Cash & Leverage Aversion
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Letter by Warren's grandfather to his uncle
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What happened with DHFL
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That is exactly why MFL (Manappuram Finance limited) want to diversify their funds/liability base even at a 200 bps higher cost than CP coz they want to have adequate liquidity over a longer period of time.
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Finally — getting to our third point— we will never engage in operating or investment
practices that can result in sudden demands for large sums. That means we will not expose
Berkshire to short-term debt maturities of size nor enter into derivative contracts or other

business arrangements that could require large collateral calls.
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Consequently, we will not be initiating any major derivatives positions. We shun contracts of
any type that could require the instant posting of collateral. The possibility of some sudden
and huge posting requirement — arising from an out-of-the-blue event such as a worldwide
financial panic or massive terrorist attack — is inconsistent with our primary objectives of

redundant liquidity and unquestioned financial strength.
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Charlie and I believe in operating with many redundant layers of liquidity, and we avoid
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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.





image12.png
Emergency + aytocay
nevatiass winost
‘ouching your parfos
v Samuzing
compoundng

R
roney s to gve you
e menial pesce No
rest retm e
o canrepiace it

Over a period of a good many yoars I have lmown & great many
people who at gome time or another have fered in various ways
simply because they did not have ready cash, I have lmown people
who have had to saorifice some of thelr holdings in order to have

ioney that was necessary at that times

For a good many years your grandfather kept a certain smount
of money where he oould put his hands on it in very short notlces

For a mumber of yoars I have made it a point to keop a reserve,
should mome ocoasion come up where I would need monoy quickly, with=
out disturbing the money that I have in my business, There have
Dbeen a couple oocasions when I found it very convenient to go to
this funde

Thus, I feel that overyome should have & reserves I hopo it
never happens to you, but tho ohances are that some day you will
noed money, snd need it badly, and with this thought in view, T
started a fund by placing 4256400 1 an envelope,vith your name on
1%, when you were married, Each yesr I hdded somothing to it, watil
thore 1s now $1000,00 in the funds

Ten yosrs have elapsed since you were merried, and this fund
is now completede

It is my wish that you place this envelope in your safety
deposlt box, and keep it for the purpose that it was oreated fors
Should the {ime come when you need part, I wohld suggest that you
use as little as possible, and replace it as soon as possibles

eu mightt sosl that & 4 Do
inoome. Forge == the mental satisfao
laid ewey where you cen pub your hends on it, is wo

What interost it might tring, espeoially if you have tho investment
in something that you could fot realize on quicklye

If in after years you feel this has been a good idea, you
might repeat 1t with your own childrens

For your information, I might mention that there has never
been a Buffebt who ever left a very large estate, bub there has
never been one that d1d not leave something, Thoy never spent all
they made, but elweys saved part of what they made, snd it has all
worked out pretty wells

This letter s being written at the expiration of ten years
after vou were married.




image13.png
Furthermore, not a dime of cash has left Berkshire for dividends or share repurchases during
the past 40 years. Instead, we have retained all of our earnings to strengthen our business, a
reinforcement now running about $1 billion per month. Our net worth has thus increased
from $48 million to $157 billion during those four decades and our intrinsic value has grown
far more. No other American corporation has come close to building up its financial strength
in this u nrelenting way. Fruits bome out of prudence and discipline over long periods of

time

By being so cautious in respect to leverage, we penalize our returns by a minor amount.

Having loads of liquidity, though, lets us sleep well. Moreover, during the episodes of
financial chaos that occasionally erupt in our economy, we will be equipped both financially

and emotionally to play offense while others scramble for survival. That's what allowed us

to invest $15.6 billion in 25 days of panic following the Lehman bankruptecy in 2008.
Try and reflect on the thought process here, when other will scramble for survival then you can play offensive. Opportunity
meets a prepared mind and that is known as luck. Its like a bamboo tree analogy, day by day, month by month year by year
on your discipline and prudence you create a war chest of cash which can be used at opportune time o shoot fast moving
elephants
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Life and Debt

NEVER The fundamental principle of auto racing is that to finish first, you must first finish. That
FAILING
GUIDING
PRINCIPLE

dictum is equally applicable to business and guides our every action at Berkshire.

