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PORTFOLIO DIVERSIFICATION AND ALLOCATION
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Rarity of IDEAS
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Same thoughts of our applies to financial sector is India which is undergoing value migration from inefficient, not an great customer experience, stuck in bureaucracy PSU banks to robust, tech driven, risk averse Private sector banks and financial institutions.
Financialization of India at a broader level with increasing internet penetration is going to have a huge potential for the next decade for these well managed/stable and highly scalable business models.
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deéﬁning markets. We have onlyr three years of declining markets in our table and unfommétt;ly (for purposes of
this test only) they were all moderate declines. In all three of these years we achieved appreciably better
investment results than any of the more conventional portfolios.

Specifically, if those three years had occurred in sequence, the cumulative results would have been:

Tri-Continental Corp. -9.7%

Dow -20.6%

Mass. Investors Trust -20.9%

Lehman Corp. -22.3%

Investors Stock Fund -24.6%

Limited Partners T45.0%  erese e se

have a IRR as per your expectations
We don’t think this comparison is all important, but we do think it has some relevance. We certainly think it
makes more sense than saying “We own (regardless of price) A.T. &T., General Electric, IBM and General
Motors and are therefore conservative.” In any event, evaluation of the conservatism of any investment program

or management (including self-management) should be based upon rational objective standards, and I suggest
performance in declining markets to be at least one meaningful test.
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6. Diversification. Buffett disagreed with conventional wisdom that investors should hold a
broad portfolio of stocks in order to shed company-specific risk. In his view, investors typically
purchased far too many stocks rather than waiting for the one exceptional company. Buffett said:

Figure businesses out that you understand, and concentrate. Diversification is protection against
ignorance, but if you don't feel ignorant, the need for it goes down drastically. [Quoted in Forbes
(October 19, 1993), and republished in Andrew Kilpatrick, Of Permanent Value, 574]

Comments

As can be seen in Exhibit 4, Berkshire Hathaway has a concentrated stock portfolio (the majority
of funds are invested in 4 firms: Coca-Cola, Gillette, Capital Cities/ABC and GEICO). This is
not a key principle, but is a natural result of the other principles in action. Furthermore, this
principle would not be applicable to most non-professional investors or anyone using passive
investment strateoies.
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This year in the material which went out in November, I specifically called your attention to a new Ground Rule
reading, "7. We diversify substantially less than most investment operations. We might invest up to 40% of our

net worth in a single security under conditions coupling an extremely high probability that our facts and
reasoning are correct with a very low probability that anything could drastically change the underlying value of

the investment." Investr_nenl corpus is incremental over longer periods of time. Thus at oppt_)rtune nmes(v_\/hen the IRR probabilities are r_net comfortab_ly) the
- allocations could be altered to commit up to even 30-35% of PNW to acquire a substantial stake in well managed consistent run business that have

excellent allocation and execution skills
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We are obviously following a policy regarding diversification which differs markedly from that of practically all
public investment operations. Frankly, there is nothing I would like better than to have 50 different investment
opportunities, all of which have a mathematical expectation (this term reflects the range of all possible relative
performances, including negative ones, adjusted for the probability of each - no yawning, please) of achieving
performance surpassing the Dow by, say, fifteen percentage points per annum. If the fifty individual
expectations were not intercorelated (what happens to one is associated with what happens to the other) I could
put 2% of our capital into each one and sit back with a very high degree of certainty that our overall results
would be very close to such a fifteen percentage point advantage.

Over a longer period of time investment horizon of 7+ years the positions
sizes will mean revert to desired allocations. So no point in going gung hoo
about larger individual allocations in portfolio's sterile stage

It doesnlt W()rk that way. HE KNOWS IT, KNOWS IT BY HEART
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We have to work extremely hard to find just a very few attractive investment situations. Such a situation by
definition is one where my expectation (defined as above) of performance is at least ten percentage points per
annum superior to the Dow. Among the few we do find, the expectations vary substantially. The question
always is, “How much do I put in number one (ranked by expectation of relative performance) and how much
do I put in number eight?" This depends to a great degree on the wideness of the spread between the
mathematical expectation of number one versus number eight.” It also depends upon the probability that number
one could turn in a really poor relative performance. Two securities could have equal mathematical
expectations, but one might have .05 chance of performing fifteen percentage points or more worse than the
Dow, and the second might have only .01 chance of such performance. The wider range of expectation in the

