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Taken from The Warren Buffett Way, Robert G Hagstrom JR

Published by John Wiley and Sons Inc, 1995.

Buying a Business

When Buffett invests, he sees a business. Most investors see only a stock price. They spend far too much time watching, predicting, and anticipating price changes and far too little time understanding the business they partly own.

Mr Market

On the fact the stock market price reflects the unknown future. “The future is never clear and you pay a high price for a cherry consensus”.

On attempting to time whether the markets will go up or down. “We simply attempt to be fearful when others are greedy and to be greedy only when others are fearful.”

According to Buffett, individuals are at a disadvantage only if they are forced to sell at unfavourable times. Buffett believes that investors must be financially and psychologically prepared to deal with the markets volatility. Investors should expect their common stocks to fluctuate. Buffett believes that unless you can watch your stock holdings decline by 50 percent without becoming panic stricken, you should not be in the stock market.

“The most common cause of low prices is pessimism – sometimes pervasive, sometimes specific to a company or industry. We want to do business in such an environment, not because we like pessimism but because we like the prices it produces. It’s optimism that is the enemy of the rational buyer.”

Buffett finds it odd that investors habitually dislike markets that are in their best interests and favor those that continually put them at a disadvantage. Unwittingly, investors dislike owning shares when prices are going down and warm to those stocks that are ever increasing. Buffett is able to eliminate the difficulty of share price and value because he dismisses the notion that the stock market is the final arbiter. “As far as I am concerned the stock market does not exist. It is there only as a reference to see if anybody is doing anything foolish.” Buffett recognizes that he is neither richer nor poorer because of the markets short term fluctuations in price, since his holding period is long term.

Buffett has learned from experience that good, well managed businesses often are not available at reasonable prices. When he comes across a wonderful business for sale at an attractive price, he buys a significant position. His purchase is not deterred by pessimistic economic forecasts or gloomy stock market predictions.

Lemmings and Mob Like Behaviour

Lemmings are small rodents indigenous to the tundra region and are noted for their mass exodus to the sea.  In normal periods, lemmings move about during their spring migration in search of food and new shelter.  Every three to four years, however, something odd begins to happen.  Because of high breeding and low mortality, the population of lemmings begins to rise.  As soon as their ranks swell, lemmings begin an erratic movement under darkness.  Soon, this bold group begins to move in daylight.  When confronted by barriers, the number of lemmings in the pack increase until a panic-like reaction drives them through or over the obstacle.  As this behavior intensifies, lemmings begin to challenge other animals they normally would avoid.  Although many lemmings die from starvation, predators, and accidents, most reach the sea.  There they plunge in and swim until they die from exhaustion.  The behavior of lemmings is not fully understood.  Zoologists theorize that the mass migration of lemmings possibly evokes a hormonal change that induces an alteration in behavior.  

Because financial markets are moved, dramatically by mob like action, investment professionals have long been interested in the psychological theories of human behavior.

It is perplexing to Buffett that, with so many well educated, experienced professional working on Wall Street, there is not a more logical and rational force in the market.  In fact, stocks with the highest percentage of institutional ownership are often the most volatile in price.  Business managers cannot determine their share prices.  They can only hope to encourage investors, by releasing corporate information, to act rationally.  The wild swings in share prices, Buffett notes, have more to do with “lemming-like” behavior of institutional investors than with the aggregate returns of the company they own.

Buffett confides that his long-term buy-and-hold strategy is out of step with the present-day thinking of institutional money managers.  Most money managers are quick to restructure (buy or sell) their portfolios whenever Wall Street dictates a new preference.  Their portfolios are diversified among the major industry groups, more to protect themselves from being out of step with the market than from any deeply felt sense that the companies within the industries represent good value.  In Buffett’s opinion, the term “institution investor” is becoming an oxymoron.  Referring to money managers as investors is, he says, like calling a person who engages in one-night stands romantic.

