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Buffett's letters taught me more about investing than any business school ever

could.

Even after investing for 14 years, | uncover new insights every time | reread his
letters.

Recently, | reread his letters from 1977 to 2020 for a third time.

Here are my key insights:

1. Moat is NEVER stagnant

A company's competitive position either grows stronger or weaker each day.
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Widening the moat must always take precedence over short-term targets.

Every day, i 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.

When our long-term competitive position improves as a result of these almost unnoticeable
actions, we describe the phenomenon as “widening the moat.” And doing that 1s essential if we are to have
the kind of business we want a decade or two from now. We always, of course, hope to earn more money
in the short-term. But when short-term and long-term conflict, widening the moat must take precedence. If
a management makes bad decisions in order to hit short-term earnings targets, and consequently gets
behind the eight-ball in terms of costs, customer satisfaction or brand strength, no amount of subsequent
brilliance will overcome the damage that has been i11ﬂicted.‘ Take a look at the dilemmas of managers in
the auto and airline industries today as they struggle with the huge problems handed them by their
predecessors. Charlie 1s fond of quoting Ben Franklin’s “An ounce of prevention is worth a pound of
cure.” But sometimes no amount of cure will overcome the mistakes of the past.

2. Commodity businesses
A business without moat will have its returns competed away.
Regardless of improvement, your competitors will quickly copy your advantage away.

Where returns on capital is dismal, reinvestment will only destroy value.

But the promised benefits from these textile investments
were illusory. 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 industrywide. 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.

3. The flywheel effect
Buffett was preaching about the flywheel effect before it became cool.

Back then, newspapers were similar to today's platform businesses like Amazon, Meta, and App Store.



More readers beget more advertisers beget more readers.

The great majority of families therefore felt the need for a paper every day. but understandably
most didn’t wish to pay for two. Advertisers preferred the paper with the most circulation. and
readers tended to want the paper with the most ads and news pages. This circularity led to a law
of the newspaper jungle: Survival of the Fattest.

Thus, when two or more papers existed in a major city (which was almost universally the case a
cenfury ago). the one that pulled ahead usually emerged as the stand-alone winner. After
competition disappeared. the paper’s pricing power in both advertising and circulation was
unleashed. Typically, rates for both advertisers and readers would be raised annually — and the
profits rolled in. For owners this was economic heaven. (Interestingly. though papers regularly —

and often 1n a disapproving way — reported on the profitability of. say. the auto or steel industries,
they never enlightened readers about their own Midas-like situation. Hmmm . . .)

4. Operating leverage

Companies with high fixed costs and low variable costs will see earnings rise faster than revenue.
However, it cuts both ways.

It becomes a disaster when revenue is declining.

Check out my article on how operating leverage works: https://t.co/Nv7470BAKO

We are likely therefore to see non-economic individual buyers of newspapers emerge. just as we
have seen such buyers acquire major sports franchises. Aspiring press lords should be careful.
however: There’s no rule that says a newspaper’s revenues can’t fall below its expenses and that
losses can’t mushroom. Fixed costs are high in the newspaper business. and that’s bad news when
unit volume heads south.| As the importance of newspapers diminishes, moreover, the “psychic”
value of possessing one will wane, whereas owning a sports franchise will likely retain its cachet.

5. Fundamentals of investing

*Know your circle of competence
eFocus on future cash flows
*Refrain from price speculation
elgnore volatility

*Macro is a waste of time


https://t.co/Nv747oBAK0

I tell these tales to illustrate certain fundamentals of investing:

e You don't need to be an expert in order to achieve satisfactory investment returns. But if you aren’t, you
must recognize your limitations and follow a course certain to work reasonably well. Keep things simple
and don’t swing for the fences. When promised quick profits, respond with a quick “no.”

¢ Focus on the future productivity of the asset you are considering. If you don’t feel comfortable making a rough
estimate of the asset’s future earnings, just forget it and move on. No one has the ability to evaluate every
investment possibility. But omniscience isn’t necessary; you only need to understand the actions you undertake.

¢ If you instead focus on the prospective price change of a contemplated purchase, you are speculating.
There is nothing improper about that. I know, however, that I am unable to speculate successfully, and I
am skeptical of those who claim sustained success at doing so. Half of all coin-flippers will win their first
toss; none of those winners has an expectation of profit if he continues to play the game. And the fact that
a given asset has appreciated in the recent past is never a reason to buy it.

¢  With my two small investments, 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. If you can enjoy Saturdays and Sundays without looking at stock
prices, give it a try on weekdays.

e 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. (When I hear

TV commentators glibly opine on what the market will do next, [ am reminded of Mickey Mantle’s
scathing comment: “You don’t know how easy this game is until you get into that broadcasting booth.”)