" .1 - P It all boils down to IRR and consistency in probabilistic achievement of
first case reduces the deSlIablllty theaVy concentration M 1t.  nat|rR that decides the allocation size; but again availability is a bigger

factor, that the security is available at that IRR

The above may make the whole operation sound very precise. It isn't. Nevertheless, our business is that of

ascertaining facts and then applying experience and reason to such facts to reach expectations. Imprecise and
emotionally influenced as our attempts may be, that is what the business is all about. The results of many years

Cannot be free of biases, but better to be aware of them while making choices, you read extensively to
broaden your horizon to incrementally enhance your experience and reasoning
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of decision-making in securities will demonstrate how well you are doing on making such calculations - whether
you consciously realize you are making the calculations or not. [ believe the investor operates at a distinct
advantage when he is aware of what path his thought process is following. very important to have those yardsticks in advance, your framework of

selection, execution and allocation, if you know what you are doing
you are at a distinct advantage
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Of course, the fact that someone else 1s behaving 1llogically in owning one hundred securities doesn't prove our

case. While they may be wrong in overdiversifying, we have to affirmatively reason through a proper
diversification policy in terms of our objectives.  Netsnly awersify across scrip Names, But 6varall SSetors, affecting atrIbutss, cors

addressable areas in input and output chain, niches across segments, proper alocation
percentage upon execution certainity

The optimum portfolio depends on the various expectations of choices available and the degree of variance in
performance which is tolerable. The greater the number of selections, the less will be the average year-to-year
variation in actual versus expected results. Also, the lower will be the expected results, assuming different
choices have different expectations of performance.
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The optimum portfolio depends on the various expectations of choices available and the degree of variance in
performance which is tolerable. The greater the number of selections, the less will be the average year-to-year
variation in actual versus expected results. Also, the lower will be the expected results, assuming different
choices have different expectations of performance.

T am willing to give up quite a bit in terms of leveling of year-to-year results (remember when I talk of “results,”
T am talking of performance relative to the Dow) in order to_achieve better overall long-term performance.  voy must know
Simply stated, this means [ am willing to concentrate quite heavily in what I believe to be the best investment | ! v <!
opportunities recognizing very well that this may cause an occasional very sour year - one somewhat more sour,

probably, than if I had diversified more. While this means our results will bounce around more, I think it also
means that our_long-term margin of superiority should be greater. LONG TERM MARGIN OF SUPERIORITY -

ULTIMATE GOAL
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The sort of concentration we have in this category is bound to produce wide swings in short term performance —
some, most certainly, unpleasant. There have already been some of these applicable to shorter time spans than I
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use 1n reporting to partners. This 1s one reason I think frequent reporting to be foolish and potentially misleading
in a long term oriented business such as ours.
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You have already seen some examples of this. Our margin versus the Dow has ranged from 2.4 percentage
points in 1958 to 33.0 points in 1965. If you check this against the deviations of the funds listed on page three,
you will find our variations have a much wider amplitude. I could have operated in such a manner as to reduce
our amplitude, but I would also have reduced our overall performance somewhat although it still would have
substantially exceeded that of the investment companies. Looking back, and continuing to think this problem
through, I feel that if anything, I should have concentrated slightly more than I have in the past. Hence, the new
Ground Rule and this long-winded explanation.
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Again let me state that this 1s somewhat unconventional reasoning (this doesn't make 1t right or wrong - it does
mean you have to do your own thinking on it), and you may well have a different opinion - if you do, the
Partnership is not the place for you. We are obviously only going to go to 40% in very rare situations - this
rarity. of course, is what makes it necessary that we concentrate so heavily, when we see such an opportunity.
We probably have had only five or six situations in the nine-year history of the Partnership where we have
exceeded 25%. Any such situations are going to have to promise very significantly superior performance
relative to the Dow compared to other opportunities available at the time. They are also going to have to possess

such superior qualitative and/or quantitative factors that the chance of serious permanent loss is minimal
(allything can happen on a short-term quotational basis which partially explains the greater risk of widened year-

to-year variation in results). In selecting the limit to which I will go in anyone investment, I attempt to reduce to
a tiny figure the probability that the single investment (or group, if there is intercorrelation) can produce a result
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for our total portfolio that would be more than ten percentage points poorer than the Dow.
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Personally, within the limits expressed in last year's letter on diversification, I am willing to trade the pains
(forget about the pleasures) of substantial short term variance in exchange for maximization of long term
performance. However, I am not willing to incur risk of substantial permanent capital loss in seeking to better
long term performance. To be perfectly clear - under our policy of concentration of holdings, partners should be
completely prepared for periods of substantial underperformance (far more likely in sharply rising markets) to
offset the occasional over performance such as we have experienced in 1965 and 1966, and as a price we pay for
_P_g_g_P—hO ed-for OOd lon term erformance. High Quality, ethical run, long runway business with competitive MOATS at a