The failure of most portfolio managers to exceed the major indices is not a reflection of intelligence, Buffett says, but a symptom of the institutional decision-making process.  According to Buffett, most institutional decisions are made by groups or committees who possess a strong desire to conform to generally accepted portfolio safeguards.  The institution that compensates the money manager equates safe with average.  Adherence to standard diversification practices, rational or irrational, is rewarded over independent thinking.  “Most managers,” Buffett has said, “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”

Effect of compounding and Capital Gains Tax

Because of the tax on capital gains, Buffett figures that his buy-and-hold strategy has a financial advantage over investment approaches that emphasize short-term trading.  To explain, he asks us to imagine what happens if we buy a $1 investment that doubles in price each year.  If we sell the investment at the end of the first year, we would have a net gain of $0.66 (assuming we’re in a 34 percent tax bracket).  If the investment continues to double each year, and we continue to sell, pay the tax, and reinvest the proceeds, at the end of twenty years we would gain $25,200 after paying taxes of $13,000.  If, on the other hand, we purchased a $1 investment that doubled each year and was not sold until the end of twenty years, we would gain $692,000 after paying taxes of approximately $356,000.

Measuring Performance

If adapting Buffett’s investment strategy required only a change in perspective, then probably more investors would become proponents, Unfortunately, applying Buffett’s approach requires changing not only perspective but also changing how performance is evaluated and communicated.  The traditional yardstick for measuring performance is price change:  the difference between the purchase price of the stock and the market price of the stock.  In the long run, the price of a stock should approximate the change in value of the business.  However, in the short run, prices can gyrate widely above and below a company’s value, dependent on factors other than the progress of the business.  The problem remains that most investors use short-term changes to gauge the success or failure of their investment approach.  However, these short-term price changes often have little to do with the changing economic value of the business and much to do with anticipating the behavior of other investors.

Buffett believes it is foolish to use short-term prices to judge a company’s success.  Instead, he lets his companies report their value to him by their economic progress.

If these economic measurements are improving, he knows the share price, over the long term, should reflect this.  What happens to the stock price in the short run is inconsequential.

The difficulty of using economic measurements as yardsticks for success is that communicating performance in this manner is not customary.  Clients and investment professionals alike are programmed to follow prices.  The stock market reports price change daily.  The client’s account statement reflects price change monthly and the investment professional, using price change, is measured quarterly. 

Essence of Warren Buffett

The driving force of Warren Buffett’s investment strategy is the rational allocation of capital.  Determining how to allocate a company’s earning is the most important decision a manager will make; determining how to allocate one’s savings is the most important decision an investor will make.

Buffett has had his share of failures and no doubt will have a few more in the years ahead.  But investment success is not synonymous with infallibility.  Rather, it comes about by doing more things right than wrong.  The Warren Buffett Way is no different.  Its success as an investment approach is as much a result of eliminating those things you can get wrong, which are many and perplexing (predicting markets, economics, and stock prices), as requiring you to get things right, which are few and simple (valuing a business).  When Buffett purchases stocks, he is focusing on two simple variables:  the price of the business and its value.  The price of a business can be found by looking up its quote.  Determining value requires some calculation, but it is not beyond the ability of those willing to do some homework.

Because you no longer worry about the stock market, the economy, or predicting stock prices, you are now free to spend more time understanding your businesses.  More productive time can be spent reading annual reports and business and industry articles that will improve your knowledge as an owner.  

Ultimately, the best investment ideas will come from doing your own homework.  However, you should not feel intimidated.  The Warren Buffett Way is not beyond the comprehension of most serious investors.  You do not have to become an MBA-level authority on business valuation to use it successfully.  Still, if you are uncomfortable applying these tenets yourself, nothing prevents you from asking your financial advisor these same questions. 

Over his lifetime, Buffett has tried different investment gambits.  At a young age he even tried his hand at stock charting.  He has studied with the brightest financial mind of our century, Benjamin Graham, and managed and owned a host of businesses with his partner, Charlie Munger.  Over the last four decades, Buffett has experienced double-digit interest rates, high inflation, and stock market crashes.  Through all the distractions, he found his niche, that point where all things make sense:  where investment strategy cohabits with personality.  “Our (investment) attitude,” Buffett says “fits our personalities and the way we want to live our lives.”
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