6. Mr. Market

Everyday Mr. Market will show up to name a price to buy or sell.

When optimistic, he sees only favorable factors and names a high price.
When pessimistic, he sees nothing but trouble and names a low price.

Mr. Market is here to serve you, not to guide you.



Ben Graham, my friend and teacher, long ago described the
mental attitude toward market fluctuations that I believe to be
most conducive to investment success. He said that you should
imagine market quotations as coming from a remarkably
accommodating fellow named Mr. Market who is your partner in a
private business. Without fail, Mr. Market appears daily and
names a price at which he will either buy your interest or sell
you his.

Even though the business that the two of you own may have
economic characteristics that are stable, Mr. Market's quotations
will be anything but. For, sad to say, the poor fellow has
incurable emotional problems. At times he feels euphoric and can
see only the favorable factors affecting the business. When in
that mood, he names a very high buy-sell price because he fears
that you will snap up his interest and rob him of imminent gains.
At other times he is depressed and can see nothing but trouble
ahead for both the business and the world. On these occasions he
will name a very low price, since he is terrified that you will
unload your interest on him.
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Mr. Market has another endearing characteristic: He doesn't
mind being ignored. If his quotation is uninteresting to you
today, he will be back with a new one tomorrow. Transactions are
strictly at your option. Under these conditions, the more manic-
depressive his behavior, the better for you.

But, like Cinderella at the ball, you must heed one warning
or everything will turn into pumpkins and mice: Mr. Market is
there to serve you, not to guide you. It is his pocketbook, not
his wisdom, that you will find useful. If he shows up some day
in a particularly foolish mood, you are free to either ignore him
or to take advantage of him, but it will be disastrous if you
fall under his influence. Indeed, if you aren’'t certain that you
understand and can value your business far better than Mr.
Market, you don't belong in the game. As they say in poker, "If
you've been in the game 3@ minutes and you don't know who the
patsy is, you 're the patsy."

7. What is risk?



Risk does not come from price volatility.
Nor could it be managed away by simply diversifying.

Focus on whether after-tax proceeds generated by the investment provide at least as much purchasing power as the
investor started with, plus a modest interest rate.

In our opinion, the real risk that an investor must assess is
whether his aggregate after-tax receipts from an investment
(including those he receives on sale) will, over his prospective
holding period, give him at least as much purchasing power as he
had to begin with, plus a modest rate of interest on that initial
stake. Though this risk cannot be calculated with engineering
precision, it can in some cases be judged with a degree of accuracy
that is useful. The primary factors bearing upon this evaluation
are:

1) The certainty with which the long-term economic
characteristics of the business can be evaluated;

2) The certainty with which management can be evaluated,
both as to its ability to realize the full potential of
the business and to wisely employ its cash flows;

3) The certainty with which management can be counted on
to channel the rewards from the business to the
shareholders rather than to itself;

4) The purchase price of the business;

5) The levels of taxation and inflation that will be
experienced and that will determine the degree by which

an investor's purchasing-power return is reduced from his
gross return.

8. Growth vs Value Investing
Thinking that stocks with low PE, PB or high dividend yield is a value stock is erroneous thinking.
Likewise, a high PE, PB or low dividend yield might be a value purchase.

Instead, focus on the return on capital vs the cost of capital.



Whether appropriate or not, the term "value investing” is
widely used. Typically, it connotes the purchase of stocks having
attributes such as a low ratio of price to book value, a low price-
earnings ratio, or a high dividend yield. Unfortunately, such
characteristics, even if they appear in combination, are far from
determinative as to whether an investor is indeed buying something
for what it is worth and is therefore truly operating on the
principle of obtaining value in his investments. Correspondingly,
opposite characteristics - a high ratio of price to book value, a
high price-earnings ratio, and a low dividend yield - are in no way
inconsistent with a "value" purchase.

Similarly, business growth, per se, tells us little about
value. It's true that growth often has a positive impact on value,
sometimes one of spectacular proportions. But such an effect is
far from certain. For example, investors have regularly poured
money into the domestic airline business to finance profitless (or
worse) growth. For these investors, it would have been far better
if Orville had failed to get off the ground at Kitty Hawk: The more
the industry has grown, the worse the disaster for owners.

Growth benefits investors only when the business in point can
invest at incremental returns that are enticing - in other words,
only when each dollar used to finance the growth creates over a
dollar of long-term market value. In the case of a low-return
business requiring incremental funds, growth hurts the investor.

9. Durable businesses

Similar to Jeff Bezos, Buffett like to focus on what doesn't change for a business.
For Amazon's customers, it is low prices.