fair price
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Of course, this rule can be attacked as fuzzy, complex, ambiguous, vague, etc. Nevertheless, I think the point is
well understood by the great majority of our partners. We don't buy and sell stocks based upon what other

people think the stock market is going to do (I never have an opinion) but rather upon what we think the

company is going to do. The course of the stock market will determine, to a great degree, when we will be right,
but the accuracy of our analysis of the company will largely determine whether we will be right. In other words

we tend to concentrate on what should happen, not when it should happen. The point s basically to focus on business fundamentals,
identifying its MOAT(s), focusing on IRR probability and not worry

about market prices
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Business Interest/partnership is set in after a lot of thought process behind it. Should not be
terminated based on price aberrations. Instead try to add more within your guidelines

If we start deciding, based on guesses or emotions, whether we will or won't participate i a business where we
should have some long run edge, we're in trouble. We will not sell our interests in businesses (stocks) when they
are attractively priced just because some astrologer thinks the quotations may go lower even though such
forecasts are obviously going to be right some of the time. Similarly, we will not buy fully priced securities
because "experts" think prices are going higher. Who would think of buying or selling a private business
because of someone's guess on the stock market? The availability of a question for your business interest (stock)
should always be an asset to be utilized if desired. If it gets silly enough in either direction, you take advantage
of it. Its availability should never be turned into a liability whereby its periodic aberrations in turn formulate
your judgments. A marvelous articulation of this idea is contained in chapter two (The Investor and Stock
Market Fluctuations) of Benjamin Graham's "The Intelligent Investor". In my opinion, this chapter has more
investment importance than anything else that has been written.
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In the last few years this situation has changed dramatically. We now find very few securities that are
understandable to me, available in decent size, and which offer the expectation of investment performance
meeting our yardstick of ten percentage points per annum superior to the Dow. In the last three years we have
come up with only two or three new ideas a year that have had such an expectancy of superior performance.
Fortunately, in some cases, we have made the most of them. However, in earlier years, a lesser effort produced
literally dozens of comparable opportunities. It is difficult to be objective about the causes for such diminution
of one's own productivity. Three factors that seem apparent are: (1) a somewhat changed market environment;
(2) our increased size; and (3) substantially more competition.

Very clear about the objective & IRR Yardstick, not to think of an investment before that, Importance of fact that
Good Ideas are rare and again illustrating when the odds are in favour, it it a time to bet heavily.
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It is obvious that a business based upon only a trickle of fine ideas has poorer prospects than one based upon a
steady flow of such ideas. To date the trickle has provided as much financial nourishment as the flow. This is
true because_there is only so much one can digest (million dollar ideas are of no great benefit to thousand dollar
bank accounts - this was impressed on me in my early days) and because a limited number of ideas causes one
to utilize those available more intensively. The latter factor has definitely been operative with us in recent years.
However, a trickle has considerably more chance of drying up completely than a flow.
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At yearend 1965 we had invested $1,956,980 and the market value of our holding was $2,358,412 so that
$401,432 was contributed to performance luring 1965. We would have preferred, of course, to have seen the
market below cost since our interest was in additional buying. not in selling. This would have dampened Buffett
Partnerships Ltd.’s 1965 performance and perhaps reduced the euphoria experienced by limited partners
(psychically, the net result to all partners would have been a standoff since the general partner would have been

floating) but would have enhanced long term performance. The fact that the stock had risen somewhat above our

cost had already slowed down our buying program and thereby reduced ultimate profit.
Look at the long term orientation, he is not at all concerned about short term results. Once, he is convinced on the busines, ulterior motive is to maximize the acquisition at
lower prices to maximize the longer term gain. imilarly if we are convinced with the business and within our limits, allocations discipline we should keep on acquiring the same
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Good ideas were a dime a dozen, such a premature ending would not be unpleasant. There is something to be
said, of course, for a business operation where some of the failures produce moderate profits. However, you can
see how hard it is to develop replacement ideas by examining our average investment in the Private Owner

