Munger’s Investment Evaluation Process

Poor Charlie’s Almanac, p. 65


Opening thoughts:

1. View stock as an ownership of the business and to judge the staying quality of the business in terms of its competitive advantage

2. Look for more value in terms of discounted future cash flow than you are paying for

3. Move only when you have an advantage – have to understand the odds and have the discipline to only bet when they are in your favor

4. Keep heads down and handle the headwinds and tailwinds as best we can, take the result after a period of years

1st step: limit investment field to only simple, understandable candidates. 

Looking for:

1. easy to understand
2. dominant business franchise
3. can sustain itself and thrive in all market environments

Next, apply screens and filters of the mental model approach

· apply the big ideas from the big disciplines to find large, unrecognized nuggets of gold that sometimes lie in plain sight on the ground

· take into account all relevant aspects, both internal and external to the company and industry (ecosystem approach)

· List of additional factors seeming endless includes***:
· Current and prospective regulatory climate
· State of labor, supplier and customer relations
· Potential impact of changes in technology
· Competitive strengths and vulnerabilities
· Pricing power
· Scalability
· Environmental issues
· Hidden exposures (no such thing as a riskless investment – search for opportunities with risks that are easily understandable)

· sometimes the maximization or minimization of a single factor can make that single factor disproportionately important (Costco)

· Treats financial reports / accounting with skepticism – at best they are merely the beginning of a proper intrinsic valuation calculation

· Recast all financial statement figures to fit his own view of reality (including the actual free or “owners” cash being produced, inventory and other working capital assets, fixed assets and frequently overstated intangible assets like goodwill)

· Complete an assessment of the true impact, current and future, of the cost of stock options, pension plans and retiree medical benefits 

· Applies equal scrutiny to the liability side of the balance sheet (e.g. insurance float premiums more properly as an asset)

· Assesses a company’s management well beyond conventional number crunching (how able, trustworthy and owner-oriented are they?)

· How do they deploy cash?
· Do they allocate it intelligently on behalf of the owners? 
· Do they overcompensate themselves?
· Do they pursue ego-oriented growth for growth’s sake?

· Above all – attempt to understand: a) competitive advantage in every respect – products, markets, trademarks, employees, distribution channels, societal trends, etc. and b) durability of the competitive advantage

· Moat and ability to keep its width and impossibility of being crossed is the primary criteria of a great business (WB) – tell their managers to widen it every year. If the moat is widened every year the business will do very well.

· If you see a moat that’s tenuous in any way it’s way too risky

· Superior companies have deep moats that are continuously widened to provide enduring protection

· Need to carefully consider creative destruction – forces that, over the long-term lay siege to most companies

· WB and CB are laser-focused on this issue – few businesses survive over multiple generations

· Strive to buy only those businesses with a good chance of beating these tough odds

· Preferred Munger business: Entities able to adapt, survive and dominate over time 
· Some thrive by outcompeting (selfish gene)
· Some by out cooperating (Darwin’s blind spot)

· Finally, calculate the intrinsic value of the whole business and, with allowance for potential dilution, etc., to determine an approximate value per share to compare to market prices. 

· This comparison is the fundamental purpose of the process 

· A great business at a fair price is superior to a fair business at a great price

· Don’t forget margin of safety – Redundancy from engineering – bridges are designed with backup systems and extra capacity to prevent failures – so too should investing strategies

· Ignore insignificant details and distractions – investment variables put through own process of elimination – reduce candidate to its most salient elements

· The evaluation, finally, becomes not so much mathematical as philosophical

· Final screen – a necessary companion to proper valuation is proper timing – “prior to pulling the trigger checklist”

· What are current price, volume and trading considerations?
· What disclosure timing or other sensitivities exist?
· Do contingent exit strategies exist?
· Are better uses of capital currently or potentially available?
· Is sufficient liquidity on hand?
· What is the opportunity cost of capital?

Additional notes:

· Commit more time to learning and thinking than doing – blend of patience and discipline exhibited by true masters of a craft: an uncompromising commitment to “properly playing the hand”

· CM doesn’t score himself on whether he won the hand but rather on how well he played it
· Poor outcomes are excusable since some circumstances outside of your control but sloppy preparation and decision making are never excusable because they are controllable

· On the relatively few occasions when all the circumstances are just right – make a large, decisive bet (extreme patience combined with extreme decisiveness)

· Some other factors CM considers:

· Conversion – how the laws of thermodynamics intersect with the laws of economics

· Psychological tendencies and incentives (notably the extreme behavioral pressure they create, both good and bad)

· Fundamental sustainability over time (the constant and often deadly interplay between positive factors such as moats and the ravages of competitive destruction)




A Lesson on Elementary Worldly Wisdom as it Relates to the Investment Management Business

(USC April 14, 1994)

1st rule: you can’t really know anything if you just remember isolated facts
· if the facts don’t hang together on a latticework of theory you don’t have them in useable form
· You have to a) have models in your head and b) array your vicarious and direct experience on this latticework of models

What are the models? Need to have multiple models from multiple disciplines – 80/90 models important models will carry 90% of the freight (and only a mere handful really carry very heavy freight)

1. Mathematics

a. Permutations and combinations (Fermat and Pascal): need to use it routinely almost every day of your life (Buffett automatically thinks in terms of decision trees and elementary math or permutations and combinations)

2. Accounting: obviously need to know accounting. 
a. Need to know enough about it to understand its limitations 
b. Although accounting is the starting place it is only a crude approximation

3. Psychology: Ungodly important 

a. The Five Ws (Carl Braun’s rule): all communications should say who is going to do what, were, when and why
i. If you tell people why they’ll understand it better, consider it more important and they’ll be more likely to comply
ii. Iron rule that you want to gain worldly wisdom by asking why, why, why, you should also include why, why, why when communicating with other people about everything

b. Limitations of the perceptual apparatus: Brain has shortcuts in it – someone who knows how to take advantage of those shortcuts can cause the brain to miscalculate in certain ways and cause you to see things that aren’t there

c. Limitations of the cognitive function: More than equally likely to be misled here – brain has lots of little automatic shortcuts. This knowledge can be used to control and motivate other people

d. Psychology of misjudgment: 20 little principles that interact which are terribly important to learn 

i. Smart people make bonkers mistakes by failing to pay heed to it

e. Two track analysis: 
i. First: what are the factors that really govern the interests involved, rationally considered?
1. One approach is rationality – evaluate the real interests, the real probabilities and so forth
ii. Second: what are the subconscious influences where the brain at a subconscious level is automatically doing these things which are useful but often misfunction?
1. Other approach is to evaluate the psychological factors that cause subconscious conclusions, many of which are wrong

4. Science and Engineering: most reliable models on Earth

a.  Engineering quality control: It costs so much and you get so much less likelihood of it breaking if you spend this much
i. Elaboration is what Deming brought to Japan

b. Statistics: Don’t think it’s necessary for most people to be amazing at statistics
i. Gaussian / normal distribution: need to know what it looks like / understand since events and huge aspects of reality end up distributed that way (be able to do a rough calculation)

c. Backup system (engineering): very powerful

d. Break points (engineering): very powerful

e. Critical mass (physics): very powerful

f. Cost benefit analysis:

5. Biology / Physiology: Next most reliable models

6. Microeconomics: Somewhat less reliable form of worldly wisdom

a. Ecosystem approach: think of a free market economy (or partially free market economy) as the equivalent of an ecosystem
i. Specialization: Businesses, just like people and animals, who specialize can get terribly good at occupying some little niche – frequently find good economics that they wouldn’t get any other way

b. Advantages of Scale