For Sees' candies, it is for the premium brand.

Technology changes, but motivations less so.



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 1928s when the See family was building the business. Moreover, these
motivations are not likely to change over the next 20 years, or even 58.

We look for similar predictability in marketable securities. Take
Coca-Cola: The zeal and imagination with which Coke products are sold
has burgeoned under Roberto Goizueta, who has done an absolutely
incredible job in creating value for his shareholders. Aided by Don
Keough and Doug Ivester, Roberto has rethought and improved every aspect
of the company. But the fundamentals of the business - the qualities
that underlie Coke's competitive dominance and stunning economics - have
remained constant through the years.

10. Investing in "The Inevitables"
Between fast growth or a more certain growth, Buffett will always choose the latter.

Without durability, fast growth in the early years are less ideal investments.

Companies such as Coca-Cola and Gillette might well be labeled "The
Inevitables." Forecasters may differ a bit in their predictions of
exactly how much soft drink or shaving-equipment business these companies
will be doing in ten or twenty years. Nor is our talk of inevitability
meant to play down the vital work that these companies must continue to
carry out, in such areas as manufacturing, distribution, packaging and
product innovation. In the end, however, no sensible observer - not even
these companies' most wvigorous competitors, assuming they are assessing
the matter honestly - questions that Coke and Gillette will dominate
their fields worldwide for an investment lifetime. Indeed, their
dominance will probably strengthen. Both companies have significantly
expanded their already huge shares of market during the past ten years,
and all signs point to their repeating that performance in the next
decade.

Obviously many companies in high-tech businesses or embryonic
industries will grow much faster in percentage terms than will The

Inevitables. But I would rather be certain of a good result than hopeful
of a great one.

11. Investing in quality

Over the long-run, the returns of your investment will mirror the underlying business return on capital.



Even if a business is slightly overvalued, Buffett will rather hold on to it than to switch for a cheaper, lower-quality business.

Right now. the prices of the fine businesses we already own are just not that attractive. In other words. we feel
much better about the businesses than their stocks. That’s why we haven’t added to our present holdings. Nevertheless,
we haven’t vet scaled back our portfolio in a major way: If the choice is between a questionable business at a
comfortable price or a comfortable business at a questionable price, we much prefer the latter. What really gets our
attention, however. is a comfortable business at a comfortable price.

12. Deep value investing
Investing in ugly businesses simply because of its price is foolish.
Time is the friend of the wonderful business, the enemy of the mediocre.

Unless you are able to liquidate the company, you'll slowly see value evaporate.

If you buy a stock at a sufficiently low price, there will
usually be some hiccup in the fortunes of the business that gives
you a chance to unload at a decent profit, even though the long-
term performance of the business may be terrible. I call this the
"cigar butt" approach to investing. A cigar butt found on the
street that has only one puff left in it may not offer much of a
smoke, but the "bargain purchase” will make that puff all profit.

Unless you are a liquidator, that kind of approach to buying
businesses is foolish. First, the original "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.
Second, any initial advantage you secure will be quickly eroded
by the low return that the business earns. For example, if you
buy a business for $8 million that can be sold or liquidated for
$10 million and promptly take either course, you can realize a
high return. But the investment will disappoint if the business
is sold for $1© million in ten years and in the interim has
annually earned and distributed only a few percent on cost. Time
is the friend of the wonderful business, the enemy of the
mediocre.

13. Leverage
Don't do it.

Don't expose yourself to the possibility of being wiped out.



In investing, a settled mind is crucial for making decisions.

Berkshire, itself, provides some vivid examples of how price randomness in the short term can obscure long-
term growth in value. For the last 53 years, the company has built value by reinvesting its earnings and letting
compound interest work its magic. Year by year, we have moved forward. Yet Berkshire shares have suffered four
truly major dips. Here are the gory details:

Period High Low Percentage Decrease
March 1973-January 1975 93 38 (59.1%)
10/2/87-10/27/87 4,250 2,675 (37.1%)
6/19/98-3/10/2000 80,900 41,300 (48.9%)
9/19/08-3/5/09 147,000 72,400 (50.7%)

This table offers the strongest argument I can muster against ever using borrowed money to own stocks.
There is simply no telling how far stocks can fall in a short period. Even if your borrowings are small and your
positions aren’t immediately threatened by the plunging market, your mind may well become rattled by scary headlines
and breathless commentary. And an unsettled mind will not make good decisions|

14. Share buybacks

Makes sense only when:

*The company has enough fund to maintain competitive position
*There's no where else to reinvest at attractive returns

*The company's stock is selling below intrinsic value

There is only one combination of facts that makes it advisable for a company to repurchase its shares: First, the
company has available funds — cash plus sensible borrowing capacity — beyond the near-term needs of the business
and. second. finds its stock selling in the market below its intrinsic value, conservatively-calculated. To this we add
a caveat: Shareholders should have been supplied all the information they need for estimating that value. Otherwise,
insiders could take advantage of their uninformed partners and buy out their interests at a fraction of true worth. We
have, on rare occasions, seen that happen. Usually, of course, chicanery is employed to drive stock prices up, not down.