category - we came up with nothing during the remainder of the year despite lower stock prices, which should
have been conducive to finding such opportunities.
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As far as I am concemned, the stock market doesn’t exist. It is there only as a reference to see if anybody is
offering to do anything foolish. When we invest in stocks, we invest in businesses. You simply have to
behave according to what is rational rather than according to what is fashionable. [Peter Lynch, One up
on Wall Street, (New York, NY: Penguin Books, 1990), 78]
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1986 Annual Report, 16] Buffett also said, “Lethargy bordering on sloth remains the
cornerstone of our investment style,” [ Berkshire Hathaway, Inc., 1990 Annual Report, 15] and
“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. [Berkshire Hathaway, Inc., Letters to
Shareholders. 1977—1983. 53]
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As we have said many times, we think that over time, shareholder value is most enhanced
by investing for long-term total returns. We feel this approach helps keep us from making
poor short-term decisions when it comes to sector allocation or investing in the latest
Wall Street craze. Over the years, the superior performance of your common stock
portfolio segment in particular has added much value to the Corporation. In the selection
of common stocks, we continue to be guided by the same five criteria that we detailed in
our 1986 Annual Report:

e Think independently
Invest in high-return businesses run for the shareholders
Pay only a reasonable price, even for an excellent business
Invest for the long term
Do not diversify excessively




image28.png
Do not diversify excessively

"An investor is not likely to obtain superior results by buying a broad cross-section of the market. The more
diversification, the more performance is likely to be average, at best. We concentrate our holdings in a few
companies that meet our investment criteria. Good investment ideas-that is, companies that meet our
criteria-are difficult to find. When we think we have found one, we make a large commitment.”

“The five largest holdings at Geico account for more than 50 percent of the stock portfolio.”

"One lesson I have learned is to make fewer decisions. Sometimes the best thing to do is to do nothing. The

hardest thing to do is to sit with cash. It is very boring.”
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Long-term competitive advantage in a stable industry is what we seek in a
business. If that comes with rapid organic growth, great. But even without
organic growth, such a business is rewarding. We will simply take the lush
earnings of the business and use them to buy similar businesses
elsewhere. There’s no rule that you have to invest money where you've
earned it. Indeed, it’s often a mistake to do so: Truly great businesses,
earning huge returns on tangible assets, can’t for any extended period

reinvest a large portion of their earnings internally at high rates of return.
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Building up

the position,

needs time

Continuous
addition to
portfolio at
times of
decline

Portfolio on an Aggregate should represent value; value derived from inherent strengths of business models and their
earnings powers in the future course

I can definitely say that our portfolio represents better value at the end of 1957 than it did at the end of 1956.
This is due to both generally lower prices and the fact that we have had more time to acquire the more
substantially undervalued securities which can only be acquired with patience. Earlier I mentioned our largest
position which comprised 10% to 20% of the assets of the various partnerships. In time I plan to have this
represent 20% of the assets of all partnerships but this cannot be hurried. Obviously during any acquisition
period, our primary interest is to have the stock do nothing or decline rather than advance. Therefore, at any
given time, a fair proportion of our portfolio may be in the sterile stage. This policy, while requiring patience,

should maximize 10ng term Pl'OﬁtS- Not going for instant gains but understanding the Sterile stage of the
portfolio. Additional deployments governed by risk weighted allocations
and permissible pullups from available investible corpus only
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The rub, then, is in being sure that we all have the same ideas of what is good and what is poor. I believe in
establishing yardsticks prior to the act: retrospectively, almost anything can be made to look good in relation to

something or other.  ouryardsticks are high quiaity business, with impeccable management and partnering with them at a suitable margin of SAfety for a
longer time
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In the great majority of cases the lack of performance exceeding or even matching an unmanaged index 1n no
way reflects lack of either intellectual capacity or integrity. I think it is much more the product of: (1) group

decisions - my perhaps jaundiced view is that it is close to impossible for outstanding investment management
to come from a group of any size with all parties really participating in decisions; (2) a desire to conform to the
policies and (to an extent) the portfolios of other large well-regarded organizations; (3) an institutional
framework whereby average is "safe" and the personal rewards for independent action are in no way
commensurate with the general risk attached to such action; (4) an adherence to certain diversification practices
which are irrational; and ﬁnally and un[gonantly, !5! inertia. Advantages an thorough individual investor has
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Truly conservative actions arise from intelligent hypotheses, correct facts and sound reasoning. These qualities
may lead to conventional acts, but there have been many times when they have led to unorthodoxy. In some
corner of the world they are probably still holding regular meetings of the Flat Earth Society.

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 thought. When we really sit back with

a smile on our face is when we run into a situation we can understand, where the facts are ascertainable and
clear, and the course of action obvious. In that case - whether other conventional or unconventional - whether

others agree or disagree - we feel - we are progressing in a conservative manner.