Unquestionably, some people have become very rich through the use of borrowed money.
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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. And as we all learned in third grade — and some relearned in 2008 —

any series of positive numbers however im pressive 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 people.
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Leverage, of course, can be lethal to businesses as well. Companies with large debts often
assume that these obligations can be refinanced as they mature. That assumption is usually
valid. Occasionally, though, either because of company-specific problems or a worldwide

shortage of credit, maturities must actually be met by payment. For that, only cash will do

the job.

Borrowers then learn that credit is like oxygen. When either is abundant, its presence goes
unnoticed. When either is missing, that's all that is noticed. Even a short absence of credit
can bring a company to its knees. In September 2008, in fact, its overnight disappearance in

many sectors of the economy came dangerously close to bringing our entire country to its
knees.




image17.png
When the financial system went into cardiac arrest in September 2008, Berkshire was a

supplier of liquidity and capital to the system, not a supplicant. At the very peak of the

crisis, we poured $15.5 billion into a business world that could otherwise look only to the

federal government for help. Of that, $9 billion went to bolster capital at three highly-
regarded and previously-secure American businesses that needed — without delay — our

tangible vote of confidence. The remaining $6.5 billion satisfied our commitment to help

fund the purchase of Wrigley, a deal that was completed without pause while, elsewhere,

panic reigned.

This FACT IS undeniable and you will have to live with it in case you want to build a financial fortress. Remember
the color of money to be invested should be dark Green and this is the cost of that green paint. It's not free

We pay a steep price to maintain our premier financial strength. The $20 billion-plus of cash-

equivalent assets that we customarily hold is earning a pittance at present. But we sleep

well.
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All this talk about the long pull has caused one partner to observe that “even five minutes is a long time if one's
head is being held under water." This is the reason, of course, that we use borrowed money very sparingly in our
operation. Average bank borrowings during 1966 were well under 10% of average net worth.
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A root cause analysis will reveal that DHFL, much like other NBFCs was running what

bankers call an “asset-liability mismatch”.

A housing finance company like DHFL disburses loans that have repayment periods of
about 20 years. Despite the unusually long repayment periods, the loan is a rather safe
bet. The company generates reasonable interest income and if the consumer were to
default on his payments, DHFL will still have a house they could liquidate to help
recoup a part of their investment. So there is little concern on the lending side. It’s the

borrowing bit that’s slightly more complicated.
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In an uber-competitive scenario, DHFL would want to make an extra penny by trying
to borrow at cheap rates. But borrowing at cheap rates comes with a caveat—You can’t
take 20 years to pay back the loans. DHFL’s lenders will gladly offer loans at lower
interest rates if they promise to repay the loan sooner. How soon? 3—6 months would
be optimal. But DHFL is poised to receive its funds over the course of 20 years. How
then could you expect it to pay back its dues within 3—6 months. This is a problem
referred to as the Asset Liability Mismatch.
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But it has a rather simple workaround nonetheless. DHFL borrows funds with short
repayment periods by issuing a contract note. In banking parlance, they call this a
Commercial Paper (CP). Once the repayment period is complete and the CP is due
after 6 months, the company simply issues a new set of commercial papers and
borrows once again. And again. And again. This way the company can keep “rolling

over” funds to meet their short-term obligations.
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Now all this works exceedingly well until there’s somebody on the sidelines willing to
refinance your loans. But when there’s no one willing to back you, that’s when things
quickly spiral out of control. First, it’s just one default. You promise to honor all your
other obligations. But almost instantaneously you find out that nobody wants to lend
to you anymore. You quickly run out of cash. And before you know it, you're defaulting

almost every day.
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I think you can be quite sure that over the next ten years there are going to be a few years when the general
market is plus 20% or 25%, a few when it is minus on the same order, and a majority when it is in between. I

haven't any notion as to the sequence in which these will occur, nor do I think it is of any great importance for

B B Estimate the amount of Stress if you don't have liquidity enough to ride through these times. So, as a first fo bui the Moat around your portfolio/wealth
the long-term investor. creation journey you must create congenial neural conditions for the Grey cells /Gut cells to not panic/get frustrated or hinder the normal compounding
process that would consist of multiple ups and down during the course and hence is the importance of sufficient cash and liquidity . It comes and wil