The business “needs™ that I speak of are of two kinds: First. expenditures that a company must make to maintain
its competitive position (e.g., the remodeling of stores at Helzberg’s) and, second, optional outlays, aimed at business
growth, that management expects will produce more than a dollar of value for each dollar spent (R. C. Willey’s
expansion into Idaho).

When available finds exceed needs of those kinds. a company with a growth-oriented shareholder population can
buy new businesses or repurchase shares. If a company’s stock is selling well below infrinsic value, repurchases usually
make the most sense.| In the mid-1970s, the wisdom of making these was virtually screaming at managements. but few
responded. In most cases. those that did made their owners much wealthier than if alternative courses of action had been

15. Not all earnings are created equal

An asset heavy business that requires frequent reinvestment to maintain its competitive position doesn't have "real
earnings".

Bulk of its returns will be set aside simply to maintain its competitive positioning and cannot be distributed.



The first point to understand is that all earnings are not
created equal. In many businesses particularly those that have
high asset/profit ratios - inflation causes some or all of the
reported earnings to become ersatz. The ersatz portion - let’s
call these earnings “restricted” - cannot, if the business is to
retain its economic position, be distributed as dividends. Were
these earnings to be paid out, the business would lose ground in
one or more of the following areas: its ability to maintain its
unit volume of sales, its long-term competitive position, its
financial strength. No matter how conservative its payout ratio,
a company that consistently distributes restricted earnings is
destined for oblivion unless equity capital is otherwise infused.

16. EPS is misleading
When evaluating an acquisition, management often justify it with EPS accretion.
But near-term EPS is of no significance.

What really counts is whether a merger is dilutive or anti-dilutive in terms of intrinsic business value.

The attention given this form of dilution is overdone:

current earnings per share {(or even earnings per share of the
next few years) are an important variable in most business
valuations, but far from all powerful.

There have been plenty of mergers, non-dilutive in this
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limited sense, that were instantly value destroying for the
acquirer. And some mergers that have diluted current and near-
term earnings per share have in fact been value-enhancing. What
really counts is whether a merger is dilutive or anti-dilutive in

terms of intrinsic business value (a judgment involving
consideration of many variables). We believe calculation of
dilution from this viewpoint to be all-important {(and too seldom

made) .

17. Inflation
Asset-light companies that have pricing power will benefit from inflation.

On the other hand, companies that have to invest in machineries, plants and properties to stay relevant will suffer in periods



of high inflation.

stay even in real profits. Any unleveraged business that requires some net tangible assets to operate (and almost all do) is hurt by inflation.
Businesses needing little in the way of tangible assets simply are hurt the least.

And that fact, of course, has been hard for many people to grasp. For years the traditional wisdom — long on tradition, short on wisdom

held that inflation protection was best provided by businesses laden with natural resources, plants and machinery, or other tangible assets
("In Goods We Trust"). It doesn’t work that way. Asset-heavy businesses generally earn low rates of return — rates that often barely
provide enough capital to fund the inflationary needs of the existing business, with nothing left over for real growth, for distribution to

In contrast, a disproportionate number of the great business fortunes built up during the inflationary years arose from ownership of
operations that combined intangibles of lasting value with relatively minor requirements for tangible assets. In such cases eamings have
bounded upward in nominal dollars, and these dollars have been largely available for the acquisition of additional businesses. This
phenomenon has been particularly evident in the communications business. That business has required little in the way of tangible
investment — yet its franchises have endured. During inflation, Goodwill is the gift that keeps giving.

This is the end of my key takeaways from Buffett's letters!

| hope you enjoyed it.

If you like this, follow me here @steadycompound

| write about investment concepts, business breakdowns and growth philosophies.

If you have enjoyed this thread, you're gonna love my newsletter where | curate 3 ideas on investing and growth
philosophies.

Every week.

https://t.co/96pjE7aGBm

You can read all of Buffett's letters here for free! https://t.co/Frt5aAP092

Personally, | prefer reading from @CunninghamProf book The Essays of Warren Buffett because of its neat categorization.

Get it here: https://t.co/b8j6H|[EQCS

Thanks for letting me know the short url on operating leverage isn't working!

Here is the article on operating leverage: https://t.co/hMOZ54iudU
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