessarily easy. The checklist going through our mind isn’t very complicated. Knowing what you don’t know is important. Sometimes that’s not easy.”1803


  Seeker “I thank you so very much for taking the time to wise me up. I will continue to learn and practice being wiser.”


  Munger “Berkshire loves education, and it loves people who like to learn.”1804




  

  Learning Never Stops


  Librarian “And learning never stops.”


  Munger “Without lifetime learning you…are not going to do very well. You are not going to get very far in life based on what you already know. You’re going to advance in life by what you learn after you leave here.”1805 Seeker “Constant and never-ending improvement will be my mantra.” Munger “I think the one thing that we did that worked best of all…we were always dissatisfied with what we already knew — we wanted to know more. If Warren and I had stayed frozen in time, [Berkshire] would have been a terrible place. It’s only that we kept learning that made it work… and I don’t think that’ll ever stop.”1806


  Buffett“There’s so much to learn. Learning what works and what doesn’t work, where value resides and where value doesn’t reside.”1801 Munger “Had he [Warren] not been learning all this time, our record would be a mere shadow of what it is. And he’s actually improved since he passed the age at which most other people retire. Most people don’t even try this—it takes practice.”1808


  “And I don’t see how you can wise up all the time if you aren’t working at it.”1809


  Seeker ” Do you read every day?”


  Munger “Sure.”’810


  Buffett“Actually, I probably spend five or six hours a day on reading. We have no meetings at Berkshire. We have a directors meeting once a year, after the shareholders meeting, at lunch. And at the end, I say ‘I’ll see you next year.’ It’s a very economical operation. We don’t have a slide projector. We don’t have a calculator. We do not have meetings on anything.”1811


  Munger “You’d be amazed at how much Warren reads—and at how much I read.”1812


  “Nothing has served me better in my long life than continuous learning.”1813


  Seeker “I better get started.”


  Munger ” Even if you’re very well trained and have some natural aptitude, you still need to keep learning.”1814


  Seeker “Now you’re really making fun of me. Seriously, is there some book that contains some of your wisdom, I should read?”


  Munger “Peter Kaufman has tried to do that in a book…Poor Charlie’s Almanack.. .that he stitched together out of my old speeches —plus a lot else… I think if you assimilate everything in that simple book, you’ll know a lot more than about 95% of your compatriots. And it’s not hard to do. So Peter Kaufman has made it easy for you.”1815


  Buffett“It’s a sensational book. Anybody that reads it is going to learn a lot about life.”1816


  Librarian “Personally, I love the editor Peter Kaufman’s summary of Mr. Munger’s approach, ‘Charlie generally focuses first on what to avoid — that is, on what NOT to do —before he considers the affirmative steps he will take in a given situation…Charlie gains enormous advantage by summarily eliminating the unpromising portions of ‘the chess board,’ treeing his time and attention for the more productive regions.’”


  ” Charlie strives to reduce complex situations to their most basic, unemotional fundamentals. Yet, within this pursuit of rationality and simplicity, he is careful to avoid what he calls ‘physics envy,’ the common human craving to reduce enormously complex systems…to one-size-fits-all Newtonian formulas.’”1817


  Munger If you find you don’t like it, you can always give it to a more intelligent friend.”1818


  Librarian “And of course, when it comes to business, managing and investing, nothing beats reading Warren Buffett’s Letters to Berkshire Hathaway Shareholders.”


  Seeker “But you honestly think that someone like me can wise up?”


  Munger “I constantly see people rise in life who were not the smartest, sometimes not even the most diligent. But they are learning machines18”… They go to bed every night a little wiser than they were that morning. And boy, does that habit help, particularly when you have a long run ahead of you.”1820


  “It helps to have a generalized competency in dealing with words, and numbers and quantities, and concepts. Of course, it helps to practise with that competency. And if you then collect follies the way I do and stay away from the follies, when you’re as old as I am, you’ll be a rich old man.”1821’


  Seeker “Encouraging and remarkable.”


  Munger “There’s nothing remarkable about it. I don’t have any wonderful insights that other people don’t have. Just slightly more consistently than others, I’ve avoided idiocy1822…All I’m trying to be is be non-idiotic. I find that that’s all you have to do to get ahead in life is to be non-idiotic and live a long time.”1823


  Buffett“It really is simple—just avoid doing the dumb things. Avoiding the dumb things is the most important.”1824


  Munger “So if you just avoid idiocy, have a good character and do it every day— it’s amazing how well it works.”1825


  Seeker “I love this.”


  Munger “What works, what fails? Have that temperament.”1826


  Seeker “Thanks.”


  Munger “There will be immense worldly rewards…in a more multidisciplinary approach to many problems, common or uncommon. And more fun as well as more accomplishment. The happier mental realm I recommend is one from which no one willingly returns. A return would be like cutting off one’s hands.”1827


  Librarian “Few are willing to prepare and do the work that is needed to make better decisions. Therefore, if you prepare today what few else will do, ‘tomorrow’ you can accomplish what most others can’t. Prepare — learn and understand what works and not—and you will know what to do.”


  “If you can learn some things to improve your life —why wouldn’t you like to learn it?”


  Seeker “Thank you Mr. Buffett, Mr. Munger and Mrs. Librarian for this visit, I will….”




  

    The man woke up from his dream. And the first thing he observed was a sign on his living room wall.


    “Cherish some man of high character, and keep him ever before your eyes, living as if he were watching you, and ordering all your actions as if he beheld them.”


    - Seneca


    And the man smiled to himself —and for the first time in many years he felt good about the future.
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