~always come with a high COST . No free LUNCHES
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Our job is to pile up yearly advantages over the performance of the Dow without worrying too much about

whether the absolute results in a given year are a plus or a minus. I would consider a year in which we were
down 15% and the Dow declined 25% to be much superior to a year when both the partnership and the Dow
advanced 20%. I have stressed this point in talking with partners and have watched them nod their heads with
varying degrees of enthusiasm. It is most important to me that you fully understand my reasoning in this regard
and agree with me not only in your cerebral regions, but also down in the pit of your stomach.
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Our insurance and banking subsidiaries possess a fiduciary relationship with the public. We

retain a fundamental belief in operating from a very strongly financed position so as to be in a

position to unguestionably fulfill our responsibilities. Thus, we will continue to map our

financial future for maximum financial strength in our subsidiaries as well as at the parent

These 3 underlined lines, this is the Crux of it ALL, the whole foundation on which the solid intellect and opportunistic
company level. deployment would launch itself. Wihtout these there can not be achieved any durable advantage over long term
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Our basic principle is that if you want to shoot rare, fast-moving elephants, you should

always carry a loaded gun.
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Our fund-first, buy-or-expand-later policy almost always penalizes near-term earnings. For kind of patience to

Paying a - sit needed even

vedeltaof  example, we are now earning about 6 1/2% on the $250 million we recently raised at 10%, a e suffering the

3.5% and it i

i i is ¢ ~osti i i i frugalities of higher
stil ready disparity that is currently costing us about $160,000 per week. This negative spread is yie? ing shot te?’m
t;y"(";'rtsfor unimportant to us and will not cause us to stretch for either acquisitions or higher-yielding opp

Importance  short-term instruments. If we find the right sort of business elephant within the next five
of Cash

and years or so, the wait will have been worthwhile.
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Emergency 10 our fourth grove, Berkshire held $112 billion at yearend in U.S. Treasury bills and other

;L;r::];}s]':; cash equivalents, and another $20 billion in miscellaneous fixed-income instruments. We

iSd ot consider a portion of that stash to be untouchable, having pledged to always hold at least
Inaepenaen
of Size. Itis  $20 billion in cash equivalents to guard against external calamities. We have also promised

athought 4, avoid any activities that could threaten our maintaining that buffer.

process
‘You have to make your PF a fortress by ensuring you never have to sell in panic/need/exigency. you have to create emergency corpus to sustain your investments. Always
remember more than incremental corpus will weight the ability to sustain what is invested. The color of invested money should be dark green Full STOP

Berkshire will forever remain a financial fortress. In managing, I will make expensive

mistakes of commission and will also miss many opportunities, some of which should have

been obvious to me. At times, our stock will tumble as investors flee from equities. But I will

never risk getting caught short of cash. Similarly your investments will also tumble, then at time time
this equity liquidity cushion and emergency funds will hold you
through
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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; in fact, if it occurs
we will be selling life jackets to the unprepared. Berkshire played an important role as a

“first responder” during the 2008-2009 meltdown, and we have since more than doubled the
Simply increment your Emergency funds with prudent earnings/career growth and leave the rest to time
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Berkshire’s goal is to substantially increase the earnings of its non-insurance group. For that

Replace the . L .

word to happen, we will need to make one or more huge acquisitions. We certainly have the
Substantiall . s . .
Wﬁhs AMEY T resources to do so. At yearend Berkshire held $116.0 billion in cash and U.S. Treasury Bills
Sustainable

(whose average maturity was 88 days), up from $86.4 billion at yearend 2016. This
Learn to live with it

extraordinary liquidity earns only a pittance and 1s tar beyond the level Charlie and I wish

Berkshire to have. Our smiles will broaden when we have redeployed Berkshire’s excess

funds into more productive assets.
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Emergency Funds + Dividends
Career Growth, Prudent , Antifragile Reinvestment with adequate

i X i Investments . investible equity cash cushion
Financial staying power requires a company to maintain three strengths undaer ail

circumstances: (1) a large and reliable stream of earnings; (2) massive liquid assets and (3) no

significant near-term cash requirements. Ignoring that last necessity is what usually leads

companies to experience unexpected problems: Too often, CEOs of profitable companies feel

they will always be able to refund maturing obligations, however large these are. In BIG No to -ve FCF

. . at any cost, even if
2008-2009, many managements learned how perilous that mindset can be. is available for free





